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Retirement planning: an income strategy for old age
There is no single answer to the problem of how to make 
increasingly inadequate pension savings cover ever-lengthening 
lives at a time of low investment returns. Having looked at the way a 
number of countries tackle the issue, we think any solution needs to 
combine investment income with longevity insurance.

Exploiting economic conditions to pursue growth  
with less risk
The ideal for most investors is a portfolio that generates growth 
without exposing them to the threat of painful losses. A good way 
of reducing risk is being able to deploy assets in a way that best 
addresses the prevailing economic environment. But investors fi rst 
need to identify the environment and then be able to adapt to it.

Interest rates: are investors in for a nasty shock?
Infl ation is dead, it seems. The consensus view is that interest rates 
will only rise slowly from here and peak at a much lower level than in 
past economic cycles. In truth, however, forecasts are often wrong 
and the underlying drivers of much more rapid infl ation are there, 
even if they are currently quiescent.

Putting a price on climate change
There is a growing acceptance that climate change is inevitable. 
Less clear are the economic consequences of a warmer world. 
Our economics team has used the increasing body of academic 
research to try to quantify the fi nancial effects, identify the main 
losers and highlight any winners, if there are any.

Is the spectre of illiquidity again stalking global 
bond markets?
There has been much debate recently about the state of liquidity, 
or lack of it, in global bond markets. There have clearly been big 
changes in who is providing liquidity since the crash of 2008–09. 
While some markets seem unaffected, we highlight others where 
alarm bells are starting to sound.
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Seeking better outcomes

Investors are always seeking to predict and, if possible, control the outcome of their 
efforts. In this edition of Investment Horizons, our regular look at institutional investment 
themes, we have therefore chosen a number of subjects that can help investors in one 
way or another narrow the range of surprises that they can expect.

One outcome that is all-too predictable is death. Luckily the time before many of us need 
to face the Grim Reaper is increasing. But while it’s clearly good news that people are 
living longer, it is also putting insupportable strains on pensions at a time when people 
are not saving enough. This is shifting the emphasis toward investment solutions that 
can help bridge the gap in retirement incomes. Following a major study of post-retirement 
approaches round the world, we think we can present a robust investment solution to 
this problem.

Any investment approach designed for pensioners needs to emphasise risk control. 
One of the biggest sources of risk is the economic environment, which is why we are 
directing substantial efforts at how we can adapt risk-controlled growth portfolios to 
withstand different economic circumstances better. And, of course, one of the worst of 
those circumstances is hyperinfl ation. Such an outcome may seem unlikely just now, 
but it is the “black swans” that wreak the worst damage. So our third article looks at 
whether and how infl ation could take off from here.

An even worse outcome for us all will be if climate change pans out as some scientists 
expect. To date, analysis of the economic impact has been thin on the ground, 
something we have tried to correct with our investigation of the costs of climate change 
and where they are likely to fall. 

Finally, no fi nancial outcome can be assured if investors cannot buy and sell investments 
when they need to. Our last article sounds a warning that there are worrying signs that 
liquidity may be tightening to alarming levels in some areas of the fi xed income market.

Whatever your area of interest, we hope you fi nd something to stimulate you in these 
pages. As always, please get in touch with me or the authors if there is anything you 
would like to discuss further.

With good wishes,

Gavin Ralston, Head of Thought Leadership.
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Retirement planning: 
an income strategy for old age
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1 See “Global lessons in developing post-retirement solutions”, Investment Perspectives, May 2015, for the longer version 
 of this article with the detail on individual countries.
2 See “Pointers towards a better pensions landscape”, Investment Horizons, issue 2, 2014.

We have been looking into what people from around the world do with 
their defi ned contribution savings after they retire1. No market has yet 
found the ideal strategy. The risks and degree of uncertainty involved 
often lead to confl icting objectives. Last year, we suggested some 
principles that any investment solution would need to follow to reconcile 
these confl icts2. Having since drawn on the experience of other markets, 
we now propose an income strategy that combines stable, real growth in 
early retirement with some sort of longevity insurance in later old age.
In arriving at this solution, we discovered that certain risks and requirements were common to 
pensioners the world over. Four key areas of uncertainty stood out:

1.  Investment – the risk of earning less than expected
2.  Longevity – the risk of living longer than expected
3.  Infl ation – the risk of prices rising faster than expected
4.  Consumption – the risk of spending more than expected.

Of these risks, the only one where the individual has any direct control is consumption. 
The relative importance of the other three changes over time. Figure 1 shows the impact 
of a small change in each of these key variables. Early in retirement, the risk of not achieving 
suffi cient returns is the major worry, as there is still a signifi cant period of time over which to 
grow the assets. The threat from infl ation is also at its highest early on for the same reason: 
there is a long period of time over which the uncertainty can manifest itself. Longevity risk 
starts out relatively small, owing to the high probability of survival through the early years. 
However, this risk grows with age, refl ecting the fact that longevity is self-fulfi lling, i.e. the 
probability of reaching 90 is much higher at 89 than at 65.

Figure 1: Sensitivity to longevity risk increases through retirement 

For illustration only. Source: Schroders. 
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This insight helps to focus the solution on the appropriate risk at each stage of retirement. 
When the savings are largest, generating strong real investment returns with limited losses will 
provide the biggest benefi t. As the pensioner ages, and withdraws income from the account, 
protecting them against the risk of their outliving their savings should be the main focus. 

There is a clear gap between what individuals need in their post-retirement solution and what 
they want. To manage the economic and actuarial risks outlined above, individuals require 
a solution to provide certain features. Their most basic needs would include fl exibility, stable 
returns, infl ation protection and longevity protection (primary criteria). But they are also likely to 
want predictable income, simplicity, adequacy and legacy benefi ts (secondary criteria).

Clearly a number of these factors confl ict with each other (for example, predictability versus 
fl exibility) and it is therefore diffi cult to rank them in order of importance. As with many 
investment decisions for individuals, a balance of factors is likely to be most effective.

Components of a post-retirement solution 
There are essentially three components of post-retirement income provision:

1.  Cash lump sum
2.  Investment accounts providing non-guaranteed income
3.  Longevity protection, likely to include some type of annuity.

Any of these components is unlikely, in isolation, to be suffi cient on its own. In Figure 2 
we analyse how they stack up against our primary needs criteria.

Figure 2: How well do the typical components answer the pensioner’s basic needs? 
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Longevity 
protection

Growth 
net of fees

Protect 
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protection 
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Individual 
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Fixed 
annuities

         Likely to satisfy           Unlikely to satisfy           Mixtures depend on product, investments and market environment

For illustration only. Source: Schroders. 

In our opinion, the ideal solution should have as many “green lights” in the primary criteria box 
as possible. Since no single product meets all of these criteria, a combination of components 
is required. The solution should focus on maximising risk-controlled growth opportunities in the 
early stages before adjusting to protect against longevity risk later on, fi tting the pattern of risk 
sensitivities as the pensioner ages.

There are a number of ways to hit these moving targets. We believe all would probably need to 
combine guaranteed income from an annuity with a non-guaranteed, variable income from an 
individual account. Here we have outlined three possible “blends” of these two components:

1.  Account-based income with deferred annuity. All income in the fi rst few years would come 
from an investment account, supplemented in later (“frail”) old age by an annuity bought at 
retirement but whose guaranteed income is deferred until needed. In our modelling3, we have 
assumed 30% of the account would be spent at 65 on a deferred annuity which begins to 
pay out at 80. If the pensioner were to use a balanced portfolio of equities and bonds for the 
remaining savings, we found that account-based income would typically run out at around 
89 using this approach, although the annuity would obviously continue to pay out.

