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Asset allocation trends of Sovereign Investors 
and how they can take advantage of their 
unique characteristics

A ‘new normal’, low interest rate environment 
The ‘zero interest rate policy’ of the many 
central banks, reinforced by quantitative 
easing and low growth in many regions, 
has created a new investment landscape. 
Sovereign Investors face the same issues 
as other asset owners in struggling to 
generate the returns they previously 
enjoyed. But, major differences exist 
between Sovereign and other 
institutional investors. Sovereigns 

typically have a multi-generational 
investment horizon and do not require an 
immediate investment yield due to strong 
cash in-flows, in normal economic 
circumstances at least. It is therefore 
possible for them to consider asset classes 
and investment strategies that are not 
suitable to others. We discuss four areas 
of asset allocation that will help 
Sovereign Investors meet their objectives.

Long-termism as a competitive advantage
In an investment environment dominated 
by participants focussing on the short 
and medium term, the multi-generational 
mission of a Sovereign Investor allows 
investment in illiquid asset classes. In 
doing so these funds can capture a wider 
range of return drivers and access better 
investment opportunities (and returns), 
which other investors sacrifice due to the 
need for liquidity.

Does that mean that simply investing a 
large portion of assets in illiquid and 
alternative investments offers Sovereigns 
a free lunch? Certainly not, in reality it is 
a complex exercise. Investing in assets 
that are illiquid in nature, like real estate, 
private equity and infrastructure requires 
a very different skillset than investing in 
listed equities or bonds. In order to be 
successful Sovereign Investors should 
build internal specialist private markets 
teams or hire external managers, attract 
skilful strategists, and ensure their 
investment committee dedicate sufficient 
time in discussing and deciding on 
strategy and asset allocation.

It also requires that the organisation is fit 
for purpose in terms of investment 
governance and philosophy. A clear set of 
investment beliefs should drive the 
allocation of money to private markets, 
with a specific strategy developed and 

clearly documented for each asset class, 
which is in line with the overall mission of 
the fund. This objective is complicated by 
the short-term reporting requirements 
and stakeholder management. Private and 
alternative markets also offer less 
transparency, experience a large 
dispersion of investment results, and are 
often linked to high costs. Sovereign 
Investors have the necessary size to ensure 
that they can access such asset classes on 
more favourable terms. Recent decisions 
of some of the world’s large funds, such as 
CalPERS, to changing its private equity 
approach and divesting from hedge funds, 
were based on such considerations after 
significant consideration of investment 
philosophy and beliefs.

Sovereign Investors’ ability to act quickly 
or in a significant way can be limited due 
to their size. The decision of Norway to 
allow NBIM to invest in real estate is 
logical from a diversification perspective, 
but as a consequence it has had to rapidly 
deploy large amounts of capital in 
markets where recent demand for prime 
real estate is already high. This example 
also illustrates the competitive advantage 
of being a first mover. Being a follower 
with huge amounts of capital to invest 
can be a disadvantage.

The size, timeframe, high 
return targets and unique 
liquidity requirements make 
Sovereign Investors unique. In 
a potentially ‘new normal’, low 
interest rate environment, these 
characteristics provide these 
funds with the potential to act 
as truly long-term investors. We 
discuss four areas of asset 
allocation – from increasing 
illiquid to a greater focus on 
rebalancing – that will not only 
help Sovereigns meet their 
ambitious return objectives, but 
will also be constructive for the 
stability of financial markets.



Sovereign Investors can afford to be contrarian 
Long-term investing also gives 
Sovereigns the luxury of avoiding the 
herd mentality and taking a contrarian or 
counter-cyclical view.

Prior to the recent increase in regulation, 
insurance companies and pension funds 
were often acting as contrarian investors, 
in particular during extreme events. This 
has not been the case for some time as the 
burden of regulation has forced a greater 
focus on liability matching. Without this 
focus Sovereign Investors have the 
freedom to act differently.

Investments by various funds in the 
banking sector during the global 
financial crisis are examples of such a 
contrarian approach.

In recent communications, such as the 
press release after the last annual meeting 
of the International Forum of SWFs 
(Doha, November 2014), the Sovereign 
Investors community emphasised its role 
in ‘contributing to maintain a stable 

global financial system, through 
championing long-term investment’. In 
order to act as contrarian investors and 
play a constructive role in terms of global 
economic stability, Sovereigns are 
increasingly proactive and take leadership 
as asset owners, with the support of 
stakeholders for their long-term strategy.

