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INTRODUCTION
AT HSBC GLOBAL ASSET MANAGEMENT, WE AIM TO DEVELOP SUCCESSFUL, 
LONG-TERM CLIENT RELATIONSHIPS BY PROVIDING CLIENT-CENTRIC 
INVESTMENT SOLUTIONS ACCOMPANIED BY APPROPRIATE AND 
UNDERSTANDABLE INFORMATION. 

As such, we are delighted to publish our third NAPF Made 
Simple guide, this time on the subject of Diversified Growth 
Funds (DGFs). This guide has been written to provide pension 
schemes and their trustees with a concise and informative 
overview of DGFs, answering some of the questions that arise 
when exploring this group of funds.

DGFs have seen increasing investor attention over the past 
few years and in turn a growing number of investment 
managers offering these products. While DGFs may broadly 
share similar goals, the high degree of variation between 
products that share this name can make it difficult for 
pension schemes to analyse the universe with confidence. 

This guide explores DGFs in greater detail, including what a 
DGF is, how they have evolved, how they differ and how they 
can work for different investor types. Finally, we provide 
guidance on points Trustees may wish to consider when 
selecting a DGF strategy or manager. 

At HSBC Global Asset Management, we recognise that 
investing in DGFs provides attractive diversification benefits 
to a pension portfolio and improved risk-adjusted returns 
relative to a single asset class investment. Allocations to DGFs 
have sharply increased in recent years and this trend is set to 
continue as Defined Contribution (DC) schemes are another 
source of growth for DGFs- as a default option or single 
investment for a member to choose from. Going forward, the 
changing landscape of UK pensions with greater freedom 
and choice for members means that DGFs may become 
more relevant as a post-retirement investment vehicle, with 
members looking to retain growth assets for longer. 

We hope that you find this guide and glossary section useful 
and that it provides you with practical insights to assist you in 
your decision making process.

Andy Clark

CEO, UK, HSBC Global Asset Management
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THE TERM DGF COVERS A VARIETY OF APPROACHES AND THERE IS NO 
ESTABLISHED DEFINITION OF WHAT A DIVERSIFIED GROWTH FUND IS. 
DGFS HAVE EVOLVED FROM TRADITIONAL BALANCED FUNDS WHICH HAD 
AN EQUITY/BONDS SPLIT. TYPICALLY, THE DGF LABEL UNITES MULTI-ASSET 
STRATEGIES WHICH TEND TO HAVE FLEXIBLE ASSET ALLOCATION.

DGFs are multi-asset funds with:

   a degree of flexibility in regards to their asset allocation  
(i.e. the relative weighting of different investment classes)

   a wide array of asset classes – beyond the traditional 
equity and fixed income split, with alternative strategies 
such as real estate, commodities and currency

Although DGFs can be marketed under different names and 
in a range of styles, these pooled investment funds do share 
a common outcome objective: to achieve equity-like returns 
over the long term while limiting the amount of volatility  
and drawdown.  

BENEFITS

DGFs appeal to pension schemes as they offer exposure 
to a broad range of asset classes through a single pooled 
investment structure, allowing them to be less reliant on 
one source of return when seeking long-term growth. The 
common approach is that a DGF targets to deliver returns 
which are comparable to ‘equity’ investment products,  
but through diversification, they aim to reduce the risk  
of weak performance.

Asset allocations in a leading diversified growth fund
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A VARIED UNIVERSE 

WHILE DGFS BROADLY SHARE THE GOAL OF EQUITY-LIKE RETURNS WITH 
LOWER RISK, THERE IS A WIDE DEGREE OF VARIABILITY IN THE APPROACH 
ADOPTED BY DIFFERENT MANAGERS.

