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Widening investors’ horizons

Welcome to Investment Horizons, the first of 
what will be a regular look at key themes for 
institutional investors.

One of the most important themes right now is how much longer 
the current bull market for equities can last at a time when interest 
rates are only just above historic lows. We believe that this is a good 
time for investors to be thinking about how much risk they have in 
their portfolio and whether it is properly diversified. It’s why we’ve 
devoted a lot of attention in this first edition of Investment Horizons to 
discussing volatility, risk premia and insurancelinked securities, a truly 
diversifying asset class that should be on more people’s radar.

We realise that many investors already have large allocations to fixed income, so we’ve included a 
piece suggesting some possible ways to navigate the more challenging environment for bonds in the 
years ahead. And for those tempted by the attractions of smart beta, there is a useful reminder of the 
drawbacks of an approach that appears to offer all things to all men.

Finally, we tackle one of the themes that has been moving up the agenda in recent years: how fund 
managers’ activities affect the long-term performance of companies. Readers of Peter Harrison’s 
article will find we have some robust views on this subject, which is close to our heart at Schroders.

We know that not everything here will be relevant for all our readers, but we hope that you find 
something of interest. Please get in touch with your local Schroders representative if you would like 
to pursue any of the issues raised or, indeed, to discuss anything else.

With all good wishes,

Michel Vermeulen   Sandra Lequime
General Manager Schroders Benelux Head of Sales Belgium and Luxembourg
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Lower returns and high costs have prompted many institutional 
investors to re-examine the way their money is managed. 
Their first port of call has often been passive management, 
which has seemed to offer a cheap route to good performance. 
Unfortunately, passive approaches have their own set of 
problems. More recently, smart beta has been proposed as a 
better way of achieving investors’ goals, promising the alpha 
of active management at a cost more akin to that of passive 
portfolios. But smart beta is not quite the panacea that it 
appears to be either. We asked Tim Matthews, Client Portfolio 
Manager in our QEP Investment Team, to discuss some of the 
challenges facing investors.

Q. What led active investors to look for alternatives?
The market upheavals of 2007–8 acted as a catalyst for smart 
beta strategies. Suddenly investors became preoccupied 
with the risks inherent in their investments. They no longer 
searched for the best performance; they now became much 
more interested in getting the best return for each unit of 
risk they took on. Their measure of success moved from 
being simply their outperformance against a stock index 
to their information ratio, the outperformance divided by 
the standard deviation of that outperformance (or ‘tracking 
error’). Passive strategies already seemed to offer consistent 
performance at low cost, but smart beta took the passive 
approach and added new features that promised to improve 
performance further still.

Q. So what’s wrong with passive management?
It’s important to be clear that there are many benefits to 
investing passively using traditional market-capitalisation 
benchmarks. They include diversification, transparency, 
and what can be a cheap way to gain access to the 
equity market. However, while passive strategies may 
be systematic and transparent in their construction, 
these features also make them inherently anti value, 
since they encourage investors to buy high and sell low. 
They can also lack breadth and effectively restrict the 
investor to the largest stocks in the investment universe. 
This concentration on the largest stocks means that the 
diversification benefits are often more apparent than real. 

Q. What do you mean by concentration?
In certain market environments, market capitalisation 
weighted indices are dominated by a relatively small 
proportion of the market. For instance, in February 1989,  
44% of the MSCI World Index – which represents the largest 
global stocks – was composed of Japanese stocks. In February 
2000, technology and telecoms stocks made up over 35% of 
that same global index. In both cases, those two parts of the 
market – Japanese stocks and the technology and telecoms 
sector – underperformed badly in the subsequent period. 
Indeed, research shows that the larger and apparently safer 
stocks that often dominate cap-weighted indices generally 
tend to underperform in the long run.

Q. And what about lack of breadth?
We think index-bound investors restrict their investment 
choices unnecessarily. For instance, while the MSCI World 
Index is currently composed of over 1,600 stocks, we would 
argue that the universe of global stocks with sufficient 
liquidity to allow efficient access by investors comes to more 
than 15,000 stocks. This includes over 4,000 in emerging 
markets which are potentially attractive and suitably 
liquid, but are not represented in the MSCI World Index, 
restricted as it is to the developed markets. Similarly, the 
overwhelming bias of the MSCI World Index towards the 
largest stocks means that only 2% of the index comprises 
mid-size stocks. In fact, using our 15,000 stock universe, 
the 1,600 stocks in the MSCI World represent only a small 
proportion of the available stocks by number, with a further 
30% or so each in the mid-cap and small-cap segments and 
24% in the micro-cap category (see Figure 1). So we would 
argue that there is a huge range of untapped stocks beyond 
the reach of the index.

Is there a smarter alternative to smart beta?

Tim Matthews
Client Portfolio Manager, QEP 
Investment Team 
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Q. How would you implement a value-tilted strategy?
An approach where weights are based on fundamentals was 
proposed by Robert Arnott in a paper with Jason Hsu and 
Philip Moore in 2005.1 They highlighted the outperformance 
over cap-weighted indices of an index where the weighting 
scheme was driven by fundamental factors such as sales, 
book value, cashflow and dividends. However, whilst these 
fundamental indices appear intuitive, Arnott did not initially 
mention the systematic value bias which appears to explain 
the majority of that outperformance. By eliminating the 
in-built weighting to large-cap stocks, the fundamental 
portfolios gave much more weight to areas of the market 
with lower valuations which, by definition, tend to contain 
higher concentrations of value stocks.

Q. And what about low volatility?
Another method which gives prominence to value and 
small-cap exposure is the equal risk contribution portfolio, 
where the weighting of each stock is adjusted so that 
it contributes the same amount of risk. This is often 
achieved by using weights that are inversely proportional 
to historical volatility, although the assumption is that all 
stocks are equally correlated. 

A more sophisticated method is to run an optimisation 
exercise that calculates the weights needed to minimise  
the risk of the whole universe of stocks and thereby 
create a so-called ‘minimum volatility portfolio’. Volatility 
minimisation only pays attention to the least volatile stocks 
and their pairwise correlations, and pays no attention to 
their country, sector or in fact any other stock characteristics. 
Unfortunately this leads to indices which display significant 
sector biases, such as towards utility stocks.

Q. Do smart beta strategies work in all market 
environments?
There is no single all-weather smart beta strategy that works 
well in all market environments. Certain strategies work 
better in particular circumstances, such as falling markets or 
those where small-cap or value stocks are favoured, and it is 
down to the investor to time their transition between these 
different offerings. We think it would be better to have a 
solution that works in all market environments.

Q. There seems to be a lot of momentum behind smart 
beta: can it be sustained?
It is clear that smart beta has become a hot topic over the 
last couple of years, something clearly evident in booming 
sales of exchange-traded funds (ETFs) based on smart beta 
indices. However, the proliferation of new indices from the 
major index providers has brought with it some confusion. 
It is not always clear whether ‘yet another index’ will actually 
represent an efficient investment strategy. Certainly there 
will be ETFs built around these indices and, just as certainly, 
there will be buyers. The problem is that the incessant search 
for silver bullets means that these strategies typically only 
draw large amounts of money until they cease to perform, 
at which point the money is rapidly transferred to the next 
bandwagon. There are also the hidden costs associated with 
ETF investment, where multiple layers of embedded fees and 
costs are obscured from the end investor. 
1  ‘Fundamental Indexation’, Robert D. Arnott, Jason Hsu and Philip Moore,  

Financial Analysts Journal, vol. 61, no 2, 2005. 

Figure 1: How the universes compare
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Q. So what are smart beta strategies?
Smart beta strategies employ more efficient weighting 
schemes to address the inefficiencies of market 
capitalisation weighted indices that we have discussed. 
In their simplest form, each weighting scheme attempts 
to harvest the premium associated with a particular style 
of investing. Ideally the weighting schemes should be 
rules-based so that they are both simple to reproduce 
and consistent. This means that, although smart beta 
indices are not specifically designed to harvest style 
factor premiums in the most efficient manner, they are 
transparent. In simple terms, smart beta is a strategy  
which attempts to take advantage of the benefits of 
traditional passive investment, but adds a source of 
outperformance in order to beat traditional market 
capitalisation weighted indices.

Q. What are some examples of these investment styles 
and how would they be implemented?
There are many smart beta styles, such as those that  
aim to capture the benefits of small-cap, value and low 
volatility investing. The simplest weighting scheme is one 
where all stocks are equally weighted. This captures any 
premium that exists for small-caps, since the smallest 
stocks are represented at the same weight as the largest 
stocks. Although transparent, such an approach tends to  
be a little too unsophisticated. Often equal weighted 
indices retain large stock concentrations as they still 
comprise the same stocks as their cap-weighted 
equivalents, such as the S&P 500.
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Q. Is rebalancing really that important?
Rebalancing is an essential part of any investment  
strategy, yet it is largely overlooked by the majority of 
smart beta index providers. In certain circumstances, 
significant sectorial shifts take place if an investor only 
rebalances their portfolio once a year. This was initially 
addressed by some providers shifting from annual to six-
month rebalancing. When that didn’t prove sufficient, they 
moved to a rebalancing process which involves a quarter 
of the portfolio being adjusted every quarter. We would 
suggest that even this doesn’t go far enough. Indeed, 
we think having the ability to rebalance on a daily basis 
is optimal. However, rebalancing should only take place 
when required to avoid unnecessary transaction costs and 
should always take into account the impact on the market 
of the trading. It is therefore always important to consider 
liquidity when assessing whether a trade is necessary. In 
fact this is essential in order to efficiently implement any 
rebalancing strategy.

The benefit of rebalancing can be clearly demonstrated 
using a simple example, illustrated in Figure 2. The light 
blue line shows the performance of the normal MSCI World 
Index since 1988. The orange line demonstrates how 
that performance can be improved by using an equally 
weighted version of the same index, rebalanced on a 
regular basis. And just to prove that this is unrelated to 
the value and small-cap biases inherent in that index, we 
show how well it still works if we substitute a weighting 
based on the length of a company’s name (dark blue line). 
In other words, regular rebalancing still adds value even 
if the anchor appears not to offer any justifiable economic 
rationale for investment.

Q. What is Smart Beta 2.0 and is it really an innovation?
In March 2013, the EDHEC-Risk Institute, a specialist French 
academic institution, sought to draw attention to the 
inefficiencies of what it called ‘traditional’ smart beta equity 
indices. EDHEC argued that their inherently simplistic 
weighting schemes introduce undesirable risk exposures. 
It proposed instead a new approach, known as Smart Beta 
2.0, to measure and manage these undesirable ‘specific’ 
risks by using a stock selection process before applying 
the weighting scheme. They also discussed the idea of 
using liquidity filtering to avoid liquidity risk and suggested 
imposing sector neutrality to avoid unintended sector 

biases. They proposed constructing a benchmark that 
corresponded to an investor’s own choice of risk exposures. 

