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Perspectives on objectives-
based horizons

In this edition of Investment Horizons, we examine a range of investment topics that many 
of our clients are seeking guidance on.

However, being cognizant of today’s constantly-evolving market environment we elected 
to provide a more high-level, holistic edition with articles that address client objectives – 
rather than specifi c asset classes. 

We begin by addressing the important element of growth in your portfolio. Our Multi-Asset 
Investment team looks at how economic regimes can be exploited in order to seek a more 
risk-managed growth solution. On the topic of providing post-retirement income needs, 
our Global Strategic Solutions team emphasizes the importance of managing the right risk 
factors, and highlights ways to overcome these risks.

Next, given the headlines that alternatives have made in recent years, we offer a primer 
on the need for certain investors who rely on hedge funds for diversifi cation to consider 
a familiar (and more liquid) ‘alternative’ asset class – fl exible fi xed income. The similarities 
may surprise some of you.   

Another topic that we believe commands more attention is the potential for environmental, 
social and governance (ESG) factors to affect investment returns. Our article challenges 
the perspective that “sustainable investing” means less sustainable returns. Finally, we 
round out this edition with an in-depth analysis of liability driven investing (LDI) plans and the 
need to consider an active, value-driven component in order to overcome ‘downgrade bleed.’

We hope you will fi nd something in this edition that kindles your interest. As always, 
if there is anything you would like to discuss further, please contact your local 
Schroders representative. 

Karl Dasher
CEO, North America & Co-Head of Fixed Income 
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Adapt and thrive: how to pursue 
more growth with less risk

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%). There can be no guarantee that these, or any, 
assumptions will be accurate.

Changing macroeconomic conditions and market valuations regularly 
create uncertainty for investors. Depending on their 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 investors.1 
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 criterion.2

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

Source: Barclays, Goldman Sachs, MSCI. and Schroders, data from January 1970 to December 2013.  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 (GS Commodities Index), 1.0% for government 
bonds (US 10-year Treasuries), and 1.5% for strategies (blend of value, size, carry and momentum exposures). 

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 potential.

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 70% to global equity, 9% 
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Future investment 
success therefore 
requires a high level 
of skill and effort to 
recognize critical 
economic regimes 
and identify market 
mispricing, and – 
crucially – to effi ciently 
implement these views 
in a portfolio.
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to credit, 10% to infl ation-sensitive assets (e.g. 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 (though not included in this illustration), but in our view 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 only just barely 
meets our desired outcomes over the long term. In truth, a real investor never experiences 
such an idealized 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, 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. 

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

Source: Same as fi gure 1 plus NBER. Based on same data as Figure 1, broken down by economic regime.

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).
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There is a wide range of outcomes, with the low growth regimes (shown in red and 
yellow) failing miserably to meet the RCG criteria for returns and drawdown. In reality, the 
performance in high growth regimes (blue and green) 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 may be easier to predict when analyzed by economic regime

Source: Schroders, using monthly data for the Standard & Poor’s Composite Index from January 1970-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 (shown in 
red and blue), there is a stronger positive relationship between future returns and historical 
valuations. The months of low infl ation/low growth (in yellow) also show a positive relationship 
and have a similar slope to months with high infl ation. The relationship for low infl ation/high 
growth (in green) is more complex, with a similar slope to the other periods 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, 
we believe 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, tends 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 have the potential to 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 recognize critical economic regimes and identify 
market mispricing, and – crucially – to effi ciently implement these views in a portfolio.

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

When forming a forecast we should blend “signals”, which are based on observing economic 
regimes and using active market insight, with our “prior assumptions”, which are based on 
long-term asset class relationships. Without assuming an ability to time the markets, we are at 
least able to know “what time it is” as far as identifying regimes and market valuation ratios. This 
knowledge of economic regimes and market valuation guides us to a dynamic solution that looks  
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 2.3

Figure 4: Adapting to the climate may boost performance

Source: Same as fi gure 1 plus NBER. Points on the chart calculated using “probabilistic shrinkage method” combining market views with 
prior assumptions, as described in the full paper. “Risk-Controlled Growth: Solution Portfolios for Outcome-Oriented Investors”, Fred Dopfel 
and Johanna Kyrklund, Multi-Asset Investments and Portfolio Solutions, Schroders, January 2015.

In high growth regimes (shown in blue and green), there is an enhancement in expected return by 
making a slightly higher allocation to equities. In the case of high growth/high infl ation (blue), 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 (yellow and red), 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 
(yellow) and a higher allocation to strategies in the case of low growth/high infl ation (red). 

Economic logic dictates that allocations to growth risk premiums (e.g. 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 solution portfolio v1.0.
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What the world can teach us 
about retirement planning
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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 retire.1 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 icts.2 
Having since drawn on the experience of other markets, we now propose an 
income strategy that combines low-risk 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 our assessment of 
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 it is a long period of time over which the uncertainty can manifest itself. Longevity risk 
starts out relatively small, due 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 

Source: Schroders February 2015. For illustration only. 

With lengthening life 
expectancies, we 
anticipate strategies 
will blend a growth and 
income account-based 
approach for the fi rst 
15-20 years after 
retirement, with longevity 
protection engaging in 
later life. 



This insight helps to focus the solution on the appropriate risk at each stage of retirement. 
When the account is largest, generating strong real investment returns with limited losses 
will provide the biggest benefi t. As the retiree 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 (e.g. predictability vs. fl exibility) and 
it is diffi cult as a result 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 
analyze how they stack up against our primary needs criteria.

Figure 2: How well do the typical components answer the retiree’s basic needs? 

Primary 
Criteria

Longevity pro-
tection

Growth 
net of fees

Protect against 
big losses

Infl ation 
protection 

(costs)

Infl ation 
protection

(spikes)

Flexibility

Cash lump 
sum

Individual 
accounts

Fixed 
annuities

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

Source: Schroders. For illustration only. All investments involve risk, including the risk of loss of principal.

