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The most fundamental concept of investing is that of the risk-to-reward trade-off: without taking risk,
an investor would have nothing to be compensated for—conversely, without the expectation of
compensation, an investor would not risk capital. Using a combination of risky assets, such as
equities, and less volatile assets, such as bonds, a portfolio may be constructed to suit each investor’s
individual level of risk appetite and investment goals.

 It is for this reason that New Road Capital has constructed multiple funds of funds, with three
benchmarked against the ASISA Low, Medium and High Equity categories. The New Road BCI Stable,
Moderate and Managed Funds of Funds each target an inflation-linked return based on the allowed
equity exposure in their respective categories. However, the goal of each fund is specified further by
targeting the required return over a chosen rolling period, as indicated in the table below.

 The figure below shows the recent drawdowns of the New Road BCI Stable FoF against 3 of the
largest and most popular funds in the Low Equity fund category. As illustrated, New Road was able to
protect capital more efficiently than these large peers. 
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The reason for specifying the timeframe over which to achieve the target rolling returns, is that
staying in the market for extended periods decreases the effects of volatility. As time progresses,
returns tend to regress to their means, regardless of the randomness experienced during the period.
As a result, the risk of failing to reach the target returns decreases over longer holding periods. The
figure below illustrates this through three example portfolios constructed for each category, where
the total equity exposure is scaled according to its maximum allowance and the balance is
diversified further in bonds and property.



In this example, the historic returns over each holding period from end 2004 were compared against
their respective target, with the risk of failure measured as the amount of holding periods not
reaching their required return. All three portfolios have a good chance of reaching their inflation plus
targets at their respective time intervals, including High Equity which needed to take on more
volatility risk through equity exposure compared to the Medium and Low Equity portfolios.

 The risk/return metrics in the above example may be improved even further through skilled
management, however it serves as a good indication of why it is important for investors to have a
formalised investment strategy. Setting the investment holding period is of equal importance to
determining its target return. An investor holding a High Equity portfolio for too little time might be
worse off than an investor holding a Low Equity portfolio over the same period even though equities
have a high expected return in general. Conversely, an investor holding a Low Equity portfolio for too
long would be missing out on potential longer term returns that could have been achieved if they had
selected a higher equity portfolio.
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