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Rethinking portfolio construction

ACTIVE
PORTFOLIOS START
WITH INDEXING
Capital at risk. The value of investments and the income from them can fall as well as rise and are not guaranteed.
Investors may not get back the amount originally invested.

Through BlackRock Portfolio Analysis and Solutions’ (BPAS) interactions with clients over the last few years,
successful investors stand out because of their:
• Higher adoption of illiquid and ‘real’ alpha-seeking strategies
• Higher index adoption
• Deliberate and adaptable approach to blending these solutions
In line with this, we have seen an ongoing shift to index strategies amongst investors, with both distributors and end
investors changing their perception of the role and value of index vehicles. We reflect on why indexing matters.

SAVE TIME

MANAGE RISK

CURB COSTS

SAVE TIME
WITH INDEXING
It takes time, skill and effort to determine which managers deliver ‘true’ alpha (returns which
are non-systematic and cannot be captured via index solutions) and to continually monitor and
review these managers’ performance.
As the number of products available to investors increases, the cost compounds. There are
currently over 49,000 funds domiciled in Europe, 1 nearly twice the number of instruments
available a decade ago. The size of these funds (assets under management, AUM) varies greatly,
suggesting diverse investor choices and a lack of consistently performing managers.
The complexity of selecting bonds has increased over the years as well. About 840,000 bonds
have been issued² between 1 Jan 2015 and 31 Dec 2019. The number of constituents in the
Bloomberg Barclays Multiverse Index, a popular index which covers both investment grade and
high yield bonds globally, has increased from about 20,000 in 1 Jan 2015 to about 28,000 in 31
Dec 2019.³ The process of selecting bonds has become more complex, especially when liquidity
is taken into account.

1 Morningstar, as at April 2020. The number includes all alpha-seeking, index mutual funds and ETFs domiciled
in Europe. This number excludes share classes. 2 Source: Bloomberg as at 7 April 2020. Includes corporate and
government bonds. 3 Source: Bloomberg as at 7 April 2020.
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What does this mean for investors?
The BlackRock Investment Institute (BII) conducted a study of 4,500 alpha-seeking managers
across 21 asset classes to assess performance persistency, of managers that remained in the
top quartile over 5-year periods.4 A meaningful persistency probability would be above 25%.
Interestingly, this was found to be the case for only a few asset classes based on the set of
confidence bands. In all other instances, the ‘good’ selection of a successful manager could not
be set apart from a random choice.
Research from Morningstar5 highlights the inverse relationship between time horizon and the
ability of top-performing funds to maintain their position, showcasing that relatively few funds
can consistently stay at the top over the long-term. The Morningstar analysis highlights that 32%
of active global large-cap equity funds outperform the index equivalent over one year, decreasing
to only 15% of funds over three years, and 10% over five years.
For active global bond funds, 21% outperformed the index over one year, decreasing to 19% over
three years and 11% over five years.

Indexing for returns
In other words, building portfolios with consistently top performing managers involves
turnover. This constant search, selection, performance assessment and reselection are a cost
that should be taken into consideration.
Investors who do not have the capacity to research and regularly monitor their managers may
be better off by consolidating the number of alpha-seeking managers in their portfolio and
considering greater index selection. These choices will help to make portfolio and risk monitoring
more efficient while minimising implementation, transaction and governance costs and focusing
selection skills on the areas of true expertise.
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Past performance is not a reliable indicator of current or future results and should not be the sole factor
of consideration when selecting a product or strategy. Source: Morningstar Direct, as at of 12/09/2019.
Data measured between 30/06/2015 and 30/06/2019.
For illustrative purposes only.

