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Tactical allocation: the cherry on
top of the cream cake

For years, a comparatively fierce dispute has been raging
between supporters of passive and active investment ap-
proaches. Supporters of active approaches point out, not
without justification, that passive and largely static port-
folio structures by definition do not allow for tactical al-
location, although it is precisely here that added value
could be generated in the long term by varying the quotas
of asset classes, countries or sectors. But how great is the
potential of tactical allocation if the alternative would be
to simply leave asset class weights static at benchmark
levels?

We have tried to answer this question against the back-
ground of the almost legendary “Fundamental Law of
Active Management”. This law was formulated by Rich-
ard Grinold and Ronald Kahn in 1995 and is now re-
garded as the gold standard when it comes to defining
which factors play a role in achieving added value
through active management compared to passive invest-
ment.

Without going into the specific formula in detail at this
point, the law postulates that investment success ulti-
mately depends on only two factors: Namely, on the qual-
ity of the decisions (measured by the hit rate) and on the
number of independent decisions one makes. At first
glance, this sounds plausible, and it is. Nevertheless, such
a formula is ultimately comparatively abstract and leaves
the practitioner with three questions. The first question is
what hit rate must be aimed for in order to generate added
value under realistic conditions. The second question
concerns the necessary number of independent decisions.
Do | have to make a new decision every day, or is it
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enough to make a tactical change every few months? And
the third question derives from this: What exactly is the
trade-off between the hit rate and the number of alloca-
tion decisions? Would it make more sense in practice to
focus on one factor or the other?

Reality check on tactical allocation

We tried to answer these questions using concrete port-
folios that could have existed in reality in exactly the
same way. The first step of our experimental setup was
as follows: For the years 1994 to 2024, the investor could
invest in the DAX and German government bonds, each
with a remaining term of five years. The passive refer-
ence investment consisted of a constant weighting of 50
percent for each asset class. In the comparison scenario
with an active tactical allocation, a random generator de-
cided for many thousands of portfolios when to deviate
from this 50/50 weighting. In the event of a positive eg-
uity signal, the weighting was shifted to 85 percent DAX
and 15 percent Bunds; in the event of a negative equity
signal, the tactical allocation was mirrored. If the ran-
domly selected tactical decision turned out to be correct,
it was considered a “hit”. In this first run, the tactical al-
location could be changed a maximum of once a month.

QOur results

The result shows that, under these conditions, one would
have to aim for a hit rate of 55 percent in order to achieve
an annual out-performance of one percentage point with
sufficient (but by no means absolute) certainty compared
to the completely static investment without tactical allo-
cation.
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Of course, outperformance is not the only factor that in-
terests an investor. In the end, you don't just want to gen-
erate an adequate outperformance on average; just as im-
portant is a continuous development of the outperfor-
mance and not an erratic development of the differential
performance between strategic and tactical allocation.
This is where the information ratio comes into play,
which takes precisely these facts into account.

Outperformance vs. Information Ratio

A high information ratio indicates that you not only gen-
erate a good, but also a systematic and continuous out-
performance. Our simulation shows that an information
ratio of 0.5, which is often aimed for, can hardly be
achieved with a hit rate of 55 percent. An information ra-
tio of 0.25 with a hit rate of 55 percent is more realistic.

But does the result change if the tactical decisions are im-
plemented less aggressively? We tested this alternative
scenario by increasing the equity allocation by only 5
percentage points instead of 35 percentage points in the
case of positive tactical signals for equities. This shows
that, for a given hit rate, the possible outperformance
shrinks significantly, but the information ratio is not af-
fected - exactly as the fundamental law of active manage-
ment would predict on the basis of the formula.

So is there no disadvantage at all if you only rely on ho-
meopathic tactical allocation decisions? Unfortunately,
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it's not quite that simple. This is because the previous cal-
culation was based on the assumption that there are no
costs - but this is an unrealistic assumption. A tactical al-
location cannot be offered completely free of charge; in
terms of costs, the expected outperformance with a hit
rate of 55 percent would be very modest. The same ap-
plies to the expected information ratio.