In our opinion, the ideal solution should have as many “green lights” in the primary criteria box 
as possible. Since no single product achieves these criteria, a combination of components is 
required. The solution should focus on maximizing 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 retiree 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 
modeling,3 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 retiree was to use a balanced portfolio of 
equities and bonds for the remaining savings, we found account-based income would 
typically run out at around 89 using this approach, although the annuity would obviously 
continue to pay out.

What the world can teach us about retirement planning 9

3 Assumptions used - retiree: 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. Actual individual results would vary.
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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 retiree 
would start drawing on the annuity at 80. The risk here is, of course, that annuity rates 
move unfavorably in the years between retirement and reaching 80. Our analysis 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 our backtested scenarios, although in 30% 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 
retiree’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 retiree 

Primary 
Criteria

Longevity 
protection

Growth 
net of fees

Protect 
against 

big losses

Infl ation 
protection 

(costs)

Infl ation 
protection

(spikes)

Flexibility

Account-
based income 
with deferred 
annuity

Secondary 
Criteria

1. Predictability 
of income

2. Legacy benefi ts 3. Simplicity 4. Suffi ciency

Account-
based income 
with deferred 
annuity

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

Source: Schroders. For illustration only.

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 retirees 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 retirees 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 one-size 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 in order 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.

What the world can teach us about retirement planning
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Instead, we favor 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 
authorized 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 retiree 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 from list A and one from list B. Choose the proportion 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

Source: Schroders. For illustration only. 

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 is expected to become far 
more valuable.

The options in list A would seek to 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 may  
offer value for money, but this should not be confused with “cheap”. We believe that 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 retirees where no fi duciary is involved, providing guidance and having approved choices 
should help retirees 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 should 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 strategies will blend a growth and 
income account-based approach for the fi rst 15-20 years after retirement, with longevity 
protection engaging in later life. We believe this approach would then help shift the 
post-retirement conversation towards a long-term investment solution more likely to 
provide an income that would match retirees’ realistic expectations.

Lesley-Ann Morgan, Global Head of Defi ned Contribution, Global Strategic Solutions

What the world can teach us about retirement planning



12

Reconsidering hedge funds? meet 
the flexible fixed income strategy

A hallmark of the institutional investment business is provocative 
discussion on a wide array of subjects. Recent examples have 
included smart beta, liability driven investing, and portable alpha.  
Hedge funds, too, are often a topic of deliberation by professional 
investors, and sometimes a hotly contested one. We examine this 
shift in hedge fund preference and offer our views on a potential 
alternative to so-called ‘alternative investments’ by revisiting a familiar 
asset class – fl exible fi xed income. While we acknowledge hedge 
funds may offer value, adding fl exible fi xed income is appropriate for 
those investors looking to achieve their stated return targets but with 
an improved level of liquidity, fees and transparency. 

A review of hedge fund critiques
Announcements from a growing number of major pension plans around the globe are signaling 
that, for them at least, the debate on hedge funds is over.  These institutions are terminating 
their dedicated programs in hedge fund strategies, some of which had been active longer 
than a decade.  Various reasons are being cited for the change in direction, but the most 
common are: 

  The desire to lower costs
  The goal of reducing portfolio complexity
  The belief that many of these risk exposures, and associated returns, could be captured 

by other means  

Regardless of where one stands on the topic of hedge funds, it is prudent to occasionally 
re-visit the underlying premise of any alternative investment strategy by asking one 
simple question:

“Is there a better, more effi cient method to accomplish my goals?”

As it relates to hedge funds, we would argue that there is no better place for these assets 
to return to than from where they so often originated – fi xed income strategies. To those 
professional investors re-considering their use of hedge funds, we point to fl exible fi xed income 
strategies in particular as a possible solution for a signifi cant portion of these assets.  Our 
analysis of the features and history of these strategies shows that they hold much promise in 
serving as a more than capable replacement, especially for fi xed income hedge funds and funds 
of hedge funds.  

In this paper we discuss how fl exible fi xed income strategies utilize a wide range of alpha 
generation techniques and seek returns in virtually the same areas as fi xed income hedge 
funds, all at a fraction of the cost, and with demonstrably less leverage and far better liquidity.  
In measuring against the three criteria cited above by institutions as reasons to deemphasize 
hedge funds, we believe fl exible fi xed income strategies score quite highly in contrast.

...fl exible fi xed income 
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1  http://ftalphaville.com.ft.com/2014/02/25, “Can we fi nally lay to rest the idea that zombies justifi ed their existence in 2008?”
2  “Higher risk, lower returns: What hedge fund investors really earn,” Journal of Financial Economics, July 1, 2009.
3  The New  Yorker, August 4, 2014 issue; “Investing in Hedge Funds: Risk, Return and Performance Measurement,” Koh, Francis,   
    Lee, Koh, Winston T.H., David, Fai, Phoon Kok, October 2004, Singapore Management University
4  HedgeThink, June 6, 2015, “How Top 10% of Hedge Fund Managers Control Around 90% of Hedge Fund Assets,” Kumar, Kanchan.

The adoption of hedge fund investments by institutional investors picked up considerably in 
the early 2000s on the notion that traditional products were unable to meet their needs. Many 
hedge funds promised market alpha within a much more nuanced, absolute return basis, lower 
correlation to traditional capital market investments and adequate liquidity. These promised 
features set up expectations that perhaps were not sustainable or even realistic. Indeed, the 
prevalent research, now based upon a long and extensive data set, challenges the hedge fund 
industry’s case.  