However, despite all this apparent sophistication, we 
believe that EDHEC are just tweaking what is essentially a 
flawed proposition – surely it would be better to build an 
active (or enhanced index) strategy which deals with all the 
various issues raised by smart beta?

Q. Are there some better options?
We certainly believe that the EDHEC approach represents a 
marked improvement on a simplistic smart beta strategy. 
For instance, we agree that it would be better to initially 
select stocks using a liquidity screen. However, we also 
believe that the EDHEC approach can be improved on.  
The first step is to decide on the style bias of the portfolio. 
If there isn’t one, the investor should choose a combination 
of stocks that are attractive either because they are good 
value or because they are good quality. They should also 
make a choice about what level of risk they want, perhaps 
measured by a certain level of tracking error. If a tracking 
error of around 1% is required, then reference must 
typically be made to an underlying cap-weighted index. 
If a higher tracking error is acceptable, then the investor 
can become truly index unconstrained and build a strategy 
which gives higher weight to those stocks which have 
better fundamentals.

Figure 3: Win rates for QEP Global Core Strategy
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Figure 2: The benefits of regular rebalancing
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Conclusion
The final goal should be to adopt an approach with a consistently high information ratio which works well whatever 
the market environment: rising or falling prices, value or growth, large-cap or small-cap. Implementing such 
a rigorous, repeatable and risk-controlled active management strategy would certainly provide a much more 
satisfactory alternative to either a passive or smart beta orientated approach. Moreover, we can demonstrate that 
such a strategy is possible by the win rates – the percentage of the time that the strategy beats its benchmark – for 
our QEP Global Core Strategy in different market environments, such as those shown in Figure 3. So while smart beta 
may be a good start for investors seeking consistent returns at low cost, we think they can do much better.
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Lower returns and high costs have prompted many institutional 
investors to re-examine the way their money is managed. 
Their first port of call has often been passive management, 
which has seemed to offer a cheap route to good performance. 
Unfortunately, passive approaches have their own set of 
problems. More recently, smart beta has been proposed as a 
better way of achieving investors’ goals, promising the alpha 
of active management at a cost more akin to that of passive 
portfolios. But smart beta is not quite the panacea that it 
appears to be either. We asked Tim Matthews, Client Portfolio 
Manager in our QEP Investment Team, to discuss some of the 
challenges facing investors.

As an asset class, ILS have grown substantially in size and 
breadth over the last decade, meaning more opportunities 
for investors and more diversification within portfolios.  
It is now relatively straightforward for investors to gain 
efficient access to ILS via pooled funds and we expect  
the ILS market to continue to grow as demand increases, 
both from issuers and investors. Against that background, 
this article aims to provide an introduction to ILS and  
how they can be used by institutional investors.

How do they work?
To protect themselves against the impact of rare but 
expensive outsize claims, insurers often pass on some 
of the risks to third parties, such as other insurance 
companies or reinsurers. Since the mid-1990s, ILS have 
emerged as an alternative to this traditional reinsurance. 
These securities give insurers (and reinsurers themselves) 
access to a large additional source of capital, while 
transferring risk to investors. 

ILS are often considered as bond investments. A bond’s 
characteristics, however, are determined by the ability  
of the issuing country or company to repay the debt.  
With ILS, the factor determining whether the principal is  
at risk is not default, but the incidence of insurance claims 
(or some other event). The risks adopted by a buyer are 
more like those of pure insurance and often very specific  
to the contracts being covered. Therefore, the risk premium 
embedded in an ILS contract is different from the usual 

equity, duration and credit premia embedded in most 
institutional investment portfolios. As a result, the main 
drivers of returns from an ILS investment are distinct from 
those of most other financial market instruments.

There are a variety of different ILS products available. 
Catastrophe bonds (commonly referred to as cat bonds) 
are the best known. These transfer the financial impact of 
a specified, large natural catastrophe from a reinsurer to 
the capital markets. Using a simple cat bond as an example 
(see Figure 1), the cashflows are typically as follows:

1 The issuer of a cat bond is contracted by insurers  
and/or reinsurers to provide capital to cover certain 
insurance risks. An ILS investor buys part of the contract.

2 The investor’s principal is invested in a ring-fenced 
collateral account, typically money-market funds or  
other low-risk investment.

3 The reinsurer pays periodic premiums for the  
insurance cover.

4 The issuer pays regular coupons to the investor,  
made up of the reinsurance premiums and returns  
on the invested collateral.

5 If the insured event occurs, the reinsurer makes a  
claim against the ILS collateral pool and the principal 
available for return is reduced or lost. If the insured 
event does not occur, then the principal is returned  
in full to the investor.

How chasing storms can generate 
uncorrelated returns

Tim Matthews
Client Portfolio Manager, QEP 
Investment Team 
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Figure 1: Structure of a typical cat bond
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Source: Schroders, for illustration only.

The return an investor receives from investing in ILS is 
therefore linked to the incidence of a predetermined event 
within a specified time period. The occurrence of this event 
triggers the loss of all or part of the investor’s principal, 
which passes to the insurance company and helps them  
pay the relevant claims. If the insured event does not  
happen (a far more likely scenario), the investor receives  
all the regular payments on the bond, plus the return of  
their principal.

Many traded ILS bonds use ‘parametric triggers’. This means 
that the insured event is not linked to actual claims made, 
but rather to the occurrence of a specific and measurable 
incident, such as wind-speed reaching a certain level in a 
specific location, or the occurrence of an earthquake of 
particular strength in a given area. These are ‘cleaner’ than 
bonds linked to real claims experience, given that the event 
is better defined and the consequent loss more clear-cut.

As well as standardised cat bonds, there are other forms 
of ILS. Private transactions are bespoke, collateralised 
reinsurance agreements which are drawn up between the 
reinsurer and individual investors. They are usually non-
tradeable and typically have shorter lives than cat bonds, 
but often have higher yields. They broaden the universe of 
investible insurance-linked assets. For instance, life-related 
ILS give exposure to life insurance risk. Subsets within 
this category include extreme mortality (pandemics) and 
longevity risk.

Each ILS takes only a part of the risk resulting from a 
particular event, such as an earthquake, hurricane or 
pandemic. The insurer decides which parts of the risk to retain 
internally and which to re-insure externally. For example, in 
the case of a large book of hurricane insurance, where a bad 
storm may generate hundreds of millions of dollars of claims, 
the reinsurance structure might look like this:

 – the insurance company absorbs the first $100 million  
of losses incurred from claims

 – a panel of other insurers, arranged by a broker,  
shares the next $300 million

 – traditional reinsurance is used to cover the next  
$150 million

 – collateral from the ILS is used to pay for losses 
between $550 million and $850 million,

 – the original insurer retains responsibility for the next 
$100 million

 – another reinsurance provider will pay for the next  
$200 million of losses…and so on.

Which risks are transferred using ILS?
As noted, the primary risk taken on is the occurrence of 
insured events that trigger a payout. A well-diversified  
ILS portfolio typically offsets this impact by taking a series 
of small exposures to a range of uncorrelated risks. The 
investor also assumes a degree of counterparty risk and 
investment risk. These arise because the proceeds of the 
bond issue are placed in a trust to guarantee the insurance 
obligation assumed by investors during the life of the 
transaction. The returns on the trust assets may support 
the coupons on the ILS.

The catastrophe bond market is relatively liquid.  
Although the approximately $17.5 billion1 of capital 
outstanding is a mere fraction of the total debt outstanding 
on the worldwide bond market, there is a secondary 
market in catastrophe bonds which trades daily and 
provides a reasonable level of liquidity. Admittedly, there is 
a risk that, after a severe catastrophe, trading temporarily 
stops in some instruments. By the same token, however, 
recent experience suggests the market does not dry up at 
times when traditional financial instruments are illiquid, 
such as in late 2008. 

Although the volatility of ILS has been very low compared 
with other asset classes and losses much rarer, it is 
important to remember that they can be very large 
when they do occur. This is because the triggers, e.g. 
natural disasters, are themselves rare and often very 
costly. Managing these ‘tail risks’ is an important part of a 
successful ILS strategy.

Predictions about catastrophes and their impact is a very 
inexact science. Owing to the uncertainties involved, the 
pricing of insurance risk is therefore difficult and complex. 
Even the most sophisticated models and approaches for 
evaluating insurance and reinsurance costs involve a wide 
margin of error. For those ILS with parametric triggers, the 
pricing is far simpler, being based only on the probability of 
the event occurring and its severity.

Why invest and why invest now?
The investment rationale for ILS is straightforward:  
good returns and healthy diversification. While past 
performance in itself is not a reliable guide to the 
future, we believe that the fundamental drivers of these 
characteristics remain in place.

1  Source: Hewitt EnnisKnupp, June 2013.
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1. The returns case
ILS investing has generally been a very positive experience 
for investors despite the incidence of very large natural 
disasters, such as hurricanes Katrina and Sandy, and 
the 2011 Japanese earthquake. There are several indices 
commonly used to represent the asset class, each with 
slightly different focuses and composition, but each has 
generated strong track records in comparison with both 
traditional and other alternative investments (see Figure 2). 

Insurance risk generally offers what on most definitions  
is a risk premium: a positive expected return in return  
for taking a justifiable and sustainable source of risk.  
In meeting a counterparty’s financial needs (in this case,  
for tail-risk protection), ILS investors accept a quantifiable 
risk and earn a commensurate reward. Moreover, that 
return has been much steadier than that of other assets 
(see Figure 3). 

Although the volatility of ILS returns has been very low 
compared with other asset classes, it is important to 
remember that its distribution is very different. The nature 
of insurance is one of collecting relatively small coupons 
on a regular basis and paying out significant sums on an 
infrequent basis. Managing the ‘tail risks’ that give rise 
to these payouts is an important part of a successful ILS 
strategy. The research and pricing of ILS are driven by the 
anticipated level of claims, so prices tend to rise after a 
major catastrophe and to drift lower after a quiet year,  
such as 2013. And, of course, investors have to remember 
that there is a fixed upper limit to the proceeds generated 
by the security. 

