Can Your Portfolio, Balance Sheet, and
Wealth Plan Pass the Test?
Stress testing is more important than ever as we enter
another season of uncertainty
During
challenging
times
such as we’ve experienced this
year and will likely continue to
encounter, it’s so important to
be sure your portfolio, balance
sheet, and wealth plan have been
“stress tested” to see how they
stack up in case of unplanned,
significant events.

As we know,
life is not static.

Testing your portfolio

Along with markets and
economies, regulatory and
tax environments can also
be unpredictable. Therefore,
we believe your investment,
liquidity, and wealth plans
should be periodically
monitored and tested to
gauge how they might
withstand the stress of
change.

downdrafts are never comfortable situations and they will test the resolve of even the

Investing your hard-earned dollars can be frightening and intimidating—particularly
when the markets exhibit whipsaw volatility and you see portfolio values plunge. Market
savviest investor, tempting one to “cash in” and tuck it all under the mattress. Conversely,
when market values soar, it can be very tempting and buy like it’s Black Friday. Unless you
have flawless psychic powers that can tell you precisely when to hop out of—and back in—
the market, your investment plan should be built around manageable prospects in advance
of stormy market conditions.
Accounting for investment risk: The lowdown on drawdown
Calculating and anticipating risk is central to a sophisticated investment process that
underscores a plan—yet risk arithmetic is challenging to understand if not outright
misleading. Traditionally, investment professionals used the default risk metric of standard
deviation—a measure that quantifies the amount of variation of a set of returns—to
Continued

1

©2020 M&T Bank Corporation and its subsidiaries. All rights reserved.

Historical
Drawdown Exposure
awdown
Exposure
Figure 1

How did a hypothetical portfolio weather the storm?
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Your investment plan should
be built around manageable
prospects in advance of a
stormy market

determine whether an investment will achieve an expected return in a given period. While
standard deviation can be useful, we focus on an additional metric that we find to be more
nuanced and intuitive—drawdown.
Drawdown measures the difference in value from the most recent peak to the most recent
trough in the market. It can be measured in terms of dollars, which is more meaningful
to most investors. Although drawdown does not typically measure how long it will take
an investor to recover losses, we believe that structuring portfolios with an eye toward
managing drawdowns may help to recover losses more quickly than traditional portfolios
focused on managing volatility. Reviewing past drawdowns helps you identify how your
portfolio fared, how you felt and reacted during that time, and if you would be willing and/
or able to weather the next (Figure 1). While in some areas the pandemic is showing signs
of slowing, the future is still unknown in terms of what this virus may do next, and without
a vaccine readily available yet, the course of COVID-19 is still unpredictable. Should we face
shaky market conditions, or worse, how much would your portfolio be impacted, and for
how long? Figure 2 represents future potential returns on a hypothetical portfolio; while your
returns could improve, your portfolio could also experience a future drawdown.
By stress testing your current portfolio you can see how it would likely have fared under
different market shocks or stress scenarios—such as the tech bubble, financial crisis,
or global pandemic—and you can determine whether asset allocation shifts or goal
adjustments need to be made.
Continued
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Is this hypothetical portfolio prepared for future volatility?
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as a surprise if you have a solid

liquidity plan in place. Disrupting your carefully constructed investment portfolio because
you need quick access to cash could jeopardize your lifestyle and long-term planning goals.
A more viable option may be to establish a line of credit that will be available to meet your
immediate cash flow needs when they arise while keeping your investments insulated. A
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Fall to-do list

3

September/October:
Conduct a stress test on your
portfolio to see if you are
properly positioned for
whatever comes next

Keep in mind that this exemption is scheduled to expire on December 31, 2025;
however, if there is a change in the White House there is the possibility that there could
be new tax laws on the horizon as well.

A paragon of possibilities
to help inform your plan

3 Work with your investment
advisor to make asset
allocation adjustments as
needed

3

Our powerful investment modeling software, PARAGON®—Portfolio Analysis,
Risk Assessment, and Goals Optimization—examines your portfolio through
the lenses of enhanced planning capabilities and goal optimization with

October/November:
Stress test your state of
liquidity—if unexpected
expenses occur, larger tax
bills—do you have the cash to
meet those needs?

a particular focus on drawdown exposure—and a soon-to-be-released
differentiating capability of being able to project potential short-term (spot)
drawdown scenarios. To ascertain the appropriate investment objective
and strategy based on cash flows, goals, risk tolerance levels, and potential
wealth outcomes, Paragon:

