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The risk of being in the wrong place at the wrong time remains a key consideration for any investor.  We believe 
that diversification across a range of asset classes is the only appropriate foundation for a long term investment 
strategy.  Asset allocation is the simplest and cheapest way to manage market volatility, preserve your capital and 
protect against the unknown (i.e. the risk of being in the wrong place at the wrong time). 
 

 
 

At Evans & Partners, we try not to be too prescriptive with respect to determining an appropriate asset allocation 
benchmark for our clients.  One size doesn’t fit all and as such we prefer to set down some guidelines which can 
then be used by our advisers and yourself to tailor an outcome that best suits your investment objectives.   
 
Every investor will have a unique set of objectives that encompass investment horizon, income requirements, capital 
growth requirements, risk appetite, stage of life, estate planning etc.  All these issues have to be built into your 
investment strategy and reflected in your asset allocation.  
 
 

 

An investment strategy is determined by the interplay of a return objective, one’s risk appetite and a time horizon.  
In most cases, the time horizon will reflect life cycle considerations. Convention suggests younger investors, whose 
income requirements are being met by employment, should favour a growth-oriented investment strategy (i.e. an 
asset allocation with a high exposure to equities).  For retirees, however, access to a sustainable income stream 
generally takes on more importance than maximising capital appreciation. A shorter investment time horizon may 
mean less tolerance of short term losses, implying a more conservative asset allocation.  
 
While such life cycle considerations are key inputs into any investment strategy, they need not dominate.  
Ultimately, it is an individual’s or family’s willingness to absorb market risk, rather than their age, that should 
determine an appropriate asset allocation.  In this regard, we have found that many retirees are quite comfortable 
maintaining a relatively high exposure to equities given that a high-quality portfolio should deliver a growing and 
tax-effective income stream over time. 
 

The ultra-low interest rate environment of recent years (in particular since the second half of 2012) poses particular 
challenges from an asset allocation perspective. That is, either investors accept lower yields in the cash and fixed 
income components of their portfolio, or increase their risk profile by increasing exposure to growth assets. 
 
Low risk-free interest rates have driven a “reach for yield” mentality in investment markets. Investors have also been 
confronted by the unusual conundrum of the dividend yield on listed equities (typically a growth asset) exceeding 
the “risk-free” cash rate.   Evans & Partners take the view that risk assets (equities, high yield bonds) need to be 
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justified on their intrinsic investment merit, particularly given their greater volatility. If an asset is expensive, but 
seemingly less overvalued in a relative comparison (to government bonds for example) is unlikely to help when risk 
markets are falling. Your approach to these issues should be discussed with your Adviser in the context of your 
particular personal circumstances. 
 

 
 

 

All else equal, declining interest rates, as we have seen since the early 1990’s domestically, have supported a re-
rating of equity market valuations over time. For equities, falling interest rates (and by implication the discount rate 
for future cash flows, dividend and earnings streams) support a positive re-rating of Price Earnings Ratios (PER’s). 
However, once interest rates bottom, the onus switches to growth in Earnings Per Share (EPS) to drive share price 
performance.  
 
We believe the multi decade decline in bond yields is now over (although among the major developed economies 
in 2017 only the US is expected to see policy rates increasing). A starting point of ultra-low to rising Interest rates is 
unlikely to be consistent with above long-term average returns. Equity valuations have seemingly not fully priced in 
the magnitude of the decline in interest rates, but in due course, the valuation assigned to a given quantum of future 
earnings streams (the PER) is likely to be come under pressure. We have again, albeit only modestly, reduced our 
longer term return assumptions across both defensive and growth asset classes in this year’s review. (Refer Table 
3.) 
 

 

 “Alternative investments” is a term that captures any asset class or portfolio strategy that falls outside a vanilla 
investment in equities, fixed interest, property or cash.  As such, it includes assets such as private equity, venture 
capital, high yield debt, commodities and a broad range of investment strategies that can utilise gearing, short selling 
and derivatives.  
 
The term “hedge fund” is often ascribed to fund managers that employ these alternative strategies (in particular, 
gearing, short-selling and derivatives). In most cases, hedge funds operate with an absolute performance objective 
(i.e. aiming to always deliver a positive return) rather than a relative performance objective (i.e. aiming to do better 
than a particular market benchmark regardless of whether it is rising or falling). Hedge funds and alternative 
investments often have fee-structures that are significantly more expensive than those applied to mainstream asset 
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classes and investment strategies.  It is of course important to assess the risk/return benefits which an alternative 
investment may bring to a portfolio on an after-fee basis. 
 