The areas of difference include investment philosophy 
and therefore different sources of returns in order to 
reach their performance targets. Asset allocation is an 
area of great divergence, with some managers investing 
over a half of their portfolio in equities as can be seen in 
the chart below, and others using alternative assets to a 
similar degree with equities accounting for only 10% of the 
portfolio. Fees too differ, with a broad range across the DGF 
universe- depending on the use of in-house versus external 
capabilities, the use of “expensive” asset classes and also the 
implementation methods used by managers. Pension fund 
consultancy firm, Lane Clark & Peacock estimate that 65 basis 
points is the usual annual management charge for a £50m 
investment in a DGF from a Defined Benefit pension scheme. 
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THE EVOLUTION OF DGFS 

DURING THE 1990S AND EARLY 2000S, PENSION FUNDS TYPICALLY 
INVESTED IN BALANCED FUNDS WHICH OFFERED STATIC ASSET 
ALLOCATIONS IN EQUITIES AND BONDS. 

In the early Noughties, an approach emerged with managers 
allocating more dynamically to a wider range of assets and 
became more benchmark agnostic. This approach provided 
schemes with greater access to diversification and were 
considered ‘new age balanced’, providing investors with 
solutions that balanced funds offered – access to multi-asset 
investing in a pooled vehicle. 

The term “Diversified Growth Fund” was first used in a 
paper published in August 2006 by HSBC Actuaries and 
Consultants. Entitled “Diversified Growth Funds: A Recipe 
for Growth”, it was influenced, among others, by John 
Finch, who for 13 years was Divisional Director, Investment 
Consulting at HSBC Actuaries and Consultants. According to 
him, “dynamism and active management are the twin engines 
of a good DGF.”

At these early stages of their evolution, DGFs were known 
for asset allocation approaches that allowed little room 
for dynamism or active management decisions. With the 
global financial crisis, pension funds realised that a more 
dynamic approach to asset allocation has become an essential 
requirement in today’s fast-moving financial markets. To be 
able to accommodate the implementation of such a dynamic 
strategy, assets would need to be accessed not only quickly 
but also cost efficiently. 

Taking investment approach and objectives as the basis, the 
industry now tends to categorise the DGF universe into three 
distinctive categories:

1.  Strategic DGF / Diversified Beta: passively managed funds 
with fairly static asset allocation 

2.  Dynamic DGF: adding some degree of dynamism in 
portfolio construction from the use of both strategic 
and tactical asset allocation, with greater focus on risk 
management

3.  Absolute Return Funds: aiming to deliver a target return, 
that is often formulated as Libor/cash +, to be delivered in 
all market conditions. These strategies rely heavily on the 
fund manager’s expertise to deliver alpha to achieve their 
investment objectives. The avoidance of losses or at least 
any large or extended drawdown is a key priority.

DGFs have also evolved in line with broader developments 
in investing. Over the last few years, to take one example, 
the passive investment universe has grown not only in 
terms of assets, but also in its range and sophistication, 
allowing investors to access many different areas of the 
global market cheaply. Derivatives are also more widely used 
and the associated cost of using them has reduced. These 
developments have contributed to the evolution of DGFs 
and their increased sophistication and reduced cost to end 
investors. 

The universe has also broadened to include “specialist” types 
of DGF Funds. For example, some asset managers have 
launched Emerging Markets focused DGFs which allocate to 
Emerging Market Equity (global, local and single country), 
Emerging Markets Debt and Frontier Markets Equity funds. 
The objective of these funds remains equity or growth-like 
returns using the asset allocation to reduce volatility which 
can be high in these markets. 

Pension fund clients can also access “alternative” DGFs which 
are a fund of alternative funds with Tactical Asset Allocation 
(TAA). These can contain hedge funds, private equity, 
commodities, currencies, infrastructure and real estate but 
do not include traditional assets such as global equity and 
fixed income. They are designed to sit alongside a pension 
fund’s allocation to traditional asset classes as a ‘completion 
portfolio’, and provide clients with diversified return or 
yield. Again, these funds may be attractive as they package 
a number of alternative asset classes together into one fund 
which is easily accessed.   

Finally, diversified inflation funds have also become popular 
as pension funds look for innovative ways to protect their 
pension funds from the impact of inflation. These funds 
package up inflation linked assets such as gilts and other debt 
instruments, real estate, ground rents, social housing and 
infrastructure and asset allocate to these.  