3  Assumptions used. Pensioner: fi nal salary of $50,000; aiming to replace 60% of work income; savings equal to 12 times 
fi nal salary; retirement age of 65; annual withdrawals midway through year; mortality probabilities from UK life offi ce male 
pensioners combined lives’ data, Institute and Faculty of Actuaries. Investment: period covered, 1952 to 2013; cash, all 
invested in US three-month deposits; equities, 70% S&P 500 Index, 30% MSCI EAFE Index; balanced fund, 50% S&P 500 
Index, 50% US 10-year Treasury bonds; infl ation, US Consumer Price Index All Urban, seasonally adjusted.

Retirement planning: an income strategy for old age
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2.  Account-based income converted to an annuity in later years. All income for the fi rst few 
years would come from an investment account, later transformed into guaranteed income 
from an annuity bought when needed in frail old age. We again assumed the pensioner 
would start drawing on the annuity at 80. The risk here is, of course, that annuity rates move 
unfavourably in the years between retirement and reaching 80. Our backtest showed that the 
remaining “pot” of savings would typically only purchase an annuity suffi cient to provide four-
fi fths of the income target of 60% of pre-retirement earnings.

3.  Account-based income with immediate annuity. All income from start to fi nish would 
be provided by a combination of an investment account and an annuity. In this case, 
we assumed that half the initial income would come from a level annuity, with the 
investment account providing a rising top-up to that. We found this continued to   
pay out until after 90 in half the backtested scenarios, although in 30% of cases it   
had run out at 85.

Weighing up the pros and cons, we considered that option 1, which relied on an 
account-based income and a deferred annuity, came out ahead. Testing this strategy 
against the pensioner’s “needs” and “wants” mentioned earlier, we see an increased 
number of green lights, as shown in Figure 3.

Figure 3: A blended solution may square more circles for the pensioner 
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For illustration only. Source: Schroders.

Principles for a successful post-retirement solution
There are many variables in retirement: how long people will live for, the costs of goods 
and services, interest rates and so on. Faced with this degree of uncertainty, people tend 
to make poor decisions. 

In light of this, we believe that pensioners need guidance on what constitutes a good 
quality retirement solution. Given the general absence of such guidance, some have 
argued for the creation of a post-retirement “default strategy” to provide pensioners with 
a better starting point for these decisions.

However, it is not an approach we would advocate for several reasons. Clearly, every 
individual’s circumstances differ and no single default can fi t all. As a result there is the 
potential for mis-buying/mis-selling risks. At the same time, although fi nancial literacy 
remains low in many markets, greater access to the internet and more sophisticated 
fi nancial analysis using the web make it easier for people to make investment decisions. 
And, of course, there is always a minority who welcome choice so that they can tailor 
their own fi nances. Last, and by no means least, it is diffi cult to see how one would get 
agreement on what should constitute a “default” approach.
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Instead, we favour an approach that seeks to establish a set of principles which are 
the necessary conditions for good quality retirement solutions. In the UK there have 
been preliminary discussions about awarding a “kitemark” to suitable funds which meet 
certain standards. This would be comparable to “QDIA-approved” funds in the US which 
are offi cially authorised for use as a default in the pre-retirement stage.

However, an overarching solution is far broader than simply a fund or insurance product. 
Where a fi duciary is involved, for example in a corporate pension plan, a pensioner could 
be given a shortlist of suitable investment funds and a shortlist of suitable longevity 
protection options from which to choose (see table below). The individual would choose 
the proportion to allocate to each list, subject to a minimum. If permitted and tax-
effi cient, a partial cash lump sum might also be taken. A typical set of choices might 
be as follows:

Select one each from list A and list B. Choose the amount to allocate to each.

List A – investment component List B – protection component

1.  Fund targeting infl ation +1–2% p.a. over the long term 1. Immediate annuity

2.  Fund targeting infl ation +3–4% p.a. over the long term 2. Deferred annuity (starting at age 85)

3. Delay annuity purchase until later in retirement

For illustration only. Source: Schroders. 

Using technology and real-world assumptions, individuals could assess the likely impact 
of different choices on the illustrative outcomes they receive, with a clear distinction 
between guaranteed and non-guaranteed benefi ts, and the purchasing power of future 
income. This choice could be revisited on a regular basis. At some point, as our earlier 
analysis showed, there is a tipping point beyond which the protection component 
becomes far more valuable.

The options in list A would provide stable, real investment returns and be able to adapt 
to changing requirements. In reality, this means that the funds in list A are likely to be 
well diversifi ed and fairly liquid. Clearly the kitemarked/approved components in both 
lists should offer value for money, but this should not be confused with “cheap”. A purely 
passive strategy is unlikely to deliver the outcomes that pensioners need. Individuals 
should be encouraged to make their selection with guidance or advice at this important 
point in their lives.

For pensioners where no fi duciary is involved, providing guidance and having approved 
choices should help them with this diffi cult decision and improve outcomes for them. Asset 
managers and insurers should take some responsibility for the thoughtful design of 
these strategies.

Conclusions
We looked at how different parts of the world tackle the conundrum of how to create 
a safe and suffi cient income in retirement. We concluded that a successful post-
retirement strategy needs to adopt principles that address certain common risks: 
stable, real investment returns, fl exibility to adapt to changing requirements, simplicity 
in implementation and communication, and reliable protection against longevity risk.

The resulting solution will therefore combine investment and insurance components. 
With lengthening life expectancies, we anticipate account-based strategies will blend 
a growth and income approach for the fi rst 15–20 years after retirement, with longevity 
protection engaging in later life. We believe this approach would help shift the post-
retirement conversation towards a long-term investment solution more likely to provide 
an income that would match pensioners’ realistic expectations.

Lesley-Ann Morgan, Global Head of Defi ned Contribution

Retirement planning: an income strategy for old age
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Changing macroeconomic conditions and market valuations regularly 
create uncertainty for investors. Depending on the individual’s 
perspective, these can provide risk or opportunity. Those who want 
to focus on opportunity should, we think, look to a new class of 
strategies known as risk-controlled growth, or RCG. In this article, 
we describe a framework for defi ning RCG strategies that have 
become popular with both institutional and private investors1. 
An RCG strategy should be based on the investment outcomes it is designed to achieve 
– an “outcome-oriented” approach. For the purposes of this article we will assume our 
expected return goal is cash + 4%, and that we would like to avoid an annual loss (or 
“drawdown”) of 15% or more (with 90% confi dence). However, other goals or outcomes 
can also be addressed within the framework we will outline in this article. Figure 1 shows 
our chosen outcomes defi ned in terms of risk and return, with the “acceptable” portfolios 
indicated as the shaded region. The horizontal boundary marks the expected return 
criterion. The diagonal boundary shows the drawdown criterion2.

Figure 1: Portfolios that are both acceptable and feasible cover a narrow frontier

Based on standard long-term assumptions for risk premiums and asset classes. Expected returns in excess of cash are: 
 5.0% for growth assets (MSCI AC World Index), 2.0% for credit (Barclays Investment Grade Index), 3.0% for commodities 
(S&P GSCI), 1.0% for government bonds (US 10-year Treasuries), and 1.5% for strategies (blend of value, size, carry 
and momentum exposures). Data from January 1970 to December 2013. Source: Barclays, Goldman Sachs, MSCI  
and Schroders.

