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QQ: What matters most to
multi-asset credit porfolios?

A: Driving returns with the
right risk.

Persistently low yields, increasing market volatility and rising rate risk have many investors looking beyond
core and traditional investment-grade corporate debt for better risk-adjusted returns.

As with most strategies, there is no substitute for experience and expertise when selecting the right
multi-asset credit (MAC) manager.

We are a leader and pioneer in leveraged loan investments. Combined with a 35-year track record in
high-yield bonds and a high-conviction asset allocation process, MAC is a natural evolution of our core
strength in leveraged credit.

Take a globally opportunistic, value-driven approach

Eaton Vance Multi-Asset Credit Strategy is driven by our intelligent integration of top-down and bottom-up
construction, using an active approach to take advantage of credit dislocations and flexibility to allocate and
diversify across risk-reducing asset classes.

* Benchmark: Benchmark: 50% BAML Global High Yield ex Subordinated Financial Index
Hedged USD & 50% S&P/LSTA Leveraged Loan Index

e Excess return target: 150-250 bps
* Risk target: 200-500 bps tracking error

If you would like to learn more about Eaton Vance’'s MAC strategy, please visit our website
at institutions.eatonvance.com or contact Susan Brengle, managing director, institutional at
SBrengle@eatonvance.com.
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There are no guarantees regarding the achievement of investment objectives, target returns, portfolio construction, allocations or measurements such as alpha, tracking
error, stock weightings and other information ratios. The views and strategies described may not be suitable for all investors. Not all of Eaton Vance’s recommendations
have been or will be profitable. Eaton Vance does not provide tax or legal advice. Investing entails risks and there can be no assurance that Eaton Vance (and its
affiliates) will achieve profits or avoid incurring losses. Prospective investors should consult with a tax or legal advisor before making any investment decision.

©2017 Eaton Vance Management. All rights reserved. Two International Place, Boston, MA 02110
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nvestors may search in vain for a clear and well-accepted
definition of multi-asset investing. That's because some of
the strategy’s attraction is the myriad ways that managers in-
terpret the phrase.

That said, multi-asset managers do agree on one thing:
Diversification is king.

“Multi-asset strategies cast the net as wide as possi-
ble to get access to as broad a range of return drivers as
possible within client constraints,” said Johanna Kyrklund,
global head of multi-asset investments at Schroders. “This
means investing across asset classes and risk premia.”

As investors seek to meet the challenge presented by
today’s complex global financial landscape, the sheer num-
ber of products and strategies available can seem daunting.
At the same time, the once ubiquitous 60/40 asset alloca-
tion has long seemed too simple to meet the needs of insti-
tutions. Today, investors cast their nets very wide in search
of return, but often find it difficult to keep up with fast-mov-
ing markets.

“Today investors have many more investment choices
than they did 20 years ago,” said Rui de Figueiredo, a man-
aging director and chief investment officer of the solutions
and multi-asset group at Morgan Stanley Investment Man-
agement. “The financial landscape is increasingly complex
and this puts a governance burden on investors. Multi-asset
investing allows investors to navigate that complexity and
take advantage of it, without becoming overwhelmed by it.”

For many, this can mean a true go-anywhere invest-
ment style.

“The wider your opportunity set of positive expected value
positions, the higher the probability of success,” said Justin
Bourgette, a portfolio manager at Eaton Vance Management.

While multi-asset can mean everything from a tradi-
tional balanced fund to global tactical asset allocation or
multifactor, David Millar, head of multi asset at Invesco, said
his team believes in investing in ideas.

4 | MULTI-ASSET | ADVERTISING SUPPLEMENT

= e Ol

28

ULTI-ASSET
STRATEGIES

“It's macro-based investing with an unconstrained
agenda that tries not to conform to definitions,” he said. “We
look across liquid, global markets, across geographies, sec-
tors and currencies for good, long-term investment ideas.” The
aim is to create better and more enduring diversification.

Diversification is not a straightforward matter of allo-
cating among asset classes. Of course, it is possible to get
diversification that way. But de Figueiredo suggested that
investors should also think about the other layers of diver-
sification beyond simple asset class.

“There are securities within asset classes, sub-asset
classes,” he said. “There’s geography across asset classes. We
would also suggest thinking about fundamentally uncorrelated
macroeconomic themes as well as the various types of factors
that might be built into portfolios — growth vs. recession; infla-
tion vs. deflation; various valuation environments.”

