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Tactical allocation strategies 
were created to address 
unmet investor demand. These 
strategies have evolved over 
time, implementing different 
styles and approaches with a 
common goal of dynamically 
adjusting allocations to improve 
investor outcomes. In this case 
study, we provide background 
on various considerations for 
tactical investment strategies 
and make the argument 
that investors should focus 
on understanding whether a 
particular tactical strategy is 
positioned for long-term success. 
We believe the key questions 
investors must ask are:

1. Is the model designed 
with your outcome in mind 
(i.e., upside participation 
with the potential to avoid 

losses that take years to 
recover)?

2. What is the basis for the 
strategy to make allocation 
adjustments: does it rely 
on a manager’s sentiment, 
models that seek to identify 
levels of risk, etc.?

3. How sensitive is the 
allocation model and what 
is the likelihood it can lead 
to whipsaw?

4. Is the manager trying to 
outperform on the upside 
or simply provide asset 
class exposure?

5. What is the downside if 
the models are wrong: 
missed opportunity cost or 
substantial losses?
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How do Tactical Strategies Invest? Answers

What do tactical allocation strategies 
primarily invest in?

Individual stocks, index and sector ETFs, options 
and futures, bonds, and/or other non-traditional 

investments

What is the defensive strategy?
Shift asset classes (equity to bonds and/or cash) 
or sectors (technology to consumer staples) to 

avoid the impact of market drawdowns

What do they invest in for defense?
Short to intermediate term U.S. Treasuries, 

short ETFs, short leveraged ETFs, volatility ETFs, 
futures, options, etc.

How often do they rebalance? Typically weekly or monthly with some strategies 
rebalancing as frequently as intraday

What is the “signal” to shift to 
offense/defense/rebalance?

Manager's quantitative models, fundamental 
analysis, economic models, or a combination of 

all three processes

How sensitive are the models to 
adjusting allocations?

Some models are extremely sensitive, others 
are less sensitive, some models use a “dimmer 
switch” versus “light switch” approach to adjust 
allocations, and other models may take a risk 

parity approach to allocations

What is a tactical allocation 
investment strategy?

Historically, many tactical alloca-
tion investment strategies were 
launched with the goal of offer-
ing investors an option to partici-
pate on the market upside and 
reduce or eliminate the market 
downside risk (i.e., participate in 
the bull market but avoid the bear 

Tactical strategies can have quite 
different attributes in how they ap-
proach tactical investing. To entirely 
understand a tactical model’s re-
sponse sensitivity to market gyrations, 
investors should be able to answer 
the following questions:

1. How the strategy invests? 

2. What it invests in? 

3. How frequent the strategy rotates? 

market). This is a lofty goal for any 
strategy but one that, if executed 
as intended, could make a signifi-
cant difference for an investor’s 
long-term objectives.

Today, tactical allocation invest-
ment strategies come in many 
different formats. The common 
factor is that tactical asset alloca-
tion shifts the percentage of as-

4. How often the strategy shifts from 
“offense” to “defense” during mar-
ket gyrations?

Additionally, many tactical manag-
ers use ETFs for market exposure. 
However, some managers invest in 
individual stocks, using the man-
ager’s research or models to iden-
tify specific securities. For example, 
a manager may use their tactical 
models to identify stocks at attractive 
prices, promoting diversification and 

sets in various categories to capi-
talize on market pricing anomalies 
and strong market trends. Many 
tactical allocation strategies are 
still driven by forward-looking sig-
nals to de-risk portfolios when a 
market drawdown is expected (or 
equity market risk appears high) 
and optimize risk/return when a 
market upside is expected (or eq-
uity market risk appears low). 

enabling the strategy to outperform 
ETF approaches during long equity 
market growth scenarios.

What happens when a bear 
market occurs?

In the general attempt to avoid 
severe market drawdowns, many 
tactical managers have developed 
approaches or models with the goal 
of avoiding bear markets. Often, these 
are model-driven, quantitative risk 



Catalyst Insights

03

S&P 500 Bear Markets Since 1929
Peak Trough % Return

9/7/1929 11/13/1929 -54.57%
11/14/1929 4/9/1930 39.59%
4/10/1930 6/1/1932 -161.00%
6/2/1932 9/6/1932 74.94%
9/7/1932 2/27/1933 -41.46%

2/28/1933 7/17/1933 83.10%
7/18/1933 10/19/1933 -29.73%

10/20/1933 2/5/1934 33.10%
2/6/1934 3/14/1935 -34.87%

3/15/1935 3/5/1937 86.82%
3/6/1937 3/31/1938 -72.62%
4/1/1938 11/7/1938 48.82%

11/9/1938 4/8/1939 -23.88%
4/12/1939 10/24/1939 24.26%

10/25/1939 6/10/1940 -35.64%
6/11/1940 11/7/1940 24.72%
11/9/1940 4/28/1942 -40.53%
4/29/1942 5/28/1946 97.62%
5/29/1946 10/9/1946 -29.64%

10/10/1946 6/14/1948 20.63%
6/15/1948 6/13/1949 -21.46%
6/14/1949 7/12/1957 134.00%
7/15/1957 10/22/1957 -22.89%