We have plotted an effi cient frontier showing the possible portfolios based on typical 
long-term assumptions for risk premiums and asset class returns. We are looking for a 
portfolio that is both feasible – likely to produce a given return (without leverage) for a 
certain level of risk – and acceptable – lies within our dual criteria for risk and return.

Exploiting economic conditions to 
pursue growth with less risk
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1  This article is based on “Risk-Controlled Growth: Solution Portfolios for Outcome-Oriented Investors”, Fred Dopfel and 
Johanna Kyrklund, Multi-Asset Investments and Portfolio Solutions, Schroders, January 2015.

2  Under normal assumptions for returns, the boundary of the drawdown constraint is a straight line which meets the y-axis 
at the annual downside return limit (in this case -15%) and whose slope is set by a standard normal distribution (technically, 
the unit normal variate) for the statistical level of confi dence required (e.g. 90%).
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Our fi rst (static) solution portfolio lies on a very short section of the effi cient frontier 
that falls within the shaded region. This portfolio has an allocation of (roughly) 70% to 
global equity, 9% to credit, 10% to infl ation-sensitive assets (for example, commodities), 
and 12% to “strategies” (a blend of portfolios designed to exploit value, size, carry 
and momentum investment approaches). A more traditional 60% equities/40% bonds 
portfolio would also lie right on the effi cient frontier, but it is not admissible as it would fail 
to achieve the minimum required returns.

At fi rst sight, our fi rst solution portfolio appears to provide an answer, but it barely meets 
our desired outcomes over the long term. In truth, a real investor never experiences such 
an idealised long-term equilibrium state because their investments are always subject to a 
range of shorter-term conditions, some helpful and some very harmful. 

Corralling history
As a proxy for these conditions, we have looked at economic regimes that have 
occurred in the past to see how the proposed portfolio would perform if they recurred in 
the future. We have chosen a period since 1970 to capture a variety of regimes within a 
reasonable time period. For simplicity, we have looked at the US economy and divided 
it up between different infl ation and growth regimes. Growth is determined by periods of 
expansion (high growth) and recession (low growth) as defi ned by the National Bureau 
of Economic Research (NBER), a private US research group. Generally speaking, the 
US economy has been in recession for about one-sixth of the period under review, with 
recessionary periods lasting about 12 months on average. High infl ation is defi ned as 
periods when the US Consumer Price Index (CPI) rose at a high rate. For our purposes, 
the only high infl ation episode began in 1970 and lasted 123 months; otherwise, the US 
has enjoyed relatively low infl ation in the recent past.  

This historical test bed is clearly not ideal, but we think it provides a good starting point 
for thinking about economic regimes. In reality, managers would use this as a base 
for researching future scenarios, while applying greater sophistication to look at likely 
performance by geographic region and market sector. Such sophistication would be 
necessary to deal with novel economic conditions such as quantitative easing, economic 
divergence between the US and Europe, slowdown in China, and the “Grexit” crisis. 
How would our solution portfolio perform in these regimes? As we might expect, 
when tested against different historical regimes, a static portfolio like this produces 
disappointing results (Figure 2).

Figure 2: Testing the static portfolio under different regimes reveals its fl aws

Based on same data as Figure 1, broken down by economic regime. Source: as Figure 1 plus NBER.
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Figure 2 shows there is a wide range of outcomes, with the low growth regimes (shown 
as the square and the triangle) failing miserably to meet the RCG criteria for returns and 
drawdown. In reality, the performance in high growth regimes (circle and pentagon) was also 
disappointing, despite meeting the stated objective, as there was a missed opportunity to 
improve performance by taking more equity exposure while remaining within the bounds of 
the objective. So is it possible to improve our solution by adapting it to individual regimes?

Linking regimes to expected returns 
We think a good way for our portfolios to adapt to changing conditions is by intelligent use of 
the link between economic regimes and the pricing of risk premiums. Here we concentrate 
on the pricing of the equity risk premium, which is usually the largest contributor to both 
risk and return, as measured by the earnings yield (trailing earnings divided by price). At 
the simplest level, future returns on equity should be relatively high when stocks are cheap, 
measured by a high trailing earnings yield. If stocks are expensive, and exhibiting a low 
trailing earnings yield, future returns are likely to be lower. A chart of the historical data using 
monthly fi gures affi rms the expected relationship, but the correlation is disappointingly weak. 
So, while earnings yield is an indication of future returns, it is a very “noisy” signal when used 
in isolation. If we are to make asset allocation decisions on the basis of valuation, clearly 
other factors such as economic regimes also need to be considered.

Figure 3: Future returns are easier to predict when analysed by economic regime

Monthly data for the Standard & Poor’s Composite Index from January 1970 to December 2013. Source: Robert Shiller, Yale 
University, at http://www.econ.yale.edu/~shiller/data.htm

If we sort the monthly data by economic regime, then a much stronger pattern emerges, 
as shown in Figure 3. During high infl ation, in both low and high growth regimes (red and 
blue lines), there is a stronger positive relationship between future returns and historical 
valuations. The months of low infl ation/low growth (yellow line) also show a positive 
relationship and have a similar slope to months with high infl ation. The relationship for 
low infl ation/high growth (green lines) is more complex, with a similar slope to the other 
regimes during the 1980s, but a much steeper slope in the 1990s and 2000s. 

There is, of course, no guarantee that the relationship will hold true in the future. 
Nonetheless, the historical relationship between earnings yield and future returns 
supports the rationale for using our infl ation and growth regime framework (combined 
with other information) to adjust asset allocation according to circumstances. What then 
should a more dynamic portfolio look like?

Injecting dynamism into our solution portfolio
The dynamic solution should adjust the asset allocation to account for all we can observe 
and forecast about valuations and economic regimes. At the same time, we need to be 
humble and acknowledge a high level of uncertainty about our views. 
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Conclusions
Risk-controlled growth strategies seek higher-than-average investment returns while 
controlling drawdown risk. By focusing on these desired outcomes, we are able to 
clarify the types of solution portfolios that are most likely to be successful for an RCG 
investor. To attain these goals, the RCG strategy needs to embody a very diversifi ed 
approach and requires an ability to adjust asset allocation based on an awareness 
of macroeconomic regimes and market valuation. Of course, historical patterns of 
performance may not repeat. Future investment success therefore requires a high 
level of skill and effort to recognise critical economic regimes and identify market 
mispricing, and – crucially – to effi ciently implement these views in a portfolio.

Fred Dopfel, Senior Adviser, and Johanna Kyrklund, Head of Multi-Asset Strategies

This means that, when forming a forecast, we should blend “signals”, based on past 
economic regimes and market insight, with our “prior assumptions”, which are based on 
long-term asset class relationships. This should provide an objective measure of “what time 
it is” to identify regimes and market valuation ratios. Of course future regimes may lead to 
different outcomes, which is why this analysis requires experience and expertise to conduct 
successfully. It should guide us to a dynamic solution to meet the objectives of RCG. Figure 
4 shows how our dynamic solution portfolio improves simulated performance compared 
with the static solution portfolio illustrated in Figure 23.