Diversification is often identified through correlation.
But “asset classes exhibit time-varying correlations" said Ed-
ward Campbell, a managing director and senior portfolio
manager at QMA. In a crisis, for example, investors need re-
turn diversifiers, such as Treasuries or gold, which may not
produce capital growth, but may dampen the downside risk.”

Investors likely already have allocations to the traditional
asset classes, including equities, fixed income and cash. “Multi-
asset strategies need to do something extra for their portfo-
lios,” Millar said. “It has to be introducing something new.”

This focus on research and identifying investment ideas
that go beyond top-line asset allocation is a hallmark of
many multi-asset strategies.

“Ours is a value-based approach,” Bourgette said. “We
allocate capital to undervalued risk premia across various
asset classes and sectors with the goal of producing strong
risk-adjusted returns over a full market cycle.”

Managers also combine a range of methods to implement



Justin Bourgette | Portfolio manager | Eaton Vance Management

their investment ideas.

“Although the academic research says that asset alloca-
tion is the most significant determinant of returns,” Morgan
Stanley’s de Figueiredo said, “you also need to add value
through bottom-up security selection because that is where ac-
tive managers can have the greatest impact.” However, he also
suggested that this division is suboptimal for investors. “Taking
an integrated approach is the key to getting the most value.”

“We are agnostic about top-down or bottom-up ap-
proaches because at the end of the day, we are looking for
20 or 30 good long-term investment ideas that we can com-
bine in a risk-managed portfolio to get diversification,” In-
vesco’s Millar said. “The freedom to get away from these
definitions is what allows us to invest in the way that we do.”

Multi-asset strategies can make up a part of a portfolio
or encompass the entire portfolio. “If you think of the broader
asset allocation in a multi-asset class portfolio, then that port-
folio should include both alternative and traditional asset
classes,” Campbell said. And importantly, the portfolio should
be constructed using a robust framework balancing return
and risk with forward-looking capital market assumptions.

In the aftermath of the financial crisis, Campbell contin-
ued, that exercise showed that investors would get double-
digit returns on equities, assuming that earnings and
valuations would return to trend over 10 years. But today, he
said, “We only see 6% or 6.5% expected returns on equities.”
This is an important example of the idea that expected re-
turns are time-varying.

Multi-asset investing provides investors with the ability
to be more dynamic and holistic in their investing behavior.
“You ignore one of the tools in the toolbox if you fix a static
asset allocation and then try to generate alpha,” de
Figueiredo said.

Since the financial crisis, asset class correlations have
been elevated and that changes the risk-reward picture for
multi-asset investing, leading managers to a risk-on, risk-off
market behavior that has been the defining characteristic of
recent markets. But that is changing, so multi-asset investing
provides a framework for recognizing and reacting to the shift
from a high correlation to a low correlation environment, or
vice versa.

Multi-asset investing also takes advantage of a wide
range of approaches — long-only, long-short, asset allocation,
security selection and importantly, relative return — to con-
struct positions.

“Relative return ideas are crucial to our strategies,” de
Figueiredo said. “One, because they give you the ability to de-
cide how you want to allocate your risk and two, how you are
going to control that risk. It allows for a more nuanced point
of view.”

Diversification obviously isn’t a new concept, but the cry-
ing need for it was brought home to investors after the finan-
cial crisis took hold. The sharp drawdown in equity markets
showed investors their portfolios were not as diversified as
they thought.

“What you want in your portfolio is diversification not only

to different asset classes, but also to exposure to different
risk factors like inflation, illiquidity, economic growth,” said
QMA’s Campbell. This kind of diversification can reduce
volatility and improve risk-adjusted performance.

This multidimensional aspect of diversification is em-
phasized by multi-asset managers, though often using slightly
different language, making it difficult for investors to compare
managers.

“You need to look not just at asset classes but also at
the underlying drivers of return,” Eaton Vance’s Bourgette
said. For example, an investor with high-yield exposure in
2014 to a U.S. shale producer and emerging market sover-
eign debt, might think that was diversified. “But,” Bourgette
said, “if you actually understand how the underlying cash
flows are generated, you would see that both are exposed to
very similar risk factors.”

Beyond offering the benefits of deep diversification, a
multi-asset manager can deploy capital more efficiently than
traditional managers. Rather than having both bank loan
and high-yield managers — possibly both having the same
name in a portfolio — in the lineup, a multi-asset manager
will identify that company as attractive and then “determine
where to be positioned in the capital structure most effi-
ciently,” Bourgette said.

In today’s era of low yields, investors are concerned
about what comes next.