Although we believe that the fundamental drivers of 
ILS returns largely remain in place, they are in no way 
guaranteed to repeat past performance. Indeed, it would 
be prudent to expect more modest returns than those  
seen historically, and potentially higher volatility too.  
But even taking this into account, we still anticipate positive 
real returns over the medium to long term, making this an 
attractive investment prospect for most institutions.

Figure 2: Returns on ILS have remained relatively high and stable
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Figure 3: ILS returns have taken a slow and steady path, unlike many other financial assets
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2. The diversification case
One of the main reasons for investing in alternative assets 
is to benefit from their low correlations with traditional 
investments and thereby increase portfolio diversification.  
This is no different with ILS. 

Figure 4 shows the historical correlations of ILS with 
equities and bonds, and the impact of the largest natural 
catastrophes of recent years. It is clear that ILS generally 
move independently of other financial assets. The 
correlation spiked in September 2008 only because of the 
concurrence of Hurricane Ike with the global financial crisis. 
It would be very hard to argue that Hurricane Ike, although 
the third-costliest hurricane ever to hit the US, caused the 
crisis. This was surely a coincidence, and we can see this as 
the correlations return to previous levels once the impact of 
that period wears off. In this case, three years later.

This low correlation with other assets, together with the 
strong returns mentioned earlier, has meant that an 
allocation to ILS has served both to increase returns and 

Figure 4: ILS returns have taken a slow and steady path, unlike many other financial assets

–0.2

0.0

0.2

0.4

0.6

0.8

1.0

20132012201120102009200820072006200520042003

Rolling 1–Year Correlation with ILS Index

Hurricane Ivan
(September 2004) 

Hurricane Rita
(September 2005)

Hurricane Ike
(September 2008)

Financial crisis
(2008)

Japanese earthquake
(March 2011)

Hurricane Irene
(August 2011)

Hurricane Sandy
(October 2012) 

Hurricane Wilma
(October 2005)

Hurricane Katrina
(August 2005) 

ILS Correlation with Global Equities ILS Correlation with Government Debt

–0.4

–0.6

Source: Schroders. Data from Datastream and Bloomberg, as of 31 December 2013. Indices used are MSCI World Index (global equities), Citigroup WGBI World Index (government 
debt), and Swiss Re Global Cat Bond Index (insurance-linked securities). 

Figure 5: Adding ILS to a balanced portfolio gives improved outcomes
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reduce overall volatility in a wider multi-asset portfolio. 
This is particularly important where investment efficiency 
is measured by the Sharpe Ratio, that is, returns achieved 
per unit of volatility. We have simulated some portfolios to 
show the impact of introducing varying levels of ILS to a 
portfolio. The results are shown in figure 5. 

3. Why now? 
The ILS market has grown substantially over the last 
decade, yet it still represents only 25% of the total 
catastrophe risk insured worldwide and is only a fraction of 
the global bond market. We expect growth to continue as 
demand from insurers persists and more investors become 
familiar with the asset class. One positive factor will be 
the introduction of the Solvency II rules in the insurance 
industry, as the higher reserving requirements mandated 
will mean reinsurers have less capacity to retain such large 
risks on their own balance sheets. Figure 6 shows both the 
growth and the increasing diversity of issuers of ILS.
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Figure 6: The market has grown wider and deeper
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Source: Artemis Catastrophe Bond and Insurance Linked Securities Deed Directory. Data as of December 2013.
*Other perils include storms, earthquakes, cyclones, hurricanes outside the US and Japan, as well as lottery wins,  medical claims, pandemics and longevity. 
**Multi peril also includes worldwide all risks.

Conclusion
The growth of the ILS market has a number of advantages for potential investors, including increased opportunities 
for fund managers to exploit, and enhanced liquidity for trading in and out of positions. In addition, the wider range 
of ILS available makes it easier for fund managers to create diversified portfolios. There is also a comfort factor in 
that the structures of most ILS are increasingly standardised and tailored to meet investor requirements.

As the market has grown, so has the range of investment options available to institutional investors. It is now 
possible to invest in pooled funds covering a range of cat bonds, private catastrophe transactions, other non-life 
risks and life insurance risks, either separately or in groups. The asset class has never been as accessible as it is now.

Despite being a relatively straightforward concept, it is important to remember that ILS remains a relatively 
complex asset class. Indeed, the skewed returns mean that traditional measures of risk, such as volatility and value 
at risk, can seriously understate the possibility of significant loss of capital. A deep insight and long experience are 
essential to be able to assess adequately the risks transferred by each security and make an investment decision. 

For those who have sufficient governance capacity to handle the risks, we think ILS should become an increasingly 
mainstream part of their investment armoury. This is not an asset class on which to bet the farm, and the ‘non-
normal’ nature of the results must be understood by those considering an investment. However, even a modest 
allocation within a typical portfolio will give risk reduction through diversification, without damaging the overall 
expected return. These attributes should make ILS a highly attractive addition to most portfolios.
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Investors these days are much happier to embrace a wide 
range of assets in their portfolios as they search for more 
diversified, and therefore more certain, returns. Unfortunately, 
as the experience of the last few years attests, the results are 
still sometimes unpredictable. 

Putting a premium on risk

Justin Simler
Head of Product Management,  
Multi-Asset

 

The truth is that an understanding of the underlying  
risk factors in a multi-asset portfolio – and whether or  
not they are being properly compensated – is an essential 
part of modern portfolio management. Asset classes 
are convenient categories, but they are in reality made 
up of combinations of risk premia. It is only through an 
understanding of these underlying risks that we can  
build portfolios that more accurately reflect the insights  
of the investment team and help to ensure more  
diversified portfolios. 

From asset classes to risk premia
Despite the fact that the concept of risk premia is well 
covered in academic research, investors still tend to organise 
their portfolios along asset class lines. The problem with 
traditional asset class descriptions is that they are merely 
labels. They do not provide information about the risks 
associated with them, and this limits the ability of investors 
to predict the way in which different market events may 
affect portfolio returns. An asset class can be thought of 
as being like crude oil: it is familiar and traded easily but it 
is only when it is cracked and refined into its component 
elements (such as gasoline and propylene) that it becomes 
much more useful.

An investor may believe his or her portfolio to be  
diversified because it contains a variety of different  
asset classes. However, several asset classes can be 
sensitive to the same underlying risk factor, and a portfolio 
diversified along the lines of asset class alone could  
suffer significant losses under certain scenarios. Breaking 
asset class exposures down into their constituent risk 
factors allows concentrations of risk from the same  
sources to be identified. 

A ‘risk premium’ is the return that an investor expects  
o receive for assuming a systematic risk (see box ‘What is  
a risk premium?’). 

In some cases, an asset class may best be represented  
by a single, dominant risk premium; in others it may best 
be described as a combination of several risk premia.  
Either way, this knowledge is vital in determining whether 
or not an asset should be included in a portfolio, and in 
what quantity.

What is a risk premium?
All investments start with one goal: earning a return 
(or premium) in excess of cash that compensates 
the investor for the risk taken. The extra risk can be 
idiosyncratic (security specific) or systematic (market- 
related), or it can be a result of structural or behavioural 
factors. Identifying a portfolio’s exposure to these 
different risks is the key to understanding whether a 
portfolio is diversified. Idiosyncratic risk (for example) 
can be diversified away, so investors should not expect 
to be paid for this exposure.

One of the roles of investment research is to  
understand whether these risks are adequately 
compensated – in the short, medium or long term. 
Take style-based investing as an example. There is a 
risk premium associated with value investing (buying 
companies with low prices relative to fundamental 
attributes such as dividends, sales, book value, earnings 
or cashflow), but no such systematic long-term premium 
is associated with the growth style (buying stocks that 
are growing more rapidly than the market overall).  
It should be remembered, however, that risk premia  
are time varying. 
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By breaking down the performance of the asset into its 
constituent risk premia, we can understand better the 
underlying drivers of this change. 

Corporate bonds, therefore, comprise an exposure 
to both a duration and a growth risk premium. The 
duration element is sensitive to interest rates, while the 
performance of the growth risk premium – the credit 
spread – is a function of corporate profitability. We can 
further analyse the growth risk premium by showing the 
(negative) correlation between government bonds and 
corporate bonds after hedging out the duration element 
– in effect, the credit spread – (represented by the orange 
line) and the (positive) correlation between the duration-
hedged corporate bonds and the S&P 500 (represented by 
the light blue line). This exercise reveals that the decrease 
in the correlation between corporate bonds and the US 
7-year Treasury bond was driven by the exposure to the 
credit risk premium in corporate bonds. And it is this 
exposure which means that investment grade credit cannot 
simply be seen as a defensive asset. 

Building in greater stability
An analysis of investments’ exposure to these different risk 
factors can help in the building of more stable portfolios, 
since it allows a clearer insight into the underlying drivers 
of performance and a sharper implementation of active 
views. Understanding an asset’s sensitivity to different risk 
factors should also provide more useful information on 
how the asset will react to market events. It can, therefore, 
help investors to tilt their asset allocation towards risk 
exposures that they believe will be rewarded and away 
from those that they believe will not.

To make our analysis of risk premia more manageable,  
we find it helpful to group them into four categories.  
The first three coincide with the three primary systematic 
risks that we believe exist in the market. These are: 
economic growth (growth), changes in interest rates 
(duration) and erosion of purchasing power (inflation).  
The fourth category, which we call ‘strategy premia’,  
includes those that capture behavioural and other 
anomalies associated with investing in, for example,  
the value risk premium. 

Deconstructing an asset class according to its  
risk premia
In Figure 1 we show how the composition of the yield on 
US investment grade credit (measured by analysing the 
spread differential between US cash, government bonds 
and investment grade credit) has varied over time. We look 
at two snapshots, one taken at the end of October 2008 
and the other five years later in 2013. Over this period, not 
only has the overall yield level decreased significantly, but 
the composition of the underlying risk premia exposures 
has also changed. In 2013, the exposure to the duration 
risk premium (compensation for the risk of rising interest 
rates) has become the dominant proportion of the yield 
on investment grade bonds. This has serious implications 
since, if investors were positive on credit but negative on 
duration in October 2013, then a long-only investment in 
investment grade bonds would be unlikely to reward them. 

Figure 1: Analysing US investment grade credit
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Source: Datastream and Schroders, as of 31 October 2013. US investment grade credit 
is represented by the BofA Merrill Lynch US Corporate Index. Shown for illustrative 
purposes only and should not be viewed as a recommendation to buy/sell.