Figure 4: Adapting to the climate should boost performance

Points on the chart calculated using “probabilistic shrinkage method” combining market views with prior assumptions, as described 
in the full paper. Data from January 1970 to December 2013. Source: Barclays, Goldman Sachs, MSCI, NBER and Schroders.

In high growth regimes, there is an enhancement in expected return by making a slightly 
higher allocation to equities. In the case of high growth/high infl ation, the portfolio also 
has a higher allocation to commodities, an asset class that is both infl ation-sensitive and 
growth sensitive. In low growth regimes, there is a dramatic reduction in risk and a pretty 
substantial improvement in expected return compared with the static portfolio. The lower 
risk results from much lower allocations to equities in these regimes. Expected returns are 
improved by a higher allocation to investment-grade credit in the case of low growth/low 
infl ation and a higher allocation to strategies in the case of low growth/high infl ation. 

Economic logic dictates that allocations to growth risk premiums (for example, equities) 
should be higher in high growth regimes with smaller allocations in low growth regimes, and 
that allocations to the infl ation risk premium should be larger in high infl ation regimes and 
lower in low infl ation regimes. The results of our simulations support this economic logic and 
the need for a dynamic asset allocation portfolio to attain risk-controlled growth outcomes.
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3  The dynamic portfolio is based on four regime-effi cient frontiers, with portfolio selection on the frontiers consistent with the 
risk tolerance implied by the investor’s selection of the static solution portfolio. 
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Interest rates: are investors in for 
a nasty shock?

As US interest rates go up after an almost unprecedented seven 
years of no change, the consensus is that further increases from 
here will be slow and low. Most commentators believe that any sharp 
hike would snuff out a global economy still only slowly stuttering into 
life after the credit crunch. But history tells us that forecasts have a 
habit of not turning out quite as planned. 

We have looked back at a wide range of periods when rates have risen much faster than 
expected1. Often these periods have been associated with a sharp uptick in infl ation or a 
sudden currency collapse. While neither looks likely today, the seeds are there, given the 
way that central banks have dealt with the aftermath of the collapse in the debt bubble. 
Quantitative easing (QE) has massively raised the potential stock of money around the 
globe, while divergent interest rate policies are putting currencies at risk. The possibility 
of a signifi cant rise in rates, though not central to our forecasts, therefore deserves 
consideration. It is a tail risk that some investors may want to be prepared for.

The drivers of higher rates: infl ation and capital fl ight
Historically, two major factors have led to a rapid and signifi cant increase in interest rates. 

The fi rst is accelerating price infl ation. In extreme cases, hyperinfl ation is caused by large 
government defi cits being fi nanced by the printing of money rather than through taxation 
or borrowing. With a rapid increase in the quantity of money in circulation, not supported 
by a corresponding growth in output, an imbalance between the demand and supply of 
money is created which causes rapid infl ation. 

Figure 1: In developed markets the rate rise weapon is aimed mainly at infl ation
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Source: Interest rates – Global Financial Data, Datastream. Infl ation – infl ation.eu using monthly consumer price infl ation data 
from: Bureau of Labor Statistics (US); INSEE, Direction Générale (France); Istituto Nazionale di Statistica (Italy); Offi ce for 
National Statistics (UK) and Statistics Canada; also quarterly data from Australian Bureau of Statistics, Month Year. 

1 This article is based on “Interest rates: is there no risk of signifi cant rate hikes?”, Keith Wade and Alessandro Rocco, 
Schroders, August 2015.
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Periods of high infl ation can also be caused by extreme supply shocks, like the oil crises 
of the 1970s which then triggered a wage-price spiral. This was particularly evident 
amongst the incidents of sharply rising interest rates we looked at in developed markets. 
Figure 1 shows some of the most aggressive hiking cycles (allowing two rate rises 
per country)2. Most of these rate increases occurred between the mid-1970s and late 
1980s. This was a period of high infl ation triggered by the 1973 oil shock and intensifi ed 
by the subsequent energy crisis in 1979. Most of the rate hikes shown were to try and 
curb high infl ation rates, but led most developed countries into recession at the turn of 
the 1980s. 

The second case which has historically led to rapid rate hikes is a sudden fall in a country’s 
exchange rate. The typical situation involves a country with a chronic balance of payments 
defi cit and a fi xed exchange rate. Speculators may believe that the central bank does 
not have enough reserves to defend the fi xed exchange rate and therefore they sell the 
currency, forcing the country to devalue and move to a fl oating exchange rate. Demand 
and supply shocks can lead to this sort of crisis as investors question the solvency and 
creditworthiness of issuers of securities, triggering a fl ight of capital out of the country. 

Fixed exchange rates are less common than they were, but a country with one such rate 
that is causing concern right now is China. Indeed, the global stock market wobbles in the 
summer of 2015 followed a devaluation of the renminbi by the Chinese authorities following 
large outfl ows of capital as investors became nervous about the country’s massive debts. 

Figure 2: In emerging markets rates are generally used to defend currencies
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In fact, in terms of defending currencies, we found that the biggest interest rate hikes 
have been in emerging markets, whose economies have suffered frequent crises. This 
probably relates to the fact that emerging countries have more vulnerable external 
accounts, which often rely heavily on volatile commodity prices. Some of these episodes 
are shown in Figure 2. 

Of course, infl ation problems are not unknown in emerging markets. Indeed, rate rises to 
combat infl ation in developed markets often look tame by comparison (Germany in the 
1920s excepted). Emerging market countries have regularly found themselves suffering from 
hyperinfl ation and had to deal with it by hiking interest rates to extraordinary levels. The reason 
is probably a higher propensity of these countries to fi nance their defi cits via the printing press, 
often a result of central banks’ more limited independence from the government. 

It is worth noting that infl ation and exchange rates are themselves related and the two 
situations cannot always be isolated. For example, the fear of high infl ation in a country 
can lead to capital fl ight which in turn causes the currency to depreciate. The falling 
exchange rate can quickly lead to increased infl ationary pressures as import prices rise. 

2 We exclude Germany and Sweden as they would be literally off the charts. Germany (1922) was a case of extreme 
hyperinfl ation, whereas Sweden (1992) was a move to protect the currency from speculators.

Interest rates: are investors in for a nasty shock?
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In this way it is possible for a country to fall into a downward spiral where capital fl ight 
leads to a weaker exchange rate, higher infl ation and higher interest rates. This then 
reinforces concerns about the economy, prompting further capital fl ight. 

However, although there can be overlaps, there is an important distinction between the 
two causes. In the fi rst, there is often a general tightening of policy around the world and 
higher global rates as central banks attempt to rein in infl ationary pressure. The second, 
by contrast, tends to be country specifi c, with a particular central bank responding to 
its own country’s currency crisis. Since one currency’s gain is another’s loss, a crisis in 
one country may lead to lower rates elsewhere as those with appreciating currencies 
(particularly trading partners) are forced to ease policy in tandem. 

The risks today 
All this shows that there have been numerous periods where interest rates have 
risen signifi cantly over short periods of time. The origins of such a tightening of 
policy generally lie in either a sharp rise in infl ation, pressure on the exchange rate, or 
sometimes a combination of the two. Developed markets have tended to experience the 
former whilst emerging markets have faced more in the way of currency crises. Politics 
has played a role in a number of crises, with international investors taking fl ight following 
an unwelcome change of government, thus prompting a currency crisis. 