“We have clients asking if there is any way to protect
gains and limit downside risk, even though many asset
classes have continued to perform well for far longer than an-
ticipated,” Invesco’s Millar said.

Again, the answer relates to diversification. Multi-asset
strategies can be go-anywhere, or more narrow in scope. QMA
offers a multi-asset real assets strategy that uses a bench-
mark of one-third commodities, one-third real estate and one-
third Treasury inflation-protected securities, but also invests in
master-limited partnerships and global infrastructure.

“It's an actively managed strategy that seeks to provide
attractive risk-adjusted performance relative to the bench-
mark while also offering inflation protection,” Campbell said.
It could be used by investors with a specific bucket for infla-
tion protection.

The idea that each cycle is both the same and different
is an important element of the argument for using multi-asset

CONTINUED ON PAGE 6
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managers. Multi-asset managers focus on the future, although
they don’t discount lessons learned from the past. This is most
apparent in their approaches to risk management.

“We think risk management is multi-faceted,” Bourgette
said. “It's not relying just on a [value-at-risk] model, which is
backward-looking, because correlations change over time.”
When there is low volatility in the markets, a VAR model will en-
courage investors to take on more risk, more tracking error
and more leverage, which may not be appropriate.

“We try to think both about risk and the potential path or
distribution of return streams,” he continued. “So we look for
a period of stress, when volatility and correlations increase,
and try to weight those more in a forward-looking view of risk.”
It gives, he contended, a higher hurdle rate for wanting to take
a risk, as well as a margin of safety in case things go wrong.

Investors, particularly institutional investors such as pen-
sion funds, know all about balancing the return and risk.

“Pension funds often face challenging and somewhat
conflicting objectives,” Morgan Stanley’s de Figueiredo said.

Johanna Kyrklund
Global head of multi-asset investments
Schroders

“How do they improve their long-term funding situation — that’s
an alpha question. But how can they also minimize the worst-
case funding outcome? You can’t do that with equities.”

Multi-asset management allows pension investors to
meet both those objectives at the same time.

“Thou shalt not market time” is an oft-repeated cardinal
rule for investors. It's an easy rule to follow when investors are
enjoying double-digit returns on both their stock and bond
portfolios. But when markets tighten and returns grow scarce,
the penchant to market time emerges. Multi-asset strategies
can be a strong antidote.

“Now investors can see the value of having more dynamic
tactical allocations, assuming that they can find an investment
firm that has a solid investment process,” QMA’'s Campbell
said. “We actively research and monitor secular and cyclical
developments for evidence of factors that may not have been
important in the past but might be critical to securing stronger
risk-adjusted returns in the future.”

However, not all investors necessarily need dynamic
asset allocation.

“If you have a 20-year investment horizon, you may not
need to focus on multi-asset strategies,” Schroders’ Kyrklund
said. “These strategies come into play for investors who value a
smoother path of return.” She defined that as those with a three-
to five-year time horizon. “With a 20-year time horizon, you can
sit through all the volatility that the market throws at you.”

Kyrklund cites two trends that feed into this shorter time
horizon. First, many defined benefit plans have matured and

6 | MULTI-ASSET | ADVERTISING SUPPLEMENT

simply have shorter time horizons. Also, she said, “our industry
often suggests that defined contribution investors should ignore
volatility. For an investor in his or her 50s, a big drawdown has
a disproportionate impact on their future retirement.” Multi-
asset strategies can play a role in mitigating that risk.

“We have typically achieved our returns with very low
volatility recently, mainly because volatility has been sup-
pressed,” she added. “Over the next 10 years, | would expect
volatility to increase from 5% to 6%, up to 8% to 10%.”

As multi-asset investing moves more fully into the main-
stream, it is beginning to usurp the diversification role of hedge
funds and other alternatives.

“We are often targeting the same outcome as hedge
funds — cash plus 5% — but multi-asset strategies are simpler
and lower cost,” Kyrklund said. “We’ve demystified the process
and we are very blatant about using beta to generate return.
So we price ourselves a lot more cheaply.”

All investors are looking for ways to increase returns and
in a growing number of cases, that can mean focusing on fees.

“While hedge funds still use fairly aggressive fee struc-
tures, we are in a world with very low forward-looking returns
across numerous asset classes,” said Eaton Vance’s Bour-
gette. “That means that more of the expected returns are get-
ting eaten up by those fees.”

For investors searching for cheaper and more transparent
alternative sources of return than hedge funds, multi-asset in-
vesting can offer a lower fee burden, said de Figueiredo. But he
cautioned that multi-asset strategies aren’t necessarily replace-
ments for hedge funds; both can have a place in portfolios.

