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Getting real about returns
We are in an economic climate of sub-trend growth, modest 
inflation and low-to-negative interest rates. In this environment, 
traditional low-risk investments – such as government bonds 
and term deposits – may no longer provide sufficient income 
nor capital growth to adequately protect against inflation. 
Moving up the risk spectrum into equities, the strong demand 
for high-yielding, high-quality stocks has created unattractive (at 
best) valuations in many segments of the global equity market. 

In this environment, objective-based multi-asset strategies have 
a distinct advantage over a ‘set and forget’ approach. Objective-
based strategies ensure investment decisions are made with 
the ultimate goal of consistently delivering a particular return, 
while minimising the chance of failing to meet objectives. While 
returns can never be certain when taking investment risk, we 
seek to balance the trade-off between upside potential and 
downside risk, which we believe can generate consistent results. 

As a manager of ‘real’ return funds, we focus on consistently 
delivering a particular return outcome and preserving 
purchasing power. Beating a benchmark index means little for 
investors if the markets fail to deliver returns above inflation.
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Alpha beta building blocks
To achieve our investment objectives, we have two building 
blocks available to us to; Neutral Asset Allocation (NAA), and 
Dynamic Asset Allocation (DAA). 

NAA sets longer-term asset allocations and provides beta. The 
process of determining NAA incorporates the return objectives, 
constraints, time horizon, economic climate, prevailing market 
conditions, valuations of financial assets, and political and 
market risks. This process occurs formally on a semi-annual basis, 
although specific events with potential longer-term implications, 
such as the Brexit referendum, can invoke an off-cycle review.

DAA, meanwhile, allows us to exploit short-term opportunities 
in markets and provides alpha. Our DAA process takes into 
account shorter-term market dynamics to help deliver  
additional returns and abate portfolio risks. This part of our 
investment process, which includes our investment signals  
and qualitative overlay, is formally reviewed each week and 
considers market events and fundamental data to take 
advantage of possible dislocations.

Getting the right mix
It is becoming increasingly evident that relying solely on 
market returns (beta) may not be sufficient to meet real return 
objectives. By adding an uncorrelated return source (alpha) we 
can improve the portfolio’s likelihood of meeting its investment 
objective. This is where we adopt our DAA process to take into 
account shorter-term market dynamics to help deliver additional 
returns and abate portfolio risks. 

The combination of NAA and DAA requires the careful 
consideration of existing allocations to avoid unwanted 
additional risk. We consider a variety of risk metrics including 
tracking error along with the expected return, when assessing 
the portfolio’s ability to meet its investment objective.

The ability to add scalable alpha to portfolios via DAA provides 
flexibility to deliver on the investment objective, even in a 
lower return environment. Chart 1 illustrates the impact that 
both tracking error and alpha can have on the risk and return 
characteristics of the portfolios on the efficient frontier. 

Chart 1: Combining DAA (alpha) with NAA (beta) 

—alpha range: (2, 1.5, 1, 0.5, 0)    —Tracking error range (0, 1, 2, 3, 4)
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Adding uncorrelated alpha without any tracking error – 
represented by the blue line – to any portfolio increases the 
expected return and reduces the ‘Value at Risk’. Conversely, 
adding tracking error without any alpha – represented by the 
purple line – has no impact on the expected return but only 
increases the ‘Value at Risk’ for the portfolio. Of more interest 
is the combination of adding alpha and tracking error, which is 
represented by the green line.

Putting it in to practice
Earlier this year (and again after Brexit) we reviewed the NAA for 
our objective-based strategies. We considered our positioning 
against an economic backdrop of divergent central bank 
policy, negative interest rates, lower commodity prices and low 
inflation, coupled with weakness in China’s growth trajectory. 
Against this background we have a US equity market at all-time 
highs and global bond valuations at historically high levels. 
Needless to say it was an interesting time to be reviewing  
our asset allocations. 

The net result of this review? On a forward-looking basis, we 
expect lower returns across all asset classes. Consequently we 
increased allocations to both domestic and global equities amid 
marginally-lower return expectations. 

We factored in a normalisation of interest rates over the long-
term. However, the pace at which this occurs is expected to 
remain slow, and with an equilibrium rate at levels lower than 
historical yields. 
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Despite the slower pace towards higher rates, we maintained 
the bias to minimise duration exposures, with the following 
distinctions:

 − No allocation to global bonds. This is perhaps not surprising 
given the lower level of yield on offer from developed markets 
bonds and the increasing asymmetric risk of rising yields, 
particularly over the five year investment horizon.

 − While there is no allocation to global bonds as part  
of NAA, we can still allocate to these securities from  
time-to-time via DAA.

We increased allocation to high yield corporate bonds in the 
US and Europe. This allocation was introduced to the portfolio 
at the last semi-annual review and has performed well. This 
allocation implies that we are moving along the risk spectrum 
within fixed income assets. However, at this point in the cycle, 
we see high yield corporate bonds as a lower-risk alternative to 
equities, while delivering a higher return profile.

The allocation to local currency emerging market debt,  
was also maintained. They offer higher yields than developed 
market bonds and provide diversification to the overall  
currency exposure.