THE FUTURE

The industry continues to evolve in order to help clients 
meet their objectives. The next generation of DGFs 
includes tools such as the ability to blend smart beta 
and factor investing into them to access diversified 
sources of returns.
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THE DEGREE OF INVESTOR INTEREST IN DGFS AMONG UK INVESTORS HAS 
BEEN QUITE REMARKABLE, WITH ASSETS UNDER MANAGEMENT GROWING 
FOURFOLD FROM £25 BILLION TO £111 BILLION1 FROM 2010 TO 2015. THE 
INDEPENDENT CONSULTANCY SPENCE JOHNSON FORECAST THAT THE DGF 
MARKET WILL REACH £200 BILLION IN ASSETS UNDER MANAGEMENT BY 2018.

Growth of AUM in the DGF market

Source: Spence Johnson

AUM in £bn, by type of DGF

Source: Spence Johnson

In the first quarter of 2015, asset growth was particularly 
strong, accounting for £1.4 billion, which was at the highest 
level since late 2013. This was almost three times more than 
inflows seen in the fourth quarter of 2014, which amounted to 
roughly £500 million.

NEW FUNDS

Such strong demand has been underpinned by the number of 
new DGF funds that have been introduced since 2005.   

New Entrants to the Market

Cumulative launches of sub sample of 32 DGFs

Source: Spence Johnson

DGFs have drawn much interest from the UK market. Of the 
£20 billion of inflows in 2013, Spence Johnson estimated that 
around 45% came from UK DB schemes. European pension 
funds who have historically invested in more traditional 
balanced funds are becoming more interested in the broader 
asset classes and more dynamic asset allocation that DGFs 
offer. A number of asset managers are now offering funds 
which aim to provide the return of European Equity markets 
with two thirds of the volatility.  

DGFs have historically been popular with corporate DB and 
DC pension funds and  more recently a number of Local 
Authority Pension Funds have invested in DGF Funds. Some 
have allocated a portion of their growth assets (eg. Equities) 
to allocate to DGFs. Some have disinvested from more 
expensive hedge funds and moved into these strategies.  

RELATIVE PERFORMANCE OF DGF FUNDS

DGFs have become a pervasive phenomenon in pensions 
investments. When looking at the performance of DGF 
investing, analysis is complicated by the heterogeneous 
nature of the product universe. The key question for investors 
must be whether the funds deliver on their expectations and 
objectives. Therefore, most consultants and fund analysts 
tend to group funds with similar characteristics together.

2
THE DGF MARKET
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DIVERSIFICATION PLAYS AN IMPORTANT ROLE IN MANAGING RISK 
AND RETURN CHARACTERISTICS WITHIN AN INVESTMENT PORTFOLIO. 
DIVERSIFYING INVESTMENTS ACROSS MANY DIFFERENT ASSET CLASSES, 
REGIONS AND CURRENCIES WILL ENABLE INVESTORS TO PARTICIPATE IN 
THE RETURN OPPORTUNITIES GLOBAL FINANCIAL MARKETS OFFER, WHILE 
AT THE SAME TIME SPREADING PORTFOLIO RISK IF AN ASSET CLASS POSTS 
WEAKER RETURNS OVER ANY PERIOD. 

The same asset class will seldom outperform year after 
year over any longer period of time. To take the last decade 
as an example, none of the major asset classes maintained 
consistent positive returns over the past decade, as the 
following chart demonstrates:

Annual return of asset classes 2004-2014 (ranked best to worst)

Source: HSBC Global Asset Management as at 31 January 2015.  
Any differences are due to rounding. For illustrative purposes only.

3
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The chart shows that, for example, global developed market 
equities (red) did exceptionally well in 2013 and strongly 
outperformed UK government bonds (light grey). In 2014, 
however, returns from global developed market equities 
have remained positive but lagged the performance of UK 
government bonds. Many similar examples can be found in 
the chart above. 

It would of course be ideal if an investor was able to identify 
in advance which asset class will be the best performing and 
find the right point in time to switch portfolio allocations 
into this asset class. However, timing the market is 
extremely difficult.

Therefore, an investor is typically better off by spreading their 
investments across different regions and asset classes. 