Outperformance and hit ratio (1)
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What would change if the frequency and thus the number
of possible independent decisions were to be signifi-
cantly increased? We have run through this scenario in
which a tactical decision could, but did not have to, be
made every day for the last 30 years. It is noticeable here
that with an aggressive implementation of the tactical al-
location (35 percentage points change from the strategic
50/50 allocation with allocation signal), both an attractive
outperformance and an attractive information ratio can be
achieved with significantly reduced hit rates. This is not
a miscalculation - moreover, this is precisely the relation-
ship postulated by the fundamental law of active manage-
ment. For practitioners, however, the question now arises
as to whether this may even be the key to success. Would-
n't it be much easier to make a decision of lower quality
more often than a decision of higher quality less often?
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We cannot answer this question definitively, but would
like to point out that decisions with a short “half-life” of
one day are subject to extreme market noise, so that even
from this perspective, higher hit rates of 52 percent or 53
percent based on daily decisions seem impossible. If, on
the other hand, tactical decisions are only made a few
times a year, the hit rates must be substantially higher;
however, since the “noise” of the markets is less relevant
with a view to one or several months and fundamental
facts play a more important role and come to the fore,
higher hit rates should also be possible. However, expe-
rience shows that successful hedge funds, which have
proven to be successful over many years and decades,
have tended to rely on a combination of many independ-
ent decisions and rather low hit rates. However, this pre-
supposes that you have to have a new opinion on every
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asset class almost every day. Those who work purely
quantitatively may be able to do this - but those who man-
age their portfolios more classically and qualitatively
cannot possibly have a new opinion every day, because
the fundamental picture does not change that quickly.

What can be deduced from these calculations? First of all,
it shows that the instrument of tactical allocation cer-
tainly offers the potential to deliver added value com-
pared to a static strategic allocation. However, if you do
not implement your allocation opinion with very aggres-
sive deviations from the benchmark allocation, the ex-
pected outperformance after costs is rather modest, even
with a high hit rate of 55 percent.

Strategic allocation is also important!

This shows that, in addition to good tactics, another point
is very decisive for performance: the composition of the
strategic allocation. This is because it is crucial for per-
formance how high the strategic equity allocation is, and
it can be just as decisive whether you are invested in the
USA or in Europe, whether you opt for a short or long
duration for bonds and whether high-yield bonds are part
of the strategic allocation or not. Depending on these stra-
tegic decisions, very different return paths can then de-
velop.

A good tactic is ultimately the cherry on the cake, but a
bad cake cannot be saved even with a pretty cherry. It
therefore makes sense to pay attention to good tactics -
but if you neglect the strategy, you are also making a big
mistake and perhaps even the biggest one.

Dr. Christian Jasperneite
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Market data