Long-term investors like Sovereigns can 
afford to be patient and await 
opportunities of more favourable 
valuations (and higher expected returns). 
However, being contrarian means 
resisting comparisons to peers. 
Governance bodies need to focus on 
appropriate long-term goals in addition 
to short-term benchmarking and accept 
that investing requires courage and 
conviction. Moving away from the crowd 
will result in criticism when performance 
differs from peers. It is therefore essential 
to have a defined mandate, a clear 
investment philosophy and a well-
functioning and transparent investment 
decision-making process.

Multi-generational investors should incorporate 
megatrends in their investment approach
While a vast majority of investors are 
focussing on ‘smart beta’ and factor 
investing in the move away from the 
relatively higher cost of traditional 
active investing, asset owners can 
differentiate themselves as long-term 
investors by constructing a portfolio 
based on major trends.

If a Sovereign Fund is investing for future 
generations, surely it is beneficial to think 
about the ‘megatrends’ that will drive the 
world economy (and so financial markets) 
over such a timeframe? This would be a 
better way to ensure robustness and 
sustainability of investments in a rapidly 
changing world, instead of focussing on 
the assessment of short and medium term 
market movements.

Having a robust process to identify 
long-term trends, choosing which ones to 
incorporate, and implementing them 
across asset classes, would transform 
portfolios that capture forward looking 
drivers of local and international 
economies. Such a process fits perfectly 
with the long-term nature of many 
Sovereign Investors, but is currently only 
adopted by a limited number of funds. 
Temasek is one of the best examples 
where thematic long-term thinking is 
embedded in the portfolio construction 
process and clearly communicated.

Rebalancing – A 
neglected tool for 
investment discipline
While investing in less liquid asset 
classes, being contrarian or 
including megatrends in their 
investment decision process are all 
valuable options for Sovereign 
Investors, one essential element 
remains underestimated and 
underutilised in terms of its impact 
on long-term returns: rebalancing. 
While rebalancing of asset 
allocation is widely used by 
liability-driven investors, it is not 
given sufficient focus by other 
large investors such as Sovereigns.

Whatever rebalancing approach or 
frequency is adopted, it forces a fund 
to have the discipline to follow its 
strategic allocation and direct it into a 
default approach of ‘selling high and 
buying low’. It also makes it easier to 
obtain buy-in for active investment 
decisions, especially during times of 
market stress. Accepting a 
rebalancing policy not only imposes 
discipline, but it also helps an 
investment organisation to limit the 
risk of overconfidence in forecasting 
financial markets.
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What if the game changes?
Depending on the mission of a Sovereign 
Investor and the economic and fiscal 
situation of a country, asset allocation 
can and should vary substantially. For 
instance, the decision to start using the 
FRR fund in France to help meet the 
pension gap some years ago initiated an 
important change in investment 
philosophy and asset allocation.

More recently, the developments in 
commodity markets, and in particular 
the significant drop in the oil price, are a 
significant game changer for a number of 
Sovereigns. Coming from a long period 
of substantial cash in-flows to a standstill 
in expansion, and in some cases a 
reduction of the assets, should initiate 
changes in asset allocation and even 
potentially changes in Sovereign 
Investors’ objectives over time.

Changes in external and market factors 
like divergence of global economic and 
monetary policies, major geopolitical 
issues, contingent liabilities, and the 
exhaustion of national resource 
revenues will also have an impact on 
how a Sovereign Investors can invest. 
Some of these factors have been 
materialising recently and time will tell 
how asset allocation will be impacted.

Sovereign Investors are unique in nature and 
should take full advantage of it
The low interest rate environment in 
recent years has seen Sovereign 
Investors increase their allocation to 
illiquid assets such as real estate and 
private equity. This is an appropriate 
move as they focus on growth and 
preservation of capital, compared to 
meeting short and medium-term 
liabilities, like other large investors. 
However, we are likely to see more 

Sovereigns go further by 
incorporating long-term trends in 
their investment thinking, adopting a 
more contrarian approach and having 
a greater focus on rebalancing. This 
would not only be beneficial for them 
and their stakeholders, but also be 
constructive for the stability of 
financial markets.
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