The ability to analyse risk premia in this way is important 
for two reasons: firstly, different risk premia have distinct 
characteristics that vary over time and, secondly, the 
relative proportions of the component risk premia in an 
asset can also change over time. This is illustrated in Figure 
2. There is a naïve view that corporate bonds are defensive 
assets, like government bonds. Certainly, until the financial 
crisis, it is true that the returns of these two asset classes 
(shown by the dark blue line) were highly correlated, 
but after 2008 their correlation markedly decreased.

Figure 2: Rolling three-year correlations of weekly total returns
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Source: Schroders, Datastream as of 31 December 2012. The views and opinions expressed are those of Schroders Multi-Asset Team and are subject to change.
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 – Growth: This category (not to be confused with the 
growth style of investing) groups together returns 
generated by positive economic growth. This includes 
developed and emerging country or regional equity 
markets and credit spreads (i.e. the extra return earned 
on a corporate bond over a government bond for being 
exposed to the risk that the company might default). 
These tend to be positive in periods of rising growth 
as this type of environment usually helps to increase 
corporate profits. 

 – Duration: This category covers the returns earned from 
owning government bonds and includes all the major 
markets for developed and emerging sovereign bonds. 
Returns tend to be positive when interest rates are 
stable or falling and hence are associated with periods of 
weakening growth or recessions.

 – Inflation: In this category we place returns from risk 
premia that move up and down in line with inflation. 
These include the four main commodity sectors: energy, 
agriculture, industrial metals and precious metals, 
together with the inflation-linked component of index 
linked bonds, such as US TIPS. Although inflation often 
rises when economic growth strengthens the demand 
for commodities, there are also times, such as in 
stagflationary environments, when inflation premia do 
well but growthpremia underperform.

 – Strategy: This fourth category covers returns driven by 
behavioural and other structural risk factors, including 
the equity small-cap risk premium, the equity value risk 
premium, trend risk premium, the foreign exchange 

carry risk premium and volatility risk premium. Premia in 
this group tend to perform independently of the growth, 
duration and inflation premia categories. Examples 
of investors behaving irrationally include the trend 
premium, which exists because investors often display 
‘herd’ instincts and can chase prices to unwarranted 
levels. Another example is the volatility risk premium, 
whose roots lie in behavioural factors. Investors tend 
to dislike losses more than they like profits, so they are 
prepared to pay more for insurance than they should. 
This allows other investors who are prepared to sell the 
insurance, through futures and options for instance, to 
generate small, but steady profits over the long term.

The correlation between these four groups of risk premia 
is much more stable than the correlation between, for 
example, equities and government bonds. This is illustrated 
in Figure 3. Balancing exposures between these groups 
can therefore create a more diversified portfolio than one 
simply diversified according to asset class.

Unearthing the main drivers of risk
In Figure 4 we provide examples of the different types of 
risk premia found within our four categories. Although any 
risk premium ultimately provides a return to compensate 
for bearing risk, we describe the particular reasons for each 
type in the final column entitled ‘Explanation and principal 
risk factors’. 

Figure 3: Rolling three-year average cross-correlations
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Figure 4: Examples of risk premia

Category
Premium 
type Description Explanation and principal risk factors

Growth Equity The return of a broad developed equity market 
index over a ‘riskless’ asset such as Treasury 
bills/cash or high quality sovereign bonds.

–   Corporate profit cycle (dividend yield and real 
dividend growth rate)

–   Risk of failure to pay interest or capital

Credit The return of a wide basket of corporate bonds 
over comparable default-free government bonds.

–   Risk of failure to pay interest or capital

–   Liquidity risk

Duration Term The return of long-duration government bonds 
over short-term money-market instruments, 
Treasury bills and cash.

–   Moves in interest rates and inflation, actual and 
anticipated 

Inflation TIPS The return on inflation-linked government 
bonds over nominal government bonds.

–   Unexpected inflation 

Strategy Small Cap The difference in returns between a broad 
exposure to smaller companies and one to large 
market capitalisation companies.

–   More concentrated business models with less access  
to capital markets

Value The difference in returns between companies 
offering ‘value’ (low price compared with 
dividends, cashflow, earnings, sales or assets) 
and a broad (or ‘non-value’) market index.

–   Pro-cyclical pattern of returns

–   Behavioural factors (exposure to companies or 
sectors that have fallen out of fashion)  

Currency  
Carry

The additional yield from buying high yielding 
currencies and then shorting (or funding the 
position from) low yielding currencies. 

–   Over-compensation for the perceived risks 
associated with currencies with high interest rates 
relative to ones with low interest rates

Volatility The difference between implied and realised 
volatility, captured through selling ‘strangles’ or 
similar strategies.

–   A sudden increase in volatility as markets correct

–   Insurance style pay-off, with buyers paying a 
premium for protection

Momentum/ 
Trend

Momentum strategies are trend following and 
can be applied to single or multiple assets within 
and across markets.

–   Exploits a behavioural effect where investors can be 
irrational and display ‘herd’ instincts, preferring to 
buy assets with strong historical performance.

 
Source: Schroders, for illustration only.

Conclusion
We believe a risk premia based approach can provide a better understanding of the sources of risk and return in 
a portfolio than one simply based on asset classes. Moreover, a diversified and balanced allocation to different 
risk premia is in our view likely to generate superior risk-adjusted returns over time. But, while such a portfolio is 
likely to produce a more stable performance than one diversified across asset classes, it will not protect against 
systemic shocks. To help safeguard a portfolio against extreme drawdowns over short-term periods, investors 
need to be prepared to pay for explicit downside risk management techniques. 
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The aftermath of the global credit crisis left interest rates and 
bond yields close to the lowest levels in recorded history in 
many countries across the developed world (Figure 1). Indeed, 
the yield on cash and government bonds in some markets 
even dipped below the rate of inflation. Traditionally ‘riskier’ 
corporate bond yields have also fallen considerably, having 
been dragged down by government bond yields, while spreads 
have been compressed further in investors’ scramble for yield. 

Scott Lothian
Senior Strategist, Global Strategic 
Solutions

 

Unfortunately, there does not appear to be a single ‘magic 
bullet’ replacement for the multi-faceted solution bonds 
have delivered in recent years. As a result, we believe 
investors need to build portfolios to meet their specific 
needs and accept that these probably will not come with 
the free added extras many bondholders have become 
used to over the past 30 years. This article will try to outline 
the main reasons why institutions hold bonds as a key part 
of their portfolio, and provide a framework for how they 
can both assess their requirements and meet them in the 
changed circumstances in which they now find themselves.

New conditions demand new approaches
We are faced with very different economic and market 
conditions to those before the crisis. Investors broadly 
accept that future returns in developed bond markets are 
likely to be below historical averages, yet their fundamental 
requirements have not necessarily changed much: real 
returns are still needed, liability payments have still to 
be met, incomes must still be supported. Unfortunately, 
given today’s starting point, a traditional bond portfolio 
anchored to a typical market index is unlikely to meet 

these requirements, even over the long run. To misquote 
Einstein, to persist with the same old strategies in a 
dramatically changed environment and expect the same 
results is, if not insane, certainly irrational.

So, in addition to the well-rehearsed drawbacks of using 
traditional fixed income benchmarks, the whole asset 
class is in a particularly vulnerable position. While active 
management can mitigate some of these problems 
by diversifying away from the benchmark, the index-
anchoring restrictions in most mandates still serve to limit 
the benefits. The basic strategies bond managers have 
historically used in the context of a benchmark-related 
portfolio are duration, credit, interest rate curve and 
currency management. Many of these strategies have 
been highly correlated with the markets themselves, with 
rewards being available simply for being there. But this is 
changing. Trends may not exactly reverse, but will likely 
become less clear, thus providing good opportunities 
for active managers – at least those with courage and 
conviction – to differentiate themselves. We believe 
institutional investors will need to be commensurately bold.

Figure 1: Falling interest rates have given bond investors a 30-year tailwind
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Source: Robert Shiller long-term interest rate from 1871 to 1961. Federal Reserve 10-year constant maturity series from 1962 to 2013. As of 31 December 2013.

A framework for action in fixed income
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1. Looser constraints
We would encourage those who still need to retain 
bond beta exposures and market index benchmarks to 
loosen their mandate restrictions. This will give the active 
manager(s) the room to exploit the market opportunities 
more readily and protect portfolios against pitfalls. In order 
to underline their commitment to increased flexibility, 
many investors could also add a secondary objective for the 
manager or managers, such as aiming for real returns, or a 
certain level of income generation.

2. Focused beta
Some objectives may be fulfilled simply by focusing on a 
distinct subset of the broader asset class, more targeted 
towards the required outcome. By making allocations to 
emerging market debt or high yield, for example, bond 
exposures can be decided at a strategic level, rather than 
at the manager’s more tactical level. This implies a belief in 
the chosen asset sub-class beta to deliver a certain risk-
return profile. In these cases, a suitable market-related 
benchmark will still normally be used. 

3. Outcome-oriented
Where it is possible to drop the market benchmark entirely, 
the use of outcome-oriented investment targets could 
be considered. By this we mean specific fundamental 
targets, such as the delivery of a specified percentage 
income per annum, or a return above a cash rate such 
as LIBOR. Having such a target leaves nowhere to ‘hide’, 
and therefore a clearer link between the objective and the 
solution. From the manager’s perspective, not having to 
manage volatility in a benchmark-relative manner should 
open up more opportunities to meet these fundamental 
investment targets.

What will these bond portfolios look like?
In the table below (Figure 3) we compare the key features 
of a traditional fixed income portfolio with some less 
constrained approaches. Moving from left to right, we 
start with a typical benchmark-relative core portfolio, then 
through a focused approach to one where the constraints 
are loosened while keeping the benchmark in place, and 
finally two versions of outcome-oriented strategies, where 
the market benchmark is dropped entirely and the focus 
switched to an absolute return or volatility target.

The opportunity costs of being early are very low from this 
starting point (yields cannot fall much further). The risk 
of being late (in other words, staying in index-anchored 
treasuries when yields start to rise) could be significant. We 
think that this is no time for complacency.

Understanding the rationale for bond investing
The first step in our framework for action is for investors 
to consider why they hold bonds in the first place. We 
outline the most likely reasons below (Figure 2) in broad 
terms, along with our suggestions for the most important 
objectives for different types of investor.

This table is not exhaustive, and different investors even 
within the same category may have widely differing 
objectives. However, we believe it provides a framework 
to help them consider their objectives on a case-by-case 
basis. Of course, while investors may have had specific 
requirements from their bond portfolios in two or three of 
the categories in Figure 2, their recent experience of the long 
bull run in bonds is likely to prompt almost every investor to 
tick almost every box. Bond beta has come with a lot of free 
added extras. We believe this is unlikely to continue.