Consultants are beginning to view multi-asset strategies
differently, acknowledging that although they may provide
hedge fund or equity-like returns, the method of achieving
these returns is altogether different.

“We see some consultants developing multi-asset strat-
egy buckets, although this can be a problem as there isn’t an
agreed definition,” Invesco’s Millar said. “We are actively com-
municating with consultants about the differences.”

What's more, alternative allocations have been disap-
pointing for some investors, and “that’s caused some investors
to rethink how they are seeking diversification and low corre-
lations,” Millar said. “Institutional multi-asset funds can offer
transparency, liquidity, lower fees and the ability to daily price,
which can be important for defined contribution plans.” He
also pointed to the way that many multi-asset strategies aim
to provide a more consistent return stream over time.

Although some investors take a multi-asset approach to
their entire portfolio, most make a specific allocation to the
strategies. However, it isn’t enough to just dip a toe in the
water. In fact, an allocation of at least 15% most likely is
needed, Millar said, “to make any meaningful difference at
the portfolio level.”

Schroders’ Kyrklund said that many larger investors tend
to allocate between 10% and 20% of their portfolio to multi-
asset strategies. “These are the kind of allocations that may
have been made to opportunistic hedge fund strategies in the
past,” she said.

Although some investors use multi-asset as a substitute
for hedge fund or other alternative strategies, other investors
view these allocations as diversifying the more traditional
asset classes.

“We see investors funding multi-asset strategies from both
equity and bond buckets because they view the strategies as
hybrids,” said Eaton Vance’s Bourgette. “And it’s relatively easy
to decompose the strategy into equity beta and credit beta.” ©
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oney managers use different approaches to identify the many
dimensions of diversification. Some rely on a combination of
qualitative and quantitative research that can result in the-
matic investment ideas. Others start firmly in the quantitative
camp, identifying factors they expect to outperform.

This diversity can lead to very different approaches to
implementing investment ideas, using a range of techniques
to build portfolios. Some managers use a combination of ac-
tive and passive while others focus more specifically on
adding alpha through active management.

What today’s multi-asset investing isn’t, is static. Dy-
namic asset allocation tends to be synonymous or at least
very closely aligned with tactical asset allocation, though that
phrase has fallen out of favor in recent years. Simply put, both
refer to altering a portfolio’s asset allocation opportunistically
based on short-term views.

For some, dynamic changes presuppose a strategic
benchmark. For QMA, dynamic movements are based on
quantitative tools that rank asset classes by fundamental fac-
tors and use macroeconomic analysis to determine position-
ing. “We then use forward-looking risk models to help us
determine position sizes,” said Edward Campbell, a managing
director and senior portfolio manager at the firm.

FACTOR-BASED STRATEGIES

Factor-based strategies have become more popular in re-
centyears and play a significant part in many multi-asset strate-
gies. Although the concepts underlying this approach have been
around for more than a decade, investors are only just becom-
ing more familiar with the nuances of factor investing.

“We have an open mind when it comes to multi-factor
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Multi-asset managers may embrace similar rhetoric when describing their
strategies, but the differences become apparent in the implementation

investing,” said David Millar, head of multi asset at Invesco.
“But we know that the end investor or plan sponsor needs
to understand the concept of multifactor risk.” Equity and
interest-rate risk are, of course, the biggest factors in many
portfolios, but investors should be familiar with other fac-
tors that can be harnessed for return.

Understanding factors is an important element of the
new multi-asset investing because many managers consider
that viewing a portfolio through the lens of factors provides
another layer of potential diversification. While equity and in-
terest-rate risk are both the most well-known and most easily
accessed factors, others now play a considerable role in multi-
asset portfolios.

For example, many managers focus on valuations, but
as Justin Bourgette, portfolio manager at Eaton Vance Man-
agement, said, “We don’t have a crystal ball. We look for var-
ious economic scenarios that will offer an asymmetric payoff
or asset classes that offer skew to one side or the other.”

“During the financial crisis, high-yield bonds were trading
at significant spreads over Treasuries and that is the exact
time that a value-at-risk model would suggest derisking,” he
continued. Under any economic scenario, even taking spreads
another standard deviation wider, past their widest historical
spreads, “you would and did still generate positive returns
over a one- to three-year time horizon. So that’s a fat pitch.”