From a broader portfolio perspective, the theoretical attraction of alternative investments lies in their capacity to 
provide returns that have a low correlation with traditional equity and fixed interest markets.  As such, they may 
bring diversification benefits to a balanced portfolio (i.e. lower the overall volatility of returns). 
 
It has become more common for alternative investments to be classified as an asset class in its own right and 
incorporated into a traditional asset allocation framework.  We see a number of difficulties with this. To consider 
alternative investments as a separate asset class raises the question of determining an appropriate asset class 
benchmark. The investment characteristics and range of strategies of the alternative investment universe vary so 
greatly that setting a universal asset class benchmark for alternative investments is unlikely to be sufficiently 
representative of the investment characteristics of a client’s individual alternative investments holdings. It is 
therefore unlikely to assist the asset allocation modeling of potential portfolios. 
 
Alternative investments by their nature vary enormously. Some are leveraged, complex and lack transparency. Many 
hedge funds, private equity and venture capital investments will also have “lock-up” periods for investments. 
Liquidity is a valuable investment characteristic. A prospective investor in alternative investments needs to make a 
judgement as to whether the outlook for risk-adjusted returns is sufficiently above that of more traditional 
alternatives to compensate for the reduction in liquidity. Liquidity preferences and investor time horizons vary. It is 
typically larger clients with a long term investment horizon and who do not require the capacity to redeem at short 
notice who are more inclined to include alternative investments in the portfolios. 
 
Notwithstanding the above cautionary comments, we are not negative on alternative investments per se. Indeed, it 
might argued that the increase in Price Earnings Ratios in listed equity markets driven by recent depressed levels of 
interest rate has not been as fully reflected in the pricing of some sections of private markets. 
 
In summary, we suggest that in an “asset class” as diverse as alternative investments, it is even more important than 
ever that individual investments are assessed on a case by case basis, in particular with respect to costs, liquidity 
and product specific terms and conditions. Further, the inherent diversity of such investments implies that the basis 
risk or tracking error versus an alternative investments benchmark potentially undermines the usefulness of asset 
allocation modeling.  
 
We therefore believe that the suitability of individual alternative investments is best assessed on a stand-alone 
basis when your adviser is tailoring an investment strategy to meet your particular needs. We therefore do not 
automatically incorporate a weighting to alternative investments into our benchmark asset allocation framework.   
 

 

Short-term Tactical Asset Allocation refers to an investment strategy where you try to capture a short-term gain via 
favouring one asset class over another (e.g. sell shares and accumulate cash).  We draw a distinction between short-
term Tactical Asset Allocation (essentially shorter term asset allocation trading views, generally of less than 3 months 
duration) and fundamentally based, value oriented strategic tilts of a more medium term nature, relative to 
benchmark.  
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Our strategic tilts are more likely to reflect the relative positioning of the pricing of the major asset classes in the 
economic and business cycle. For example, existing clients would be aware we have had a strong strategic tilt in 
favour of international equities for an extended period. We publish our current view in our publication “The View 
From The Outer.”  
 
In seeking to enhance investment returns, we also believe there is often more to be gained from getting the portfolio 
construction right within each asset class than there is trying to make short-term trading calls between the asset 
classes. For example, if we were to believe that the Australian equity market was expensive, our skills and resources 
may best used looking for ways to efficiently reduce any valuation stress within your portfolio, or devise strategies 
to protect gains, than trying to “pick the day the market will peak.”  
 
For those investors seeking to exploit tactical opportunities, the natural volatility of the market will ensure a constant 
flow of ideas. It would be up to your adviser and yourself to decide how this is most appropriately related to your 
circumstances. 
 

 

Having tailored the appropriate asset allocation, it is critical that all the good work is not compromised by poor 
portfolio construction.   
 
For each asset class, the portfolios must be populated in a manner that is consistent with the risk/return profile 
underpinning the asset allocation decision.  For example, for those where a relatively conservative asset allocation 
strategy has been deemed appropriate, it would be counterproductive to have a relatively high risk (i.e. high beta) 
equity portfolio or an equity portfolio with an excessive exposure to stocks that are sensitive to interest rate 
movements.  In the latter case, a rising interest rate environment may not only hurt the performance of a fixed 
interest portfolio (to which a conservative investor would have a relatively high exposure) but also the equity 
portfolio.  The diversification benefits being sought via the asset allocation strategy would therefore be reduced. 
 