In the absence of a sustainably attractive duration beta 
(interest rates can’t fall any further), investors must find 
new ways to meet their needs without giving up too many 
of the additional benefits they have enjoyed up to now. 
Of course, in some cases, regulation may compel them to 
continue investing in traditional bond portfolios. But for 
those investors who can embrace wider opportunities, 
other solutions may look a lot more attractive.

This need not represent an investment revolution: the next 
steps should be seen more as an evolution. Some investors 
may not need to move far from the old certainties of bond 
beta, retaining a link to the benchmark and merely loosening 
the constraints a little. The slightly more adventurous may 
want to narrow their focus on one area of the market such 
as, say, emerging market bonds. Finally, for those ready to 
travel the whole distance, a more satisfactory approach may 
be to ditch the benchmark altogether and focus solely on 
outcomes. Not all investors can or will want to take this path 
in its entirety. Equally, some may want to adopt more than 
one approach. So what are the options?

Figure 2: Different types of investor have different reasons for investing in bonds

Investment objective
Type of investor

Central Banks SWFs DB DC Insurer Retail

Income 
Capital preservation    
Absolute returns  
Diversification    
Liability-matching   
Liquidity    
Inflation hedge   

 
Source: Schroders, for illustration purposes only. SWFs = Sovereign Wealth funds, DB = Defined Benefit, DC = Defined Contribution.
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Figure 3: The evolution of bond mandate

Strategy type
Traditional 
benchmark-relative Focused beta Looser constraints Outcome-oriented

Return sources Benchmark return 
+ relative return 
sought from directly 
related alpha 
sources

Bond sub-sector 
benchmark return 
+ relative return 
sought from related 
alpha sources

Total return from 
alpha sources 
generally associated 
with benchmark 
assets

Absolute return sought from wide range  
of alpha sources

Holdings Forced to invest 
in benchmark-like 
assets, even in areas 
seen as unattractive

Benchmark-like 
assets to capture 
the intended 
characteristics

Investment in best 
ideas which may 
or may not include 
benchmark assets

Often in cash or cash-like assets, with 
highly active derivatives overlay

Liquidity profile Liquidity profile 
varies. Will hold less 
liquid securities 
determined by 
benchmark

Liquidity profile 
varies. Will hold 
less liquid securities 
if significant in 
benchmark

Liquidity profile 
depends on 
investment focus. 
More derivative use 
than benchmark-
relative strategies

Liquidity often paramount. Cash managed 
conservatively; derivatives used to generate 
returns

Sensitivity to 
capital loss

Low, in absolute 
terms: focus on 
generating index 
outperformance

Low, in absolute 
terms: focus on 
generating index 
outperformance 

Medium: focus 
both on index 
outperformance & 
high total return, 
while avoiding 
absolute losses

High: focus on generation of consistently 
high absolute return (often per unit of risk)

Performance 
measurement 
period

Rolling 3-year 
periods

Rolling 3-year 
periods

3–5 years 1 year or shorter

Example return 
targets

Index +0.5–1.5% pa Index +1–2% pa Index +4–5% pa Cash +3–4% pa 8% vol; 
Sharpe  
Ratio >1

Typical benchmark Domestic 
government bond 
index

Example: JPMorgan 
EMBI Global 
Diversified Index 

Example: Barclays 
Capital Global 
Aggregate Index 

3-month LIBOR N/A

Tracking error Low to medium Low to medium High N/A Volatility target

Portfolio 
experience driven 
by (approx.):

Index 80%, 
investment strategy 
20%

Index 80%, 
investment strategy 
20%

Index 50%, 
investment strategy 
50%

Investment strategy 
100%

Investment strategy 
100%

Source: Schroders, for illustration only.

Economic uncertainty and precariousness, coupled with the 
divergence between developed and emerging markets, is 
likely to lead to more volatility in most of the components 
involved in managing fixed income. Volatility produces 
risk, risk produces mispricing, and mispricing, correctly 
identified and exploited, produces alpha.

Loosening the constraints on the mandate, either retaining 
some ties to the benchmark or by cutting them completely, 
will place more emphasis on these alpha strategies. This 
increases the importance of the manager selection process 
compared with traditional portfolios. Where more focused 
bond beta is adopted, for example emerging markets debt 
or inflation-linked bonds, similar alpha strategies may be 
used to add value or mitigate risk, but with less leeway to 
drift from the selected benchmark.

The type of constraints embedded in mandates varies 
significantly, mostly reflecting the strategies the investor 
expects the manager to use in pursuit of return generation 
or risk mitigation. Active bond managers typically use 
a variety of strategies to meet their goals in varying 
economic environments.

By giving active managers far more freedom, either by 
loosening the constraints on broad beta portfolios or 
moving to outcome-oriented solutions, the investor clearly 
does not close the door on disappointment. Managing such 
bond portfolios often involves different skills and outlook 
to traditional bond investing. Also the definition of risk is 
changed, from index underperformance to absolute loss 
of capital, for example. Fortunately, in the fixed income 
world, the tools exist to permit managers a great deal 
of flexibility in portfolio construction. Moreover, the new 
environment is highly conducive to alpha generation. 
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Governance implications 
In deciding which strategy is most suitable, a further 
consideration must be given to the investor’s governance 
capacity, i.e. the time, resources and expertise they have 
available for oversight. Clearly the different solutions have 
varying governance demands, in terms of determining 
the most suitable approach, understanding the required 
strategies, identifying a suitable manager, and monitoring 
the investment (Figure 4).

Risk management
Given the enhanced role of the active manager in less 
constrained and outcome-oriented strategies, a robust 
approach to risk management is required. From an 
institutional investor’s point of view, the key considerations 
in designing such a mandate include:

1. Clear and consistent communication of the portfolio 
objectives and tolerances.

2. Guidelines commensurate with these objectives, agreed 
to by all concerned parties at the outset.

3. Implementation of a suitable portfolio monitoring 
process, taking into account the risk and return 
objectives, and using a relevant time horizon.

4. A willingness to permit risk-taking by the manager 
during volatile times, coupled with a readiness to stay 
neutral when the opportunities are scarce or marginal.

From the asset manager’s perspective, the move from 
traditional portfolios to outcome-oriented portfolios entails, 
in addition to the above, the following adjustments to the 
risk management approach:

1. An understanding of the intended risk of each position, 
and how it interacts with the aggregate of the other 
portfolio positions.

2. Closer detailed monitoring of each position’s actual 
contribution to return and risk (monthly, daily and even 
intra-day).

3. Clear limits and guidelines to be set for each alpha 
strategy consistent with required compliance rules, 
alpha generation and volatility characteristics objectives.

4. Availability and understanding of the broadest possible 
range of investment instruments for implementation.

5. Integration with portfolio construction, allowing pre-
trade analysis and scenario testing.

6. Full transparency of risk exposures and attribution.

Conclusion
Investors have benefited greatly from a long-term tailwind from bonds and, in particular, the duration risk premium 
attached to them. A standard, long-only, market-benchmarked, global fixed income portfolio has delivered good 
real returns with relatively benign volatility, together with attractive yields and liquidity characteristics, in a form 
which has provided effective diversification from riskier, return-seeking assets. This cannot be reasonably expected 
to continue, especially after the seismic structural changes of the past five years. Indeed, we do not think it would 
be prudent for index-anchored bondholders to continue with the strategy, even though it has worked well for 
a generation. Much has been written and spoken about this problem, and many potential solutions have been 
suggested. We think it unlikely that a single strategy will be the solution for all investors’ diverse objectives and 
have therefore devised a framework to assist them in their deliberations.

Ultimately, we believe that investors have three core solutions to choose from: loosen traditional constraints, focus 
on relatively attractive subsectors, and/or drop the index benchmark altogether. Such solutions do not have to be 
considered in isolation; depending on governance levels, we believe that bespoke combinations of these generic 
solutions can be assembled. Used like this, they can help investors get what they need from their bond investments 
for several more decades. Certainly, overcoming the ‘analysis paralysis’ from which many are currently suffering 
will take time, resources and conviction. But we believe that acceptable solutions are achievable for investors of all 
governance levels – they just need to act now, preferably using a systematic framework for action. This is no time  
for complacency.

Figure 4: Governance implications of broader bond portfolios

Traditional  
benchmark- relative Focused beta Looser constraints Outcome- oriented

Asset allocation Low Very High Low Average

Monitoring complexity Low Average Average High

Source: Schroders, for illustration only
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Engaging for alpha: how more involved fund 
managers can create better returns for all 

The travails of the past five years have prompted much soul-
searching amongst active managers. Many have failed not  
only their clients but the wider society in which they operate. 
Too often, particularly in the ‘Anglo-Saxon’ markets of the UK 
and US, they have equated clients’ interests (and their own) with 
instant gratification. Good companies, shareholders’ returns 
and industrial strategy have suffered as a result. We think there 
is a better way, which can create better results for clients, 
companies and society at large, but it will require an honest 
appreciation of what went wrong and what needs to change.

Peter Harrison
Global Head of Equities 

For now, despite last year’s strong market returns, we are 
still living very much in the shadow of the boom and bust 
of 2008 and 2009, when the market’s fixation with the short 
term led to a familiar cult of leverage. Strong companies 
were sold to over-borrowed bidders, creating immediate 
‘shareholder value’ for the sellers, but sometimes also new 
structures whose instability meant they were doomed to 
failure. Or pressure was applied to companies to improve 
the ‘efficiency’ of their balance sheets. Encouraged to 
take on debt to pay dividends or mount share buybacks, 
companies may have enhanced the level of income paid to 
their investors but sometimes also distorted their business 
goals and pushed their shares to unsustainable levels.

We believe that the heart of this problem is the market’s 
repeated mispricing of risk. With investors’ gaze fixed 
on the immediate share price, the real, intrinsic, value of 
companies is often allowed to drift. This became egregious 

during the global financial crisis. Just before it collapsed 
with over $600 billion of debt, Lehman Brothers was able to 
report net assets of over $26 billion. Elsewhere, investors’ 
faith in Citigroup was badly shaken by the emergence of 
its interests in $1.2 trillion in ‘special purpose vehicles’1 
established to hide borrowings from the market. The wider 
tale of how banks in the US and Europe builtup debts 
of trillions of dollars unchecked by either investors or 
management is now well known. 

