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In the 1990s, the benefits of
active asset allocation (AAA)
were called into question,

mainly for two reasons. 
First, both bond and equity

returns were consistently positive
over the period. Therefore, even if
some portfolios experienced a
negative relative performance (ie,
compared to their strategic bench-
mark), the absolute performance
was high enough for the investor
to ignore the underperformance of
his fund managers. Second, a new
paradigm emerged during the
second half of the 1990s: the busi-
ness cycle is dead. Whereas
strategic asset allocation (SAA) is
mostly based on medium-to long-
term economic outlook (econo-
mists usually use the terminology
of potential growth), AAA
depends more on short-term out-
look (the business cycle). To cut a
long story short, if the business
cycle dies, so does AAA. 

But when the bubble burst
investors were reminded that peri-
ods with valuation gaps do exist
and that tactical asset allocation
(TAA) did make sense after all. At
the same time, the 2000-2003
world inventory/investment adjust-
ment proved that business cycle
had obviously not disappeared.
Conditions were in place for a rein-
carnation of AAA, both for the man
in the street and for institutional
investors. However, this reincarna-
tion is a slow process.

ASSET ALLOCATION
Explicitly or implicitly, individual
investors require dynamic manage-

ment of their asset allocation; it has
to move over time with the evolu-
tion of their wealth, age and risk
aversion. The bubble burst showed
investors that they cannot manage
this alone and that AAA is a specif-
ic job with a specific competence.
In the US, individual investors’
appetite for asset allocation is
clearly improving but supply is still
evolving.

On the institutional investor side,
the demand for TAA is still low.
They probably still have to realise
that when breaking down the risk
budget (ie, the tracking error com-
pared to the strategic benchmark)
between the selection tracking
error (the active risk devoted to
management of assets within indi-
vidual asset classes) and the alloca-
tion tracking error (the active risk
devoted to the management of
assets between asset classes), the

latter is considerably higher than
the former. The time for “benign
neglect” on the asset allocation
risk is over; investors cannot accept
this implicit active risk anymore
without managing it. Progressively,
institutional investors are becoming
aware of this necessity.

REBALANCING
Investors are faced with two
options regarding the management
of the risk allocation of their portfo-
lio. The first is to implement a sys-
tematic rebalancing process and
the second is to dedicate a specific
part of the risk budget to AAA.

Implementing a systematic
rebalancing policy explicitly means
that after having decided the rule,
the tracking error is directly taken
on by investors. The most wide-
spread rebalancing processes are
based on a calendar rebalancing
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(monthly, quarterly or even yearly
basis) and threshold rebalancing
(return to strategic mix or allowed
range). There is no unique solution
when calibrating the rebalancing
for an investor, as the optimal
rebalancing policy depends on the
portfolio’s structure, volatility/cor-
relation assumptions, and most of
all the investor’s risk tolerance and
transaction costs he bears. 

Beyond the systematic rebalanc-
ing, there is what some call intelli-
gent rebalancing with a dedicated
risk budget for timing the rebal-
ancing. It is after all very close to
the active management of TAA. It
is just a matter of risk tolerance
magnitude. 

So, why it is optimal to imple-
ment AAA? First, it is obviously
inefficient to stick to SAA particu-
larly during periods of apparent
valuation gaps or in some particu-
lar phases of the economic cycle
(see chart one). In other words,
rebalancing is definitely sub-opti-
mal compared to a well-built AAA
process.

Second, AAA is an additional
and complementary source of
return because the allocation active
risk is said to be uncorrelated with
market risk, so it adds very little to
the overall portfolio risk. This sim-
plified description has to be fairer.
Active returns, defined as returns
relative to a benchmark, are not

necessarily completely uncorrelated
with market risk. We commonly
decompose active risk into that due
to the impact of the benchmark
return and what is left, called the
residual risk. This residual risk is
often called the pure active risk or
the alpha, and is in theory uncorre-
lated with the market.

ASSET MANAGEMENT
On the asset management side of
the story, AAA can be broken
down in two separate sets of
expertise: global products alloca-
tion which has more to do with
architecture and the construction of
well-diversified portfolios, and
AAA which is faced with the mar-
ket timing challenges. 

Global products allocation
requires the ability to assemble
many asset classes – both bench-
marked and alternatives, such as
private equity, commodities, real
estate and infrastructure – different
regions and different strategy/prod-
ucts (for example, structured prod-
ucts to put in place convexity posi-
tions). Individual and medium-sized
investors need this type of asset
allocation expertise. It is probably
best managed in an open architec-
ture style. This open architecture
framework is based on the idea that
it is nigh impossible for an asset
manager to have internally all the
relevant products. So global prod-
uct management consists of 
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Chart one: Efficient frontier is moving along the business cycle,
making opportunities for AAA
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producing well-balanced and well-
diversified portfolios based on a
mixture of both internally and
externally manufactured products.
This requires sophisticated optimi-
sation tools1 and has notably two
challenges. The first is to manage
to combine management services
and an advisory role. For instance,
implementing an overlay pro-
gramme involves the set up of a
framework which is by necessity
specific to each investor (currency
management, benchmark choice,
performance measure and dedicat-
ed budget). The second challenge
is to link this active management to
the dynamic strategic allocation2.

The second part of the AAA job
is the pure tactical asset allocation.
It mainly consists of defining the
market timing and implementing it
via exchange-traded funds and
derivatives (futures and options)
contracts. Using such assets allows
us to benefit from higher liquidity
and lower transaction costs, but
obviously requires a deep expertise
in risk analysis.

In an efficient asset management
organisation, those two different
jobs in the AAA should be clearly
distinguished. Typically, a global
products/portfolio construction
department is responsible for the
transversal added value, whereas a

TAA department will be in charge
of the market timing added value
(see chart two).

As time goes by and the markets
regain pace, the still unconscious
demand for AAA, both on the insti-
tutional and individual investors
side is bound to become a conscious
need. Facing this huge potential
demand, supply is still nascent.
Now in a reincarnation phase, AAA
will probably not have to wait for
long before entering the growth
phase. Maturity is still far away.

NNootteess

1. The more you integrate “alterna-

tive” asset classes, the less the nor-

mal distribution assumption is rele-

vant. So the risk/return framework is

no more suitable and an optimisation

should notably take into account

asymmetric and extreme event risks.

2. Both in textbook and in practice,

SAA is based on a medium/long-term

economic and financial scenario, lia-

bility-driven matters and on the

investor’s risk aversion. It was symp-

tomatic to observe that “equilibrium”

assumptions (return/volatility/correla-

tion) were globally unchanged for

instance both during the 1997-1999

bull market and in the 2000-2002

bear market. Nevertheless, every-

thing being equal, it is a nonsense

not to introduce valuations diagnosis

in the SAA process. In other words,

SAA can obviously not be the same if

DJ EuroStoxx 50 stands the 5400 or

2000. Thus, SAA should be dynamic

and in such conditions, the frontier

between SAA and AAA is not obvi-

ous. It is a matter of time, but this

concept may evolve in a changing

environment.
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Chart two: An efficient AAA process should distinguish the
transversal added value from the market timing one
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