Recent research has concluded:

1. Hedge funds have ceased to produce meaningful alpha – A recent JPMorgan research 
paper reviewed on The Financial Times Alphaville blog1 , showed that the performance of 
the HFR fund weighted index of hedge fund returns provided no meaningful cumulative 
alpha since 2002 when compared to a portfolio of 55% Barclays Aggregate Bond Index 
and 45% MSCI All Country Stock Index. This blended benchmark was chosen as its 
level of volatility has closely matched that of the HFR Index. Further, when one considers 
the additional fee layer funds of hedge funds charge, this sub-category is at an even 
bigger disadvantage.

This JPMorgan piece confi rms the seminal work performed by Ilia D. Dichev of Emory 
University and Gwen Yu of Harvard Business School who found that “dollar-weighted” 
returns of hedge funds “are reliably lower than the returns of broad-based indexes like 
the S&P 500 and only marginally higher than risk-free rates of return.”2 In short, the earlier 
hedge fund investors reaped the lion’s share of excess returns.

2. Hedge funds generally have a short life making it diffi cult to select winners – Recent 
articles and other research3 have highlighted signifi cant turnover in the make-up of the 
hedge fund universe, noting that most hedge funds fail within fi ve years of launch. Given 
that institutions typically prefer to see a year or two of returns before they will commit to 
a new fund, the conundrum is clear. An investor could expend much effort vetting a fund 
only to fi nd that it is closing a few short years later. The year 2014 continued the trend of 
signifi cant fund closures, with 864 closing, according to Hedge Fund Research. This makes 
more than 6,600 hedge fund closures since the height of the fi nancial crisis. To state the 
obvious, the vast majority of funds do not close because they are wildly successful.  

3. Institutional hedge fund portfolios are becoming more similar – As there are fewer 
longer-term funds, institutions likely will gravitate in the same direction. Because most 
institutions restrict themselves from owning more than 10% of a hedge fund, this turnover 
is pushing institutions into an overlapping, limited roster of large hedge funds that are 
able to handle signifi cant infl ows. According to hedge fund consulting fi rm Preqin, 10% of 
managers now control over 90% of hedge fund assets.4 Hedge fund investing used to be 
about fi nding hidden gems; now it is more often about “rounding up the usual suspects.” 
Greater concentration, of course, could exacerbate the well-known illiquidity issues suffered 
by hedge funds in the 2008-2009 crash during the next serious downturn.

4. The optics of hedge fund costs continue to be problematic – Hedge fund fees 
historically have been described as “1.5 and 20,” referring to a 1.5% management fee and 
a 20% participation on profi ts over a certain threshold. While such fee structures are fully 
disclosed, the optics of well-established pension plans paying a large portion of their active 
management fees for such a small sliver of their asset base can be perceived to be out of 
kilter should such strategies lag traditional managers.

Reconsidering hedge funds? meet the fl exible fi xed income strategy
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A familiar alternative to alts – an overview of fl exible fi xed income strategies

Given the scrutiny that many plans face in the wake of recent hedge fund underperformance, 
we point to fl exible income strategies for those looking for a simpler, cheaper, effective 
alternative. Clearly, fl exible fi xed income strategies don’t offer access to all potential hedge 
fund return streams – long/short equity strategies are an obvious example. However, a 
signifi cant percentage of total hedge fund assets (we estimate at least 30%, as described in 
Figure 2 later in this article), in our view, would be better served by replacing their hedge fund 
strategies with fl exible fi xed income strategies. 

The eponymous description given to these investment approaches tells us much of what is 
going on within them.  In short, these strategies place looser restrictions on the fi xed income 
manager as it relates to key portfolio factors such as: 

 – Tactical cash position
 – Duration, both long and short
 – Currencies
 – Country allocation
 – Credit strategies
 – Sector diversifi cation
 – Relative value strategies
 – Benchmark agnostic

The chart below illustrates a framework of how a fl exible fi xed income strategy might break 
down investment opportunities.  

Alpha Source Market Coverage Average Target
Excess Return (%)

Assumed 
Sharpe Ratio

Average Risk 
(%)

Duration G7 and EMD 0.2 – 0.6 0.5 0.7

Yield Curve G7 0.2 – 0.6 0.5 0.7

Country Allocation G7 and EMD 0.3 – 0.8 0.7 1.0

Currency G7 and EM FX 1.0 – 1.5 0.8 1.7

Credit Beta CDS and Physical Bonds 0.4 – 0.8 0.5 1.6

Credit Sector
Financials, utilities, industrials, 

region, IG, HY, municipals, ABS
0.2 – 0.6 0.5 0.7

Relative Value CDS and Physical Bonds 0.2 – 0.6 0.6 0.6

Excess Return — 2.50 – 5.50 1.0 4.0

Source: Schroders. This chart is for illustrative purposes only. There can be no assurance that any strategy will meet its performance 
or risk targets. 

Flexible strategies typically have a more unconstrained approach and use a cash (Libor or 
Treasury bill) benchmark.  Many also follow specifi c or targeted risk measures as to better 
align with investor mandates, such as mitigating interest rate risk or diversifying away from 
credit risk. The excess return targets vary, with Libor plus 300 to 500 basis points or 400 to 
600 basis points seen as the most common. Clearly, the higher the targeted return the higher 
the potential volatility of the underlying portfolio, since the portfolio make-up changes as well. 
Alas, there continues to be no free lunch in the capital markets.

Reconsidering hedge funds? meet the fl exible fi xed income strategy
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A deeper dive into the comparison between hedge funds and fl exible 
fi xed income

It’s fair to inquire whether fl exible fi xed income funds can deliver excess returns from the same 
sources as hedge funds (without taking on undue risk). After all, implicit in the hedge fund sales 
pitch has been their ability to access diffi cult-to-tap excess return sources. That may have been 
the case at one time, but we would argue that this is no longer a valid claim.  