Equity owners have been major losers from this mispricing. 
For the first decade of the 21st century, shares produced 
minimal returns and it is only since 2010 that equity returns 
have started to catch up with the rise in GDP. Collectively, 
most fund managers regularly underperform the wider 
market when fees are taken into account (see Figure 1). Not 
surprisingly, many clients have sought refuge in different 
investment approaches, including hedge funds, high-
frequency trading and indexation. But new risks, high fees 
and pedestrian returns are leading to disillusion here too.

Figure 1: Active managers have a mixed track record
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Source: Morningstar. Chart shows proportion of funds that outperformed their primary 
benchmark over 10 years to 31 December 2013.

1  Extraordinary Financial Assistance Provided to Citigroup, Inc., Special Inspector 
General for the Troubled Asset Relief Program, 13 January 2011. 

‘Short-termism, or myopic behaviour, is the 
natural human tendency to make decisions 
in search of immediate gratification at the 
expense of future returns: decisions which we 
subsequently regret. We speak and act in the 
heat of the moment, we eat and drink too much, 
and we do not save enough. In business, short-
termism occurs when companies invest too little, 
either in the physical assets of the business or in 
the intangibles which are generally the source of 
their competitive advantage – their reputation, 
their capacity for innovation, and in the skills and 
capabilities of their employees.’
Professor John Kay, ‘Kay Review of UK Equity Markets and 
Long-Term Decision Making’, July 2012
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taken as a whole can be enhanced only by activities which 
enhance the performance of companies, taken as a whole.’3

This short-term performance horizon is reflected in typical 
stock holding periods which have slid from just under five 
years to less than five months since 1980.4 Where once 
a difficulty at a company might have been resolved by 
informal contacts between shareholders and the chairman 
or chief executive, increasingly even quite large investors 
vote with their feet. Deeper, more liquid markets have 
made it much easier to sell an underperforming share than 
to spend time, effort and resources in sorting out problems 
directly at companies. We think similar trends are evident in 
other markets, particularly in the US, but also in Europe.

A further spur to this process has been the trend towards 
passive strategies. Better liquidity and disaffection with 
underperforming active managers have pushed many 
equity owners towards such index-based solutions. 
This may be through overt indexation, where success 
is measured by how closely the portfolio’s performance 
apes that of the market as a whole, as represented by the 
index. Or it may be covert indexation, where managers 
masquerading as ‘active’ in practice cleave to the index. 
While this may produce satisfactory short-term results,  
over longer time periods the allocation of capital simply 
on the basis of share-price momentum ultimately leads to 
massive distortions in the cost of equity. 

Here again, misaligned goals are at the root of the 
problem. For only a very few clients is the index a suitable 
long-term target for the increase in the value of their 
assets. Most need to meet medium- or long-term liabilities, 
such as personal income needs, insurance claims, pensions 
or simply the preservation of wealth against the ravages  
of inflation. Yet many fund managers are still rewarded  
on their performance against the stockmarket (or their 
rivals, which amounts to the same thing), rather than the 
real goals of their clients. We think that lifting managers’ 
gaze towards a longer-term horizon would not only  
re-align it with that of their clients but also create more 
sustainable returns. 

3  Speech by Professor John Kay at launch of ‘Kay Review of UK Equity Markets  
and Long-term Decision Making’, 23 July, 2012. 

4  John Bogle, ‘Restoring Faith in Financial Markets’, Wall Street Journal,  
19 January 2010. 

We think that change is now in the air. There is a growing 
feeling that the neo-liberalism that led us into the problems 
of 2008 and 2009 doesn’t work any more and we need a 
new, more progressive, model of capitalism. This is already 
seeing a move towards a more active and constructive 
form of engagement with companies, and one which is 
starting to generate good results for investors.2 We believe 
this process has much further to go. Indeed, we believe 
there is a direct relationship between better engagement 
and sustainable alpha of a sort that many managers – and 
not just hedge funds focused on the short term – currently 
fail to achieve. But to maintain progress, everyone involved 
in markets must tackle a number of misaligned incentives 
which underpin the current obsession with the short term. 

Misaligned cycles
One of the most fundamental is the fact that fund managers’ 
success is still generally measured on a quarterly basis, 
when most of their clients’ have a much longer perspective. 
As many people have noted, it is perverse for those who 
are entrusted with savings, pension schemes, family 
inheritance or sovereign wealth with lives measured in 
generations to judge the performance of their portfolios 
and their managers on a three-month cycle. In the UK, this 
sometimes excessive concentration on the short term by 
asset managers has also been blamed for the poor industrial 
performance of certain sectors of the economy. 

In 2011, it led the government to ask the well-known 
business and economics commentator, Professor John 
Kay, to review the way equity markets affect the long-term 
performance and governance of UK quoted companies.  
He recognised the nub of the issue was:

‘The misalignment of incentives that arises for the asset 
manager, whose business model generally depends on 
short-term relative performance, vis-à-vis the saver and the 
company, whose interests are, or should be, in long term 
absolute performance. That misalignment is the product of 
... short term performance horizons and the focus on relative 
performance – asset managers seek to achieve alpha, but 
aggregate alpha for the industry is zero. Returns to savers 

2  A recent study of activist investing by Cambridge Associates, the consultancy, 
suggested that the median manager out of the 14 it surveyed had produced 
annual compound returns of 2.1% in the five years to June 2012, compared  
with falls of 3.0% for the MSCI World Index and 0.7% for the HFRI Equity Hedge 
(Total) Index. 

Figure 2: US and European corporate returns on capital track each other closely
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Misaligned pay
But misdirected incentives are not solely the preserve of 
the market. They are also evident in the companies which 
trade on the market. In the US, for example, the pay of 
chief executives has soared over the recent past, yet it is 
not evident that US companies have performed noticeably 
better in aggregate than their European counterparts, 
which have rewarded their leaders much less extravagantly 
(see Figure 2).

And while this rapid increase in incentives for US managers 
seems to have had little effect on long-term results, it has 
significantly changed company behaviour in the short 
term. Share options and bonuses linked to short-term 
share-price performance have reinforced the pressure on 
companies to deliver immediate stockmarket gains, rather 
than returns that compound over many years. Perhaps, 
worst of all, there are few penalties for failure, so running 
companies at the highest level has become a one-way bet 
for management, underwritten by the equity owners.

Nonetheless, while managements bear some of the blame, 
much of what’s gone wrong over the last five or 10 years 
has been the lack of effective checks and balances by 
investing organisations in ensuring companies manage 
risk. To restore equilibrium between capital, investors 

and management, many are coming to the conclusion 
that investment managers need to take on more of a 
‘stewardship’ role. Rather than viewing their investments 
as poker chips, this means they must see themselves as 
owners, with all the responsibility that brings. It requires a 
new mindset, perhaps borrowing more than a little of the 
approach of Warren Buffett, who once said: ‘When buying a 
stock, imagine you’re buying the whole business.’ 

We as an industry need to look at how we treat what 
is literally our stock in trade. Often, engagement with 
companies by fund managers is still limited to looking at 
how financial performance can be improved. Even routine 
matters like voting at annual meetings and pay, let alone 
concerns about a company’s governance, its impact on the 
environment or its employment practices, are often dealt 
with by separate teams. We think many of these matters 
should be a routine part of the mainstream investment 
process, dealt with by fund managers themselves.

But we must take company managements with us if we 
are to successfully raise our gaze towards the longer-
term horizon. This means we must re-write the rules of 
engagement to give companies a new framework in which 
to operate. We need to stop viewing all financial statistics 
through the lens of the quarterly cycle. We should also 

Unilever: 10 years that turned a supertanker
Institutional shareholders’ engagement with Unilever  
has seen the consumer products group transformed 
over the last 10 years or so. In the early 2000s, it was 
still operating under a cumbersome dual-nationality 
management structure with an ethos more in tune with 
the colonial past of the two countries – the UK and the 
Netherlands – from which it emerged rather than a 
modern, multinational company. 

Since then, management has been streamlined, the 
product range pruned and the operational performance 
vastly improved. We believe this has only been made 
possible by shareholders forging a new constructive 
relationship built on trust and mutual respect. This has 
paved the way for a robust and challenging dialogue, 
allowing owners and management to discuss big ‘what if’ 
questions about strategy, free of previous constraints. 

The evolution of this engagement since 2003 is outlined 
in the chart. Throughout, we and the other major 
shareholders have had regular one-to-one meetings  
with the chief executive and/or the finance director,  
where we discussed such issues as operational 
performance, investment in the business and the 
company’s portfolio of brands. 

During the course of this close relationship, shareholders 
have come to recognise that Unilever is a supertanker 
that takes time to turn round. When we last met the 
chairman in 2013, however, it was obvious that the 
tanker had indeed been turned. He confirmed that 
there was now a much higher performance and faster 
moving culture at the company, something that has been 
cemented and further developed by the appointment of 
an external chief executive in 2008. 

Source: Schroders, as of 31 January, 2014.

2003 2004 2007 2008 2009 2013

The Unilever evolution

 – Twin-company structure
 – Twin chairman also chief 

executives
 – Advisory directors have 

non-executive powers

 – Management shake-up ends 
duplication on boards

 – Patric Cescau becomes first 
chief executive

 – Advisory directors become full 
non-executives

 – Lord Simon appointed senior 
independent director

 – Simon becomes conduit for 
shareholder pressure for 
appointment of independent 
chairman

 – Outsider (Paul Polman) 
appointed chief executive

 – News welcomed by 
shareholders

 – Latest Schroders meeting with 
chairman confirms progress on 
transformation of company and 
performance

 – Michael Treschow becomes 
independent chairman

 – Sympathetic to shreholders’ 
desire for rationalisation of 
brands

 – Shareholders support management 
in push to end quarterly reporting

 – Agree it over-emphasises short 
term and fails to give true view of 
company
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probably be a little more patient about performance that 
does not always match our criteria. In some cases we 
might need to give more protection to companies at risk 
from bidders which offer little strategic rationale for the 
combined business other than short-term stockmarket 
performance. And we need to be ready to give more robust 
backing to managements we trust, particularly when they 
are going through difficult times.

