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“Compound interest is the eighth
wonder of the world. He who understands it, earns it.
He who doesn’t, pays it.”
- Albert Einstein -
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INVESTMENT PHILOSOPHY
“We favor equities to bonds unless an economic
downturn is very likely.”
Equities generated the best performance of all
traditional asset classes long-term. Several
scientiﬁc research publications showed that
stockholders beneﬁted from roughly nine
percent nominal return before cost over the past
century. Nonetheless, the main risk with equities
is that they tend to correct sharply during
economic crises. Those who invested right
before a major crisis came had to wait
sometimes for two decades until equity losses
recovered.
Our core investment strategy is designed to
avoid such drawdowns while beneﬁting from
long-term growth. Bear markets do not unfold
unexpectedly but rather build up over time.
Large-scale crises occurred after periods of
attractive equity returns late in the second half
of the business cycle. Vice versa, equities
performed extraordinary well after sharp selloffs
that were related to economic contractions. Our
framework begins with the premise that the
business cycle is statistically among the most
reliable recurring patterns in economics.
Therefore, we hold equities unless an economic
downturn is very likely.
ESI Capital focuses on evidence-based
investment management. Our clients’ portfolios
are built according to objective research
performed and challenged by academic experts
who have no conflict of interest regarding their
results.
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OUR EDGE
“We don’t need to reinvent the wheel. However, we
need to be able to assess when it is worn out and
needs replacement.”
Our approach is backed up by signiﬁcant
historical evidence. Yet, it is different from the
standard asset management methods. Passive
investing and the typical 60/40 portfolio are by
far the most common solution in the asset
management industry today. Both approaches
allocate constant weights to stocks and bonds
throughout the entire economic cycle. However,
historical evidence shows that a static 60/40
stocks and bonds asset allocation was too risky
during late-cycle stages.
Long-term empirical data reveals distinctive
performance characteristics for each asset
class during every cycle stage. Equities
performed, for example, best during the ﬁrst half
of the business cycle and disappointed most
often during the late second half. On the
contrary, high-grade government bonds had
their best performance during the late second
half of the business cycle.
Traditional portfolio theory does not account for
business cycle dynamics. Instead, the standard
approach leaves risk misaligned, especially
during early- and late-cycle stages. Our
proprietary research focuses on correcting this
shortcoming. We specialize in assessing the
stage of the business cycle and rebalancing
investment portfolios accordingly.
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“The four most dangerous words in investing are: this
time it’s diﬀerent”
-Sir. John Templeton-

THE BUSINESS CYCLE
“The four most dangerous words in investing are: this time it's different.” -Sir John Templeton
The business cycle describes fluctuations of gross domestic product around its long-term growth
trend. Business cycles are among the most reliable macroeconomic patterns. Hundreds of years of
statistical data show how boom and bust periods kept on reappearing throughout history. Each
cycle lasts roughly between one and ten years. Four distinct phases unfold within each business
cycle: Early cycle, mid-cycle, late-cycle, and recession. Each of these phases has distinct
characteristics that are quantitatively backed by macroeconomic indicators.

Typical Business Cycle
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Nobel laureate Paul Samuelson once described the business cycle as: “ No two business cycles are
quite the same. Yet they have much in common. Though not identical twins, they are recognizable
as belonging to the same family.“
The economy is growing during the vast majority of the cycle along with equities. Other
macroeconomic variables, such as employment and inflation, have distinct dynamics during the
cycle's four phases.
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Moreover, stock market corrections in the magnitude of 5%-10% occurred much more often than
economic recessions. Typically, such stock market corrections recovered within weeks or a few months.
On the other hand, prolonged bear markets were less frequent and occurred almost always along with
economic recessions.
The business cycle is an essential driver for asset returns over the intermediate-term. Moreover, it helps
substantially to distinguish between regular 5%-10% corrections and the beginning of a bear market.
Therefore, we can improve our investment decision making process considerably by assessing the cycle
phase that unfolds. The framework's key takeaway is that corrections can be disregarded in general
unless the business cycle overheats and key economic indicators start worsening.
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• Growth rebounds
• Significant
unemployment
• Layoffs
decelerate
• Sales improve
• Consumer gains
confidence
• Credit begins to
grow