So what, if any, are the parallels with the environment today? The fi rst is a possible 
replay of the “taper tantrum”. Those most at risk are the many developing economies 
with signifi cant external fi nancing requirements which will have to pay more to service 
their debts to maintain their attractions for investors. 

Since 2013, these requirements have reduced, but many economies still require signifi cant 
capital infl ows. This is evident from the big drops in exchange rates seen recently in 
countries like Brazil, Russia, South Africa and Turkey in anticipation of the US rate rise. 
There are early signs that this is feeding through to higher infl ation rates, and some 
central banks have already raised interest rates to counter infl ationary pressures. Figure 
3 highlights some of the economies most at risk (particularly those towards the left-hand 
side of the chart) by comparing their external fi nancing requirements with their foreign 
exchange reserves as a measure of their ability to support their currency in a crisis.

Figure 3: Some emerging currencies look much more threatened than others
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Gross external fi nancing requirement is here defi ned as a country’s current account balance plus debt maturing within12 
months, as of fi rst quarter 2015. Source: Datastream, JEDH and Schroders.

As discussed, a rapid rise in infl ation itself has been the other main trigger for higher 
interest rates in the past. In today’s defl ationary environment this may seem a distant 
prospect, with prices actually falling in several regions. However, the decline has been 
driven by a fall in energy prices, the impact of which will lessen over time. To get an 
infl ation scare on the scale described above, though, we would need to see something 
more than a transitory stabilisation or reversal in energy effects.
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One possibility would be that the US Federal Reserve (Fed) underestimates the build-
up of infl ationary pressures and tightens rates too late to prevent a surge in wages 
and prices. This could be the result of the liquidity created by QE bursting out into 
the real economy like a dam breaking, creating a fl ood of liquidity that causes prices 
to accelerate sharply. One of the biggest issues with QE is that it is untested. Central 
bankers are operating in the dark and therefore more prone to policy error. That could 
leave them scrambling to raise rates to prevent infl ation taking off. 

The best early warning sign of this effect would be the so-called velocity of circulation of 
money, which measures the ratio of output to money supply. This is shown for the US in 
Figure 4. At the moment, velocity is still in retreat, but one of the unknown factors with 
QE is precisely when its impact will be felt. In the absence of past experience, there are 
no empirical studies or economic models which give an answer.

Figure 4: Currency circulation looks ripe for an upturn
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Velocity of circulation is represented here by nominal GDP/money supply. Source: Datastream and Schroders, December 2015.

A more sinister scenario is if the extraordinary measures taken by the authorities to avoid 
destructive defl ation – such as QE – become diffi cult to reverse. Achieving a “Goldilocks” 
level of infl ation (just enough but not too much) is not easy. In such circumstances, 
it may prove hard to avoid the sort of hyperinfl ations seen in the past, such as those 
in Germany in the 1920s or Brazil in the 1980s and 1990s. These extraordinary periods 
have their roots in fi scal diffi culties, where a government fi nds it can no longer fund 
itself and resorts to the printing press. Although such measures are typically associated 
with wars and their aftermath, the current high levels of government debt and their 
subsequent depressing effects on growth have been described in such terms by some 
commentators. At this stage Japan is the only developed economy in this bracket, 
but high debt levels will continue to be an issue in Europe, putting a strain on the euro.

Conclusions

While the market has been anticipating interest rate rises for some time, the 
consensus remains that they will be fairly modest and that the peak will be much 
lower than in past cycles. We broadly adhere to that view, but we think investors 
still need to be prepared for much sharper rises than expected. The conditions are 
there. They include, amongst other things, a number of emerging economies heavily 
dependent on external borrowing and unprecedented quantities of “electronic 
money” created through QE which is currently not reaching the real economy. This 
is not an active threat right now but, almost by defi nition, any catalyst will come as a 
surprise. Investors need to be alive to the risk and some may want to take protective 
measures. An allocation to infl ation-linked assets, such as commodities or infl ation-
protected bonds, may help, but we suspect that an anti-infl ation portfolio run by a 
specialist manager is likely to provide greater reassurance. 

Keith Wade, Chief Economist and Strategist, and Alessandro Rocco, Economist

Interest rates: are investors in for a nasty shock?
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Putting a price on climate change

The economic implications of climate change are already forcing 
themselves onto investors’ agendas. In this article we draw on the 
growing volume of academic work to look at the likely economic 
cost. Our conclusion is that climate change will reduce productivity 
and economic activity, while infl ation will increase. Effective policy 
response will require collective action. Shareholders have a role, but 
effective adjustment requires market-based mechanisms, such as 
carbon pricing and higher insurance premiums.

Global warming is expected to increase the frequency and severity of extreme weather, 
bringing with it property and infrastructure loss. Rising sea levels will also likely harm 
economic output. Whilst initial attempts to recover this damage may be positive for GDP in 
the short term, once it is recognised that such events are likely to be a permanent feature, 
the world economy faces an extreme challenge.

Figure 1:  As global warming hits both productivity and output, prices will rise 
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If we assume a steady reduction in capital stock as a result of climate-related damage, 
the productive capacity of the economy is likely to shrink. This can be demonstrated 
using a production function, as shown in the left-hand chart in Figure 1. Assuming all 
else stays constant, output would fall from Y1 to Y2. However, rising global temperatures 
may also affect food security, increase infectious diseases and impair those working 
outdoors. All are likely to reduce both the effectiveness and the amount of labour 
available to produce output. 

This effect can also be expressed as a supply shock (Figure 1, right-hand chart). Global 
warming is likely to reduce supply at any given price, pushing back the supply curve (from 
S1 to S2). This will result in a lower level of output (Y2) and a higher price (P2). Preventive 
measures to reduce the long-term economic consequences are likely to represent an 
opportunity cost as resources are directed away from more productive purposes.
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Our supply and demand diagram also shows an increase in the general price level. 
This infl ation may come in a number of ways. For instance, more frequent droughts 
may reduce crop yields, while usable land may shrink. Some areas may become 
uninhabitable, forcing mass migration as the world’s population is forced to live in a 
smaller space. As with food infl ation, however, this effect should be moderated by some 
areas becoming more habitable.

Higher energy costs look set to boost infl ation. Not only is demand likely to grow, but 
supply may shrink as high temperatures reduce power station effi ciency. Taxes on 
carbon-based electricity may also drive up prices. The secondary effects will be felt 
throughout the global economy, although the growing use of renewable energy could 
limit cost increases.

The insurance industry recognises that it is likely to bear much of the risk of global 
warming. Already, 2011 appears to have been the most expensive year on record for 
natural disasters, with insured losses costing more than $126 billion. The industry has 
been at the forefront of assessing climate risk, with the costs soon likely to be felt in the 
form of higher premiums. We are already seeing a reduction in cover in areas like Florida 
and many US Gulf coast states.

Quantifying the impact on economic activity
There have been a number of studies since the early 1990s looking at the likely 
cost of global warming on world GDP. Two academics, Howard Covington and Raj 
Thamotheram1, helpfully summarise some of the main ones using an analysis based on 
so-called “climate damage functions”. These try to predict the fractional loss in annual 
output at a given level of warming compared with no warming. Figure 2 summarises 
three of these estimates, named after their originators. It is clear from these and other 
forecasts that there is no consensus as to how damage evolves; however several predict 
that warming of between 3°C and 4°C will represent a “tipping point” when the process 
starts to accelerate. 

