INncline Investment AdvVIsors

The Case for Active Management:
Why Protecting the Downside Drives Long-Term Growth

Passive “buy and hold" investing has historically offered a low cost, straightforward way to capture
long term growth, but it also assumes that market recoveries come swiftly and ignores the long-
term mathematical impact of large drawdowns. The reality is markets evolve and what has worked
well for decades may not be suited for every environment. Rigid strategies can leave investors
vulnerable.

History shows that steep market declines are not rare anomalies but recurring features of market
cycles, and their impact can be devastating. Since 1928, the S&P 500 has experienced a 20%+ decline
at least once per decade,' but many of these declines have been far more severe. The dot-com crash
(2000-2002) saw the market fall nearly 50% and took over 7 years to fully recover. The Global Financial
Crisis (2007-2009) resulted in a 57% decline, and it took more than 5 years for the S&P 500 to return
to its previous high. Even more recently, in early 2020, the COVID-induced panic wiped out over 30%
in just 33 days. A stark reminder of how quickly markets can unravel.

The problem with large losses is mathematical: a portfolio that declines by 50% must increase by
100% just to get back to the starting point. Even more modest declines, such as a 30% drop, require
a subsequent 43% gain to recover. This asymmetry highlights the importance of managing risk and
limiting the possibly for large losses. For investors approaching or in retirement, these recovery sizes
and time periods, sometimes lasting 5 to 10 years, may be time they simply don't have.

Actively managed strategies, especially those grounded in discipline and rules-based decision-
making, aim to reduce exposure to declining asset classes and reallocate to areas demonstrating
strength. This adaptability not only limits losses but keeps capital available to redeploy into stronger
trends, compounding gains more efficiently over time. Research from Morningstar has found that
funds with low downside capture ratios (fund loses relative to market during decline, a low ratio
indicates that the fund captures less downside) often outperform their peers over full market cycles,
not just during bear markets.?

It's important to note that active management does not mean excessive trading or attempting to
time every market move. Rather, it means embracing a structured and disciplined approach that
adjusts positioning based on changing conditions, allocating toward assets with positive
momentum and reducing total risk exposure when markets weaken.

In sum, shallow losses and preserved capital are a strategic advantage. They not only reduce recovery
time but increase the portfolio's ability to participate in future gains. In an environment marked by
economic uncertainty, inflation pressures, and geopolitical risk, a passive approach may leave
investors overexposed. Active, risk-managed strategies offer a more resilient path to long-term
success.
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