• Growth peaks
• Profit growth peaks
• Neutral policy
• Equilibrium reached
• Longest phase of cycle
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• Growth slows
• Record job market
• Overheating
• Inflation concerns
• Contradictory policy
• Credit tightens
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• Growth stagnates or
decreases
• Broad-based layoffs
• Asset prices decline
• Policy eases
• Sales & profits decline
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CYCLE REBALANCING
„Look at market fluctuations as your friend rather than your
enemy. Proﬁt from folly rather than participate in it.“ –
Warren Buffett
Our investment approach assesses the cycle and
rebalances our clients' asset allocation according to the
respective stage. Equity prices typically fall ahead of a
recession, but a few macroeconomic indicators weaken
even earlier and help distinguish corrections from a
prolonged bear market. The late-cycle phase often
coincides with peak economic activity. Output,
employment, and inflation often signal an overheating
for the economy. Historically, stocks became riskier
relative to bonds at this stage. Therefore, we
systematically reduce stock exposure and increase
bond exposure during the late-cycle phase.
We can empirically quantify that stocks have
historically performed better during the early cycle
stage. This phase is the inflection from negative to
positive growth in economic activity. It is characterized
by sales growth, low inventories, and an improving labor
market. Our approach seeks to identify the early-cycle
stage to increase stock exposure and decrease bond
exposure systematically.
This is signiﬁcantly different to the traditional 60/40
and passive investing approaches. Both standard
methods disregard the economy's influence on asset
returns.
We rebalance a portfolio according to empirical
evidence. Our investment framework seeks to
overweight stocks, which had the most attractive yield
long-term, until the economic cycle matures and
eventually contracts.
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“An important key to investing is to remember that stocks are not
lottery tickets ”
-Nick Murray-

THE CASE FOR EQUITIES
There are tons of long-term studies on international equities that
arrive at similar conclusions. An important ﬁnding is that equities
yielded, on average, roughly 8-9% p.a. over a long-term time frame.
This implies that global equity investors doubled their money
approximately every 8-9 years over the past century. Moreover,
researchers noted that equities protected investors against
inflation in the medium- to long-run. Global datasets show that
similar returns accumulated across countries.
However, historical data also reveals two handfuls of dramatic
events during the past couple of decades. Those recorded
broad-based losses of more than 75% in equity capital. Moreover,
investors affected by such events frequently took more than 20
years to recover their money to pre-crisis levels. These incidents
happened throughout the world and especially during the Great
Depression around 1929-1932.
Nonetheless, secular bear markets are certainly not an artifact of
the past. They can happen today as well, and the ﬁnancial crisis in
2007-2009 is the most recent example that recorded broad-based
declines of close to 60% in U.S. equities. Other recent examples
are Japan and Europe. Japanese equity investors have not
recovered their losses until today if they invested around the
all-time high in 1989. Similarly, those who invested in European
blue-chips have been trapped in a secular sideways correction and
lost money in real terms (inflation-adjusted) since early 2000. The
key takeaway is that equities are not only rewarding but also risky
during speciﬁc periods. Those periods can last multiple decades
and not everybody can afford to sit through such large
drawdowns.
There are two methods to effectively minimize the risk of
long-term capital loss: Cycle rebalancing and global diversiﬁcation.
Cycle rebalancing takes into account that large drawdowns
occurred at the very end of the business cycle. The risk gets
mitigated by rebalancing the portfolio towards bonds as the global
economy overheats. Global diversiﬁcation is the second method to
mitigates extreme events. For example, Asia, emerging markets,
and North American equities performed extraordinarily well during
the secular bear markets in Europe and Japan. There is no
long-term beneﬁt to concentrate on investments in a particular
region or sector. Yet, the vast majority of investment portfolios
strongly focus on speciﬁc countries, which is well-known as the
home bias puzzle.
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GLOBAL DIVERSIFICATION
“How do you consistently win in a horse race? By owning own all horses!”
Most investors are aware that U.S. equities performed well
throughout history. Some might be surprised that overseas markets
performed similarly well. Academic research reveals that global
equities yielded, on average, roughly 8-9% p.a. over a long-term time
frame. Global investors did not have to be smarter than the market or
some benchmark. They only had to diversify and let their money work
for them. Global diversiﬁcation is similar to owning all horses in a
horse race. You can lean back and will always have the winner in your
portfolio.
Nonetheless, most investors concentrate their investments in their
home country. They expose themselves to substantial and
unnecessary risks. Asset bubbles, policy errors, and a reliance on
outdated industries occurred regularly throughout history. Such
locally concentrated events led to losses that could take up to two
decades to recover.
Global diversiﬁcation effectively mitigates the risk of a long-term loss
from focusing on narrowly deﬁned investments to a minimum.
Humans are innovative, and there is always "the next big thing"
brewing somewhere in the world. A global investment approach
overweighs winners in a portfolio as innovation dominates
stagnation. There is no need to bet or predict which industry or
country is going to outperform.