Figure 2: Climate damage predictions diverge massively
Effect on annual output

DS = Simon Dietz and Nicholas Stern    W = Martin L Weitzman    N = William Nordhaus

Climate damage is defi ned as the fractional loss in annul economic output at a given level of warming compared with the 
same economy with no warming. References to the individual studies can be found in footnotes 1 to 4 below.  
Source: Covington and Thamotheram, 2015.  

To better compare the various predictions, we use the damage function estimates on an 
economy at 4°C and translate them into how warming will affect economic growth over 
a given time frame. For this we assume warming of 4°C level is reached in 2080 and that 
the world economy, in the absence of climate damage, grows at a rate of 3% per annum.

1 Covington, H and Thamotheram, R, “The Case for Forceful Stewardship”, Parts 1 & 2: the fi nancial risk and managing 
climate risk, 19 January 2015.
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The “N-damage” climate damage function2 is the least concerning of the three. No 
tipping point is reached and damage would be progressive, giving the greatest time to 
offset any negative effects. By the time the world is 4°C warmer, annual output will be 
just 4% lower than with no warming. Not surprisingly, under this forecast the economic 
impact is limited over the next couple of decades and agriculture is the most exposed 
sector. Although the cumulative effects would be noticeable at 4°C, the year-by-year 
loss in growth would be extremely small and diffi cult to identify.

The “W-damage” function3 estimates that by the time 4°C of warming is reached, 9% 
of annual economic output will be lost relative to no warming. Amongst those industries 
most exposed would be insurance, agriculture and forestry. Taking our assumptions of 
3% underlying annual growth and 4°C warming by 2080, actual growth would be pared 
back only marginally to 2.85% by that stage. The effective loss of 0.15% a year might 
be enough to warrant some attention from policymakers, but is unlikely to be suffi ciently 
powerful to prompt a major response to climate change.

The fi nal prediction, “DS-damage”4, is the most extreme. Under this scenario, as and 
when warming extends to 4°C, annual economic output will be 50% lower than in a 
world where no warming occurs. If we use our assumptions of 4°C warming by 2080, 
our 3% annual economic growth fi gures falls to just 1.9% a year. At this rate, climate 
change is set to have a noticeable impact on both output and living standards. Indeed, 
although Dietz and Stern estimate that warming will still only be around 3.5°C by 2100, 
they believe the tipping point is much lower, at about 2°C to 3°C of warming. 

Some of the other studies in this area arrive at damage estimates similar to the less 
extreme versions we have described. Thus, leaving aside the fi ndings of an earlier review 
by Stern5 and the upper estimates of the Intergovernmental Panel on Climate Change 
(IPCC), the consensus is that the economic costs of marginal warming up to 2°C will 
be small, but will begin to gather pace if we move toward 4°C. The general view is that 
2°C will not be reached for another 30 years or more. Given the uncertainty over the 
projections, we would suggest investors use a range of damage functions.

Expressing future economic losses in today’s prices requires discounting the loss in 
output back to the present day. In view of the length of time involved, small changes 
in the discount rate will cause large changes in loss estimates. Covington and 
Thamotheram use a discount rate of 6.5%. In contrast the Stern review uses 1.4%, 
so it is not surprising that it forecasts greater costs of climate change than many other 
studies. In the light of the recent decline in interest rates, it would seem reasonable to 
use a rate towards the lower end of recent studies.

The developing world faces the biggest impact
Developing countries are likely to be disproportionately hit by climate change, which is 
refl ected in the rising risk to their sovereign bonds from global warming expected by the 
Standard and Poor’s rating agency (Figure 3). The effects look set to be two-fold. Firstly, 
as developed countries face an increasing strain on domestic budgets, fewer resources 
will fl ow to developing countries. Secondly, developing countries will be forced to channel 
resources away from productive projects towards countering the costs of extreme 
weather. It is estimated that as much as 80% of the damages from climate change will be 
concentrated in low latitude countries, many of which are developing economies6. Highly 
vulnerable regions include sub-Saharan Africa and South and South East Asia, according 
to the World Bank. In contrast, northerly regions such as Canada, Russia and Scandinavia 
may enjoy a net benefi t from modest levels of warming7. Higher agricultural yields and lower 
heating requirements and winter mortality rates are some of the benefi ts climate change 
may bring, although they may diminish as warming continues.

2 Nordhaus,W, “The Climate Casino”, Yale University Press, 2013.
3 Weitzman, M, “GHG Targets as Insurance against Catastrophic Climate Damages”, Journal of Public Economic Theory, 14 (2), 2012.
4 Dietz, S & Stern, N, “Endogenous growth, convexity of damages and climate risk: how Nordhaus’ framework supports deep 
cuts in carbon emissions”, Centre for Climate Change Economics and Policy, Working Paper No.180, 2014.
5 Stern, N, “Stern Review on The Economics of Climate Change”, HM Treasury, London, 2006. 
6 Mendelsohn, R, Dinar, A and Williams, L, “The Distributional Impact of Climate Change on Rich and Poor Countries”, 
Environment and Development Economics 11, 2006.
7 See footnote 5 above.
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Figure 3:  The south and east face rising sovereign risk from increased warming
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Source: Standard and Poor’s, 2014.

Policy responses
Since free markets fail to account for an outside economic infl uence like global warming, 
government intervention is likely to be needed to deal with it effectively. However, 
economists recognise that a market-based approach is also required. One widely 
proposed measure is carbon pricing, which forces the carbon dioxide emitter to pay for 
the associated social costs. However, since a carbon price of $100 per tonne is believed 
to be needed by 2030, few countries are willing to make their economies uncompetitive 
by introducing such pricing.

Covington and Thamotheram propose8 
an alternative method that places more responsibility 

on shareholders. Under this approach, they would be encouraged to use voting rights to 
put greater pressure on managements to meet long-term goals, such as reducing carbon 
dioxide emissions. Directors would then be measured and remunerated accordingly. 

Finally, if climate change creates a “stagfl ationary” environment of low economic growth 
and high infl ation, it will place the world’s central banks in a dilemma. Weaker growth will 
bring calls to stimulate the economy, but such efforts are only likely to aggravate infl ation. 
Monetary policy will not be able to offset the shift in the supply curve and policy action 
will have to focus on the measures described above. The long time horizon means that 
we are unlikely to see much in the way of a visible effect until much later in the century.

Conclusions

Attempting to quantify the economic impact of global warming is subject to great 
error. Despite that, we can make some inferences. More extreme weather has 
the potential to weaken economic growth through damage to the capital stock 
and labour supply, while cutting labour productivity. Infl ation is likely to rise as 
food, energy and insurance costs grow. The effectiveness of monetary policy will 
be limited. Without a broader co-ordinated policy response, the world economy 
is unlikely to be able to withstand one of the biggest external impacts it has ever 
faced. For our part, we will be looking to incorporate climate change effects into an 
extended long-run return forecast for different asset classes. 

Keith Wade, Chief Economist and Strategist, and Marcus Jennings, Economist

8 See footnote 1.
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Is the spectre of illiquidity again 
stalking global bond markets?

Historically more attention has been paid to default risk than 
liquidity risk in the credit market. But the changing nature of 
both the market and its investors over the last fi ve years has 
switched attention towards the latter. Regulatory limitations on 
banks’ proprietary trading activities – prompted by the “Volcker 
rule” – are said to have reduced the depth of market-makers’ 
inventories at a time when ETFs and other index funds have 
steadily increased their market share. The worry is that this 
could create a liquidity squeeze at a moment of market panic.