4 BlackRock Investment Institute, “Blending alpha-seeking, actor and indexing strategies: a new framework”, July 2018.
Analysis conducted based on last 20 years from 1997 to 2017. 5 Morningstar, as at 31 March 2020.
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MANAGE RISK
WITH INDEXING
One of the key components of successful portfolio construction is understanding the risks of the
investors’ investments. Unlike returns, risks can be more easily predicted and controlled.
Understanding risk goes beyond looking at products in a siloed approach and requires investors
to assess, monitor and manage risks at whole portfolio level.
Typically, portfolio construction starts by designing a strategic asset allocation at an index level
and is then implemented through a variety of instrument choices, with the product choices
structurally separated from asset allocation decisions. This assumes that by fitting products into
an asset allocation, the risk of the portfolio will be aligned with that of the theoretical combination
of indices the allocation has been designed with. But when moving from theory to reality, two
implementations of the exact same asset allocations can have very different risk profiles.
For example, looking at European corporate bond managers, an equivalent broad market index
would currently have a risk of 4.4% in EUR terms. And yet, implementation with alpha-seeking
products — or a blend of index and alpha — could lead to a risk from 1.0% to 8.8%, depending
on the manager chosen. In many instances, we find that managers with more flexible mandates
will allocate into other exposures, outside of investment grade credit, in order to achieve their
investment objectives, but potentially having significant impacts on the total risk.
Risk: While the investment approach described herein seeks to control risk, risk cannot be eliminated.
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Analysis based on all European domiciled active managers with a 5 year track record, and within the Morningstar
Category ‘EUR Corporate Bond’ and a similar dispersion was found when assessing Global Equities. Source:
BlackRock, Morningstar from 30/04/2015 - 30/04/2020. Analysis is base currency i.e. EUR for EUR Corporate Bond
and USD for Global Equities. Data frequency = monthly.
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How technology can help
The BlackRock Portfolio Analysis and Solutions (BPAS) team⁶ leverage the power of BlackRock’s
risk management platform to help clients understand and manage risk exposures within their
portfolios. Through these interactions, we identify that there is often a misalignment between the
investment outcomes that clients have stated and the actual exposures of their portfolios.
This can be caused by:

Manager
style drift

In this case, the evolution of choices made by alpha-seeking
managers overtime. Investors select managers for specific
purposes, for example to gain access to an asset class. Within
their mandates, managers will be able to deliver on their
objective in different ways, and these ‘degrees of freedom’ might
lead to overall portfolio exposures which are different from
the ones intended at theoretical asset allocation level. Think
about sectors, country, currency or factor tilts which weren’t
necessarily the focus when selecting the specific manager.

Over
diversification
of managers

In this case, products have been chosen for a specific purpose,
and successfully in terms of identifying good managers. Yet,
many instruments are chosen within one asset class, leading
to small allocations to each vehicle. As a result, the products
selected for a specific purpose may contradict views expressed
elsewhere, resulting in the combined portfolio resembling
different views to those intended.

Bond and stock
selection

In this case, investors opt to focus a portion of their portfolio on
single bond or stock selection, in attempt to access idiosyncratic
sources of return. Yet, if many bonds or stocks are chosen,
leading to small allocations to each security, investors can often
find that such source of return is eliminated. Risk management
tools can help determine to what extent the risk profile of such
investments is truly differentiated from that of an index.

Risk - While proprietary technology platforms may help manage risk, risk cannot be eliminated.

Indexing for control
When it comes to implementing an asset allocation view on a specific market or asset class,
indexing can help to control risk and reduce the misalignment between the target and the
investable portfolio. Furthermore, it allows investors to free up risk and fee budgets to express
tactical views with conviction through successful alpha managers.

6 BlackRock Portfolio Analysis and Solutions (BPAS) is a team of portfolio consultants which seeks to provide
industry leading tools, analysis and insights for our clients. Through customised, outcome-orientated client
engagements around portfolio construction and risk management, the team can assist clients with asset allocation,
portfolio restructuring and implementation decisions.
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CURB COSTS
WITH INDEXING
There is more pressure than ever to reduce portfolio costs, driven by transparency and increased
scrutiny on fees. This is a transformation that is having profound impacts on portfolio allocations
and shifting distributors’ revenue models.

“



Clients talk about value for money now, that’s something that
we didn’t use to have conversations around, but it’s just because
costs are under the microscope across every part of the value
chain. So clients squeeze us, we squeeze managers.”
UK Wealth Manager7

Indexing for performance
When it comes to performance: costs matter. This is amplified in a low return environment.
Success goes beyond simply reducing headline management fees, since in many instances,
accessing strategies at a premium is needed when building towards portfolio outcomes. The
real question portfolio builders should ask themselves is: could a similar portfolio outcome be
achieved in a more cost-efficient manner?
BlackRock believes that, unless a manager can consistently capture idiosyncratic returns which
outweigh their management fee, an index vehicle may be a more cost-efficient way to access
the given exposure.

