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B
rexit, Trump. There were 
plenty of big surprises last 
year. The one that may 
matter most for 
investment portfolios is 

how financial markets responded. It 
took them three months to process 
Japan’s unexpected decision in early 
2016 to implement a negative-interest-
rate policy – and then just a few weeks 
to get over the Brexit shock and only 
about 24 hours to digest Donald 
Trump’s election. 

In each case, global stock markets 
and other risk assets initially sold off, 
only to recover. This kind of highly 
correlated trading has been a recurring 
pattern in markets ever since the 
global financial crisis. Risk assets 
move in one direction and “safety” 
assets (such as government bonds) in 
another. Keeping pace with these 
abrupt global shifts in “risk-on”/”risk-
off” sentiment has been challenging. 
Each new sell-off could prove the start 
of a sustained directional move – or a 
short-lived bout of anxiety. 

Using a narrow set of volatility-
based triggers to help set asset 
allocations can see investment returns 
whipsawed by every new market 
move. The damage inflicted by 
mechanistic allocation shifts can be 
severe. This was all too evident in 2016 
when strategies that automatically 
derisked at the first signs of trouble 
failed to capture subsequent 
recoveries – significantly limiting their 
returns. Even during periods when risk 
appetite is relatively robust, returns 
are under pressure from generally 
muted rates of global growth. So hasty 
moves into lower risk (and lower 
returning) investments can seriously 
depress long-term investor outcomes. 

Equally, there are huge dangers 
lurking in over-complacency. We think 
the right approach to gauging volatility 
is broader —open to multiple signals 
and to the integration of both 
quantitative and fundamental 
assessments, particularly since these 
can offer contradictory intelligence. 

Quantitative measures are currently 
pointing firmly toward risk-on mode –
the VIX volatility index is hovering 
around decade-long lows and credit 
spreads are nearing record lows. But 
our research shows that falling risk 
indicators alone can be a poor signal 
to increase exposure to equities. We 
favour a more prudent stance as we 
await greater clarity on the timing—
and effectiveness—of new pro-
business regulatory and fiscal policies 
in the US, and the outcome of Europe’s 
busy election cycle. 

To be truly successful, we think that 
flexible and highly active asset 
allocation also needs to be highly 
accountable – with individual portfolio 
managers tasked with proactively 
responding to, and anticipating, 
changes in market conditions. 

COULD RISK-OFF RETURN?
Just because risk-off episodes have 
been shortening doesn’t necessarily 
mean we’re in for a time of tranquillity. 

The year ahead could bring plenty of 
new surprises that trigger fresh 
turbulence. Will Britain negotiate a 
smooth exit from the European Union? 
Which policies will Trump prioritise 
– and which will he get through 
Congress? Will French and German 
voters opt for anti-establishment 
leaders in elections this year? 

We question the effectiveness of 
extreme – and perfunctory – responses 

to any further market turbulence. 
Instead, we think that highly active, 
highly accountable assessments of the 
challenges ahead, and identifying 
appropriate responses on a case-by-
case basis, may prove a more 
rewarding route towards smoother DC 
outcomes over multiyear timeframes.

At the same time, we believe that 
proactive asset allocation can deliver 
return outcomes considerably in 
excess of market norms. 

Proactive approaches can add value 
on the return-seeking front in several 
different ways. They offer scope to tap 
into alternative asset classes 
(including relatively illiquid assets, like 
private equity and infrastructure). And 
they also allow for the dynamic 
management of exposure to equity 
return factors (like value, quality, 
momentum etc.) by incorporating 
fundamental viewpoints. This might, 
for example, result in a decision to 
emphasise factors like value – which 
may prove particularly rewarding when 
fundamental analysis suggests equity 
markets may be looking exuberant. 

The views expressed herein do not 
constitute research, investment advice 
or trade recommendations and do not 
necessarily represent the views of all 
AB portfolio-management teams. 
AllianceBernstein Limited is authorised 
and regulated by the FCA in the UK.
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