CORRELATIONS MATTER

Correlation is a statistic which describes how two assets 
move in relation to each other. Perfect positive correlation 
(a correlation co-efficient of +1) implies that as one security 
moves, either up or down, the other security will move in 
lockstep in the same direction. Alternatively, perfect negative 
correlation means that if one security moves in either 
direction, the security that is perfectly negatively correlated 
will move in the opposite direction. If the correlation is 0, the 
movements of the securities are said to have no correlation; 
they are completely random. Managers analyse and seek to 
benefit from the correlations between the asset classes in 
their DGFs to gain diversification benefit and reduce risk. It is 
also important to note that correlations between asset classes 
do vary over time – they are not static.

EFFICIENT USE OF PORTFOLIO RISK BUDGET

An investment manager is typically able to utilise a portfolio’s 
risk budget more efficiently by allocating across asset classes 
that are less than perfectly correlated.  Such a multi-asset 
approach often helps generate higher returns at lower risk, 
as can be seen from the chart below, which is based on the 
performance of equities, bonds and cash over the past  
95 years:

Historical returns 1920-2015

Source: HSBC Global Asset Management as at June 2015

Equities, being the more volatile asset class of the three, 
can go through longer periods of negative performance. In 
the example above, 25 of the 95 years ended with negative 
equity returns. The annualised equity return over the period, 
however, is strongly in positive territory at 10.1%. Bonds, on 
the other hand, are less volatile but have also produced lower 
returns over the long term (annualised return of 5.4% over 
the period). However, given that the two asset classes tend to 
be less than perfectly correlated, the chart below shows that a 
simple 50/50 bonds and equities portfolio produced higher risk-
adjusted returns compared to either equities or bonds on their 
own. This can be demonstrated by considering the Sharpe ratios 
of the portfolios (highlighted in the red box). The combined 
portfolio of 50% bonds & 50% equity posts the highest Sharpe 
ratio, indicating the highest return for unit of risk taken and 
hence the most efficient use of portfolio risk budget.

SET AND FORGET?

So blending asset classes in a portfolio can be considered 
beneficial from a risk-adjusted point of view. However, a 
static approach to asset allocation will often lead to regret. 
This is because asset class returns are volatile, even over 
long holding periods. Returns from different asset classes 
fluctuate, at least relative to each other. 

This means that asset allocation should be all about balancing 
risk and reward by constructing an investment portfolio of 
different asset classes (government bonds, corporate bonds, 
equities etc) according to investor return objectives, risk 
tolerances, time horizons and other constraints. Therefore, a 
dynamic approach to constructing asset allocation is advisable. 
‘Dynamic’ does not mean that asset managers should focus 
on every twist and turn in markets. However, by taking a 
multi-year perspective, seeking to capture phases of normal or 
exceptionally strong asset returns, and aim to avoid phases of 
weak or negative asset returns, overall robustness of the asset 
allocation can be increased. Therefore, regular reviews of the 
long-term asset allocation to capture shorter to medium term 
opportunities and to ensure portfolios do not drift away from 
their intended long-term risk profiles can pay off.

 Bullet Asset Class Strategies Combining Asset Classes

1920 – 2015 Cash Equities Bonds 50% bonds and 50% equity

Return 3.6% 10.1% 5.4% 8.2%

Volatility 0.9% 18.6% 6.3% 10.0%

Sharpe Ratio - 0.35 0.29 0.46

# years with negative returns 0 25 17 0
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LOOKING AHEAD

Multi-asset managers have developed their portfolio 
construction techniques over many decades. In 1960s, 
economist Harry M. Markowitz developed an algorithm to 
calculate optimised returns over a specified period. This has 
become the foundation of the mean-variance optimisation 
(MVO) process, used by investors to determine optimal 
exposure to each type of asset in a portfolio according to any 
given level risk.

Innovation in the field of finance allowed multi-asset 
managers to apply sophisticated optimisation techniques 
in the asset-allocation process. Beyond the simple return-
variance optimisation, managers use various techniques, 
quantitative and qualitative, to make their asset mixes more 
robust. Therefore, in addition to reviewing and adjusting 
the asset allocation on a quarterly basis, as specified in the 
previous section, it is important that multi-asset portfolios 
are set up to provide good risk-adjusted returns in times  
to come.