This is not a one-way street, of course. In exchange 
for giving company managers more latitude, we will 
expect much in return. We will want a more regular, less 
formal and often – when the going gets tough – a less 
confrontational dialogue with companies. No longer should 
the quarterly investor roadshow be an acceptable means 
of communication: we would like to see a more robust 
exchange of views with the representatives of the owners 
of the business. We will expect companies to have more 
defensible remuneration strategies. And we will be looking 
for clearly defined, and measurable, strategic objectives, 
rather than the woolly ‘mission statements’ that abound. 
As John C. Wilcox of Sodali, a corporate governance 
consultancy, said recently: ‘In this changing environment, 
companies and boards will be expected to redefine 
business strategy and develop performance metrics based 
on sustainability and long-term results, rather than stock 
price and quarterly earnings.’1

Ownerless companies
We cannot create this new environment on our own. 
The internationalisation of investment means that few 
institutions control individual stakes of sufficient size that 
they can dictate terms to large companies – although a 
substantial player in London, we still only represent about 
1.8% of the market. Indeed, the dispersion of investment 
across the globe is such that many large companies are 
now effectively ‘ownerless’, where no one shareholder or 
even group of shareholders owns a stake large enough to 
allow them to influence management.

To illustrate the diversity of company ownership we  
looked at the European Union. Research here suggests 
that the proportion of domestic shares owned by foreign 
investors has quadrupled in a generation, rising from 10% 
in 1975 to anywhere between 38% and 45%, depending 
on how funds domiciled in Luxembourg and Ireland are 
classified.2 Within that overall total, some large markets are 
now more than half foreign owned. In Germany, the figure 
has roughly doubled since 1997 and is now put at 55%,3 
while in the UK, where domestic holdings have halved since 
1963, the equivalent figure is 53%.4 Even within the 47% of 
British shares in British hands at the end of 2012, a mere 
6.2% was held by insurance companies and just 4.7% by 
pension funds. 

Up to now, much regulation has been about treating  
issues like liquidity, transparency and price discovery as 
goals in their own right. What recent events have shown 
is that, in reality, these ‘goals’ are really just the minimum 

1   Directors and Boards E-Briefing, vol 11, no. 1, January 2014.
2  ‘Who Owns European Quoted Shares?’, Didier Davydoff, World Federation  

of Exchanges Focus, no. 249, November 2013.
3  Handelsblatt and Dresdner Kleinwort Benson.    
4  Ownership of UK Quoted Shares, 2012, Office for National Statistics,  

25 September 2013. 

‘hygiene standards’ necessary for the efficient running of 
the market. The goal should be the proper allocation of 
capital between companies, which is ultimately one of the 
primary purposes of stockmarkets. That failure in 2007  
and 2008 has dwarfed other regulatory concerns and,  
we think, requires a re-orientation of regulators’ focus on 
the bigger picture.

But we as an industry also need to spread the word among 
our clients that being more actively engaged and taking 
a longer view is not just the right thing to do, but also 
increases returns. This is already evident from the success 
of a number of ‘activist’ funds on both sides of the Atlantic. 
Some managers in both the US and Europe are already 
running highly concentrated portfolios, taking large stakes 
in individual companies, and getting much more closely 
involved in the governance and running of the underlying 
businesses than has been typical. Results have been very 
promising to date, but investors in these funds often have 
to effectively lock up their capital for several years, as they 
would in a hedge fund. 

We don’t believe it is necessary to go to such extremes. 
Indeed, we think it should be possible for traditional 
managers to garner similar returns without locking up 
capital, but only by locking in the sort of investment 
processes that activists have used with such success. 
The first moves are already being made. Sodali’s Mr 
Wilcox recently warned companies preparing for annual 
shareholder meetings in 2014 of a new governance 
challenge: ‘Opposition to the election of individual 
directors is becoming a strategy of choice not only for 
activists but for “responsible” investors seeking change 
at portfolio companies.’5 Certainly we at Schroders do 
not see confrontation as our first choice in approaching 
underperforming investments. A concrete example of 
what can be achieved by a closer and more constructive 
involvement with companies is illustrated in our case 
study on Unilever (see box: ‘Unilever: 10 years that turned 
a supertanker’, page 5). But we certainly do believe that 
engagement must be woven more closely into the fabric 
of what we do on an everyday basis and we must work to 
ensure that is recognised by regulators and clients alike. 

We are already getting together with others in the  
industry to discuss how we can tackle these issues. 
In the UK, this is most evident in the Collective Engagement 
Working Group set up in the aftermath of Professor Kay’s 
report and including representatives from both fund 
managers and asset owners, such as pension schemes.  
Its recommendations include the need to create more 
formal processes to bring together institutional investors 
where there are concerns about companies that should be 
tackled by greater engagement by shareholders.6 In doing 
so, we will need to build trust: between different investors 
(particularly those based overseas), between investors and 
companies and between investors and regulators. But we 
also need to enlist clients in this effort.

5  Directors and Boards E-Briefing, vol 11, no. 1, January 2014. 
6  Report of the Collective Engagement Working Group, Investment Management 

Association, December 2013.
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Conclusion
Many people, we believe, are coming around to the view that the governance model of the past hasn’t worked. 
We are confident, however, that we can work with companies to produce a better one, where capital will be more 
efficiently allocated and which should allow us to be able to anticipate and prevent the sort of financial disasters 
that have scarred the opening years of the 21st century. 

This process won’t necessarily see the disappearance from the market of high-frequency traders. They will 
continue to find a role in interpreting data instantly and translating the results into short-term trading 
advantage. What the more thoughtful equity managers will need to do is to equip themselves to sift out this 
short-term momentum and noise, which are intrinsic to markets, from the long-term value, which is intrinsic 
to businesses. And they need to convince their clients that this value, which will often only emerge over time, is 
more important to them than any immediate windfall.

To get to that point, though, active management needs to evolve into a business where the few fund managers 
that can generate positive alpha are liberated from current constraints, such as the slavery of index tracking. This 
would give them free rein to invest in as wide a universe as they like, including ‘doing nothing’ by holding cash if 
they felt there was nothing attractive to buy. Portfolios would be more concentrated, with lower stock turnover, 
which would encourage greater engagement with management. As well as lower ‘frictional’ costs, such as trading 
and price spreads, the systematic reduction in turnover would also help break the momentum in share prices 
which has led to so many problems over the last few years. 

Effecting this change will take time. But if we as an industry are to continue to provide a useful service to our 
clients, we believe active management must increasingly mean active involvement. We need to develop long-term 
partnerships with companies, helping them to improve their performance on a five- to 10-year view, to the benefit 
of them, us, our clients, and – ultimately – society at large.
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How chasing storms can generate 
uncorrelated returns

The last decade has left investors painfully aware of the 
importance of volatility. Two major bear markets in 10 
years have left many scarred by the experience. Clearly, an 
investment approach that captures the growth of equities 
together with a braking system that tries to prevent accidents 
would be ideal for navigating such difficult markets. We believe 
that investors can come close to realising this ideal by carefully 
measuring and managing the volatility in their portfolios.

John McLaughlin
Head of Portfolio 
Solutions 

Any mechanism that can smooth volatility in an equity 
portfolio is not only useful in its own right but, by improving 
the investor’s day-to-day journey, it may also help them to 
avoid major crashes. Volatility often accompanies market 
collapses. Figure 1 (light blue line) shows the volatility of the 
US Standard & Poor’s 500 Index between 1928 and 2012.  
It can readily be seen that many of the big corrections of 
this 84-year period, such as 1929, 1937, 1974, 1987, 2001 
and 2008, have been associated with high volatility. 

A simple portfolio braking system 
A basic mechanism for capping volatility is pretty 
straightforward to establish for a portfolio of risky assets 
such as equities. First decide on a maximum level of 
volatility, say 15% a year. Then monitor the portfolio volatility 
and whenever it exceeds this fixed 15% cap, sell enough 
risky assets to ensure that it falls back to 15%. Thus, for 
example, if portfolio volatility rises to 20%, bring it back 
down to 15% by selling a quarter of the stocks for cash.

Once the portfolio volatility moves back towards the  
15% level, the cash can be gradually reinvested in risky 
assets. By following this simple, systematic rule, volatility 
should be effectively limited to a maximum of 15% a year  
(see Figure 1, dark blue line). 

Over the very long term, the operation of such a volatility 
cap seems to be no material impediment to returns. A 15% 
per annum volatility cap applied continuously to the US 
stock- market over the last 90 years would have performed 
similarly to the uncapped equity market over the entire 
period. Moreover, it would have reduced losses in 12 of 
the 13 ‘crash years’ (calendar years where the market fell 
by more than 10%) that occurred during that time, and the 
benefit achieved would have been significant in seven of 
those cases (see Figure 2). 

Figure 1: Volatility often presages problems

60

0

10

20

30

40

50

Uncapped Index Volatility Vol-Capped Index Volatility 

 

%

Wall Street Crash

Recession of 1937

‘74 Market Crash

Black Monday

Internet Bubble

Credit Crunch

1928 1934 1940 1946 1952 1958 1964 1970 1976 1982 1988 1994 2000 2006 2012

 

Source: Bloomberg and Schroders. As of December 2013. Indices used are the S&P 500 [Div Adjusted] (1928–1988), S&P 500 Total Return (1988–2012). Volatility on any day is 
measured as the annualised standard deviation of daily returns in the previous 30 days using closing prices and de-risking, if required, is assumed to occur at the close on the 
same day.

Thought Leadership24



But rising markets are not always stable. Bear market 
rallies like 2009 (Figure 3c) can exhibit high volatility, 
leading to underperformance as the volatility cap forces 
de-risking despite the rising market – analogous to ‘riding 
the brake’ while keeping a foot on the car’s accelerator. 
Although this is not an ideal short-term outcome, it should 
not give rise to serious concern: over the whole two 
years from 2008 to 2009, the volatility-managed strategy 
outperformed the market, saving significantly more in the 
crash than it gave back on the rebound.

Furthermore, bear markets are not always volatile.  
On occasion a significant market loss can build up steadily 
over a lengthy period, as when the Internet bubble deflated 
between June 2000 and December 2002 (Figure 3d). In such 
a scenario the basic volatility cap remains inactive and does 
nothing to mitigate a substantial loss.

While history would suggest that this last scenario is a 
rare occurrence, the magnitude of the potential loss is 
still unacceptable to many investors who have limited 
risk tolerance. Could we adapt the basic volatility cap 
mechanism so that it will always limit losses to a specified 
maximum level, even when the loss develops gradually,  
as in the early noughties?

The variable volatility cap – setting a limit on losses
As its name suggests, a variable volatility cap works by 
automatically reducing the level of the volatility cap as 
markets fall and portfolio losses develop. This makes the 
mechanism much more sensitive to volatility, and also 
increases the amount of de-risking applied, rather like a 
driver braking harder as she approaches a sharp bend 
in the road. When the market finally recovers and share 
prices begin to rise again, the level of the volatility cap 
will automatically rise with them, allowing the portfolio to 
participate in the market rally. Or, to extend our previous 
analogy, having negotiated the bend, the driver can now 
move her foot back to the accelerator.