The analysis below presents a style map for 20 randomly generated fi xed income hedge fund 
portfolios (depicted as circles) and 20 randomly generated fl exible fi xed income fund portfolios 
(depicted as triangles) for the three-year period ended March 30, 2015. A style map can help 
illustrate the correlation that investment strategies have exhibited to market indexes. Each portfolio 
in our example contains four equally-weighted, randomly-selected components.  When mapped 
against a series of well-known fi xed income indexes, we can see that both of the types of these 
strategies “fi shed” for returns in virtually the same waters.

Figure 1: Style map of credit hedge portfolios vs. fl exible fi xed income strategies

Source: Schroders and eVestment; As of March 31, 2015; Sample created using 20 randomly-generated portfolios of four equally-
weighted credit hedge funds (circles) using the All Credit universe (190 strategies), and 20 randomly-generated portfolios of four 
equally-weighted fl exible fi xed income funds (triangles) using the Non-traditional Bond universe (92 strategies). Created with Zephyr 
StyleADVISOR with random sampling provided through Monte Carlo simulation. Other segments of the hedge fund universe would 
provide for a more widely disperse allocation than shown above. 

With such tight dispersion among fl exible fi xed income and fi xed income hedge managers, 
we believe the takeaway is clear: Why pay a multiple in fees when you can access the 
same excess return opportunity?

What percentage of the hedge fund universe might be a candidate for replacement by fl exible 
fi xed income funds? Figure 2 shows how, in our view, nearly 30% of total hedge fund assets 
could be served capably by fl exible fi xed income strategies. This is comprised of fi xed income 
hedge funds and funds of hedge funds, which bear the burden of even higher fees.

Barclays Global Aggregate Citigroup USBIG Credit Index

Citigroup World Government
Bond Index
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Figure 2: Total hedge fund assets under management and candidates for fl exible 
fi xed income funds (US$B)

Source: BarclayHedge, Schroders as of December 31, 2014. Views refl ect those of the author and are subject to change.

The appealing features of many fl exible fi xed income strategies relative to fi xed income hedge 
funds include the following:

  Much lower leverage – Hedge funds often employ “economic” leverage (i.e. borrowing), 
especially in arbitrage strategies. Borrowed money is used to magnify the effect of smaller 
returns in an effort to reach an acceptable target. This is all disclosed, of course, but is it 
necessary? Examining recent returns in hedge funds, the liquidity problems in the past, 
and the associated fees, the evidence would indicate that the answer is no. By contrast, 
any borrowing within fl exible fi xed income strategies is limited at levels lower than hedge 
funds, which can often increase the buying power of the fund two- or three-fold.

  Ample Liquidity – Prior to the Lehman bankruptcy of 2008, investors looked to hedge 
funds to provide them much-needed portfolio liquidity in all market environments. What 
they discovered was that hedge funds often could not deliver on this promise. Indeed, 
a large percentage of hedge funds, roughly one-third5, had to employ their redemption 
“gates” or side pockets to limit client redemptions during the 2008 Crash, stretching out 
payments for a few years before all money was returned. This negative reality had the 
real ability to upset the integrity of a plan’s asset allocation, as a major source of portfolio 
liquidity dried up. In addition, some hedge funds have enacted so-called side pockets, 
special envelopes within a fund where illiquid investments reside. Flexible fi xed income 
strategies employ neither of these features.

  Reasonable fees – A quality fl exible fi xed income strategy is typically priced below 1% 
per annum, far lower than the 1.5%/20% fee schedule common with hedge funds (1.5% 
management fee and 20% on profi ts over a certain threshold). Flexible fi xed income 
strategies therefore don’t need to reach as hard for returns, or employ massive leverage. 
The argument from hedge funds, of course, is that all that really matters is the bottom 
line, or the net return generated. There is certainly truth to that contention, but the optics 
of hedge fund fees, nevertheless are awkward. 

  Transparency – Transparency in the hedge fund world is inconsistent with some hedge 
funds not providing any transparency. Flexible fi xed income strategies are more open 
and can provide holdings in accordance with the fi rm’s policy (in the event that a 
registered fund is employed). This can provide greater comfort to investment staff and 
oversight boards.
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5  “Discretionary Liquidity: Hedge Funds, Side Pockets and Gates,” November 2012, Aiken, Adam L., Clifford, Christopher P., and  Ellis, Jesse.
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Conclusion
This report is not meant to serve as a post-mortem for hedge funds as it would be 
imprudent to make that prediction about an industry approaching US$3 trillion in assets.  
Still, it’s quite possible there will be an upheaval in these strategies, as various investors 
re-visit the basic premise and fi t within their particular portfolios. We feel that fl exible 
income strategies can provide some combination of improved liquidity, lower fees and 
better transparency without sacrifi cing diversifi cation or return opportunities relative to 
hedge funds. 

John Mensack, CFA, Investment Director

Reconsidering hedge funds? meet the fl exible fi xed income strategy
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Events like BP’s Gulf of Mexico oil spill, or the discovery that major 
banks have been manipulating the $5 trillion foreign exchange 
market, are stark reminders of the risks of ignoring environmental, 
social and governance (ESG) issues. Losses to a company’s 
reputation, profi ts and, increasingly, its share price, can be 
immediate. In BP’s case, the shares halved in little more than 
two months following the 2010 disaster, while – to date – the fi ve 
banks involved in the foreign exchange scandal have been fi ned a 
collective $4.3 billion. 

Despite these and other high profi le disasters, many investors 
have been reluctant to embrace “sustainable” investing, wary 
of its possible effect on long-term returns. We understand such 
concerns, but would point to recent research that suggests that 
worries about underperformance may be misplaced. Indeed, it may 
be that investors who incorporate ESG or other sustainable criteria 
into their investment decisions can actually enjoy better returns 
than those who only rely on more traditional methods.

One of the more interesting bits of analysis has been a “study of studies” conducted jointly by 
Oxford University and Arabesque Asset Management1 published towards the end of 2014. 
This confi rmed that companies deemed to be operating sustainably tended to outperform 
their more traditional rivals. The authors looked at 190 academic analyses to arrive at their 
conclusions, which were divided up according to various different measures  of performance.