Goals of Portfoilo Selection:
Maximizes diversification
Spreads risk more effectively
Protects from country- and sector-specific risk
Reduces volatility

Instead, we count on what reliably worked in capitalist market
economies: Innovation fosters economic growth and corporate
proﬁts. Consequently, every generation is doing slightly better than
their parents' generation.
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THE CASE FOR BONDS
“The ﬁrst rule of investment is: Don’t Lose. And the
second rule of investment is: Don’t forget the ﬁrst
rule.”-Warren Buffett
A globally diversiﬁed equities portfolio had some
attractive characteristics historically. It roughly
doubled the invested money every eight to nine years
over the past few decades. Moreover, the aggregate
portfolio protected to some extent against extreme
events and decades of country-speciﬁc stagnation.
Capturing these positive characteristics did not
require any forecasting of crises or stock picking
skills.
Nonetheless, long-term evidence shows that even a
globally diversiﬁed portfolio remains vulnerable to
particular events - global ﬁnancial crises. These
occurred signiﬁcantly less often than regional crises
but had a large impact on portfolios that consisted of
equities only regardless of international
diversiﬁcation.
However, global ﬁnancial crises also unfolded at the
very end of business cycles. Our investment frame
work mitigates the risk of global turmoil by
overweighting ﬁxed-income securities during the
late-cycle phase. We prefer high-grade bonds from
strong names in order to preserve capital during
downturns.
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“There is no such thing as no risk. There’s only this choice
of what to risk, and when to risk it.”
-Nick Murray-

INFLATION PROTECTION
A globally diversiﬁed investment approach preserves purchasing power. There is no dependence on a
single ﬁat currency to remain stable and preserve value. Instead, broad-based diversiﬁcation means that
the portfolio has exposure to several of the most important currencies worldwide.
High levels of debt was the primary motivation for governments to devalue their currency historically.
Printing money is the easiest way to reduce the debt burden. The chart below shows the three major
reserve currencies in relation to gold over the past four centuries. Devaluations occurred relatively
abruptly during debt crises. Moreover, past debt crises were isolated to speciﬁc currencies that were
linked to excessive debt. Therefore, we focus on equities and debt instruments from healthy issuers that
are unlikely to devalue.

Our approach's beneﬁt is that the portfolio’s value is much less exposed to policy errors and devaluations
generated by central banks or governments.
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IN A NUTSHELL

determines asset
class weights
systematically

consists of stocks
and bonds

is diversiﬁed
globally

We invest in a
portfolio that

provided
inflation
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has a framework to
mitigate sustained
drawdowns

aims to beneﬁt from
long-term
capital gains
provides
weekly
liquidity
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INVESTMENT PROCESS
We customize investment portfolios based on individual needs and preferences.
1.

The process starts with gathering information in order to assess your objectives, risk tolerance, and
other factors.

2.

Subsequently, we recommend a portfolio of investments to help you achieve your goals.

3.

Our core competence is business cycle investing. We develop and implement your tailor-made asset
allocation along the business cycle.

4.

Ongoing Monitoring: Investing is not a static process and neither are clients’ needs. Therefore, we
monitor your investments with you and adjust your strategies according to your evolving needs.

5.

Reporting and Review: We have a transparent approach and keep you informed without
overwhelming you with information. You can focus on what’s most important in your life and let us
manage your investments.