In this article, we look at some of the ways of measuring liquidity 
and fi nd cause for concern in some parts of the market. We 
conclude that investors need to tread carefully, particularly when 
using passive funds, which may unexpectedly expose them to 
active risk at times of market stress. Retaining the ability to pick 
and choose amongst different securities can be an important way 
of mitigating that threat and providing a smoother performance.

Market participants measure the state of liquidity in many ways. One is simply to look 
at the difference between the prices at which investors buy and sell, the bid-ask spread. 
This is typically wider for less liquid and infrequently-traded bonds, and tends to widen 
further as the transaction size grows (left-hand chart in Figure 1). When liquidity is low, 
both the bid-ask spread and the degree of price movement for larger-size trades worsen. 

Figure 1: The anatomy of illiquidity 
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Liquid ask
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Hypothetical illustrations. Source: Schroders.



19Is the spectre of illiquidity stalking global bond markets?

1 The option-adjusted spread makes allowance for the implied option embedded in the bond derived from changing interest 
rates and the risk that it may be repaid early (repayment risk).

A complementary measure analyses this “dispersion” for the overall market, measured 
as the difference in spreads between similar securities. When there is more liquidity in 
the market, issues tend to exhibit tighter dispersion than when liquidity is in short supply 
(right-hand chart in Figure 1). Wider dispersion can be due to the absence of arbitrageurs 
in the market and/or dealers not carrying suffi cient inventories in specifi c bonds. 

Using a variant of this second measure, we can analyse the market in US Treasury bonds, 
one of the most readily tradable assets in the world. The most traded Treasury security is 
usually the most recently issued, known as the “on-the-run” bond. Because it is the most 
liquid, it tends to attract a higher demand, which in turn pushes its price up and lowers the 
yield compared with other similar bonds. We can therefore test the liquidity of the market 
by looking at the yield differential between the on-the-run bond and the second most 
recently issued bond, called the fi rst “off-the-run” bond. As Figure 2 shows, the premium 
for liquidity in on-the-run bonds was extreme during 2008 and rose again somewhat more 
gently in 2010–2013, but has been falling in the past two years. It is now virtually non-
existent, possibly as a consequence of the expansionary monetary regime seen of late.  

Figure 2: Treasury liquidity is actually improving 

 Inverted scale. Based on US 10-year Treasury bonds. Source: Bloomberg, 30 October 2015.

Of course, if there were to be a problem with liquidity in bond markets, it might not appear 
amongst widely-traded US Treasuries. A more likely source would be in areas where the 
normal amount of trading activity is lower, such as high yield. Figure 3 therefore looks at 
spreads in the US high yield market by recording the difference (or “basis”) between two 
distinct measures of default risk: one provided by credit default swaps (CDSs, a form of 
insurance against the issuer failing to make contracted payments), and the other 
represented by the option-adjusted spread (OAS) of the high-yield cash bond index1   

over “risk-free” Treasury bonds.

Figure 3: The cost of insuring high-yield bonds is showing no signs of stress… 

 Inverted scale. Source: JP Morgan and Schroders, 30 October 2015.
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The two should broadly represent the same factor: the compensation that an investor 
receives for underwriting the risk of the issuer defaulting. However, it is clear that there can 
be enormous differences. In 2008, for instance, investors were able to trade CDSs much 
more easily than cash bonds, refl ected in the huge peak in the chart. This was largely due to 
the decline in risk-taking that occurred amongst dealers, when cash transactions attracted 
a premium. (CDSs, in contrast, trade on a margin basis and do not require full cash backing 
for an investment.) It is clear that, while there has been some tightening this year, this 
measure is not pointing to a major problem with liquidity in the US high-yield bond market. 

It would appear that, judging by these spread-based measures, all seems well in 
the bond markets. However, as we suggested earlier, another way to measure 
liquidity is to look at dispersion. In Figure 4, we have done this by calculating the 
standard deviation of spreads for an individual class of bond at any given date. 

A high fi gure would suggest that the dispersion for some bonds is much wider than for 
others, which could in turn point to an evaporation of liquidity in those parts of the 
market and/or a deterioration in credit quality for some of the bonds in the index. While 
this measure remains benign for Treasuries and high-grade bonds, the picture looks 
worryingly different in the high-yield spectrum, where the recent upturn is fast 
approaching the levels last seen in 2008 and 2009. 

Figure 4: … but dispersion among bond issues is rising 
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Logarithmic scale, base =10. Source: Merrill Lynch and Schroders, 14 October 2015.

To investigate this further, we turned to two other liquidity measures. The fi rst is the 
Barclays Liquidity Cost Score (LCS), a widely-used approach that uses the “round-
trip” cost of buying and selling a bond as a proxy for liquidity2. This allows comparison 
of different bonds on a like-for-like basis by adjusting for the different duration of each 
security. Shown by the light blue line in Figure 5, this measure has been relatively fl at over 
the last fi ve or six years, even during episodes of market turmoil, such as the taper tantrum 
in the summer of 2013. The LCS therefore gives few grounds for concern just now.

However, it may not capture the whole picture. To provide a more comprehensive 
view, we applied a much less used technique which involves estimating the effective 
bid-ask spread for every bond in an index3. When we adopted this approach we saw 
a marked rise in the bid-ask spread of US high-yield bonds from the end of 2014.

Our various investigations do therefore appear to point to problems with liquidity in the 
high-yield market. However, as suggested earlier, the rise in dispersion could be due to 
a decline in the market’s view of the credit quality of parts of the market, rather than any 
diminution in liquidity. If so, it would affect all the bonds issued by a single issuer, whatever 
their maturity or size. To determine whether this hypothesis is refl ected in the data, we 
conducted a similar exercise to the previous one in Figure 4, but measured the standard 
deviation of the option-adjusted spread by issuer rather than for the index as a whole. 

2 Calculated by multiplying the option-adjusted spread duration by the bid-ask spread.
3 Roll, Richard, “A Simple Implicit Measure of the Effective Bid-Ask Spread in an Effi cient Market”, The Journal of Finance, Vol. 
39, No. 4, September 1984.
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We then took an average of that measure across all issuers. The sharp rise (dark blue 
line in Figure 5) this year suggests that the market is indeed differentiating between 
similar issues from the same issuer, a sign that liquidity is deteriorating in some areas.

Figure 5: High-yield liquidity measures are diverging 
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As is clear from our charts, rapidly tightening liquidity can be a harbinger of wider 
problems in markets. That will prompt many readers to ask what the consequences 
of this might be for the high yield markets should we head into another credit crisis. 
Any answer will need to take account of several changes that have occurred since 
the crash of 2008–09. An important one that has been much commented on is 
the signifi cant reduction in the inventories of bonds held by broker-dealers, key 
intermediaries in the fi xed income market. Having peaked at $300 trillion, these 
inventories are now down to an all-time low, despite the fact that the bond market 
has grown since then. Clearly, with broker-dealers only providing minimal capital to 
the market, their ability to make prices in size is much diminished, suggesting that 
there could be problems if all the trading moves in one direction during a crisis.