It can be important to understand the nature of return
drivers when thinking through true diversification. “If you have
an equity portfolio and you add high-yield bonds, you aren’t
truly diversifying your portfolio in terms of exposure to different
factor risks because both are highly leveraged to growth in the
economy,” Campbell said.



The founding philosophy of
multi-asset investing is
unconstrained but risk-managed
with the aim of a decent
long-term return.

David Millar | Head of multi asset | Invesco
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When it comes to translating ideas into action,
some managers focus specifically on combining alpha
and beta, often using passive strategies to access
cheap beta. Others, often with a total return focus, want
to corral alpha, leaving beta to the other parts of an in-
vestor’s portfolio.

RELATIVE COST

“The relative cost of passive vs. active will be a
crucial question for implementation,” said Rui de
Figueiredo, a managing director and chief invest-
ment officer of the solutions and multi-asset group
at Morgan Stanley Investment Management. When
it’s difficult to generate alpha, then passive is the
right option. In other cases, he continued, “given
where we want to be allocated, we will look to the
best use of active management at the security se-
lection level and allocate to that as an additional
source of excess return.”

Implementation comes after the asset alloca-
tion decision. “Is it with futures? Is it through an
ETF?” asked Bourgette. “If we want generic market
exposure to fairly liquid markets, then it's a fairly
cheap way to replicate that portfolio,” he said of
ETFs. But not all ETFs are created equal and Bour-
gette avoids those that are not designed correctly
for his purpose, as some are really trading tools.

Sometimes only active management will do the

job. “Accessing credit in any form typically requires
an active approach,” said Johanna Kyrklund, global
head of multi-asset investments at Schroders.

Many multi-asset strategies approach diversi-
fication through multiple avenues. Implementation
can be key as managers look not just to traditional
long-only positions, but also shorting, relative
trades, futures and indexes. “The founding philos-
ophy of multi-asset investing is unconstrained but
risk-managed with the aim of a decent long-term
return,” Millar said.

This objective is important when considering
both different implementation approaches and the
lack of constraint in terms of asset classes used.

“When investor risk appetite is high — for in-
stance, in the late 1990s — the correlations among
risky assets tend to be low,” QMA’'s Campbell said.
“In a lower-risk-appetite regime, such as the one
we’ve had since the financial crisis, you tend to have
more risk-on, risk-off trading.” This is a time when
investors need more return diversifiers, which in-
clude assets such as Treasuries, gold and Treasury
inflation-protected securities, which may not produce
capital growth but may dampen downside risk.

The time frame is one lens through which to un-
derstand the implementation framework of a multi-
asset manager.

“We take a medium-term view,” Kyrklund said.

CONTINUED ON PAGE 10
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“But you can see significant oscillation over shorter
time periods driven by shifts in the probability of risk
scenarios.” That is particularly true, she said, in
today’s environment of heightened political risk,
which may require more tactical adjustments.

“We work to a three-year view when we add an
idea to our portfolio,” Invesco’s Millar said. “But that
three-year view can come to fruition in three weeks,
depending on political, economic or market factors.
So we don’t hold onto investments for holding’s
sake, but we tend to expect to harvest our ideas
over a two- or three-year time horizon.”

Others remain more firmly in the longer-term
camp.

“We seek to add value from long-term asset al-
location based on realistic expectations of asset
performance,” Eaton Vance’s Bourgette said. “But
we also rely on our equity and credit analysts for
bottom-up security selection.”

In addition to managers, investors also have
time frames. Carry is an interesting factor. Income-
focused investors need to remember that higher-
yielding assets tend to outperform lower-yielding

assets over time, said Campbell.

Most investors considering multi-asset strate-
gies want to achieve superior returns, often with
less volatility than a comparable equity portfolio.
But managers caution that they need to remember
what the alternatives are.

A more traditional balanced portfolio might not
provide a return of 4% to 5% that many multi-asset
managers target over a three-year period. “You
shouldn’t expect a return from a passive 60/40 port-
folio to exceed 4% or 5% from where we stand today,”
said QMA’'s Campbell. That 60/40 portfolio is likely to
come with significant volatility in returns as well.

For all that diversification is the watchword of
multi-asset investing, managers caution that too
much emphasis on creating true diversification can
draw attention away from the usual objective — pro-
viding a return on investment.

Diversification is not an end in itself, said
Schroders’ Kyrklund. “It’'s a means to an end. A
starting point. You need to focus on making adjust-
ments to the asset allocation, taking into account
valuation and the cycle.”

v

How to Pick a Multi-Asset Manager

As the name implies, a multi-asset
manager must exhibit a range of abilities. To
wit: a depth of skill in major asset classes
and a significant research capability. But
perhaps the most critical element that an in-
vestor should look for is a dedicated multi-
asset resource within the firm.

