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Rethinking the approach
to investing in equities
Pranay Gupta, CI0 for Asia at Lombard Odier, believes investors

can achieve greater returns with less risk if they accept that the
traditional one-size-fits-all approach has become obsolete

onventional wisdom holds that it is

prizdent to invest in equities as the

performance of equities is viewed as

a proxy for economic growth. Invest-
ing in equities is also ssen to help protect the
purchasing power of assets from inflation by
carning the equity risk premium above a cash
mvestment.

A similar logic ia generally articulated for
mvesting a portion of one’s total equity expo-
sure in emerging markets — they are higher-
grawth economies and the mvestment earns
extra return above the developed-market
equity risk premium.

S0 far so good... but why is it then that
muost pension funds face asset-lizbility gaps
because of their equity exposure?

I proposs here that while investment in
equities is appropriate, the investment of this
albocation is critically flawed m fowr respects.

Firetly, who decided that the optimal zllo-
cation of equity investment across global
equities should be bassd on the e or market
capitalisation of the equity market, and not
on the best risk-reward trade-off?

Today, adhering to the conventional
approach means investing abowst 50% in US
companics, 25% in European companies,
10 in Japan, and only the remaining frac-
tion in emerging markets.

Howewer, the allocation of equity capital
should instead be done on a risk-managed
basiz, where one iz controlling the contribu-
tion to risk from ezch region in the portfolio,
amnd getting the best risk-reward trade-off.

Today, that means having a risk-diversified
partfiolio, with rowghly equeal amounts of risk
coming from the LIS, emerging markets and
others (including Japan, Australiz etc). This
allows the same equity exposure and return
premiwm as 3 conventional portfolio but with
msch less drawdown risk.

Secondly, investors often take a binary
view of investing in equities either passively
or actively. But isn't there room for both in
2 portfolio?

Theoretically, one should choose active
management in the portfolio component
where the dispersion of stock returns is
high {i.e. where there are distinct good and
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bad stocks) and showld choose passive man-
apement where dispersion is low (where all
stocks mowe together, so an active manager
cannot et additional alpha by picking pood
stocks).

As stock dispersion in the US is abowt half
that in emerging markets, rather than choos-
ing cither a passive or active investment sty le
across ghobal equities, one coukd go passive or
semi-passive i US equities and choose active
management in Asia and emerging markets.

Thirdly, even when one allocates within
global equities by risk contribution rather
than market cap, and chooses active versus
pasmive management where appropriate, the
resulting portfolio still has 2 high degree of
volztility compared o a cash return require-
ment. How does one manage that?

Unlike both the 1S and Furopean markets,
Asia is a diverse setof 15 countries, each with
its own economic cycle and market charac-
teristics. While it iz possible for an investment
manager to follow a single investment pro-
cess for the US and Furopean markets, this
iz not the best way to invest assets in Asia.
The diversity of characteristics across Asian
markets demands a mult-strategy investment
approach to create lower volatility of return.

Lowe ring wolatility
Anazlysts and portfolio managers have flip-
flopped between a regionalsector and coun-
try-driven approzch to Asia. A multi-stratepy
approach that incorporates both of these
approaches as independent sources of alpha,
and also incorporates other alpha sources,
enables the additonal risk premium from
Asiafemenging markets to be hamessed while
subsmantially lowering the volatility of return.

Finally, investor tend to view systematic-
quantitative processes and fundamental-
judgmental processes as mutually exchesive,
applying across the equity universe the one
they see as better

Cheantitative processes are natwrally swited
to universes where the amount of informa-
tion is larpe, where the market & efficient and
where the breadth iz high. This &5 in the case
of the U5, Fundamental processes are suited
o universss where dispersion and volatility
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are high, the market s segmented and frag-
mented, information is unstructured and
breadth is low. This is the case of Asia and
other emerging markets.

Perhaps there is space for both to co-exist
in a ghobal portfolie - a systematic US equity
component and a fundamental Asian equity
component. Investors who mix the two -
applying quantitative screening and then
fundamentz! judgment in a single investment
process — lose the advantages of both tech-
nikgues.

At the end of the day, zll plan sponsors
mvest in global equities to hedpe against infla-
tion but end wp unwittingly taking on more
drawdown risk than they perhaps have toler-
ance for

The worst case is when they do this by
investment in passive ghobal equities based
on @ market-cap-weighted benchmark. Close
behind, the second worst scenario is choosing
an active global equity manager with a single
Investment prooesa.

At Lombard Odier, our people who man-
ape asscts have abo been plan sponsors. They
are likely to have 2 better understanding of
the divide that exists between plan sponsor
requirements and asset manager services, as
well as between conventional academic wis-
dom and the practical constramts of manag-
ing assets.

In essence, they understand that it is sl
poasible to achieve the same degres of equity
exposure a5 the conventional approach but
with leas risk and greater retumn. This is done
by managing investments, using risk alloca-
tion rather than market-cap allocation, judi-
ciously choosing where to po active versus
passive, and applying fundamental and sys-
tematic processes where appropriate.

A one-size-fits-all approach is obsolete. The
sooner we all recognise that, the more suc-
ceasful we are likely to be in managing both
risk and retum in a diverse global world.

www v ri-financial-mews.com


http://www.vrl-financial-news.com/bpa/banking--payments-asia.aspx



