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Central Bank Policy and Portfolio Construction

By Vincent McCarthy, CFA

“All courses of action are risky, so pru-
dence is not in avoiding danger (it’s 
impossible), but calculating risk and 
acting decisively”—Niccolò Machiavelli, 
The Prince

we have witnessed an unprecedented 

central banks. The explicit goal of their 
intervention has been to lower borrow-
ing costs and push asset prices higher 

asset holders to feel wealthier and moti-

of central bank policy on the real econ-
omy is a much-debated topic, risk assets 
have responded in an almost Pavlov-
ian way, with each round of monetary 
stimulus pushing asset prices higher.

much more challenging environment 
for investors because the yields on tradi-

or reduce risk in portfolios, are now at 
or near record lows. Cash returns are 
now effectively zero or negative while 
the real yields on many top-tier govern-
ment bonds are also negative.

Most notably, portfolio managers 
face a serious quandary when construct-
ing lower-risk portfolios, which tend to 
be heavily weighted to risk-free govern-

lower risk tolerance are still seeking to 
generate a return similar to what they 
would have historically earned in cash 
and AAA government bonds with the 
same level of risk. Unfortunately, in the 
current low-interest-rate environment, 
it is simply not possible for investors to 
achieve a return anywhere near cur-

risk, whether in the form of credit risk, 
duration risk, leverage, or the inclusion 
of other asset classes.

-

risk-free government bond) is currently 
trading around 1.34%. Historically, from 

government bond annual yield aver-
aged 5.7%, reaching a high of 10.8% 

1.2% in May 2012. Given such circum-
stances, how should portfolio manag-

government bonds? One could argue 
that, based on mean reversion, these 
government bonds should now be mod-

relative to any prior period.
The same question could be extended 

to all asset classes because of the distort-

scale asset purchases). Although focus-
ing too much on the short term can be 
a debilitating exercise, should portfo-
lio managers and clients now re-think 
the long-term expected returns that are 
built into the portfolio construction pro-
cess, given that central banks could keep 
rates low for another 5, 10, or even 20 
years, as has been the case in Japan?

The outlook for expected returns 
in the long term will certainly be tied 

world, economic growth remains 
anemic, forcing the major central banks 
to pursue more aggressive monetary 
policies in an attempt to compensate 

-
ulate economic growth. So far, these 
policies have boosted asset prices and 
have had mixed results for economic 
growth. There is no sign that central 
banks will diverge from their current 
path. We have seen already that even 

the hint of a change in policy can send 
the markets into a tailspin. We must 
also consider the diminishing marginal 
impact of looser monetary policy as a 
reason why even more monetary stim-
ulus will be deployed to stimulate eco-
nomic growth.

Mervyn King, outgoing governor of 

monetary policy to “running up an ever-
 He explained, “Monetary 

policy works, at least in part, by pro-
viding incentives to households and 
businesses to bring forward spending 

reduces spending plans tomorrow. And 
when tomorrow arrives, an even larger 
stimulus is required to bring forward 
yet more spending from the future. As 
time passes, larger and larger doses of 

-
land has been one of the most aggres-
sive central banks with regard to mon-

its benchmark interest rate to 0.5% 
and expanded its balance sheet by a 

of GDP, the increase is greater than cor-
responding increases in the U.S., Japan, 
or the eurozone. Yet the U.K. economy 

-
ployment remain too high. Neverthe-

-
tral banks remain committed to these 

for the real economy is questionable. 
-

etary stimulus.
-

ted to keep rates near zero until unem-
ployment falls to at least 6.5% and until 

-
-

tain an easy monetary policy “as long 
-

ness in the eurozone economies, this 
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KEEP GOING



LETTERS

FRESH THINKING IN THE INDUSTRY

With interest, I read the interview with Rob Arnott about 
the equity risk premium [“An Opening of Minds,” March/
April]. In particular, the notion of replacing “risk free” asset 
with a “risk minimizing” asset is an appealing concept. Ditto 

-
match. It’s amazing that such a sensible approach has not 
caught on. Maybe it needs some good illustration and a 
marketing strategy!