Another change in the market since the fi nancial crisis of 2008–09 has been the 
rising share of the bond market taken by mutual funds and ETFs. Mutual funds have 
almost doubled their share of high yield debt outstanding over the past decade to 
about 25%, while ETFs have grown from almost nothing to more than 10% in the 
US (Figure 6 overleaf). And this growth is not purely retail-driven. They are used 
across the investor spectrum: by market-makers for hedging purposes, and by 
investing institutions and asset allocators for more tactical trading purposes.

It would seem fair to assume investors in these vehicles, whether retail or institutional, 
are looking for the returns available from a high yield index, but in a more liquid 
format (mutual funds and ETFs generally offer daily liquidity). However, given what 
we have discovered about the market, it might be equally fair to question just 
how faithful passive versions of these vehicles can be to the index they purport 
to track and, moreover, just how liquid. If, as we suspect, some parts of the high 
yield market are already less liquid than they appear, it may prove hard for tracking 
products to provide proper index replication without compromising risk budgets. 
Investors may have to accept that, in the event of a sudden rush for the exit, some 
passive funds may not be able to realise assets quickly enough to meet demand.
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Figure 6: Collective funds are now a force to be reckoned with 
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Alternatively, such funds may have to become “closet active funds”: picking and 
choosing amongst bond issues for the most liquid, rather than those best able to 
replicate index returns. Either way, there is a danger that investors’ expectations may 
not be fully met with such products. By contrast active managers retain the option of 
screening for liquidity if they anticipate a rapid deterioration in the market situation.

In their own defence, passive index providers point to a number of mitigating factors. 
They say, for instance, that the index chosen for mutual funds is usually a subset of 
the wider index. This deliberately skews their holdings towards the liquid end of the 
market by restricting the universe available to them and imposing issuer caps. Moreover, 
most already use a “sampling” approach which helps them avoid being forced buyers 
or sellers of the entire index. However, it is also the case that, by using this sampling 
approach, depending on which bonds they select, the passive indexers could also 
inadvertently select less liquid or less “representative” bonds for each issuer, which will 
make it harder for them to truly represent benchmark returns. 

It is diffi cult to gauge the potential liquidity impact of large ETF and mutual fund 
redemptions on credit markets. Given the steady growth of these vehicles since the 
crisis, their resilience if the trend reverses is untested. However, we would argue that a 
potential dispersion between the returns on those vehicles and the underlying index may 
emerge in times of market stress.

Conclusions

Liquidity remains an elusive concept. It may appear plentiful when measured in one 
way, while looking disconcertingly meagre when seen from a different angle. Some 
widely-used indicators can be helpful in gauging one aspect of liquidity, but they may 
also be instilling a false sense of security. Simply looking at average liquidity levels 
may not be enough to uncover backwaters of the bond market where trading has all-
but dried up. By complementing them with other approaches it is possible to highlight 
those areas where investors may be more vulnerable in the event of a market seizure. 
Knowing where those risks lie is even more important now, when broker-dealer 
inventories have virtually disappeared. We would argue that an investor using an 
active manager able to deploy a range of liquidity tools is better equipped to manage 
such risks than someone using a more passive approach. Indeed, not only is the 
passive investor potentially exposed unwittingly to some degree of active risk, but the 
hoped-for liquidity may prove to be a dangerous chimera. Let the buyer beware. 

Robert Scott, Offi cial Institutions, and Ugo Montrucchio, Multi-Asset Fund Manager
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Further reading:
Investment Horizons 
Issue 3, 2015

Building and measuring outcome-oriented 
investment strategies
For too long there has been little connection between real-world investment problems 
and the way portfolios built to solve them are measured. We suggest an alternative 
to capital-weighted benchmarks which could provide a reality check on whether 
objectives are achievable.

Why focusing on risk can result in better wealth preservation
Painful losses from the fi nancial crisis have led to a surge of interest in wealth 
preservation. Is it possible to strike a balance between generating suffi cient growth 
and protecting invested capital? We have developed a portfolio solution that aims to 
achieve both goals.

Listed real estate: an unexpected buttress against 
rising rates?
After a strong year for listed property, many are wondering whether the sector can 
continue to grow with a possible rise in interest rates on the horizon. We argue that 
listed property can not only grow, but also be a useful diversifi er for investors seeking 
a way to gain global exposure to a liquid asset class.

Can investors do well while also doing good?
Events like BP’s Gulf of Mexico oil spill are stark reminders of the risks of ignoring 
environmental, social and governance issues. Even so, many investors are reluctant 
to embrace “sustainable” investing, fearful of the effect on performance. We highlight 
recent research that suggests such worries may be misplaced.

Have cars reached the end of the road in the 
developed world?
The fall in oil prices may provide a short-term boost for car sales, but we believe 
the market is actually in structural decline, at least in developed markets. Future 
growth will only come from emerging markets. For car companies to thrive in this 
environment, they need strong brands or competitive costs, or both.
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Further reading:
Investment Horizons 
Issue 2, 2014

Harvesting bond returns as rates rise
With bond yields set to start reversing decades of decline, fi xed income portfolios face 
an unfamiliar future. We argue that investors can still harvest returns if they adopt an 
unconstrained, global strategy, able to allocate risk wherever it is rewarded, without 
being unduly tied by benchmarks.

Is volatility risk?
Periods of low volatility in markets can sometimes represent the calm before the storm. 
Raised volatility can signal danger or it can mean opportunity. The key to determining 
which will to a large extent depend on investors’ time horizons.

Should investors be increasing equity allocations 
to emerging markets?
Investors have withdrawn capital from emerging markets in recent years. We think it’s 
time they started taking a second look. The strategic case remains fi rm, while the tactical 
arguments for investing now are increasingly compelling.

Tapping into behavioural biases can create 
repeatable returns
It is being increasingly recognised that investors often behave irrationally. They take 
shortcuts when making decisions, throwing up opportunities for cooler-headed investors. 
We identify some of the strategies that can be used to exploit these opportunities. 

The hidden risks of going passive
Index-based investing appears to offer low costs and easier governance for passive 
investors, but it also harbours hidden risks. Such investors may also be cutting 
themselves off from the genuine outperformance available from better portfolio 
construction and certain types of active management.

Pointers towards a better pensions landscape
The maturing of defi ned contribution pensions is throwing up new issues for the 
investment and savings industry. We outline a number of principles we think the industry 
should follow if it is to meet the needs of the increasing number of retired people who 
must provide for themselves. 
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Further reading:
Investment Horizons
Issue 1, 2014

Managing volatility for performance and safety
Many investors are looking for a way of reducing and, if possible, avoiding major losses. 
Measuring and managing volatility can offer an effective solution.

Putting a premium on risk
Simply owning different assets doesn’t amount to a diversifi ed portfolio. A risk premia 
approach is a much better way to ensure that risk is being properly rewarded.

How chasing storms can generate uncorrelated returns
Insurance linked securities are becoming increasingly mainstream. Offering good returns 
and true diversifi cation, we think they deserve a place in many more portfolios.

A framework for action in fi xed income
Bond investors still need the certainty and income that fi xed income has provided, 
but can’t see where returns are going. One answer is to loosen or break the link 
to benchmarks.

Is there a smarter alternative to smart beta?
Smart beta seems to offer active-like performance at a passive-like cost, but it’s no 
panacea. We outline a better way to achieve the same ends.

Engaging for alpha: why more involved fund managers can 
create better returns for all
The long-term effects on companies of decisions made by equity and bond holders are 
increasingly under scrutiny. We think fund managers can do better.
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