Sustainability and the cost of capital 
One very telling fi nding was that an overwhelming 90% of studies confi rmed that adopting 
good ESG standards lowered a company’s cost of capital. Few might be surprised that good 
governance would reduce the cost of debt, but the research shows that high environmental 
and social scores had the same effect. Moreover, “according to recent studies, the converse 
relationship also held. Firms with signifi cant environmental concerns have to pay signifi cantly 
higher credit spreads on their loans. For instance within the pulp and paper industry fi rms that 
release more toxic chemicals have signifi cantly higher bond yields than fi rms that release fewer 
toxic chemicals.”2 

This is confi rmed by rating agencies, which have tended to give better ratings to issuers with 
good ESG policies. And, of course, more than four years on from the BP disaster, the 10-year 
credit spread on the oil company’s debt (as measured by credit default swaps) is, at more than 
100 basis points, still about double the level at which it stood before the incident.

1. From the Stockholder to the Stakeholder, Smith School of Enterprise and the Environment, University of Oxford and Arabesque 
Asset Management, September 2014.

2. Oxford-Arabesque, as above.
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It’s a similar story with respect to equity cost. According to one analysis3, well-governed fi rms 
enjoyed an equity cost advantage of anywhere between 0.8% and 1.3%. Another found a 
reduction of 1.8% in the cost of equity for fi rms with “good” corporate social responsibility and 
which were reporting their policies for the fi rst time. 

Sustainability and operational performance 
This divergence between fi rms with strong and weak implementation of ESG policies was 
carried over into internal measures: 88% of the studies reviewed concluded that there was a 
positive correlation between sustainable companies and operational performance. It is perhaps 
not so surprising to fi nd that evidence confi rms the role of good governance – refl ected in areas 
like small boards and well-designed executive pay schemes – in higher company performance. 
More interesting, though, was the fi nding that: “Proper corporate environmental policies result 
in better operational performance. In particular, higher corporate environmental ratings, the 
reduction of pollution levels, and the implementation of waste prevention measures, all have a 
positive effect on corporate performance.”4 We at Schroders are trying to put this theory into 
practice through our membership of the Carbon Action Initiative (see below).

    Carbon Action Initiative – a Schroders case study
We have been involved in the Carbon Action Initiative with 13 other asset managers 
since 2010. This is a plan spearheaded by the Carbon Disclosure Project (CDP), an 
investor-led charity, that aims to encourage companies to reduce carbon emissions and 
increase energy effi ciency.

The rationale is simple. Recent CDP research has shown that carbon reduction 
activities generate positive returns, delivering an average return on investment of 33% 
and a payback in three years. The CDP fi gures show that convincing management to 
implement energy effi ciency initiatives has the biggest impact on emissions reduction. 
Moreover, high-emitting companies that set absolute reduction targets achieve emission 
cuts that are double the rate of those without targets, with fi rm-wide profi tability 10% 
higher. The leaders in carbon disclosure see a return on equity (ROE) that is 18% more 
than laggards, while generating 67% higher ROE than companies with no disclosure 
policies at all. 

As part of our involvement in this initiative, Schroders is having conversations with four 
companies: Sime Darby, Santos, Newcrest Mining and PetroChina. Over the past two 
years, we have engaged with these companies to encourage them to adopt a more 
strategic approach to climate change. Three out of the four have responded in 
varying degrees:

Sime Darby: This conglomerate has publicly committed itself to a 40% reduction in 
emissions per tonne of production at its plantation division. It will consider absolute 
targets once it has assessed progress on its current carbon management plan. 

Santos: Although there has not been much progress in this oil and gas group’s approach 
to carbon emissions, it is nonetheless encouraging that it is ready to consider longer-
term targets for both energy effi ciency and emissions savings.

Newcrest Mining: Management of this gold and copper miner has to date focused its 
energy effi ciency improvements on cost control. We are now encouraging it to take the 
natural next step of setting a carbon emissions target.

We are continuing our efforts to engage with oil producer PetroChina on carbon issues, 
but have yet to make progress.

3  Corporate Governance and the Cost of Equity Capital, Hollis Ashbaugh, Ryan LaFond, both University of Wisconsin, and 
Daniel W. Collins, University of Iowa, October 2004.

4 Oxford-Arabesque, as above.
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Sustainability and share prices 
Arguably, the most important test of responsible corporate policies for investors is whether they 
lead to superior share price performances. Again, as might be expected, better governance 
standards do appear to equate to better stockmarket performance. As far back as 2003, US 
academic research showed this healthy outperformance in practice.5 The researchers found 
that a portfolio which went long on fi rms with “more adequate” shareholder rights and went 
short of those with “less adequate” rights produced annual outperformance of 8.5% between 
1990-1999. The analysis included whether or not anti-takeover measures were in place, 
something which is likely to have had an obvious impact on the share price. Less obvious is the 
impact that good employee relations can have on stock market results.

More sustainability leads to better returns – but only over the long term
Researchers from the Harvard Business School wanted to look at the impact of 
sustainability since its fi rst serious adoption. Using 1994 as a starting date, they identifi ed 
90 non-fi nancial fi rms that have been following a substantial number of environmental and 
social policies since then. These they called “high-sustainability” companies. To provide a 
benchmark, they picked another 90 comparable fi rms that adopted few of these policies, 
labelling this group “low-sustainability” companies.

Together, these two groups provided a database from 1993 to 2010 to evaluate what effect, 
if any, sustainability has had on the performance of companies. To measure operational or 
“accounting” performance, the researchers assessed, among other things, return on equity 
(net profi ts divided by shareholders’ equity). On this basis, $1 invested in a value-weighted, 
high-sustainability portfolio would have grown to $31.70 by 2010, or 23% more than the 
value of a value-weighted low-sustainability portfolio. 