Managers suggest that investors con-
sider what portion of a firm’s resources is al-
located to pure multi-asset activities.

“First, you need people who are truly
objective across asset classes,” said Jo-
hanna Kyrklund, global head of multi-asset
investments at Schroders. “You can’t be ob-
jective about the asset class you are man-
aging so you really need dedicated
multi-asset resources with no allegiance to
asset classes,” she said.

“Experience counts,” added David Mil-
lar, head of multi asset at Invesco. “We have
a defined philosophy, a group of managers
that have worked together for many years,
an unconstrained research agenda and im-
portantly, a sophisticated platform to imple-
ment the strategy.”

In terms of implementation, a key skill in
multi-asset investing is to have a global infra-
structure and capability to deliver the strategy,
which is becoming more important, he said.

Justin Bourgette, a portfolio manager
at Eaton Vance Management, said having a
manager who has run the strategy over a
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complete market cycle is critical.

“If you haven’t seen a manager through
a full cycle, how can you know that they are
actually going to be able to mitigate risk?”
he asked. “And you need to make sure your
manager stays within their core competency
as a firm.” He pointed out that Eaton Vance
doesn’t have expertise in private debt, for in-
stance, so that’s not part of the firm’s multi-
asset portfolios.

Managing over market cycles requires
that an organization can evaluate and oper-
ate in a set of diverse and varied markets,
and has the ability to move capital around
dynamically in response to opportunities.

OUTSIDE MANAGERS

At times, a multi-asset manager may
use outside managers to round out its of-
fering. In that case, a rigorous vetting
process is necessary.

“We want to know if a manager can add
value on a stand-alone basis,” said Rui de
Figueiredo, a managing director and chief in-
vestment officer of the solutions and multi-
asset group at Morgan Stanley Investment
Management. “But in the case of using an
external manager in a multi-asset portfolio,
we want to understand the level of differen-
tiation that they bring and if it's attractive rel-
ative to cost.”

“Having access to all the pieces inter-

| __

nally often works best,” said Edward Camp-
bell, managing director and senior portfolio
manager at QMA. “It’s easier to coordinate
trading and ensure that you spend no un-
wanted time in cash.” It's also easier to see
aggregate exposures in real time.

“When you decide to bring in outside
managers, you need the separate and dis-
tinct capability of manager search and se-
lection,” he said.

Above all, flexibility, in different con-
texts, is paramount.

“Flexibility is the one [characteristic]
that’s understated in the industry,” de
Figueiredo said. “That is flexibility to go any-
where, ability to consider a broad range of
opportunities, asset classes, themes and so
on. But it's also the flexibility to customize
the portfolio, in terms of types of risk and
how to be complementary to an investor’'s
other holdings.”
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etting an objective, having a goal — these are integral ele-
ments of investment policy. All investors need to know what
outcome they want from a money manager. Boards and in-
vestment committees are well-versed in benchmark setting,
blended benchmarks and even absolute return targets. Yet
multi-asset managers can pose a challenge, as they often
don’t fit neatly into one box.

So investors would be well-advised to separate the judg-
ment call — has the manager achieved the outcome required

RTISING SUPPLEMENT



— from the process of constructing and managing a multi-
asset portfolio. The outcome could be a specific return or
income target. Or it could be an allocation designed to miti-
gate risk across the whole portfolio. It could involve beating
a blended, bespoke benchmark. How the manager gets to
the required outcome, and how the investor monitors this
performance, may look quite different than in more tradi-
tional approaches.

For some managers, it is important to overemphasize
this focus on outcomes. Many investors and consultants
have been focused on tracking error.

“The key is not to use a comparator as your starting
point for portfolio construction because the whole point is
that we are trying to deliver something that is much more
flexible,” said Johanna Kyrklund, global head of multi-asset
investments at Schroders. However, she is happy to provide
market information to help investors understand how out-
comes have been achieved.

“We prefer not to be constrained by a market bench-
mark,” added Justin Bourgette, a portfolio manager at Eaton
Vance Management.

But since many consultants care about this kind of per-
formance measure, more multi-asset managers are willing
to be measured in this way if additional bogeys, such as peer
groups and risk-adjusted returns, are also used. There are
others, too.

“Maximum drawdown is an important metric,” said Ed-
ward Campbell, a managing director and senior portfolio
manager at QMA. So given the 50% or more drawdowns that
investors saw after the financial crisis or the dot-com bubble,
investors will want to know what any multi-asset portfolio’s
maximum drawdown could be.