Historic asset class returns provide some guidance; however, 
when constructing a multi-asset portfolio, it is crucial to 
combine these historic returns with return expectations for 
the asset classes in consideration, as a forward looking view 
will further enhance robustness of the asset allocation. 

CONCLUSION

Diversification across different types of assets can bring 
substantial benefits to the risk-return profile of a portfolio, 
relative to a single asset class investment. Multi-asset 
investing has been evolving in recent years and asset 
managers now utilise increasingly sophisticated techniques 
to further improve risk adjusted returns. Examples of such 
techniques would be a dynamic approach to asset allocation 
and the use of forward looking asset class returns. Combining 
the dynamic asset allocation construction with qualitative 
techniques, such as the introduction of a tactical asset 
allocation component, will contribute to additional portfolio 
robustness.

   DIVERSIFICATION ACROSS     
     DIFFERENT TYPES OF
ASSETS CAN BRING SUBSTANTIAL
  BENEFITS TO THE RISK-RETURN
   PROFILE OF A PORTFOLIO
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DIVERSIFICATION AND VOLATILITY

There are a number of reasons why DGF investing can be 
attractive for pension schemes.  As covered in the previous 
chapter, the multi-asset approach of DGFs offers exposure 
to a wide range of asset classes through a pooled investment 
structure. This means that pension schemes can be less 
reliant on one source of return and provides an alternative 
to building a diversified portfolio. Smaller schemes may 
benefit from access to specialist asset classes beyond their 
governance budget.

When combined with a targeted low volatility, this 
diversification can be beneficial to pension schemes aiming 
to reduce investment risk. Given that equity market volatility 
is likely to remain a key consideration for schemes, DGFs’ 
focus on producing equity-like returns at lower volatility fits 
schemes’ requirements well.

FLEXIBILITY IS KEY 

When investing in a DGF, a pension scheme appoints a single 
manager which provides access to a variety of asset classes 
and as such, can implement asset allocation views quickly.  
Pension funds can benefit by spending less time and money in 
hiring and monitoring of multiple specialist managers. 

DYNAMIC ASSET ALLOCATION 

Dependent on the product used, dynamic asset allocation 
is another way in which a DGF can be beneficial to pension 
schemes as it can add significant value.  HSBC’s multi asset 
team estimate that 80% of the value add in their multi-asset 
portfolios is from top down dynamic asset allocation. Giving 
investors the flexibility to change asset allocation is key when 
considering how best to enhance returns and where possible, 
mitigate risks by allowing the DGF manager to adjust the 
portfolio according to their insight and expertise.  Given the 
varying correlations between asset classes, manager skill can 
be used to adjust allocations and take advantage from these 
differences. This reflects that asset classes behave differently 
at different stages of an economic cycle and a truly diversified 
strategy will ensure that the assets invested in will not all 
react in the same way in any given market condition. Some 
managers have significant resources in macroeconomics, 
quantitative techniques and modelling to provide inputs into 
their dynamic asset allocation processes.  

ACTIVE OR PASSIVE MANAGEMENT

Although most value is traditionally added in top down asset 
allocation, fulfilment is still important. In efficient markets, 
it can be difficult for managers to consistently outperform 
over the long term. In a DGF, managers can adopt passive 
investment vehicles to an efficient market and then reserve 
their ‘risk budget’ to active management strategies to benefit 
from the ability to deliver excess returns through manager 
skill. The choice of fulfilment option can particularly effect 
the fees for a DGF strategy. Higher alpha allocations will be 
more expensive. 

DGFS FOR DC INVESTORS

Defined Contribution (DC) pension schemes are an area of 
growth for DGFs thanks to their multi-asset approach and 
objective to reduce volatility.

DGFs for DC have proved useful as a long term ‘managed-
fund’ approach for members who do not make an active fund 
selection. A DGF as a default should mean members have a 
reasonable allocation to a balanced mix of assets.