The even better news for shareholders is that these hefty differences in operational returns 
also fed through to stockmarket results. The Harvard researchers calculated that the same 
$1 invested in the shares of the high-sustainability companies in 1993 (weighted by value) 
would have become a healthy $22.60 by the end of 2010, some 47% more than 
$1 invested in a value-weighted portfolio of low-sustainability companies.

The researchers noted that society’s concerns about sustainability have grown from next 
to nothing in the early 1990s to being “a dominant theme today”. They added that high-
sustainability companies dramatically outperformed their low-sustainability brethren over the 
18 years studied. “However, the results suggest that this outperformance occurs only in the 
long term. Managers and investors that are hoping to gain a competitive advantage in the 
short term are unlikely to succeed by embedding sustainability in the organization’s strategy.”

A dollar can grow much bigger if it’s invested in a company with ESG in mind

Source: S&P Indices Versus Funds (SPIVA) Mid-Year 2014, and Schroders, as of June 30, 2014. Shown for illustrative purposes 
only. Past performance is no guarantee of future results.

5  “Corporate Governance and Equity Prices”, Paul A. Gompers, Harvard Business School, Joy L. Ishii, Stanford Graduate School of 
Business, and Andrew Metrick, Yale School of Management, Quarterly Journal of Economics, vol. 118, no. 1, February 2003.
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Another Wharton study investigated the “100 Best Companies to Work For” as a refl ection 
of employee satisfaction.6 It discovered that such companies generated a return of between 
2.3% and 3.8% a year above industry benchmarks in the period 1984 to 2011. This provides 
tangible evidence of the growing importance of “human capital” to companies. It suggests 
that keeping employees happy should be more than just a philanthropic gesture on the part 
of management. More widely, when other sustainability factors – ranging from policies on 
employees and product responsibility to the environment and human rights – were factored 
in, a Harvard analysis7 similarly found signifi cant outperformance, at least amongst non-
fi nancial companies (see box, previous page).

In all, four-fi fths of the studies looked at in the Oxford-Arabesque review suggested that share 
prices were enhanced for companies with good sustainability practices. The authors conclude 
that, given the strength of the scientifi c evidence:

“It is in the best interest of institutional investors and trustees, in order to fulfi l their fi duciary 
duties, to require the inclusion of sustainability parameters into the overall investment process.”

Logically, this duty also extends to those acting on their behalf:

“It is in the best interest of asset management companies to integrate sustainability 
parameters into the investment process to deliver competitive risk-adjusted performance over 
the medium to longer term and to fulfi l their fi duciary duty towards their investors.”8

The authors suggest that, on current trends, the use of sustainability factors in the investment 
process will become the norm in years to come. This trend is likely to gain added impetus 
from European Union initiatives. Successful investors are therefore likely to institute 
continuous research into what are the right sustainability factors to be considered. “In such a 
scenario, we expect that it will be a requirement for professional investors to have a credible 
active ownership strategy that goes beyond the traditional instruments that institutions 
investors currently employ.”9

6  “The 100 Best Companies to Work for in America”, Robert Levering, Milton Moskowitz and Michael Katz, Addison-Wesley, 1984, 
and “Does the stock market fully value intangibles? Employee satisfaction and equity prices”, Alex Edmans, Wharton School, 
University of Pennsylvania, Journal of Financial Economics, vol. 101, issue 3, September 2011. 

7  “The Impact of a Corporate Culture of Sustainability on Corporate Behavior and Performance”, Robert G. Eccles, Ioannis Ioannou 
and George Serafeim, Harvard Business School working paper, 4 November 2011. 

8  Oxford-Arabesque, as above.
9  Oxford-Arabesque, as above.

Conclusions
No study – or even study of studies – can be conclusive. Nonetheless, we believe 
recent research adds substantial weight to the argument that incorporating ESG 
considerations into investment decisions does no harm to returns, and may even 
improve them. This makes the decision over whether or not to include ESG increasingly 
fi nely balanced, to say the least. If performance is no longer an issue, and if sustainable 
investing can help improve the world in non-fi nancial ways, then why not? On the 
other hand, if ESG can genuinely add to the fi nancial performance of investments, 
institutional investors with a fi duciary duty to their clients may have to place this issue 
much higher up the agenda. Whatever the case, while no professional will claim that 
they can avoid disasters like BP’s, it is becoming increasingly clear that investing with 
ESG issues in mind doesn’t have to be a drag on performance. Indeed, it may even 
create outperformance that is not available from any other source.

Jessica Ground, Global Head of Stewardship
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For a hedging allocation, many believe that the main goal 
should be minimizing tracking error to a suitable benchmark, 
not seeking benchmark out-performance. We would 
challenge this view.  

For most valuation purposes, long-dated US corporate bonds are the best available 
hedging assets for pension liabilities. It is, however, widely known that downgraded bonds 
cause asset indices to underperform “matching” liability valuations. We contend that this 
underperformance is more signifi cant and persistent than many may realize. In addition, we’d 
argue that many pension plans also under-appreciate the limitations of asset benchmark 
tracking error. As such, we do not believe an allocation to an indexed strategy is a fully 
adequate liability hedge and have analyzed this premise from a number of points of view.

The impact of downgrades on returns of rules-based bond portfolios
First we turn to a related fi nding, one that is perhaps commonly known but less than fully 
appreciated. If we were to ask “What is the expected 15-year earned excess return (over 
duration matched Treasuries) of an A-rated or better long corporate bond index if credit 
spreads start and end at approximately 1.70%?”,1 few would answer virtually zero.