Similarly, the performance of investments in corporate debt securities or hybrid securities is closely linked to the 
market’s perception of corporate credit quality which is in turn linked to the market’s views on corporate profits 
and the general outlook for business conditions.  Accordingly, the performance of lower rated corporate debt and 
hybrids can be highly correlated to the equity market at times. This is particularly so at times of equity market 
weakness when one is looking for the fixed income asset class to provide a buffer and diversification against the 
weaker performance in equities. 
  

 

The primary reason for holding fixed income securities in a portfolio is to provide portfolio diversification benefits 
by typically performing best in more challenging times for growth assets.  The secondary reason is to provide a 
secure income stream that is more capital stable than equities. 
  
At the very broadest level (and at the risk of over simplifying) the fixed income asset class includes both government 
and corporate debt, fixed rate and floating rate securities over varying maturities. The most commonly used 
benchmark for the Australian fixed income asset class is the Bloomberg Composite Bond Index. The majority of this 
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index is both AAA rated and comprised of Australian government, semi-government and supranational & sovereign 
agencies’ Australian dollar bonds with a fixed coupon interest rate. 
 
Government bonds may come with a lower yield, but their diversification benefits are material.  Government bonds 
will appreciate in price (i.e. bond yields will fall) when economic conditions are weak and equity markets are 
struggling. All else equal, the longer the term to maturity (specifically the longer the modified duration of a bond) 
the greater the change in the capital price in response to a given change in yields.   
 
In our benchmark asset allocation framework, we recommend that the majority of the fixed income allocation is 
devoted to government and semi-government securities. In determining an appropriate fixed income portfolio 
today, however, we believe it needs to be acknowledged that interest rates are still well below likely average levels 
over the next ten years. An overweight cash (or short-term bank deposit) position could be considered as a 
defensive alternative if government bonds are seen as still unsustainably low from a longer term perspective.  
While this would protect capital in the (likely) event of a significant rise in yields, the trade-off would be missing the 
diversification benefits of capital appreciation in bond prices were equity markets to weaken markedly.  
 
The investment characteristics of the various components of the fixed income asset class are sufficiently different 
that our asset allocation framework provides separate recommended weightings for the different types of security 
in each of our benchmark asset allocation portfolios. (Refer Table 1).  
 

 

Our asset allocation framework is outlined in Table 1.  As noted previously, these various portfolios should be taken 
as a guide only.  Every investor will have a unique set of objectives that encompass investment horizon, income 
requirements, capital growth requirements, risk appetite, stage of life, estate planning etc.  All these issues have to 
be built into your investment strategy and reflected in your asset allocation. 
  
Table 2 provides an insight into the personality of each of the eight portfolios, both from an historic perspective and 
a forward looking perspective.  The subsequent chart plots the performance of each portfolio over the past decade 
on a risk (i.e. the standard deviation of annual returns) and return basis (i.e. an index return).  
 
Note, that the more “moderate” to “aggressive” portfolios contain a high exposure to international equities.  In 
reality, most Australian portfolios have carried a far lower exposure to international equities over the past 20 years 
– although this has been changing as the structural challenges of the Australian market have become increasingly 
apparent.  
 
In setting our portfolios in recent years, we have maintained a relatively high recommended benchmark exposure 
to international equities at the expense of Australian equities. Your adviser can provide you the details of our 
thinking in this regard but in summation we question the capacity of the Australian equity market to replicate, over 
the coming decade, the risk/return profile it has generated over the past 20 years.  This reflects the structure of the 
market itself (top-heavy resources & financials,) and the structural deterioration of Australia’s industry base. 
   
We believe benchmark portfolios should reflect a neutral cyclical view for a range of differing investor risk/return 
profiles. They should be forward looking and based upon long-term, full economic cycle return forecasts for each 
asset class, not just a reflection of past history which may or may not be relevant any more. In conjunction with your 
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adviser, strategic tilts between asset classes can then be overlaid, if appropriate for your portfolio, based on our 
strategic view of where we are in the investment cycle. 

 
*If one wishes to incorporate alternative assets into the asset allocation modeling exercise, short of forecasting the returns and volatility of 
the individual alternative assets (a fraught exercise) an imperfect back of the envelope compromise might be to allocate them into the most 
appropriate traditional asset class. (For example unhedged global private equity to unhedged global listed equity etcetera). We caution, 
however, against a presumption of an undue expectation of precision given the magnitude of the historic variations in outcomes.  
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For example, the chart of risks / returns of the eight portfolios shown for the ten years ended December 2016 
(below) shows that returns were highest for the most conservative portfolio (the fixed income portfolio) and lowest 
for the equity portfolio. By contrast in the ten years to 2015, the fixed income portfolio showed the lowest return 
of the eight portfolios (but still higher returns than any of the portfolios in the ten years to December 2016). Clearly 
the timing of starting point is critical to the returns outcome; December 2006 was another year closer to the pre-
GFC peak in both equity markets and interest rates.  Unsurprisingly, therefore, with the GFC falling out of the five 
year numbers, the pattern of returns between the portfolios is totally different to the ten year returns (see Table 2 
at the bottom of the page). The message to draw from this is one cannot assume that even 10 year returns provide 
a reasonable expectation of what lies ahead. Your asset allocation and return expectations need to grounded in a 
view of the economic outlook that you expect to prevail over your investment time horizon. 
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While history can provide a degree of insight into the personality of each asset class and their relationship with each 
other, it can also be very misleading.   
 