They have become popular investment vehicles for the 
accumulation or growth phase  of a default lifecycling 
strategy. Trustees, plan sponsors and consultants alike are 
seeking to support members of DC schemes in order to deliver 
the required retirement outcomes for each  member. DGFs 
can be used flexibly therefore to deliver this: working  either 
within a default option or as a single investment for a member 
to choose from.  

The future DC pension environment will be seeking to bridge 
the members savings options across their retirement. This has 
been made possible in the UK following the UK governments 
announcement,  in 2015, to deliver greater freedom and 
choice in the pension products and to abolish compulsory 
annuity purchases. DGF strategies may be more relevant 
to DC members for longer therefore – as an investment 
vehicle for post-retirement. Traditionally, DC life-styling 
helped members move into bonds and eventually cash like 
instruments to protect their portfolios and deliver them to the 
point of purchasing an annuity. Now many clients may wish to 
retain growth assets for longer.

Innovation in this part of the industry is leading to income 
generating versions of DGFs being launched (traditionally 
most clients have opted for accumulation) and potentially 
lower volatility options for those clients wishing to retain DGF 
investments “to and through” the retirement phase.

4
HOW CAN DGF’S  
HELP PENSION FUNDS? 
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ANY TOP-RATED DGF TYPICALLY COMBINES TWO IMPORTANT QUALITIES. 
FIRSTLY, IT IS MANAGED BY AN ASSET MANAGER WITH A PROVEN ABILITY TO 
ACHIEVE SUPERIOR RISK-ADJUSTED RETURNS BY SKILFULLY ALLOCATING 
ACROSS DIFFERENT ASSET CLASSES, REGIONS AND CURRENCIES.  
SECONDLY, FUND MANAGERS WILL ALSO HAVE TO BE ABLE TO IMPLEMENT A 
DIVERSIFIED ASSET ALLOCATION. 

However, as explained in the first chapter, the broad scope of 
the DGF universe means that it comprises several different 
types of strategies.  Consequently, this complicates the 
evaluation process of a fund against its peer group, as funds 
are often not directly comparable.

To highlight some of the challenges of DGF due diligence 
and consider how to tackle the most common issues, it might 
be worth considering the following areas, which are loosely 
based on Morningstar’s “Five Pillars” of fund evaluation:  

 1. Product

 2. Process

 3. Performance

 4. People and 

 5. Price 

1.  Product – 

If a DGF product is aimed at DC clients, simplicity will be 
important. As members are usually not investment specialists 
it may be an advantage to have a product which is easy to 
explain. When DC Trustees evaluate the appropriateness of 
a DGF, an understanding of the fund’s complexity is key, i.e. 
how clear and transparent the product is. Moreover, currently 
only a number of DGFs are suitable for use on platforms, 
which is naturally vital for DC investors. 

2.   Process – “What is the fund’s strategy and does the 
manager have a competitive advantage enabling it to 
execute the process well and consistently over time?”

When Trustees are selecting a DGF, as with many other 
strategies, they are looking for evidence that the fund’s 

investment strategy is backed by a proven, robust and 
distinctive investment philosophy and process, as well 
as its team’s skill set. If a fund manager can demonstrate 
consistency in successfully applying their investment 
philosophy in all market environments, clients will have some 
degree of confidence that the fund is well equipped for future 
market challenges. 

As with other investment  strategies, philosophy translates 
into investment process and that, in turn, drives the 
generation of investment ideas, whether they are top-down, 
bottom-up or (which is more often) the combination of the 
two. For some funds, this would also include the accuracy of 
any modelling and forecasting techniques used. The result 
of this portfolio construction process is the asset allocation, 
which typically includes various different asset classes, 
regions and currencies. 

The asset manager can then implement the asset allocation 
either through internal fund vehicles and investment 
capabilities, through external funds or use a combination 
of both. Furthermore, the use of active management versus 
passive approaches has to be considered, and the criteria to 
make the decision in favour of one or the other need to be 
analysed. 

Finally, a robust risk management process has to be in place 
to ensure managers do not take unnecessary and unrewarded 
risk and/or deviate from the fund’s objective. 

3.   Performance – “Is the fund’s performance pattern 
logical given its process? Has the fund performed in line 
with its stated objectives?” 