It is important to remember, however, that actual portfolios 
will reflect both our NAA and DAA views. In our funds, the NAA 
provides the fundamental framework, off which we hang our 
DAA tilts, both at a cross-asset level and within each asset class. 

We have the flexibility to increase the DAA tracking error risk 
budget (alpha) to ensure we maximise the likelihood of meeting 
investment objectives. Adding any uncorrelated alpha to the 
portfolio increases the expected return and reduces risk. The 
flexibility to adjust the DAA risk budget can be particularly 
advantageous in today’s low growth environment. 

Furthermore, there is scope for us to add protection 
strategies, should we deem the overall risk setting of the 
portfolio too high for the returns available, or simply to 
protect the portfolio from a specific event risk, such as  
the upcoming US Presidential election.

While these are indeed challenging times, even in a lower  
return environment we still have confidence that our investment 
process will deliver on our client’s real return investment 
objectives, through the dynamic blending of our alpha and  
beta strategies.
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Disclaimer

This document is directed at persons of a professional, sophisticated, institutional or wholesale nature and not the retail market.

This document has been prepared for general information purposes only and is intended to provide a summary of the subject matter covered. It does not 
purport to be comprehensive or to give advice. The views expressed are the views of the writer at the time of issue and may change over time. This is not an offer 
document, and does not constitute an offer, invitation, investment recommendation or inducement to distribute or purchase securities, shares, units or other 
interests or to enter into an investment agreement. No person should rely on the content and/or act on the basis of any matter contained in this document.

This document is confidential and must not be copied, reproduced, circulated or transmitted, in whole or in part, and in any form or by any means without our 
prior written consent. The information contained within this document has been obtained from sources that we believe to be reliable and accurate at the time of 
issue but no representation or warranty, express or implied, is made as to the fairness, accuracy or completeness of the information. We do not accept any liability 
for any loss arising whether directly or indirectly from any use of this document.

References to “we” or “us” are references to Colonial First State Global Asset Management (CFSGAM) which is the consolidated asset management division of the 
Commonwealth Bank of Australia ABN 48 123 123 124. CFSGAM includes a number of entities in different jurisdictions, operating in Australia as CFSGAM and as 
First State Investments (FSI) elsewhere.

Past performance is not a reliable indicator of future performance.

Reference to specific securities (if any) is included for the purpose of illustration only and should not be construed as a recommendation to buy or sell. Reference 
to the names of any company is merely to explain the investment strategy and should not be construed as investment advice or a recommendation to invest in 
any of those companies.

Hong Kong and Singapore

In Hong Kong, this document is issued by First State Investments (Hong Kong) Limited and has not been reviewed by the Securities & Futures Commission in Hong 
Kong. In Singapore, this document is issued by First State Investments (Singapore) whose company registration number is 196900420D. First State Investments 
and First State Stewart Asia are business names of First State Investments (Hong Kong) Limited. First State Investments (registration number 53236800B) and First 
State Stewart Asia (registration number 53314080C) are business divisions of First State Investments (Singapore).

Australia

In Australia, this document is issued by Colonial First State Asset Management (Australia) Limited AFSL 289017 ABN 89 114 194311.

United Kingdom and European Economic Area (“EEA”)

In the United Kingdom, this document is issued by First State Investments (UK) Limited which is authorised and regulated in the UK by the Financial Conduct 
Authority (registration number 143359). Registered office: Finsbury Circus House, 15 Finsbury Circus, London, EC2M 7EB, number 2294743.

Outside the UK within the EEA, this document is issued by First State Investments International Limited which is authorised and regulated in the UK by the Financial 
Conduct Authority (registration number 122512). Registered office 23 St. Andrew Square, Edinburgh, Midlothian EH2 1BB number SC079063.

Middle East

In certain jurisdictions the distribution of this material may be restricted. The recipient is required to inform themselves about any such restrictions and observe 
them. By having requested this document and by not deleting this email and attachment, you warrant and represent that you qualify under any applicable 
financial promotion rules that may be applicable to you to receive and consider this document, failing which you should return and delete this e-mail and all 
attachments pertaining thereto.

In the Middle East, this material is communicated by First State Investments International Limited which is regulated in Dubai by the DFSA as a Representative Office.

Kuwait

If in doubt, you are recommended to consult a party licensed by the Capital Markets Authority (“CMA”) pursuant to Law No. 7/2010 and the Executive Regulations 
to give you the appropriate advice. Neither this document nor any of the information contained herein is intended to and shall not lead to the conclusion of any 
contract whatsoever within Kuwait.

UAE – Dubai International Financial Centre (DIFC)

Within the DIFC this material is directed solely at Professional Clients as defined by the DFSA’s COB Rulebook.

UAE (ex-DIFC)

By having requested this document and / or by not deleting this email and attachment, you warrant and represent that you qualify under the exemptions 
contained in Article 2 of the Emirates Securities and Commodities Authority Board Resolution No 37 of 2012, as amended by decision No 13 of 2012 (the “Mutual 
Fund Regulations”). By receiving this material you acknowledge and confirm that you fall within one or more of the exemptions contained in Article 2 of the 
Mutual Fund Regulations.

Copyright © (2016) Colonial First State Group Limited

All rights reserved.EX
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