CASH-PLUS OBJECTIVES

Rui de Figueiredo, managing director and chief invest-
ment officer of the solutions and multi-asset group at Mor-
gan Stanley Investment Management, said: “Cash-plus
objectives give us a very clear steer on performance, as long
as the time horizon is long enough.”

With flexibility paramount, many multi-asset managers
operate within a range of constraints.

“On a benchmark-driven allocation, investors want to
know whether the manager is controlling risk in the expected
way,” de Figueiredo said. “And how is the manager generat-
ing performance. Is it through dynamic allocation or imple-
mentation?”

“We do have clients that are focused on limiting down-
side risk,” he continued. “So that is yet another way to focus
the benchmark.”

Understanding how a strategy works is imperative in
multi-asset investing.

“It's important that we have clients with similar philoso-
phies and time horizons to us,” said Eaton Vance’s Bour-
gette. “We add value by understanding return drivers or the
historical supply side of returns, and making realistic, though
not always popular, expectations of asset performance.”

In addition, client perspectives can change depending
on the market environment, so managers need to be flexible
in adapting to client needs.

“People’s utility functions shift depending on the mar-
ket environment,” Kyrklund said. “In a difficult market envi-
ronment, clients will want you to lose as little money as
possible; when the market is going up, they want you to cap-
ture as much of the upside as possible. Managers need to
empathize with their clients.”

Often, multi-asset strategies have very clear targets. For
instance, David Millar, head of multi asset at Invesco, points
to the strategy’s gross target of cash plus 5% over a three-year
period, with less than half the volatility of global equity markets
over that same period.

Most portfolios in the
apbsolute return space
tend to target a certain
level of volatility.

Edward Campbell
Managing director and senior portfolio manager
QMA

“I think a Sharpe ratio is also helpful in considering per-
formance, as providers may have different ways of articulating
their target,” he said. “The point is that returns are always im-
portant, but the amount of risk is equally important.”

The return of a multi-asset portfolio depends on
whether the investing is long-only or long-short, and whether
leverage is used.

“Most portfolios in the absolute return space tend to
target a certain level of volatility,” said QMA’'s Campbell. His
firm’s global macro strategy targets a portfolio volatility of
between 6% and 10%, with an absolute return objective of
Treasury bills plus 4% to 6%, and a maximum gross expo-
sure of four times levered.

“We believe the most important thing is to have the
freedom to vary the asset types and asset classes that we
access, as well as the ways in which we implement ideas,”
said Millar. “We are able to change implementation along
the way. All of this is necessary to ensure enduring diversifi-
cation.”

This type of attitude probably accounts for the move
away from holding managers to benchmark-driven perform-
ance measures. “We’ve seen the most growth in recent
years in outcome-oriented multi-asset portfolios,” said
Schroders’ Kyrklund. More specifically, she said, this means
those strategies with a cash-plus return target as opposed
to benchmark-relative performance. ¢
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Finding
Opportunities
TODAY

Multi-asset managers are bullish. But
then, as they often possess the ability to in-
vest across asset classes, geographies and
investment themes, multi-asset managers
are rarely without positive prospects. That's
the beauty of the approach.

Many multi-asset managers look for
investment ideas that will play out over two
to three years, but even they are finding
that in the current environment, it requires
some fancy footwork to keep up with the
political, economic and financial challenges
in the markets.

One economic variable that all are
keeping in close view is inflation. One of the
trickiest issues of recent times, inflation
seems to be reappearing after a prolonged
absence. Managers are watching carefully
to see what effect potential U.S. infrastruc-
ture spending and changes in tax policy
might have.

“Inflation is a big issue,” said Rui de
Figueiredo, a managing director and chief
investment officer of the solutions and
multi-asset group at Morgan Stanley In-
vestment Management. “And expected re-
turns are low. So we are positioning
portfolios to be nimble in responding to po-
tential spikes in volatility. On the spectrum
of risk and return, we are much more active
than usual. This is partly because we feel
that U.S. equity valuations are quite ele-
vated, with the expectations of the Trump
presidency already baked in.”

Taking an active approach is impor-
tant at this point in the cycle. While pursu-
ing some new ideas, managers are mindful
of potential pitfalls.

“In years past we focused on investing
in the beneficiaries of quantitative easing,”

14 | MULTI-ASSET | ADVERTISING SUPPLEMENT

said Johanna Kyrklund, global head of
multi-asset investments at Schroders. “But
we felt that the theme had run its course by
the beginning of this year.”

