PERSPECTIVES

A multi-asset lens to future-proofing

A diversified multi-asset strategy can tackle shortcomings of investing N a

single asset class, Conning Asia Pacific says

increasingly well-suited to today’s uncertain
macro and market landscape.

Multi-asset strategies are designed to address the
pitfalls of investing in silos. This is based on investors
in different asset classes generally behaving differently
under various market conditions over time.

In its simplest form, a traditional 60/40 portfolio
comprising 60% allocation to equities and 40% to gov-
ernment bonds is widely considered to provide better
risk-adjusted returns than a pure equity or pure bond
portfolio, as the two asset classes typically do not move
in tandem. This more balanced approach allows inves-
tors to capture the high-growth potential of stocks
while also benefiting from the relatively stable income
generation from bonds. The blend can also dampen
overall portfolio volatility.

However, turbo-charged capital appreciation from
60/40 portfolios has also come from bonds as well as
equities. Lower bond yields stemming from upward-
moving bond prices have given a big boost to fixed
income returns, especially over the past decade amid
unprecedented stimulus measures from global central
banks via quantitative easing programmes in the wake

The concept of multi-asset investing seems
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of the 2008/2009 global financial crisis and then the
Covid-19 pandemic. Meanwhile, this wave of global
liquidity has pushed equity valuations to near-record
levels.

As a result, a rigid 60/40 portfolio can no longer
provide the same potential level of investment return,
given that global interest rates are already at ultra-low
levels if not at zero or, in some cases, in negative terri-
tory. Bonds are also losing their key attribute of offer-
ing stability by providing downside protection to the
portfolio. Indeed, today’s market dynamics might even
increase portfolio risk as the historical negative corre-
lation between stocks and bonds breaks down.

Investors don’t want to find themselves being forced
to take on more risk to achieve their goals. At the same
time, certain assets have become ever more important
sources of diversification and return. These include:

« Emerging market equities for higher capital appre-

ciation potential

» “Riskier” credit products as sources of yield

« Real assets such as commodities and real estate

The key is to be able to combine these and other asset
classes and sub-asset classes into a well-diversified and
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Chart 2: Global equities and fixed income valuations elevated by historical standards

Equities Forward 12M P/E Ratio Percentile vs 15Y history
Global Equities 18.2 93%
US Equities 21.9 95%
EAFE Equities 1518 89%
EM Equities 12.7 84%
Fixed Income Yield to Worst Percentile vs 15Y history
Global Government Bond 0.7% 86%
US Government Bond 1.1% 79%
Global IG Credit 1.8% 92%
Global HY Credit 4.7% 95%
EM USD Credit 4.3% 91%
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dynamically-managed global multi-asset strategy that
suits investors’ risk profiles and return expectations.

Creating the right portfolio balance

At Conning, we believe that this type of approach is an
effective way to navigate today’s challenging invest-
ment environment and, in turn, generate positive risk-
adjusted returns for our clients.

The flexibility to invest not just across asset classes
but also geographies allows investors to create well-
rounded portfolios that can achieve multiple goals.
These include capital preservation over periods of
market turbulence, market upside when opportunities
arise, and consistent control over portfolio volatility
and drawdowns.

This philosophy is anchored in the belief that asset
allocation is the main driver of investment returns for
multi-asset strategies over the long term. In line with
this is the need to nimbly adjust portfolio construc-
tion according to changes in global and local economic
cycles and market environments.

To achieve this, a proprietary macro scorecard, vola-
tility gauge and sentiment tracker can be used for asset
allocation.

e Macro scorecard — this uses a combination of
global growth, inflation, liquidity and policy indica-
tors as inputs. These allow asset managers to assess
macroeconomic conditions at the time and the cor-
responding appropriate allocation to risk assets,
supported by back-testing of return and volatility
profiles of different asset classes under various
macroeconomic conditions.

Volatility gauge and market sentiment indi-
cators — these complement the macro scorecard
to keep track and take advantage of potential asset
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mispricing to drive final tactical asset allocation
decisions.

Quantitative and qualitative mix

Adapting the quantitative investment approach ena-
bles extensive data coverage. The data is processed
objectively to create information and to draw insights.

Portfolio managers like Conning can continuously
evaluate and enhance these quantitative inputs, pro-
cesses and outputs. The advantage of this quantitative
process is that it typically does not have portfolio man-
ager oversight.

Beyond the traditional country/region and sector
overweight/underweight concept, multi-asset invest-
ing can only be relevant in today’s investment back-
drop if it factors in the growing thematic focus that has
accelerated notably since the pandemic began.

Long-term, sustainable investment framework

In response to these far-reaching and transformational
shifts, asset management firms tend to approach global
companies at the security selection level by categorising
them into growth lifecycle categories.

Through this lens, companies with a superior growth
runway and attractive profitability can be distinguished
from the mediocre — and declining — ones. This enables
a more concrete process in selecting core holdings in
the portfolio construction process.

Understanding companies from a growth lifecy-
cle angle also provides asset managers a perspec-
tive beyond the traditional country, region and sec-
tor boundaries, allowing better tracking, measuring
and managing exposure to each category according to
changes in market cycles over time.
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To cater to a new investment climate, Conning’s
Allocation Optimizer™ software uses stochastic
optimisation, integrating asset-liability interaction,
regulatory requirements, accounting standards and
internal investment constraints to assist clients in
establishing a risk-adjusted optimisation of their
portfolios.

With traditional asset risk profiles and
correlations transitioning from what we have
observed historically, Conning also uses dynamic
correlation processes to quantify the risk of over
or under-estimating correlations in measuring
tracking error.

Conning’s GEMS® Economic Scenario Generator
(GEMS ESG) is a state-of-the-art multi-period,

multi-currency stochastic simulation platform. It
generates a thorough and internally consistent set of
financial, economic and macroeconomic variables —
including sovereign yields/bonds, corporate yields/
bonds, multiple correlated common stock indices,
alternative investment classes, mortgage-backed
bonds and CMOs, US municipal bonds, real estate,
actual and expected multiple inflation indices, nom-
inal and real GDP growth rate, foreign exchange and
unemployment rates, as well as a rich set of deriva-
tives on interest rates, equity, inflation and foreign
exchange.

As asset allocation for insurers has changed in
recent years, Conning has adapted a multi-asset
approach to help deal with this.

Chart 3: Conning’s forward-looking global asset allocation bias
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Adapting to new investment realities

Ultimately, multi-asset strategies enable investors to
capitalise on evolving trends via the blend of different
securities.

For instance, years of technological advancements
have been compressed into months as the world’s pop-
ulation strives to adapt to new dynamics shaping how
people live, work and consume, including e-commerce,
online education and digital transformation of the
workplace. The pandemic has also been a wake-up call
in terms of the urgency to significantly boost invest-
ments into medical and biotechnology innovation in
order to be prepared for the next pandemic.

In addition, an ageing global population demands
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better healthcare infrastructure and equipment, while
advancements in artificial intelligence, automation and
robotics are necessary to replace a shrinking labour
force.

Climate change and environmental protection are
additional hot topics as governments around the
world commit to a more sustainable future. This ena-
bles themes such as electrical vehicles and renewable
energy to thrive while putting fossil fuels and other
highly polluting industries in less favourable positions.

As these and other windows of opportunity emerge,
capturing their return potential relies on the type of
balanced, diversified and well-managed strategy that
multi-asset investing can deliver, if done right.
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