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Section 1 - Interview

Consequences for portfolio 
construction from the economic 
and political environment 

INTERVIEW

James Redgrave: How have recent high profile, disruptive 
political events such as Brexit and the Trump election affected 
investor attitudes to portfolio construction and diversification 
and their use of diversified growth/multi-asset funds in 
particular? 

Giles Payne: Disruptive political events have led to trustees being more 
cautious about sudden significant losses in their portfolios. There is now 
a greater understanding that the general classification of diversified 
growth funds covers a very broad range of strategies and approaches 
and that these will have a significant affect on the characteristics of the 
funds. When considering diversified growth funds, trustees are taking 
much more care to understand the underlying assets and the way in 
which returns are likely to be realised. This helps them to put together 
complimentary portfolios which they believe will be more resilient in 
difficult markets.          

James: How have fund managers reacted to these developments, 
both in the strategies of the diversified growth funds they 
already run, and in their approaches to bringing new products to 
market?

Giles: I think that one very good thing that has come out of the asset 
management industry over the last few years is a greater understanding 
of the challenges the trustees face and their desire to create investment 
funds that can help the trustees to meet these challenges. In the 
past I think the industry has been guilty of looking for the next great 

investment idea without understanding how this can be integrated into 
schemes existing investment portfolios. As schemes are becoming more 
mature, the nature of the challenges that they face is  changing. Two key 
issues are the hedging of interest and inflation risk along with generation 
of cash to pay members’ benefits. Investment managers are bringing 
their experience of managing these risks in-house and designing 
products which can be usefully integrated into investment strategies to 
help trustees meet these challenges. I think that this can usefully widen 
debate about investment strategy so schemes are less reliant on just the 
advice of the investment consultant.  

James: How long should investors consider the increased 
sensitivity of markets to such events likely to last, and is it 
something that is likely to remain an important feature of their 
decision making in the long term? 

Giles: Pension schemes are becoming much more mature. Where 
schemes are well funded and future contributions have significantly 
reduced, a good number of them are paying out a high proportion of 
their funds on an annual basis to pay their pensions. This is regularly 
being achieved by selling assets to realise cash. Where pension scheme 
has  to sell  assets at a point at which they have sharply reduced in value, 
there may be a significant impact on the funding level. For this reason, I 
believe that the pension scheme investors will pay greater attention to 
the potential volatility of markets at times of high political uncertainty. 
I do not expect this position to change in the near future. Trustees will 
need to take this into account when looking to implement long-term 
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investment strategy is focused on generating cash to pay members’ 
benefits. 

James: What future political and macro economic flashpoints are 
managers and investors watching most closely and with most 
potential concern and what steps are they or should they be 
taking to mitigate against them?

Giles: I think that the key risk to ascertain the market is the removal of 
liquidity and the unwinding of the asset purchases that have been made 
by central banks. The previous injection of liquidity into the markets has 
led to an increase in asset prices and reduction in yield is available from 
them. This has led to investors looking to other areas of the market in 
order to access the returns that they believe that they require pushing 
up the value of assets in those markets as well. Central banks will do 
their best to limit the effects on markets of any action that they take but 
I believe that it will be very difficult to predict exactly how the markets 
will react and which asset classes will be first to be affected. There is also 
the question of how this will then cascade down through the various 
markets which have previously benefited from the high levels of liquidity. 
We have already experienced the taper tantrum when the markets 
reacted poorly to the news that the rate of asset purchases would be 
reduced. It is clear that they will need to be an adjustment if significant 
new supply of assets is introduced into the market by the unwinding of 
the asset purchase programs. 

James: Are there any areas where investors can reasonably 
hope and prepare for positive developments for capital 
market environments, and how should their multi-asset fund 
investments be positioned for these?

Giles: Nearly all commentaries on markets that I read reach the 
conclusion that most asset classes are very fully valued at present. 
Whilst there has been good news about progress in various economies 
around the world, on normal measures, the markets are at levels that 

would imply very high growth rates for a significant amount of time. This 
has meant that investors in search of yield have been looking to invest 
in markets which had previously been considered to carry too much 
risk. However, changes in banking regulations have opened up markets 
which were previously not easily available to pension schemes where 
better value and security can be found. It will be interesting to see if this 
value remains available or if the volume of investments into the market 
in search of yields will push prices up and reduce the future returns. I 
think that multi-asset funds need to be positioned to receive a higher 
proportion of their returns from income than from capital growth. 

James: DGFs have grown into their current popularity during 
a period of low interest rates and yields on fixed income 
investments. How has this affected the fixed income portions of 
their portfolios (including alternative income generating assets) 
relative to equities, and how is this likely to change in a higher 
interest rate future environment?

Giles: For a period, DGFs which had a high allocation to fixed income 
investments produced strong returns for pension schemes. The 
combination of a steady flow of coupons and the increase in capital 
value of the assets produced steady positive returns. Looking forward, 
there is a risk that changes in the market and a widening of credit 
spreads could see this benign environment reverse with a capital values 
being hit. The DGF market provides good liquidity and schemes can 
easily access their assets. In a higher interest rate environment, DGFs 
need to work harder to achieve their cash plus return targets. This will be 
particularly difficult where the capital value of fixed in some investments 
is eroded by rising interest rates. I think that this will mean that managers 
will need to be considering a wider range of investment opportunities.  

James: Thank you for sharing your thoughts on this topic.

I THINK THAT THE KEY RISK TO ASCERTAIN THE 
MARKET IS THE REMOVAL OF LIQUIDITY AND THE 

UNWINDING OF THE ASSET PURCHASES THAT HAVE 
BEEN MADE BY CENTRAL BANKS




