March 2022

FEAR VS OPTIMISM:
FINDING THE RIGHT BALANCE WITH BALANCED FUNDS
Portfolio Construction and Strategy Insight
Marketing communication | For professional investors only | Not for onward distribution
The value of an investment and the income from it can fall as well as rise and you may not get back the amount originally invested.
Past performance does not predict future returns.
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Investors are increasingly trying to make sense of outsized
economic data on inflation and its implications for an ongoing
economic recovery from the pandemic. Where do interest rates
go from here? How long will the current trends of high inflation
and high growth continue? How could these challenges affect
my asset allocation decisions, and what are the best solutions
to tackle those problems?
For financial professionals facing this list of important
questions, we on the Portfolio Construction and Strategy
(PCS) Team believe that a nimble allocation of flexible, onestop actively managed asset allocation strategies is key to
avoiding analysis paralysis.
A successful allocation to a ‘Balanced’ fund may potentially help
clients to manoeuvre through multiple economic cycles and
difficult markets, although robust due diligence is necessary.
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A new paradigm for the 60/40 – and why investors
should recalibrate their expectations
The traditional 60/40 portfolio of equities and fixed income has been a trusty
guidepost over the past two decades, due to consistently trending lower bond
yields and skyrocketing equity prices. However, signs of hawkish central bank
policies over the near-term have fuelled worries that interest rates are going to rise
significantly in 2022, leading to elevated equity volatility and market uncertainty.
In this challenging and uncertain current environment, we think that investors
should proactively make adjustments, while also recalibrating their expectations,
rather than reacting to short-term market movements or relying on what has
worked best in their portfolios in the past.
A balanced approach may provide clients with the best of both worlds – the
prospect for higher returns than bonds while reducing the potential magnitude of
any significant drawdowns from equities.

A traditional balanced approach combines equities and bonds

Equity

Optimism: Equity
returns
Fear: Equity drawdowns

Fixed Income

Balanced
Approach

Optimism: Drawdown
protection
Fear: Rising rates

Risk mitigation with
moderate returns

A balanced
approach
may provide clients with the
best of both worlds – the
prospect for higher returns
than bonds while reducing
the potential magnitude of
any significant drawdowns
from equities.”

Source: Janus Henderson Portfolio Construction and Strategy Team, March 2022.

Successful asset allocation requires a strong sense
of balance
Balanced portfolios typically aim to provide investors with a competitive return
during positive market environments and fixed income-like protection during
selloffs. But defining the investment objectives, whether that be competitive
returns, growth, portfolio protection or income generation, and choosing the right
risk level, is only the first step for clients. As different crises emerge, investors may
feel under pressure to make drastic changes.
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Current market uncertainties are exposing investors to just
such an emotional dilemma. Should they look to sell, or stay
invested? But making decisions based on fear can come at a
high cost to investors. Attempting to time the market can often
impact clients’ returns negatively.
Therefore, one of the most important guidelines for clients is to stay true to their
long-term objectives, rather than making investment decisions reactively, or trying
to time the market.

The emotional rollercoaster of markets
The change in value of a hypothetical $10,000 investment, represented by the S&P 500 Index, 1999-2021
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Source: Bloomberg. S&P 500 Total Return Index, daily returns from December 1999 to December 2021.

CASE EXAMPLE
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The value of a hypothetical $10,000
invested in the S&P 500 Index on
1 January 1999 would have been
$59,799 on 31 December 2021, a
return of close to 600% (not including
any applicable fees, taxes or costs). If
you were to remove the S&P 500’s
best 10 days of performance during
that period, that hypothetical
investment would be valued at
$27,398, a return of 274%.

This shows the hypothetical return of a $10,000 investment in the S&P 500 Total Return Index between 1 January 1999 to 31 December 2021, not including taxes, fees or costs.
It has been adjusted to show the impact on overall performance if that investment was taken out of the market after significant periods of volatility, thereby missing the
subsequent market rebounds. Note: Hypothetical performance shown here is for illustrative purposes only and does not represent actual performance of any client account.
No representation is made that hypothetical returns would be similar to actual performance. Past performance does not predict future returns.
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There is a simple solution to overcome asset allocation
obstacles
Ongoing economic concerns are driving demand for ‘swiss army knife’ solutions
– broader, multi-faceted strategies that can address multiple risks. Across our
portfolio consultations, we have seen many clients aiming to outsource these
difficult investment decisions.
We think investors can benefit from dynamic funds that run an intermediate level of
flexibility, keeping them in a healthy, balanced range, allocated between equities and
bonds to help navigate through uncertain market environments.

Dynamic allocation funds can adjust to current market conditions
Dynamic Allocation
MARKET VIEW – TYPICAL ALLOCATION

BULLISH
65% Equity
35% Fixed

NEUTRAL
60% Equity
40% Fixed

CAUTIOUS
50% Equity
50% Fixed

DEFENSIVE
45% Equity
55% Fixed

Source: Janus Henderson Portfolio Construction and Strategy Team, March 2022.