Typically, schemes expect to see a strong and consistent fund 
performance over 1, 3 and 5 years. The longer the period, 
the more meaningful is the performance over that period. 
Camradata conducted the following analysis of the DGF 
universe and found that there is a great deal of disparity 
among the funds in terms of their risk/return characteristics. 

5
QUESTIONS TO ASK 
WHEN THINKING ABOUT 
DGF INVESTING
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DGF universe: risk/return over 5 years 

Source: Camradata

However, due to the heterogeneity of DGFs, even though a 
fund might not be in the 1st quartile of the DGF ‘sector’, it 
may well be best-in-class amongst a subsector of ‘equals’. 
While extremely useful for fund comparison purposes, it must 
be noted that categorising DGFs into customised ‘subsectors’ 
will require substantial research and analytical capabilities 
and is resource-intensive and time-consuming.

However, a thorough performance analysis is very important 
in relation to DGFs as some industry specialists highlight 
notable areas for improvement. 

For example, PiRho, an institutional investment consultancy, 
found that over the last 4 years the majority of the funds 
failed to meet their own return objectives, and funds with 
higher performance targets were more likely to miss the 
mark. Moreover, the relationship between the stated return 
objective and the implied risk did not seem to be very strong.

As the ability to tactically asset allocate into uncorrelated 
markets produces the majority of the returns in a DGF, 
strategy clients may well look at periods of market volatility or 
market falls to “test” whether the strategy is robust or not. 

BENCHMARKS 

For traditional allocations – for example global equities – a 
market benchmark is an appropriate measure of the success 
of a manager. As DGFs invest in a variety of asset classes and 
have a tactical asset allocation overlay a single asset market 
benchmark is not thought to be an appropriate measure. 
Many DGFs therefore use a LIBOR or cash plus target to 
measure the success of the investment strategy.  

4.  People – “What is the assessment of the manager’s talent, 
tenure, and resources?”

It is essential to assess the manager’s potential to deliver 
the fund objective. If the strategy is heavily skill based – i.e. 
relying on the skill of the individual investing the assets this 
could be determined by looking at the manager’s professional 
background and track record, as well as other specialists 
that support them – analysts, traders and members of other 
investment teams that contribute to the investment process.

However, while teams may look good on paper, they must also 
prove themselves in practice. Therefore, Trustees may want 
to look for indicators of team stability, such as years with the 
asset management firm or the actual fund management team. 
Trustees may often feel comfortable with new products that 
are run by proven teams rather than new strategies run by 
new teams that are yet to be recognised.

If the strategy includes quantitative inputs and modelling 
techniques then trustees may want to complement their 
understanding of the investment team by spending time 
understanding the tools they use, the inputs and assumptions 
they make.  
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5.  Price – “Is the fund a good value proposition compared 
with similar funds?” 

The cost of any fund is comprised of two aspects:

   Management Fee (AMC / OCF)

  Due to the differentiation of DGFs and the investment 
approaches used, fees can vary considerably. 

  For example, the use of active management will typically 
involve higher costs than portfolio implementation using 
passive investment strategies. In addition managers 
using in house funds may be able to provide clients with 
a cheaper investment proposition than those that use 
external managers to run asset class portfolios.

  This may present a challenge for pension schemes given the 
long term nature of their liabilities, with high costs quickly 
becoming a drag on investment performance. 

  Some costs are clear and explicit, such as those specified 
in the fund prospectus, for example Annual Management 
Charge (AMC) or those on the fund fact sheet, such as the 
Ongoing Charges Figure (OCF). 

   Underlying Costs:

Some costs associated with portfolio turnover and taxes are 
less transparent. Indeed, AMC is the single largest component 
of costs, but portfolio turnover costs can be meaningful as 
well, especially when considered over time.