Over the long term, the performance of all asset classes is ultimately derived from the prevailing nominal economic 
environment.  The pace of nominal economic growth (i.e. the current value of all goods & services produced) 
determines the appropriate level of interest rates and the strength of corporate revenue growth.  Not only will the 
nominal economic environment vary from year to year (the business cycle) but over the past 50 years there have 
been a number of distinct phases where we have seen the strength and/or character of the nominal economy 
undergo a structural shift.  Such shifts have a major impact on asset class performance and thus, for a particular 
generation of investors, can foster a misleading impression about risk and return. 
 
Using Australia as an example, the shifts in the nominal environment over the past 50 years have been stark.  The 
1960’s was characterized by solid economic growth and low inflation.  The 1970’s by patchy growth and soaring 
inflation.  The 1980’s by stronger growth, but still high inflation. The 1990’s by strong growth and disinflation and 
the bulk of the 2000’s pre the Global Financial Crisis (GFC) by strong growth and modest inflation.  At its high point 
during the 1970’s & 80’s, nominal economic growth settled in a 12%-16% range (hence the very high interest rates 
of the period).  By the end of the 1990’s, nominal growth had come back into a 5%-6% range (hence, the steady 
reduction in interest rates through that decade).  
 
Globally, the post-GFC environment has been characterized by a generally muted pace of recovery, very low inflation 
and interest rates in response to the interplay between the severity of the recession in 2008/9, high debt levels and 
excess capacity. 
 
When considering the outlook for asset class returns, the level of interest rates (which is determined by the strength 
of the nominal economic environment) is the critical input.  The prevailing 10 year government bond yield is of 
particular importance as this is the benchmark risk free return available to all investors. Accordingly, when valuing 
the cash flow generated from a company, a corporate bond or a property, the first step is to compare the expected 
return with that on offer from the ‘risk-free’ alternative.   
 
In general, when the 10 year government bond yield is high and/or rising (refer the 1970’s & 80’s), it will depress 
the present value of the cash flows available from other asset classes (e.g. price/earnings multiples will contract).  
When the long term yield is low and/or falling (refer the 1990’s), it will generally boost the valuation of other 
financial assets (e.g. price/earnings multiples will expand).  It is this relationship that can distort the historic profile 
of financial asset returns. 
 
Thus, while not ignoring history, we feel it is wise to work with a set of risk/return assumptions for each asset class 
that are based on a particular view of how the nominal economic environment will look as we move into the next 
decade and beyond.  These assumptions are presented in Table 3. 
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On the risk/volatility side, we view the low risk/high return environment that prevailed through the bulk of the 
1990’s and 2000’s as an anomaly.  We believe asset class volatility in the decade ahead could well be relatively 
elevated, particularly for the Australian equity market which is now leveraged to the performance of emerging 
economies.  
 
 

 
 

Table 3. Asset Class Performance Characteristics

5yr 10yr 15yr 5yr 10yr 15yr

Inflation 2.0% 2.4% 2.6% na na na

Cash 2.8% 4.1% 4.6% 0.2% 0.5% 0.5%

Australian Fixed Income 5.0% 6.2% 6.0% 2.9% 3.0% 2.8%

Australian Equities

ASX300 11.6% 4.4% 7.9% 12.0% 14.4% 13.0%

ASX300 Industrials 15.9% 5.5% 8.1% 12.3% 14.5% 12.9%

ASX300 Resources -2.4% 0.4% 8.0% 20.4% 22.2% 21.1%

REIT's 18.7% 0.1% 6.1% 12.7% 18.8% 16.3%

Global Equities

Local currency 13.4% 4.9% 5.8% 10.2% 14.6% 13.9%

Australian Dollar 18.3% 4.3% 3.0% 10.6% 12.0% 11.9%

Source: Evans & Partners, ABS, BBG, ASX, MSCI.
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When designing an investment strategy, asset allocation and portfolio construction are the two critical inputs.  This 
discussion has highlighted the issues that need to be addressed when constructing an optimal asset allocation 
framework for your individual requirements.  Your Evans & Partner Adviser will assist you through this process.  
Importantly, they will also undertake regular reviews to ensure that your asset allocation strategy remains aligned 
with your objectives. 
 