Further reading: 3 Habits of Highly Effective ‘Active’ Investors

Want to know more?
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7 BlackRock, 2019 Wealth Industry Evolution survey. Based on interviews of 15 large European distributors across
different jurisdictions.
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Risk warnings
Capital at risk. The value of investments and the income from them can fall as well as rise and are not
guaranteed. The investor may not get back the amount originally invested.
Past performance is not a reliable indicator of current or future results and should not be the sole factor of
consideration when selecting a product or strategy.
Changes in the rates of exchange between currencies may cause the value of investments to diminish or
increase. Fluctuation may be particularly marked in the case of a higher volatility fund and the value of an
investment may fall suddenly and substantially. Levels and basis of taxation may change from time to time.
This document is for information purposes only and does not constitute an offer or invitation to anyone to
invest in any BlackRock funds and has not been prepared in connection with any such offer.
Regulatory Information
This material is for distribution to Professional Clients (as defined by the Financial Conduct Authority
or MiFID Rules) only and should not be relied upon by any other persons.
Issued by BlackRock Investment Management (UK) Limited, authorised and regulated by the Financial
Conduct Authority. Registered office: 12 Throgmorton Avenue, London, EC2N 2DL. Tel: + 44 (0)20 7743
3000. Registered in England and Wales No. 02020394. For your protection telephone calls are usually
recorded. Please refer to the Financial Conduct Authority website for a list of authorised activities conducted
by BlackRock.
Until 31 December 2020, issued by BlackRock Advisors (UK) Limited, authorised and regulated by the
Financial Conduct Authority. Registered office: 12 Throgmorton Avenue, London, EC2N 2DL. Tel: +44
(0)20 7743 3000. Registered in England and Wales No. 00796793. For your protection, telephone calls are
usually recorded. Please refer to the Financial Conduct Authority website for a list of authorised activities
conducted by BlackRock.
From 1 January 2021, in the event the United Kingdom and the European Union do not enter into an arrangement
which permits United Kingdom firms to offer and provide financial services into the European Economic Area,
the issuer of this material is:
(i) BlackRock Advisors (UK) Limited for all outside of the European Economic Area; and
(ii) BlackRock (Netherlands) B.V. for in the European Economic Area,
BlackRock (Netherlands) B.V. is authorised and regulated by the Netherlands Authority for the Financial
Markets. Registered office Amstelplein 1, 1096 HA, Amsterdam, Tel: 020 – 549 5200, Tel: 31-20-549-5200.
Trade Register No. 17068311 For your protection telephone calls are usually recorded.
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Dubai (DIFC): The information contained in this document is intended strictly for Professional Clients as
defined under the Dubai Financial Services Authority (“DFSA”) Conduct of Business (COB) Rules.
The information contained in this document, does not constitute and should not be construed as an offer
of, invitation or proposal to make an offer for, recommendation to apply for or an opinion or guidance on a
financial product, service and/or strategy. Whilst great care has been taken to ensure that the information
contained in this document is accurate, no responsibility can be accepted for any errors, mistakes or
omissions or for any action taken in reliance thereon. You may only reproduce, circulate and use this
document (or any part of it) with the consent of BlackRock.
The information contained in this document is for information purposes only. It is not intended for and
should not be distributed to, or relied upon by, members of the public.
The information contained in this document, may contain statements that are not purely historical in
nature but are “forward-looking statements”. These include, amongst other things, projections, forecasts
or estimates of income. These forward-looking statements are based upon certain assumptions, some of
which are described in other relevant documents or materials. If you do not understand the contents of this
document, you should consult an authorised financial adviser.
Blackrock Advisors (UK) Limited — Dubai Branch is a DIFC Foreign Recognised Company registered with
the DIFC Registrar of Companies (DIFC Registered Number 546), with its office at Unit 06/07, Level 1, Al
Fattan Currency House, DIFC, PO Box 506661, Dubai, UAE, and is regulated by the DFSA to engage in the
regulated activities of ‘Advising on Financial Products’ and ‘Arranging Deals in Investments’ in or from the
DIFC, both of which are limited to units in a collective investment fund (DFSA Reference Number F000738).
For investors in Israel: BlackRock Investment Management (UK) Limited is not licenced under Israel’s
Regulation of Investment Advice, Investment Marketing and Portfolio Management Law, 5755-1995 (the
“Advice Law”), nor does it carry insurance thereunder.
For investors in Switzerland: This document is marketing material.
This document shall be exclusively made available to, and directed at, qualified investors as defined in the
Swiss Collective Investment Schemes Act of 23 June 2006, as amended.
Any research in this document has been procured and may have been acted on by BlackRock for its own
purpose. The results of such research are being made available only incidentally. The views expressed do not
constitute investment or any other advice and are subject to change. They do not necessarily reflect the views
of any company in the BlackRock Group or any part thereof and no assurances are made as to their accuracy.
© 2020 BlackRock, Inc. All Rights Reserved. BLACKROCK, BLACKROCK SOLUTIONS, iSHARES, BUILD
ON BLACKROCK and SO WHAT DO I DO WITH MY MONEY are registered and unregistered trademarks
of BlackRock, Inc. or its subsidiaries in the United States and elsewhere. All other trademarks are those
of their respective owners.
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