10/23/1957 12/11/1961 63.91%
12/12/1961 6/26/1962 -31.60%
6/27/1962 2/8/1966 59.38%
2/9/1966 10/7/1966 -24.01%

10/10/1966 11/27/1968 39.53%
11/29/1968 5/26/1970 -43.17%
5/27/1970 1/10/1973 55.98%
1/11/1973 10/3/1974 -62.31%
10/4/1974 11/26/1980 86.82%

11/28/1980 8/12/1982 -29.71%
8/13/1982 8/24/1987 123.19%
8/25/1987 12/4/1987 -35.34%
12/7/1987 3/23/2000 204.24%
3/24/2000 10/9/2002 -60.94%

10/10/2002 10/8/2007 73.88%
10/9/2007 3/9/2009 -72.81%
3/10/2009 2/18/2020 173.96%
2/19/2020 3/23/2020 -37.78%
3/24/2020 10/30/2020 40.50%

screens rooted in factors such as mo-
mentum signals, economic indicators, 
sentiment shifts, and trading activity. 
The model output lays the foundation 
for the forward-looking positioning. If 
the indicator displays positive signals, 
then an “offensive” approach or ac-
tive participation in the stock market 
is best (most often). However, if the 
model displays negative signals, then 
a “defensive” positioning in defensive 
assets (i.e., U.S. Treasuries) is appro-
priate. For instance, U.S. Treasuries 
historically appreciate during bear 
markets as investors seek haven 
assets driving these assets’ prices 
up (though yields decrease, which is 
expected with safer assets). Even with 
this said, certain “risk-off” assets can 
have price appreciation and posi-
tive returns during bull markets, thus 
allowing the potential for positive 
returns even if the signal is not 100% 
correct (i.e., 2019). 

Depending on the investor’s risk ap-
petite, some strategies can take de-
fensive positions in leveraged assets 
(leveraged ETFs or inverse leveraged 
ETFs) and short positions (short ETFs, 
short stocks, etc.) to hedge long in-
vestments. It is important to note (for 
investors) that if used inaccurately 
both leverage and shorting can cre-
ate unfavorable risk/reward profiles 
exaggerating underperformance in 
tactical/frequent allocation shifts. 
However, if used appropriately these 

techniques can effectively hedge and 
mitigate risk  tactical portfolios. The 
key item to consider is that a shift to 
defensive assets could mean miss-
ing out on the full extent of the market 
upside whereas a shift to short or 
inverse products could mean signifi-
cantly negative returns if the models 
are wrong. 

Why should tactical strate-
gies not try to avoid every 
market downturn?

Although it may seem counterintui-
tive, a well-designed tactical strat-
egy should not seek to avoid every 
market pullback unless of course the 
manager is extremely confident in the 
reliability of the strategy’s signals on 
a very short-term basis. The problem 
lies in the fact that while bear markets 
are more rare, cyclical occurrences, 
normal 5% to 15% market pullbacks 
are part of a well-functioning bull 
market. While bear markets may 
take years to recover (it took 14 years 
to recover after the bursting of the 
technology bubble in 2000), pullbacks 
usually retrace their losses in a short 
amount of time, thus continuing the 
bull market’s upward trajectory. If 
the tactical strategy is seeking to 
avoid the normal, short-term pull-
backs, then the strategy is positioned 
at higher risk for both whipsaw and 
missing out on the upside during nor-
mal bull markets.

Bear Markets or Declines of 20% or More

**Number of days includes weekends and Holidays 
(from first bear market)

***Source: Bloomberg***Source: Bloomberg

Historical Bull and Bear Markets
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Another consideration is that 
missing out on the equity market 
upside can be just as devastat-
ing if not worse than capturing the 
bear market downside. When look-
ing at historical trends, bull market 
returns outpace bear market re-
turns. Dating back to the S&P 500 
Index’s beginning value date of 
01/03/1928 through 10/30/2020, the 
number of total “positive” months 
and the net difference between 
total “positive” and “negative” 
months are positive. This pattern 
is also evident in the 2020 year 
to date returns. The charts below 
illustrate that 2020 experienced 
36 more positive daily returns with 
a net aggregated return of 17.15%, 
despite a steep market drawdown 
in March and persistent economic 
uncertainty.

Total Cumulative Returns of Bear Market vs. Bull Market

9/7/1929 to 10/30/2020

Total Positive and Negative
Daily Returns for 2020

12/31/2019 to 11/16/2020

Number of Positive
Days in 2020

12/31/2019 to 11/16/2020

Furthermore, dating back to the 
S&P 500 Index’s beginning value 
date of 1/3/1928, the index experi-
enced 211 more “positive” months 
with a net aggregated return of 
685.66%. Historically, the monthly 
returns of the S&P 500 Index have 
been positive 59.5% of the time.

Therefore, a strategy that has an 

offensive approach can capture 
more of the net outperformance 
sometimes missed by overly de-
fensive strategies, thus, generat-
ing an attractive alpha.