 
David Jarman 
Chief Investment Officer  
3 February 2017. 
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This document is provided by Evans and Partners Pty Ltd (Evans and Partners) ABN 85 125 338 785, holder of AFSL 318075. 

Please refer to the document entitled ‘Research Conflicts of Interest Disclosure’ available for download from the Important Disclosures section of our website 

(eandp.com.au).  

 
The information is general advice only and does not take into consideration an investor’s objectives, financial situation or needs. Before acting on the advice, investors 

should consider the appropriateness of the advice, having regard to the investor’s objectives, financial situation and needs. If the advice relates to a financial product that 

is the subject of a Product Disclosure Statement (e.g. unlisted managed funds) investors should obtain the PDS and consider it before making any decision about whether 

to acquire the product. The material contained in this document is for information purposes only and does not constitute an offer, solicitation or recommendation with 

respect to the purchase or sale of securities. It should not be regarded by recipients as a substitute for the exercise of their own judgment. Investors should be aware that 

past performance is not an infallible indicator of future performance and future returns are not guaranteed. Any opinions and/or recommendations expressed in this 

material are subject to change without notice and Evans and Partners is not under any obligation to update or keep current the information contained herein. References 

made to third parties are based on information believed to be reliable but are not guaranteed as being accurate. This document is provided to the recipient only and is 

not to be distributed to third parties without the prior consent of Evans and Partners. 

  

EVANS AND PARTNERS DISCLOSURE OF INTERESTS  

Evans and Partners and its respective officers and associates may have an interest in the securities or derivatives of any entities referred to in this material. Evans and 

Partners does, and seeks to do, business with companies that are the subject of its research reports.  

EVANS AND PARTNERS CORPORATE RELATIONSHIP DISCLOSURE  

Company Nature of Relationship  

AUI The Issuer has appointed Evans and Partners as Broker to an on-market buy-back.  Accordingly, Evans and Partners is unable to give Sellers advice in respect 

to a sale of this security 

CIE Evans and Partners arranged, managed or co-managed a public offering of the company or its affiliates in the past 12 months.   

DUI The Issuer has appointed Evans and Partners as Broker to an on-market buy-back.  Accordingly, Evans and Partners is unable to give Sellers advice in respect 

to a sale of this security.  

IDR Evans and Partners has been appointed as Co-Manager to the institutional placement and accelerated non-renounceable entitlement offer and will receive 

fees for acting in this capacity.  

IGL Evans and Partners arranged, managed or co-managed a public offering of the company or its affiliates in the past 12 months. 

ING Evans and Partners arranged, managed or co-managed a public offering of the company or its affiliates in the past 12 months.  

NAB Evans and Partners has arranged, managed or co-managed an offering of securities of the company or its affiliates in the past 12 months.. 

QIP Evans and Partners has arranged, managed or co-managed an offering of securities of the company or its affiliates in the past 12 months. 

RWC Evans and Partners has arranged, managed or co-managed an offering of securities of the company or its affiliates in the past 12 months. 

SWM A director of Evans and Partners Pty Ltd is a director of Seven West Media Limited.  

TOX Evans and Partners arranged, managed or co-managed a public offering of the company or its affiliates in the past 12 months  

 
RESEARCH ANALYST CERTIFICATION  
 
I, David Jarman hereby certify that all the views expressed in this report accurately reflect my personal views about the subject investment theme and/or company 

securities. I also certify that no part of my compensation was, is, or will be, directly or indirectly, related to the specific recommendations or views expressed in this report.  

RESEARCH ANALYST DISCLOSURE OF INTEREST  

I, David Jarman, and/or entities in which I have a pecuniary interest, have an exposure to the following securities and/or managed products: BHP, CBA, CYB, DXJ, EAI, 

EAIO, NAB, S32, Evans & Partners International Managed Fund (Unhedged), Cooper Investors Brunswick Fund,  IML Equity Income Fund and Macquarie Asia New Stars 

No.1 Fund, Partners Group Global Value Fund. 

DISCLAIMER  

Except for any liability which cannot be excluded, Evans and Partners, its directors, employees and agents accept no liability or responsibility whatsoever for any loss or 

damage of any kind, direct or indirect, arising out of the use of all or any part of this material. All information is correct at the time of publication; additional information 

may be available upon request. 