If you refer to Figure 1, the “missing” return for the time period shown was about 1.58% (after 
deducting 0.10% from 1.68% to allow for estimated impact of defaults, based on historical 
experiences). This appeared to be the result of forced “sales” from the index when a bond’s 
rating falls below single A – securities are sold at higher yields / lower prices than remaining 
bonds in the index and newly issued bonds. Once removed from the index, the bonds cannot 
earn back the higher yields over time. The effect has been evident over multiple periods, for 
whole maturity and long indices, and has been for virtually all ratings categories (long BB 
securities being a notable exception).

A purely A-rated long bond index even exhibited negative excess returns over some periods 
with the same starting and ending spreads.2

Figure 1: The depletion of purchase spread from following index rules

Corps in Barclays Aggregate

Rating Starting 
OAS

Excess 
Return

“Missing” 
Return

Inv. Grade 1.49% 0.71% -0.79%

A or better 1.12% 0.43% -0.69%

AA 0.84% 0.39% -0.44%

A 1.18% 0.27% -0.91%

BBB 1.89% 0.96% -0.92%

BB 3.28% 2.78% -0.50%

Source: Barclays, Schroders for period between March 31, 2000 through May 29, 2015. Chart shown for illustrative purposes and 
does not refl ect any actual portfolio. Performance for other periods would differ. Past performance is no guarantee of future results. 
Please refer to the appendix for additional information.

1 Source: Barclays, Schroders. Analysis and results based on the difference between compound index return and compound 
matching treasury return from March 31, 2000 (OAS 171 bp) to June  30, 2015 (163 bp). Average OAS for the period was 156 bp.

2 Negative excess returns could be expected and do occur when spreads widen suffi ciently.

Liability driven investing: 
alpha matters more than you think 

Long (10 Year+) Maturity
Starting 

OAS
Excess 
Return

“Missing” 
Return

2.09% 0.55% -1.54%

1.71% 0.03% -1.68%

1.41% 0.45% -0.96%

1.77% -0.13% -1.89%

2.41% 1.12% -1.29%

3.89% 5.77% 1.89%

...we believe that an 
active credit allocation 
strategy with a strong 
focus on valuation can 
go a long way in earning 
back the “missing” 
credit premium and 
allow a pension hedging 
allocation to keep pace 
with liabilities.
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Changes to bonds in an index
The phenomenon is a feature of “rules based” bond selection, such as, index inclusion rules 
(and by extension, close portfolio adherence to benchmarks). Liability valuations are, in many 
ways, an example of such rule based bond selection. The yields used for discounting the 
liabilities are derived from a bond universe with clearly defi ned ratings rules. As a bond’s 
yield increases up to the point of a downgrade, asset and liability values suffer equally. 
Once the bond is removed from the index/portfolio and liability valuation universe, the index/
asset portfolio losses remain. However, losses refl ected in the liability valuation disappear as 
discount rates fall to those derived from the remaining bonds.

Figure 2: The impact on funded ratio of extra liability return due to changes in index bonds
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Source: Barclays, Schroders as of April 2015. Liability cash fl ows set every June to those to the index at subsequent December 
month-end and remain static for start of next 11 months.

Put another way, at the end of each valuation month, the bonds used to discount liabilities 
deviate from those held over the month as issues are added to the index and securities 
downgraded below a certain threshold are removed. These changes do not produce an 
actual return on the asset side, but the liabilities “earn” an extra return as they are re-valued 
at the lower average discount rates of the newly constituted bond universe. It is possible to 
estimate this extra return for an asset index by examining the actual bond movements each 
month and calculating changes in average yields for various maturity/duration buckets.

This second part of our analysis of “the downgrade effect” focuses on a set of bonds 
which approximates the universe for determining funding discount rates published by the 
IRS – the Barclays Long Corporate A-rated  or better Index. Figure 23 shows the cumulative 
deterioration in funded ratio if a fully funded pension plan had the same liabilities as this index 
and its assets were fully invested in the index on the assumption that the liabilities increased 
by the extra amount (discussed in the previous paragraph) over and above the index return 
earned by both assets and liabilities. This amounted to a compound deterioration of 61 b.p. 
(p.a.) over the period shown.

3  Source: Barclays, Schroders

Liability driven investing: alpha matters more than you think
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Estimating liability outperformance: a hypothetical plan with asset index matching 
cashfl ows
For the fi nal method of estimating the extent of the effect, we once again assume liabilities 
match the cashfl ows of the Barclays Long Corporate A-rated or better Index. This time, 
however, we calculated liability returns directly from published valuation discount rates.4

Figure 3: Funded ratio depletion of passive index matched plan
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Source: IRS, Barclays, Schroders as of March 2015. Cash fl ows are matched with index at December of each year. Liability cash 
fl ows set every June to those to the index at subsequent December month-end and remain static for start of next 11 months.

Once again, a fully funded plan invested in a “matching” index saw signifi cant and persistent 
deterioration in funded ratio – in this case averaging 1.30% p.a. With this method, there is 
no attempt to attribute the cause, and the results in our view refl ect the combined effect of 
various factors such as specifi cs of the discount rate determination methodology in addition 
to the main driver – “downgrade bleed”.

It is, however, interesting to note that the average annual underperformance was similar to 
the “missing” credit premium for the Long Corporate A-rated or better index in Figure 1. 
Even at the more conservative levels estimated from bond composition changes in asset 
indices, the long term impact on funded status was suffi ciently large to question the utility 
of passive credit allocations for hedging. In conclusion, alpha matters.

Valuations matter
In the above analysis of “missing” credit premium, we have purposely removed the impact 
on excess return of changes in starting and ending spreads. This can be signifi cant. In fact, 
a focus on valuation (spread levels) when increasing or decreasing allocations to credit can 
be a driver of outperformance.

4 Source: IRS, Barclays, Schroders

Liability driven investing: alpha matters more than you think
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Figure 4: Earned excess return has been highly dependent on purchase spreads

Source: Barclays, Schroders. Based on Rolling 3-year periods beginning May 31, 1993 through June 2015. Past performance is no 
guarantee of future results. Other periods would have achieved different results.