As an additional consideration, 
a tactical strategy that seeks a 
long-term participation in equity 
markets may minimize losses 

from trading, improve tax out-
comes versus more actively 
traded strategies, and reduce 
whipsaw from frequent defen-
sive shifts. In essence, prolonged 
offensive tactical strategies view 
defensive rotations as rare when 
looking at the historical frequency 
of bear markets.
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Total Positive and Negative Historical 
Monthly Returns

1/31/1928 to 10/30/2020

Number of Historical
Positive Months

1/31/1928 to 10/30/2020

How can tactical strategies 
optimize performance?

One pitfall of evaluating a tacti-
cal strategy is trying to focus on 
the market’s best and worst days. 
The stock market’s best and worst 
days have historically occurred 
immediately after one another 
and predominantly during bear 
markets, which tactical strategies 
aim to avoid. Therefore, chasing 
the peak and trough is like finding 
a “needle in a haystack” with-
out a haystack. From the start of 
2006 to December of 2020, there 
were 20 best and worst days, with 
seven of those days occurring 
back to back.

The approach of staying invested 
during regular market pullbacks 
(usually occurring in bull markets) 
not only reduces trading losses 
from whipsaw, but (as described 
above) it also captures bull mar-
ket upside. Furthermore, staying 
invested consequentially replaces 
short-term capital gains with 
long-term cap gains. By default, 
this produces a unique combina-
tion of tax efficiency and tactical 
allocation; thus, optimizing inves-
tor’s dollars invested and com-
pounded growth (of wealth).

Failed Method: Timing Best and Worst
Days During Bear Market

PROS CONS

Reduce systematic bear market 
exposure

Potential for trading losses 
and missed portfolio growth 

from whipsaw and too frequent 
allocation shifts

Reduce drawdowns Short-term capital gains taxes if 
tactical shifts occur to frequently

Increase risk-adjusted returns
Potential for leveraged losses 

from strategies that use shorting 
and leveraged ETFs

Reduce long-term volatility Potential for false signals from 
quantitative models

Capture momentum upside 
performance N/A



Evaluation Techniques to Uncover Winning Tactical Investment Strategies  

06

Though there are many different 
characteristics that could make 
up a tactical strategy, aggre-
gating quantitative models and 
qualitative fundamental analysis 
can identify attractive invest-
ments rooted in long term growth 
rates of profitability, cash flow, 
and earnings multiples. Loosening 
quantitative breakpoints optimiz-
es the sweet spot between quan-
titative algorithms and cognitive 
(human involvement) qualitative 
analysis while staying true to tac-
tical positioning evident through 
quarterly rebalances (i.e., repeat 
equity screen) and monthly risk 
indicator assessments.

How to Hedge Tactical 
Shifts?

As with anything in life, nothing is 
perfect. However, if a quantitative 
model can still generate alpha 
through specific hedging tech-
niques, the strategy can mitigate 
false negative or positive signals. 
One of these hedging techniques 
is an option overlay. Style agnos-
tic tactical strategies can imple-
ment short contract (6-9 month) 
option positions to hedge the 
near-term window of a sentiment 
rotation. This “whipsaw insurance” 
is simple. If the signal gives off 
an initial positive indication, the 
strategy reinvests into the market 
and simultaneously enters into 

6-9-month long put contracts 
(though proportionally less than 
core holdings) to hedge any un-
anticipated market drawdowns. 
A similar approach occurs when 
the algorithm produces an initial 
negative signal, and the strat-
egy mitigates risk by selling their 
equity stakes, entering short and 
intermediate-term U.S. Treasuries, 
and simultaneously entering into 
6-9 month-long call contracts 
to hedge unanticipated mar-
ket appreciation. This technique 
minimizes trading losses when 
rotating a tactical portfolio, thus, 
reducing the “two-handed saw” 
effect plaguing many traditional 
tactical strategies. On the con-
trary, other strategies can hedge 
through commodity futures such 
as precious metals, base metals, 
grains, agriculturals, and energy, 
thus, hedging long ETF positions 
with economically driven safe 
havens (i.e. Gold, Platinum, Silver). 
Other strategies can have an 
overall fund volatility ceiling navi-
gating market pullbacks and fluc-
tuations with correlated exposure 
to the CBOE Market Volatility Index 
(VIX) or other volatility indices.  

Conclusion

Capturing the market upside and 
successfully navigating uncer-
tainty and future market disloca-
tions remain at the top of inves-

tor’s “checklist.” Tactical allocation 
strategies can help weather the 
storm. However, not all tactical 
strategies are synonymous. As 
investors, it is imperative to con-
ceptually understand the fun-
damentals of individual tactical 
strategies. 

Tactical allocation strategies can 
have many combinations and 
differing characteristics ranging 
from: 

• The type of core investments on 
offense 

• The process to mitigate risk

• What underlying factors indicate 
tactical shifts 

• The length of time the strategy 
stays invested 

• How often the strategy rotates

• The frequency of rebalances

• How to mitigate whipsaw and 
how to minimize short-term 
capital gains 

The relationship of all these char-
acteristics remain essential in 
understanding how to optimize 
your invested capital toward an 
award-winning tactical allocation 
approach.

Please note that diversification does not assure a profit or protect against loss in a declining market. 
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