As of Change \ersus

29.08.2024 22.08.2024 26.07.2024 28.05.2024 28.08.2023 29.12.2023
Stock marktes 1521 -1 week -1 month -3 months -1year YTD
Dow Jones 41091 0,9% 1,2% 5,8% 18,9% 9,0%
S&P 500 5627 1,0% 3,1% 6,0% 26,9% 18,0%
Nasdaq 17556 -0,4% 1,1% 3,2% 28,1% 17,0%
DAX 18902 2,2% 2,6% 1.2% 19,7% 12,8%
MDAX 25472 2,0% 1,4% -6,1% -6,7% -6,1%
TecDAX 3402 2,0% 21% -0,2% 9,1% 1,9%
EuroStoxx 50 4958 1,5% 2,0% -1,4% 15,5% 9,7%
Stoxx 50 4546 14% 2,2% 1,5% 14,9% 11,0%
SMI (Swiss Market Index) 12409 0,8% 1,4% 4,7% 12,5% 11,4%
Nikkei 225 38363 0,4% 1,8% -1,3% 19,2% 14,6%
Brasilien BOVESPA 137174 15% 7,6% 10,8% 171% 2,2%
Indien BSE 30 82135 1,3% 1,0% 9,3% 26,4% 13,7%
China CSI 300 3278 -11% -3,9% -9,2% -12,7% -4,5%
MSCI Welt 3631 0,7% 3,0% 4,8% 23,7% 14,6%
MSCI Emerging Markets 1097 -0,3% 2,3% 0,8% 12,2% 7.2%
Bond markets
Bund-Future 134,09 -16 137 407 218 -313
Bobl-Future 117,73 -4 70 147 227 -155
Schatz-Future 106,27 5 34 126 133 -28
3 Monats Euribor 351 -16 -16 -40 27 -38
3M Euribor Future, Dec 2024 3,00 0 -17 -36 -31 70
3 Monats $ Libor 532 -1 -20 -29 -35 =27
Fed Funds Future, Dec 2024 4,53 -3 -26 -57 1 69
10 year US Treasuries 387 1 -32 -67 -34 1
10 year Bunds 2,27 9 -7 -30 -27 27
10 year JGB 0,89 1 -14 -13 24 27
10 year Swiss Government 043 0 -7 -40 -54 =27
US Treas 10Y Performance 618,06 0,2% 3,1% 6,8% 7,0% 2,8%
Bund 10Y Performance 565,39 0,0% 1,3% 3,6% 5,3% 0,0%
REX Performance Index 451,72 0,1% 1,4% 2,7% 4,5% 0,9%
IBOXX AA,€ 317 1 -10 -32 -60 10
IBOXX BBB, € 3,67 1 -11 -37 -94 -8
ML US High Yield 748 -8 -30 -64 -114 -32
Commodities
MG Base Metal Index 418,23 0,6% 4,4% -10,3% 8,9% 7,0%
Crude oil Brent 79,18 2,4% -1,6% -5,7% -6,3% 1,9%
Gold 2513,61 14% 5,5% 6,7% 31,0% 21,7%
Silver 29,36 0,9% 5,5% -8,4% 20,6% 21,1%
Aluminium 2466,93 0,2% 10,4% -8,1% 16,7% 5,2%
Copper 9129,97 13% 1,5% -12,0% 9,7% 7,9%
Iron ore 98,51 0,3% -7,8% -16,3% -9,0% -27,8%
Freight rates Baltic Dry Index 1755 -0,7% -2,9% -1,6% 62,5% -16,2%
Currencies
EUR/ USD 1,1086 -0,4% 21% 1,9% 2,6% 0,3%
EUR/ GBP 0,8419 -0,8% -0,3% -1,1% -2,0% -2,8%
EUR/ JPY 161,09 -1,0% -4,0% -5,5% 1,7% 3,0%
EUR/ CHF 0,9383 -1,1% -2,2% -5,3% -1,8% 13%
UsD/ CNY 7,0992 -0,7% -2,2% -2,0% -2,1% -0,1%
UsD/ JPY 144,58 -1,2% -5,9% -8,0% -1,3% 2,5%
USD/ GBP 0,76 -0,5% -2,4% -2,9% -4,5% -3,2%
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This article does not constitute an offer or an invitation to submit an offer but is solely intended to provide guidance and present possible business activities. This information does not purport to
be complete and is therefore not binding. The information provided should not be considered a recommendation to purchase financial instruments individually but serves only as a proposal for a
possible asset allocation. The opinions expressed herein are subject to change without notice. Where statements were made with respect to prices, interest rates or other indications, these solely
refer to the time when the information was prepared and do not imply any forecasts about future development, particularly regarding future gains or losses. In addition, this information does not
constitute advice or a recommendation. Before completing any deal described in this information, a product-specific consultation tailored to the customer’s individual needs is required. This
information is confidential and exclusively intended for the addressee described herein. Any use by parties other than the addressee is not permissible without our approval. This particularly applies
to reproductions, translations, microfilms, saving and processing in electronic media as well as publishing the entire contents or parts thereof.

This article is freely available on our website.
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