Figure 45  shows that earned excess return has been highly dependent on spreads at 
purchase (here we have assumed an arbitrary and fi xed 3 year holding period). Selling 
successfully at tight spread levels could potentially add further outperformance. A simplistic 
look at Figure 3 suggests that an excess return of approximately 1.8% p.a. would have been 
earned with spreads at current levels.

Of course, past performance is no guarantee of future performance. Many other factors play 
a role in determining prospective returns from holding credit, including “technicals” (corporate 
bond supply and demand), macro-economic factors, risk appetite and trends and shocks in 
industry and individual company creditworthiness.

Nonetheless, we believe that an active credit allocation strategy with a strong focus on 
valuation can go a long way in earning back the “missing” credit premium and allow a pension 
hedging allocation to keep pace with liabilities.

5   Source: Barclays, Schroders.
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Why tracking error matters less than you think
We now turn to the industry focus on asset benchmark tracking error. Figure 5(a)6 is a familiar asset “risk” / 
return graph for various asset classes. It also shows a point for the returns of a hypothetical liability over the 
period.  We believe that the essence of LDI is contained in the change of view represented by moving from 
the “risk” / return graph on the left, which plots absolute returns and volatilities to that on the right, which 
plots returns and tracking error relative to liabilities.7

Figure 5a, b: Volatility and liability tracking error across asset classes
12-year period ended June 30, 2015

Source: Barclays, eVestment, IRS, Schroders through June 2015. Liability cash fl ows assumed equal to Barclays Long Gov. / Credit Index at December of 
each year; valued monthly using Citi Pension discount rates. Tracking Error (TE) refl ects the difference in price changes between a given portfolio relative to a 
benchmark (BM) index. Past performance is no guarantee of future results. 

Looking at a number of different periods, we can see from Figure 68  that the long bonds of the Barclays 
Long Gov/Credit Index have tracked the liabilities most closely. Shorter-dated bonds of the Barclays 
Aggregate Index have been “more risky” and have generally underperformed more over periods of falling 
rates. The high “risk” / hugely variable return outcomes of equities are also clearly evident.

Figure 6: Long-dated bonds as de-risking assets for pension plans
June 2001-June 2015

Source:  Barclays, Bloomberg, Society of Actuaries, Schroders through June 2015. Past performance is no guarantee of future results. 

6   Source: Barclays, Bloomberg, Society of Actuaries, Schroders.
7. Source: Barclays, eVestment, IRS, Schroders. Liability cash fl ows assumed equal to Barclays Long Gov. / Credit Index every December 31st; valued

monthly using Citi Pension discount rates.  
8. Source: Barclays, Bloomberg, Society of Actuaries, Schroders.
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Allocating to a Long Gov/Credit benchmarked bond manager would have been likely to 
produce returns that match changes in liability values more closely than allocating to a 
Barclays Aggregate benchmarked manager (let alone an equity manager). It is tempting 
to make the further assumption that a manager who matches this better benchmark most 
closely will produce the best hedging outcome. In our view this would be wrong. We can see 
in the following Figure why judging the effectiveness of liability hedging through the use of 
asset benchmark tracking error may provide a misleading view. 

Figure 7(a)  below shows “risk” and return versus the (Long Gov/Credit) asset benchmark. 
Low tracking error managers (shown in dark blue) matched the index within 2% standard 
deviation; mid-range managers (shown in yellow) between 2% and 4% and most high “risk” 
managers (shown in light blue) above 4%. Figure 7 (b) on the right shows the returns of the 
same managers over the same period but measured against liability returns. The apparent 
advantage of low benchmark tracking error in terms of risk reduction disappears. In effect, 
those managers have merely locked in the tracking error of the liabilities to the benchmark – 
which is of a similar level as the benchmark tracking error of “high risk” managers.

Figure 7a, b: Asset benchmark tracking error can provide misleading view of risk
10-year period ended March 2015

Source: Barclays, eVestment, IRS, Schroders through March 2015. Tracking Error (TE) refl ects the difference in price changes 
between a given portfolio relative to a benchmark (BM) index.  Please refer to the appendix for additional information. 

This phenomenon has been apparent, although to differing extents, over all periods. Although 
some residual tracking error can be attributed to the signifi cant weighting to Treasuries in the 
Long Gov/Credit index, similar results hold for managers using asset benchmarks which aim 
to more closely match bond universes used for liability valuations: Long Credit and even Long 
Corporate A-or-better benchmarked managers.

We believe that the inherent limits to the degree to which any asset benchmark can match 
liability returns limits the value of the metric – and more importantly of the goal of an index-
hugging strategy.
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Conclusion: Why alpha matters
As we’ve demonstrated through our analyses, obtaining alpha over an asset 
benchmark is necessary for hedging assets to keep pace with liability returns because 
“downgrade bleed” can almost certainly impact mandates that look to closely match 
an asset benchmark – regardless of whether the plan is tracking a traditional or more 
customized benchmark index. While this is not a new revelation, we’d argue that 
many plans may not be aware of the magnitude nor the persistence of the potential 
deterioration over time. 

We acknowledge that tracking error does have its use within LDI. However, we believe 
that benchmark tracking error for gauging “risk” to hedging outcome provides a rather 
misleading view. Relying solely on a low index tracking error/passive corporate bond 
strategy will almost certainly “lock in” persistent underperformance – and meaningful 
tracking error to liabilities. 

In short, active management should be a strong consideration for LDI plans. In our 
minds, a value focused active management strategy that looks to buy and sell the 
‘right’ bonds at the ‘right’ time can ameliorate liability outperformance at insignifi cant 
marginal tracking error to liabilities.

Andrew Chorlton, CFA, Head of US Multi-Sector Fixed Income and 
Jeff Connor, FIAA, CFA, CERA, Senior Investment Risk Strategist, US Fixed Income
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