
 
 

Risk Adjusted Returns:  
“We obsess about risk, so you don’t have to” 
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If the crisis in 2008 taught investors to be concerned about risk management, the crisis in 2011 taught them to be 
obsessive about it. This is particularly so for investors in the bond market. Bond market returns are asymmetric; an 
investor either gets paid interest and then their money back at the end of the loan, or they don’t and the loan defaults. 
Many investors in Greek sovereign bonds are facing this very prospect. It is important to note, however, that there is no 
upside potential to compensate for those bonds that have defaulted. So focussing on risk management should 
necessarily be a key focus, if not an obsession, for bond managers.  
 
Colonial First State Global Asset Management (‘CFSGAM’) believes that fixed interest is as much about risk 
management as it is about return management. Our starting point for any investment decision is risk – How risky is this 
investment on a standalone basis? What will it do to the overall risk of the portfolio? Is this consistent with our clients’ 
risk objectives? Our systems, people and processes are all focussed on identifying, measuring and managing risk. We 
believe in adding an investment to a portfolio only when markets are offering an appropriate reward for the risk we 
take. Conversely, when the market is no longer offering an appropriate reward for the investment, we will sell that risk. 
This obsession with risk helps us to deliver for our clients superior risk-adjusted returns.     
 
Traditional measures of investment manager performance, such as excess return, tracking error and information ratio, 
fail to appropriately distinguish between higher risk and lower risk portfolios. 
 
For example, looking at the first chart to the right, where 
risk is on the horizontal axis and return is on the vertical 
axis, it is clear that any rational investor would choose 
portfolio A as being superior to portfolio B.  Portfolio A 
offers the same amount of return but with less risk. 
 

The picture starts to get murky, however, as soon as we 
introduce a benchmark portfolio into the mix.  
 
In the second chart, the ‘Index’ is presented by portfolio C. 
Here it is possible that portfolios A & B look similar in all 
the traditional measures of risk and return: same return, 
same tracking error, same return above the benchmark.  
Portfolio A, however, is still a clearly preferred outcome 
but how can we quantify how much better Portfolio A is 
over Portfolio B?  Tracking error and information ratios do 
not differentiate between good risk (Portfolio A) and bad 
risk (Portfolio B). 
 
Likewise in the third chart it is even more difficult to 
identify which portfolio offers the best risk adjusted return. 
Portfolio B has a higher return but at a higher risk. Has 
Portfolio B added enough return to justify the additional 
risk added? Neither tracking error nor information ratio 
provides an answer to this question. 
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The problem is resolved by a measure known as 
Jensen’s Alpha¹, or ‘Ex Post’ Alpha. This construct 
measures the distance the portfolio is above (or 
below) the line that runs from the risk free portfolio, 
cash, through the benchmark².  This measure is 
commonly used in empirical finance and is analogous 
to the capital markets line in the Capital Asset Pricing 
Model (CAPM).   
 
Represented by the symbol X in chart 4, Jensen’s 
Alpha measures the excess return of a portfolio on a 
risk-adjusted basis, giving preference  to portfolios  

  
  

that deliver their returns with lower than market risk than those which only add return by adding risk³. 
 
The table below highlights our risk-adjusted value-add, or Jensen’s Alpha across our strategy range.   
 
The data provided shows our returns to the end of November 2011.  The green shaded returns are where we have 
delivered over 30 basis points per annum of Jensen’s Alpha with the blue shading showing those results that are 
positive, but less than 30 basis points.  The pink zones are where we have failed to deliver superior risk-adjusted 
returns. The table shows CFSGAM is very successful, broadly across all strategies and across all time periods, at 
constructing efficient risk-adjusted portfolios delivering, in most cases, very strong risk-adjusted alpha. 

 
Strategy Fund name 1 yr 

% 

2 yrs 

% 

3 yrs 

   % 

5 yrs 

% 

Australian Bonds Wholesale Australian Bond Fund 0.89 0.59 0.71 0.02 

Australian Sovereign 
Bonds 

Wholesale Sovereign Australian Bond Fund 1.25 0.62 0.60 0.23 

Australian Inflation Wholesale Aust. Inflation-Linked Bond Fund 0.98 0.44 0.13 -0.28 

Australian Credit Wholesale Aust. Corporate Debt Fund 1.44 1.79 0.99 0.03 

Australian Sovereign 
Inflation 

Wholesale Government Inflation-Linked 
Bond Fund 

1.53    

Diversified Fixed 
Income 

Wholesale Diversified Fixed Interest Fund 3.08 3.09 5.38 1.16 

Global Sovereign 
Bonds 

Wholesale Global Bond Fund 0.98 0.57 0.18 0.26 

Global Credit vs 
Australian Benchmark 

Wholesale Global Credit Fund 4.22 4.04 4.81 0.36 

Global Credit vs 
Global Benchmark 

Wholesale Global Corporate Bond Fund 2.22    

High Yield Wholesale International High Yield Fund 2.97 3.23 3.69 2.08 

Asian Bonds Wholesale Asian Bond Fund 1.28 2.15 3.19  

 

The Global Fixed Interest and Credit team at CFSGAM obsess about risk. We strive to deliver quality risk-adjusted 
returns across all of our portfolios.  This focus is important for a bond manager at the best of times. In the worst of 
times, it is critical. 

 
 
 
 
 
 
 
 
 
 
 
 

¹ Jensen, M.C., “The Performance of Mutual Funds in the Period 1945-1964,” Journal of Finance 23, 1968, pp. 389-416 

² Jensen's alpha = Portfolio Return − [Risk Free Rate + Portfolio Beta * (Market Return − Risk Free Rate)] 

³ Note that the original CAPM model is based on expected returns, not realised returns and does not calculate the appropriate outcome where actual 

returns from the risk asset or market portfolio are less than the risk free rate. Thus for shorter term results care needs to be taken when interpreting the 
results.  The expected returns of the market should be above risk-free rate in the long run, the investor would invest in the risk-free asset instead. 
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Disclaimer  
Product Disclosure Statements (PDS) and Information Memoranda (IM) for the funds issued by Colonial First State Investments Limited 
ABN 98 002 348 352, Commonwealth Managed Investments Limited ABN 33 084 098 180, and CFS Managed Property Limited ABN 13 006 
464 428 (collectively CFS) are available from Colonial First State Global Asset Management. Investors should consider the relevant PDS or 
IM before making an investment decision. Past performance should not be taken as an indication of future performance. No part of this 
material may be reproduced or transmitted in any form or by any means without the prior written consent of CFS. This material contains or is 
based upon information that we believe to be accurate and reliable. While every effort has been made to ensure its accuracy we cannot offer 
any warranty that it contains no factual errors. We would like to be told of any such errors in order to correct them. This material has been 
prepared for the general information of clients and professional associates of CFS. You should not rely on the contents. To the fullest extent 
allowed by law, CFS excludes all liability (whether arising in contract, from negligence or otherwise) in respect of all and each part of the 
material, including without limitation, any errors or omissions.  
This material is intended only to provide a summary of the subject matter covered. It does not purport to be comprehensive or to render 
specific advice. It is not an offer document, and does not constitute a recommendation of any securities offered by CFS. No person should 
act on the basis of any matter contained in this material without obtaining specific professional advice. Colonial First State Global Asset 
Management is the consolidated asset management division of Commonwealth Bank of Australia ABN 48 123 123 124.  
 
Copyright © (2012) Colonial First State Group Limited.  
All rights reserved. 

 

   

 
 