Successful balanced funds show a few distinct characteristics

CONSISTENCY

DIVERSIFICATION

SIMPLICITY

FLEXIBILITY

Following a disciplined
portfolio construction
process, refraining from
drastic trades and
concentrated bets.

Benefiting from low or
negative correlation
between equities and
bonds.

Focusing on traditional
asset classes (primarily
equities and bonds),
without too much
exposure to complex or
over-engineered
derivative solutions.

The ability to proactively
position in anticipation
of market volatility, while
seeking strong riskadjusted returns.
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Dynamic balanced funds ideally benefit from their ability to
adjust equity and bond allocations to the current market view.
But there is significant dispersion in how different strategies
allocate across regions, sectors and asset classes.

DID YOU KNOW...
SLIGHTLY ABOVE

The allocation to emerging markets
equities in the Morningstar Category
USD Moderate Allocation Funds
sector ranges from…

Choosing
the right active
manager

0 27

%

TO

is key to avoiding
negative surprises.”

The range of asset class allocations in the balanced funds category is diverse
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Source: Morningstar, Janus Henderson Portfolio Construction and Strategy Team, as at December 2021. Morningstar Category USD Moderate Allocation Funds – asset allocation
exposure (net %). Past performance does not predict future returns.
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Source: Morningstar, Janus Henderson Portfolio Construction and Strategy Team, as at December 2021. Morningstar Category USD Moderate Allocation Funds – asset
allocation exposure (net %). MSCI ACWI Index market capitalisation, EAFE (Europe, Australasia, and the Middle East). Past performance does not predict future returns.
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Another key characteristic of successful balanced investing is
fixed income management. This is especially important for this
category given the large range of drawdowns experienced by
various funds within the same Moderate category.
While past performance is no guarantee of future returns, examining the allocation
of fixed income each manager has in investment grade might be one of the
easiest and best indicators of potential future drawdown risk. Within their fixed
income allocations, Balanced fund managers are not spared current fixed income
challenges, but they differentiate in the way they handle these problems. We think
that investors are best served by choosing balanced funds that keep a high
quality, diversified, objectives-based approach to fixed income, while retaining a
shorter-duration profile that is less sensitive to interest rate increases.
Again, the key is to stay dynamic, with a fixed income allocation that can help to
preserve capital (and provide more substantial yield than cash), without equity-like
risks from high yield or emerging markets debt.

Balanced funds during Covid-crisis and allocation to investment grade fixed income
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Source: Morningstar, Janus Henderson Portfolio Construction and Strategy Team, as at December 2021. Morningstar Category USD Moderate Allocation Funds – asset
allocation exposure, maximum drawdown (during Covid-19) – Feb 2020-Mar 2020. Bloomberg Global Agg TR Index and Bloomberg Global High Yield TR Index. Daily returns.
Past performance does not predict future returns.

There is a large range of drawdowns
experienced by various funds within the same Moderate
category, making high quality fixed income allocations an
important consideration”.
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Equity home bias
We often come across client portfolios that display a significant home bias with
regards to their equity allocations, which can leave many investors sorely underallocated in particular areas. Choosing the right balanced fund, potentially one that
allocates its exposure to equities in line with global market caps, can help to solve
longstanding equity portfolio biases.

For non-US
investors,
the equity home bias has
historically been a drag
on performance."

The majority of balanced funds have a lower allocation to US
equities than the respective global market cap...
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…however, the top funds which have a higher allocation to US
equities also outperform on average:
US Equity Exposure (% of equities)

Avg. 5-Year Return (2017 - 2021)

0 – 20%

4.51%

20 – 40%

5.51%

40 – 60%

5.69%

60 – 80%

5.96%

80 – 100%

6.73%

Source: Morningstar, Janus Henderson Portfolio Construction and Strategy Team, as at December 2021.
Morningstar Category USD Moderate Allocation Funds – asset allocation exposure (net %).
Past performance does not predict future returns.
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CASE EXAMPLE
The MSCI All-Country World Index
(global equities) contains a 61%
allocation to US equities (as at
February 2022) based upon market
capitalization. However, on average
balanced funds have allocated on
average 54% to the US which has
resulted in underperformance.
We find that the best performing
balanced funds have all maintained
an allocation to US equities that are
either at or above the 60% allocation.
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Are balanced funds a one-size-fits-all solution?
There are many different reasons why clients add balanced funds to their overall portfolio:
■

■

Balanced Core: Outsourcing the asset allocation process to leverage third-party expertise and experience and to
lower the risk of reactive, emotional investment decisions, allowing clients to focus on portfolio differentiators, such
as alternatives.
Diversifier: Dampen portfolio volatility, act as a tactical overlay or as a place to temporarily park excess cash.

The most important is a thoughtful, forward-looking asset allocation process that aligns the solution to the client’s goals,
time horizons and risk tolerances.

About the Portfolio Construction and Strategy Team
The PCS team performs customised analyses on investment portfolios, providing
differentiated, data-driven diagnostics. From a diverse universe of thousands of models
emerge trends, themes and potential opportunities in portfolio construction that the team
believes will be interesting and beneficial to any investor.
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