3 Establish a line of credit with
your private banker as part of
your cash flow plan and to help
protect your portfolio

3

• Stress tests thousands of hypothetical portfolios to see how they would
perform, folding in greater risk than that which is typically used in our
industry

November/December:
Perform a stress test on your
wealth plan

• Shows the likelihood of your current portfolio asset allocation to fund your
goals

3 Speak with your advisor about

• Fosters a holistic look at wealth by including in the portfolio optimization

any year-end tax planning
opportunities that may be
available in light of potential
future changes

process a customizable balance sheet, net worth statement, investable and
even nonfinancial assets, such as a privately held business

3 Read our latest article, Riding

the Tax Law Wave: Planning
Strategies in a Sea of Change.

Stress testing is a valuable tool to help you gain clarity
on whether or not you are properly prepared for whatever comes
next—both opportunities and challenges. We’re here to help.
Please contact your advisor or Director of Wealth Sales
Engagement and Enablement Jane Kennedy if you would like to
review your current plans and be sure they are well positioned for
today and the years to come.
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This article is for informational purposes only and is not intended as an offer or
solicitation for the sale of any financial product or service or as a determination
that any investment strategy is suitable for a specific investor. Investors should
seek financial advice regarding the suitability of any investment strategy based
on their objectives, financial situations, and particular needs. This article is
not designed or intended to provide financial, tax, legal, accounting, or other
professional advice since such advice always requires consideration of individual
circumstances. If professional advice is needed, the services of a professional
advisor should be sought.
Wilmington Trust is not authorized to and does not provide legal, accounting,
or tax advice. Our advice and recommendations provided to you are illustrative
only and subject to the opinions and advice of your own attorney, tax advisor, or
other professional advisor.
There is no assurance the any investment, financial, or estate planning strategy
will be successful. These strategies require consideration for suitability of the
individual, business, or investor.
Suitability of our Capital Markets Assumptions:
Wilmington Trust’s Capital Markets Assumptions are provided for information
purposes only and are not intended as an offer or solicitation for the sale of
any financial product or service or as a recommendation or determination by
Wilmington Trust that any investment strategy is suitable for a specific investor.
Investing involves risks and you may incur a profit or a loss. Past performance
cannot guarantee future results.
The forecasts presented herein constitute the informed judgments and
opinions of Wilmington Trust about likely future capital market performance.
The forecasts are subject to a number of assumptions regarding future returns,
volatility, and the interrelationship (correlation) of asset classes. Assumptions
may vary by asset class. Actual events or results may differ from underlying
estimates or assumptions, which are subject to various risks and uncertainties.
No assurance can be given as to actual future market results or the results of
Wilmington Trust’s investment products and strategies. The estimates contained
in this presentation constitute Wilmington Trust’s judgment as of the date of
these materials and are subject to change without notice. Information used in
the preparation of this presentation has been obtained or derived from sources
believed to be reliable, but no representation is made as to its accuracy or
completeness.

The information in this article has been obtained from sources believed to be
reliable, but its accuracy and completeness are not guaranteed.
Third-party trademarks and brands are the property of their respective owners.
Wilmington Trust is a registered service mark used in connection with various
fiduciary and non-fiduciary services offered by certain subsidiaries of M&T
Bank Corporation including, but not limited to, Manufacturers & Traders Trust
Company (M&T Bank), Wilmington Trust Company (WTC) operating in Delaware
only, Wilmington Trust, N.A. (WTNA), Wilmington Trust Investment Advisors, Inc.
(WTIA), Wilmington Funds Management Corporation (WFMC), and Wilmington Trust Investment Management, LLC (WTIM). Such services include trustee,
custodial, agency, investment management, and other services. International
corporate and institutional services are offered through M&T Bank Corporation’s
international subsidiaries. Loans, credit cards, retail and business deposits, and
other business and personal banking services and products are offered by M&T
Bank, member FDIC.
Paragon is a portfolio analysis, risk assessment, and goal optimization tool. The
Paragon report uses hypothetical examples in conjunction with forecasts for
inflation, economic growth, and asset class returns, volatility, and correlation
and provides you with general financial planning information and to serve as
one tool in helping you develop a strategy for pursuing your financial goals. It
is not intended to provide specific legal, investment, accounting, tax or other
professional advice. For specific advice on these aspects of your investments,
you should consult your professional advisors.
Investments: Are NOT FDIC Insured • Have NO Bank Guarantee • May Lose
Value

Asset allocation and diversification cannot ensure a profit or guarantee against
a loss.
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