Factors That Influence Your Personalized Portfoilo

Time
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& goals

Net worth
& income

Pensions
& social
security

Beliefs
& life
stages

Withdrawal
rate

Education
costs

Growth
rate
needed

Legacy
goals

Risk
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Retirement
age

Other
assets

Tax
considerations
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CUSTODIAN - WHERE DO WE MANAGE MONEY?
“Fund performance comes and goes. Costs go on forever.”-John “Jack” Bogle
ESI Capital favors the discount broker model. Clients beneﬁt directly from lower fee structures, which we
pass on to 100%. Moreover, discount brokerage services also foster independence and competition in the
asset management industry.
Interactive Brokers offers reliable access to the most important exchanges worldwide. Additionally, they
offer some of the lowest costs in the industry. Not surprisingly, their services are top-rated among many
leading banks and asset managers across the globe.
Our investment management process is streamlined with Interactive Brokers. Clients connect their
account to our institutional master account and we can manage their assets efﬁciently.

Advisor User
Master
Account

Client
Account

Client User
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“Two essentials for successful retirement are
suﬃcient funds to live on
and suﬃcient things to live for.”
-Ernie Zelinski-

DIGITAL DELIVERY
Technology brings many advantages to
everyday life. It enables our clients and us to
perform more quality work in less time.
Shared devices, e-mails, electronic
document organization, and video
conferencing increase our productivity.
Technology enables swift and hassle-free
communication, coordination, execution,
and implementation of your investment
management.
Yet, we do not work anonymously. You can
reach us within a few clicks and we can also
meet in person. Our goal is to build a
smooth and continuous professional
relationship with you. Your advisor will
always be personally taking care of your
needs. The beneﬁts of our digital approach
are flexibility, speed, and simplicity.
You can let us do the heavy lifting on your
ﬁnancial investments. We assist you with
your ﬁnancial needs so that you can focus
your time and energy on other aspects that
are important in your life.
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ABOUT ESI CAPITAL
Robert "Rob" Lefter has founded ESI Capital Management.
His idea behind launching the ﬁrm was to bring
best-in-class institutional asset management methods to
individual investors.
ESI Capital Management is regulated as an investment
adviser under the Investment Advisers Act of 1940. The act
demands a higher standard of responsibility towards
clients than any other type of investment advisor. It sets
ﬁduciary duties to act in the client's best interest even if
that conflicts the ﬁrm's interests.
Rob has 20 years of professional trading and investment
experience. He worked as a proprietary derivatives trader at
large international banks before moving on to the buy-side
and managing assets. He also launched
scienceinvesting.com, an investment research website,
directed at institutional investors and experienced
individual investors. He has been interviewed on television
and his investment research has been published in
ﬁnancial media.
Robert Lefter holds a Master's degree in Economics and is
responsible for the investment management at ESI Capital.
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DISCLOSURES
This communication and all data are for informational purposes only and do not constitute a recommendation
to buy or sell securities. You should not rely on this information as the primary basis of your investment,
ﬁnancial, or tax planning decisions. You should consult your legal or tax professional regarding your speciﬁc
situation. Third-party data is obtained from sources believed to be reliable. However, ESI Capital Management,
Inc. cannot guarantee that data’s currency, accuracy, timeliness, completeness or ﬁtness for any particular
purpose. Certain sections of this commentary may contain forward-looking statements that are based on our
reasonable expectations, estimate, projections, and assumptions. Forward-looking statements are not
guarantees of future performance and involve certain risks and uncertainties, which are difﬁcult to predict. Past
performance is not a guarantee of future return, nor is it necessarily indicative of future performance. Keep in
mind investing involves risk. The value of your investment will fluctuate over time and you may gain or lose
money.
ESI Capital Management, Inc. is a registered investment advisor. Registration with the state administrator or
SEC does not imply a certain level of skill or training.

Footnote 1 Page11:
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• Arnott, Robert D. and Bernstein, Peter L., What Risk Premium is 'Normal'? (January 10, 2002). Financial
Analysts Journal, Vol. 58, No. 2, March/April 2002, pp. 64-85
• Ibbotson, Roger G. and Chen, Peng, Stock Market Returns in the Long Run: Participating in the Real
Economy
(March 2002). Yale ICF Working Paper No. 00-44
Figure 3 Page 12:
Source: ESI Capital; Prof. Robert J. Shiller online data; S&P Statistical Service; Cowles and associates, Common
Stock Indexes
Figure 4 Page 16:
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Investment Management Framework

23

ESI Capital Management, Inc
(844) 909-3050
68 Jay St | Suite 201| Brooklyn, NY 11201
info@esi-capital.com
www.esi-capital.com