Typically, the more dynamic funds from an asset allocation 
perspective tend to be have higher trading costs. The ‘cheaper’ 
end of the spectrum is represented by passively managed 
portfolios with minimum rebalancing requirements that are 
typically implemented using passive investment approaches, 
for example through index trackers. Some estimates put 
the difference between the two extremes to as much as 90 
basis points (bps), which constitutes a material impact on 
performance. However, the importance of dynamism for long-
term returns and portfolio robustness is high, as outlined in 
chapter 3 of this guide.
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Active management refers to a portfolio management strategy in which 
the manager makes specific investments with the goal of outperforming 
an investment benchmark index such as the FTSE All Share. 

Alpha is a risk-adjusted measure of the active return on an 
investment. It is the return in excess of the compensation for the risk 
borne (e.g. market, risk factors, etc.) and is thus commonly used to 
assess active managers’ performances.

Asset allocation refers to the distribution across different asset 
classes in a strategy which best reflects the investors’ risk tolerance, 
investment horizon and return objectives (multi-asset investing). 
Some funds invest in a range of different asset classes, such as equities, 
bonds and property. The allocation of funds to different assets is 
decided by the fund manager within the broad objectives of the fund.

There are two main forms of Asset Allocation:

  Strategic asset allocation (SAA) is the process of blending 
different asset classes, regions and currencies to identity the 
optimal long-term (typically 10 years) portfolio positioning for the 
specific risk profile. The SAA process can be either static or dynamic 
and reflects how frequently the asset allocation is being reviewed. 
  Static asset allocation involves determining the structure 

of the portfolio at the beginning of the investment period and 
leaving it broadly unchanged. For example, a constantly held 
mix of equities and bonds. 
Dynamic asset allocation involves more frequent portfolio 
adjustments (typically every quarter) to respond to market 
conditions. 

  Tactical asset allocation (TAA) is the process of reflecting 
shorter-term views and asset class preferences in order to exploit 
short-term market inefficiencies. The objective of the TAA process 
is to make judgmental shifts to the portfolio’s asset allocation, for 
example based on the macroeconomic context

Annuities are financial products sold by institutions that 
accumulate funds ahead of a payout date after which a stream of 
payments is provided to the individual.

Beta is a measure of the risk arising from exposure to the general 
market or risk factor as opposed to idiosyncratic factors.

Correlation reflects the strength of the relationship between two 
assets based on a concurrent pattern of changes in their values. It can 
be positive (assets move together) or negative (in opposite directions).

DB refers to a Defined Benefit pension scheme whereby the 
individual is paid a pension based on their length of service and 
salary at retirement.

DC refers to a Defined Contribution pension scheme whereby the 
individual makes payments into the scheme over the duration of his/her 
working life and is paid out from these contributions upon retirement.

Factor investing is a way of investing in specific securities based 
on particular factors that would indicate higher expected returns.

Growth assets are those which seek to provide return through capital 
accumulation. They often have scope to increase largely in value.

Implied Risk is the level of risk that is anticipated to be required to 
produce a stated return objective.

LIBOR is the London Interbank Offer Rate, a reference rate in 
financial markets reflecting the average rate charged to a bank to 
borrow from another bank.

Lifecycling strategies involve the transition (usually over a 
fixed time frame and with automatic alteration each period) of the 
investment from growth funds to less volatile funds leading up to the 
retirement age.

Mean-variance optimisation process is a method of generating the 
highest average return whilst minimising the variance of the portfolio.

Passive investing is a financial strategy in which an investor (or 
fund manager) invests in accordance with a pre-determined, rules-
based strategy, often to mimic the performance of an externally 
specified index.

Pooled investment vehicles such as mutual funds or unit trusts 
create portfolios of assets from several investors that can be invested 
across a more diversified asset base.

Portfolio risk budgeting implies that the contribution to portfolio 
risk from each risk factor can be decomposed additively and is within 
specified budgets defined at portfolio construction.

Sharpe Ratio is a measure of risk-adjusted performance. 
Mathematically, it is the difference of the asset return versus the risk-free 
rate of return divided by the standard deviation of this excess return.

Smart Beta lies on the spectrum of investment strategies between 
active investing and passive investing. It offers the transparency, 
reliability and cost efficiency of passive management allied with the 
outperformance potential of active management.

Volatility is a measure of the variation of price or returns of a financial 
instrument over time. It is often calculated as the standard deviation.
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