In recent months, I have seen other pieces that also chal-
-

esis versus an adaptive-market hypothesis). Though prob-
ably triggered by painful market experiences over the past 

-
ing to see some fresh thinking in the industry.

Colette Coffman, CFA 
New York City

THE XX FACTOR

Perhaps the most disheartening aspect of the article “Board-
room Diversity in the EU” by Claire Fargeot (EMEA Voice, 
November/December 2012) was the fact that it was penned by 

-

not given the recognition that we deserve. I too am against 
quotas when the free market is functioning, but since women 
started on the road to job equality in the 1960s, progress has 

been painfully slow. One cannot honestly say that of all the 
potential board member candidates, only 13.7% are women 

growth rate, to reach female representation of 40% would 
take 72 years! Besides, a simple look at the general popu-

-
terholders are women. Female charterholders would make 
excellent board members based on their rigorous analytical 
training and high ethical standards. All too often I’ve seen 
intelligent women passed over due to the old boys’ club that 
still exists or because women do not brag about their accom-
plishments. The men’s “accomplishments” can be so risky that 
they threaten the company’s viability. Whom would you rather 
have as a board member—thoughtful, disciplined Shelia Bair 
[current chair of the Systemic Risk Council and former chair 
of the U.S. FDIC] or all-or-nothing Jerome Kerviel [convicted 
on charges stemming from the 2008 rogue trading scandal 
at Société Générale]? Studies have shown that companies 
with female board members are more successful, particu-
larly in the long term. One upside of the current situation is 

stem from egotistical male-dominated decisions.

Jaime Jacob, CFA 
Denver, Colorado
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process could take many years. Previ-
ous attempts by the Federal Reserve to 
wean the U.S. economy off quantitative 
easing have failed. Meanwhile, the new 
governor of the Bank of Japan, Haruhiko 
Kuroda, is fully supportive of Prime 
Minister Shinzo Abe’s crusade to rid 

to pursue much more aggressive mon-
etary policy. The incoming governor of 
the Bank of England, Mark Carney, is 
likely to increase the size of the bank’s 
asset purchase program but also could 

-
geting to GDP targeting.

Pinpointing the turning point in mon-
etary policy comes down to how long it 
will take to work off the excesses and 
imbalances accumulated in previous 
decades, and such an outcome appears 
to be some time away. The aggressive 
action of the world’s major central banks 
will provide a cap in any rise in yields 
and could even push yields lower, but 
over the next 10 years, investors prob-
ably will not be able to achieve the 

historical returns they came to expect 
over the previous 10 years. Likewise, it 

pre-crisis levels any time soon.
Moreover, central banks could be set-

-
cial crisis than in 2008, with no clear 
indication of how they will exit the 

respective balance sheets. For example, 
within the Federal Reserve, opinions are 
mixed as to how the U.S. economy will 
evolve and hence when and how the Fed 
should exit its asset purchase program. 
According to Charles Plosser, president 
of the Philadelphia Federal Reserve, “If 
we get it wrong, the damage might be 

markets.” In other words, when the pro-
verbial drug is taken away, there will 
be one serious comedown. I believe 
central banks will continue to tolerate 
the potential long-term side effects in 
their attempts to stimulate a sustainable 
recovery in the real economy.

With so much uncertainty in the 
-

lios is more important than ever. With 
respect to the types of portfolios that 
traditionally were considered lower risk 
(cash and government bonds), inves-
tors need to be willing to accept lower 
returns than were achieved histori-
cally. To have any prospect of achiev-
ing the desired return, portfolio manag-
ers and advisers need to educate their 
clients about adding additional asset 
classes that may help them achieve 
their return objectives.

due diligence and client education are 
required before following the lead of 
the world’s major central banks and 
moving up the risk curve. The worst 
thing to do is to chase higher-return 
assets without educating clients about 
the types of risks involved.

Vincent McCarthy, CFA, is a senior investment 
consultant in Dublin and a member of CFA Soci-
ety Ireland.