Now the firm is following up on areas
that lagged the QE trend and focusing on
areas that offer better value. These include
emerging market risk.

However, given issues such as height-
ened political risk, Kyrklund acknowl-
edged that the firm has some hedges in
place to help navigate some of the volatil-
ity it sees ahead. “Overall, we see oppor-
tunities in cheaper asset classes so we
don’t have a pervasive return problem for
now,” she said.

“We have 26 ideas in our portfolio
today,” said David Millar, head of multi
asset at Invesco. “We are spread across the
map, with exposure to traditional asset
types as well as other ideas. We have a
wide array of currency ideas in the portfo-
lio at the moment: long the [U.S.] dollar vs.
the euro, long the ruble vs. the Canadian
dollar. And at these low volatility levels, we
are long volatility in some equity markets
because we believe that volatility will come
back into those markets.”

Risk, which in some cases is repre-
sented by volatility, is one issue that divides
managers.

“We’re reasonably positive on risk as-
sets,” said Edward Campbell, a managing
director and senior portfolio manager at
QMA. “We're still overweight equities,
though they are somewhat pricey. While
valuation is a good predictor of longer-term
returns, it’s really not a great predictor of
shorter-term ones.”

He said QMA has been moving equity

exposure from the U.S. to Japan and Europe
because of a perception that these markets
have more potential to re-rate upwards.

At Eaton Vance Management, portfo-
lio manager Justin Bourgette and his team
are derisking portfolios.

“While we think there could be some
positives out of the new U.S. administration,
particularly on the regulatory front,” he said,
“we question the idea that increased fiscal
spending will increase long-term structural
economic growth. Empirically, when gov-
ernment becomes a larger part of the econ-
omy, growth has slowed.”

We are positioning
portfolios to be
nimble in responding
to potential spikes

in volatility.

Rui de Figueiredo

Managing director and CIO

Solutions and Multi-asset Group

Morgan Stanley Investment Management

Bourgette also sees some value in
collateralized loan obligations, particularly
in relation to high-yield, “but only if you do
the credit work, understand the deal struc-
ture and the underlying economic expo-
sures.” Partly this is because of the
additional call protection offered by loans
in the short term. °
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Past performance is no guarantee of future results.

The returns referred to in the article are those of representative indices and are not meant to depict the performance of a
specific investment.

The views and opinions are those of the author as of the date of publication and are subject to change at any time due to mar-
ket or economic conditions and may not necessarily come to pass. Furthermore, the views will not be updated or otherwise
revised to reflect information that subsequently becomes available or circumstances existing, or changes occurring, after the
date of publication. The views expressed do not reflect the opinions of all portfolio managers at Morgan Stanley Investment
Management (MSIM) or the views of the firm as a whole, and may not be reflected in all the strategies and products that the
Firm offers. As per the views presented by other parties, we have not verified this information, and we make no representations
whatsoever as to its accuracy or completeness.

Forecasts and/or estimates provided herein are subject to change and may not actually come to pass. Information regarding
expected market returns and market outlooks is based on the research, analysis and opinions of the authors. These conclusions
are speculative in nature, may not come to pass and are not intended to predict the future performance of any specific Morgan
Stanley Investment Management product.

Certain information herein is based on data obtained from third party sources believed to be reliable. However, we have not
verified this information, and we make no representations whatsoever as to its accuracy or completeness.

All information provided has been prepared solely for information purposes and does not constitute an offer or a recommen-
dation to buy or sell any particular security or to adopt any specific investment strategy. The information herein has not been
based on a consideration of any individual investor circumstances and is not investment advice, nor should it be construed in
any way as tax, accounting, legal or regulatory advice. To that end, investors should seek independent legal and financial advice,
including advice as to tax consequences, before making any investment decision.

The indexes are unmanaged and do not include any expenses, fees or sales charges. It is not possible to invest directly in an
index. Any index referred to herein is the intellectual property (including registered trademarks) of the applicable licensor. Any
product based on an index is in no way sponsored, endorsed, sold or promoted by the applicable licensor and it shall not have
any liability with respect thereto.

This communication is not a product of Morgan Stanley's Research Department and should not be regarded as a research
recommendation. The information contained herein has not been prepared in accordance with legal requirements designed to
promote the independence of investment research and is not subject to any prohibition on dealing ahead of the dissemination
of investment research.

Morgan Stanley Investment Management is the asset management division of Morgan Stanley.
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