Figure 4 compares the range of outcomes from a simple 
volatility cap strategy with that from a variable volatility 
cap strategy that aims to avoid losses of more than 15% 
over a rolling 12-month period. The starting point for 
both is a volatility cap of 15% per annum and in both the 
range of outcomes is narrower than the index. However, 
with the variable volatility cap, the negative outcomes 
have been effectively concentrated into a narrow range of 
zero to –15%, even though the average annual returns of 
the two strategies remain similar over the entire 84-year 
measurement period.

We can now revisit Figure 3, where the variable volatility 
cap is plotted as the dark blue line in each scenario.  
Charts 3a and 3d confirm the ability of the variable cap to 
achieve its –15% maximum loss target, even in a stable 
bear market scenario like 2000–2002. Stronger downside 
protection will always come at a higher cost, however, as 
the two middle charts attest. Even so, our analysis indicates 
that, over time, this method should be considerably more 
cost efficient than other downside risk management 
strategies, e.g. purchasing index put options. 

Figure 2: Analysis of major corrections in the US equity 
market since 1928

Years with 
returns less 
than -10% Index return

15% volatility  
capped return Difference

1930 -27% -16% +11%

1931 -46% -20% +26%

1932 -13% -2% +11%

1937 -37% -22% +15%

1940 -13% -9% +4%

1941 -16% -15% +1%

1957 -12% -11% +1%

1966 -11% -12% -1%

1973 -15% -14% +1%

1974 -28% -21% +7%

2001 -12% -11% +1%

2002 -22% -16% +6%

2008 -37% -19% +18%

Source: Bloomberg and Schroders. As of 31 December 2013. Indices used are the S&P 
500 [Div Adjusted] (1928–1988), S&P 500 Total Return (1988–2013).

As we noted earlier, short-term volatility can alert us 
quickly to the fact that a market correction is underway. 
The volatility cap responds automatically to this warning, 
de-risking the portfolio so that it is better positioned to 
withstand the blow. Then, after the market finally finds the 
bottom and volatility subsides, the portfolio can gradually 
re-risk and participate in the recovery.

Alas, no braking system is perfect 
Unfortunately, all risk management techniques have 
unwanted side-effects, and the basic volatility cap is no 
different. Consider the market scenarios illustrated in 
Figure 3. (Ignore the dark blue lines for now, we will return 
to those in the next section.)

Big market corrections such as the one we experienced 
in 2008 (Figure 3a) are typically violent. Our volatility cap 
was quickly activated and proved its worth by halving a 
potential loss of 40%. Furthermore, sustained bull markets 
are usually well behaved in volatility terms. Between 2003 
and 2007 for example (Figure 3b), the 15% volatility cap was 
rarely triggered, so the capped portfolio remained almost 
fully invested throughout and hence delivered a very 
similar return to the market.1 
1  You may be thinking as you read this paragraph: ‘If volatility is typically subdued 

during rising markets, why don’t I boost my return by increasing market exposure 
when portfolio volatility is lower than 15%, as well as decreasing exposure when 
the volatility goes above 15%?’ In other words, 15% becomes a ‘volatility target’ 
rather than merely a ‘volatility cap’. There is a certain appeal in the symmetry of 
the volatility target mechanism, but we would urge caution for a couple of reasons. 
Firstly, it requires continuous adjustment of the hedging position to bring it back to 
the target level, which will gradually rack up substantial transaction costs. Secondly, 
it requires the portfolio to be leveraged when its volatility falls below the target. 
Although this should not give rise to serious concern (since you only gear up when 
risk levels are low), many investment guidelines prohibit any form of leverage. For 
those few who are not subject to this constraint, a ‘volatility collar’ may be worth 
considering. Here the volatility is not just capped at 15%, but also ‘floored’ at 9%, 
let’s say. When volatility exceeds 15% we de-risk back to that level; when it falls 
below the 9% floor we re-risk back up 9%; and when volatility lies between 9% 
and 15% no action is taken with the portfolio, thus saving on transaction costs. 
Historical analysis would suggest that a volatility collar may achieve better risk-
adjusted returns over time than a simple volatility cap.
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Figure 3: How well does the cap fit in different conditions?
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Source: Bloomberg and Schroders. As of 31 December 2013. S&P 500 Index. Above results are a back-test. Performance is net of transaction costs and gross of fees. Owing to the 
unpredictability of the behaviour of markets, there can be no guarantee that the volatility management strategy will meet its objectives.
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Figure 4: The variable volatility cap vs the simple 
volatility cap
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Source: Bloomberg. Federal Reserve Bank of St. Louis and Schroders. As of 31 
December 2013. For illustration only. The above results are based on a back test. 
The strategies trade once daily at the close of business. Indices used are the S&P 500 
[Div Adjusted] (1928–1988), S&P 500 Total Return (1988–2012). Observations are for 
12-month returns measured on a daily basis. These charts show the returns of the 
strategies applied to the S&P index. An observation of –10% indicates the return was 
between –10% and –19%.

Practical implementation 
Earlier, we implied that activating the volatility cap would 
require shares to be sold for cash. In practice, however, it 
is usually much more efficient to use equity index futures, 
which minimise transaction costs. Index futures are 
exchange-traded instruments and, provided their use is 
confined to the most liquid contracts (for example the S&P 
500, EURO STOXX 50 or Topix indices), the transaction costs 
resulting from implementation of the volatility cap should 
be negligible over time.

So, for example, in the case of the US equity portfolio in 
Figures 1–3, instead of selling 5% of the equities for cash 
as a result of an increase in volatility above the cap, we 
can achieve the same economic effect by selling S&P 500 
Index futures with a notional exposure equal to 5% of the 
value of the portfolio. Of course, it is a requirement of 
transacting futures on an exchange that the investor posts 
cash margin. Therefore it is advisable before embarking 
on a volatility control programme to first liquidate a 
small percentage of the equity portfolio for cash, so that 
additional margin can always be accessed readily when 

volatility spikes suddenly (as it is wont to do). To ensure 
that the cash reserve doesn’t act as a drag on overall 
performance, it should be covered with a long equity  
future when the cap is de-activated.

It should be emphasised that the procedure described 
above – where index futures are used to adjust market 
exposures instead of selling and repurchasing physical 
stocks – is well understood and already widely applied by 
traditional equity portfolio managers. (The only difference 
in this case is that the size of each trade is determined 
by a systematic rule, rather than the decision of a fund 
manager.) It should never result in the portfolio becoming 
either leveraged or net short at an overall level. No over-
the-counter derivatives are employed and so there is no 
counterparty default risk. We use only liquid, exchange-
traded futures, and only for hedging purposes. Therefore 
volatility control satisfies the usual definition of ‘efficient 
portfolio management’ and should be permissible under 
even the most restrictive client investment guidelines.

So much for US equities – what about my portfolio?
Thus far we have described volatility control only in the 
context of a US equity portfolio. What about other equity 
markets, or indeed other asset classes?

Each equity market has its own natural level of volatility: 
higher for an emerging market than for a developed 
market, for example. Provided that the cap level is set 
correctly in relation to the ‘natural’ level of volatility of the 
chosen market, our analysis suggests that volatility control 
should be effective across a wide range of equity markets. 
There may be an exception out there somewhere, but we 
haven’t found it yet.

For an international equity portfolio, we must create a 
composite of different equity index futures in order to 
hedge the market exposure. Statistical methods are used 
to minimise the basis risk – the possibility that the basket 
of futures fails to mimic perfectly the underlying portfolio 
and therefore fails to provide the expected hedging 
characteristics. Using such methods brings out yet another 
attractive feature of the volatility cap mechanism. Because 
it is designed to work at times of steeply falling prices – 
when correlations between different equity markets are 
often high – we find that we need look no further than the 
largest four or five equity indices to construct an effective 
hedge basket for the majority of portfolios. This should still 
be the case even for a concentrated stock portfolio, or one 
with a style or size bias. 

In fact we would contend that the volatility cap can be 
usefully applied to any portfolio where the majority of  
the risk can be explained by equity markets. Consider,  
for example, a traditional 60:40 balanced portfolio of 
equities and bonds: although equities constitute only 
60% of the capital value, they will be responsible for 80% 
or more of its total risk. Figure 5 shows how a variable 
volatility cap could effectively control downside risk in such 
a portfolio. Note in particular how the portfolio remains 
fully invested for long periods of time (the shaded area in 
the chart). This is the secret of the volatility cap’s success: 
like an experienced car driver, it steps on the brake only 
when necessary – and then decisively!
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Figure 5: Performance of a balanced 60:40 portfolio, 2000–2012
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Source: Schroders. As of 31 December 2013. Model portfolio: 60% MSCI ACWI, 40% Bar Cap US Investment Grade Index, rebalanced monthly. Left axis measures portfolio  
NAV (rebased to 100% at inception) or target protection as % of portfolio NAV. Right axis measures net market exposure of portfolio as % of portfolio NAV, including volatility  
cap overlay.

In more diversified, multi-asset portfolios, the futures 
hedging basket should pick up not only the explicit equity 
exposures, but also the equity ‘beta’ hidden in certain other 
asset classes, such as higher yielding corporate bonds and 
certain commodities or alternative assets. Furthermore, for 
a portfolio that is actively rebalanced, it is straightforward 
to rebalance the hedging basket in tandem. 

The overlay approach 
So how might an investor with cash to invest construct the 
optimal investment solution to deliver equity-like returns 
over the medium term, while limiting short-term losses? 
We would suggest the following:

1 First build a core portfolio of well-diversified global 
stocks to act as the engine of returns.

2 Supplement this core with a variety of other growth 
assets and employ an active asset allocator to improve 
the overall risk-adjusted return.

3 Finally, apply a systematic volatility cap for those times of 
market stress when active management alone cannot be 
relied upon to prevent significant loss. 

In reality, of course, many investors are not starting with a 
blank canvas. Completely transforming an existing portfolio 
into the optimal solution described above cannot usually be 
justified, given the effort and cost involved. 

Fortunately, it is possible to enjoy the benefits of volatility 
control without disrupting an existing portfolio. All this 
involves is the appointment of a ‘volatility overlay manager’ 
who will manage an overlay account comprising index 
futures and sufficient cash to provide margin. The overlay 
manager only needs to know the asset allocation of the 
physical portfolio, the market benchmark used for each 
of its component strategies and its daily total net asset 
value. In this way it is possible for an investor to retain 
any existing active managers, but also gain peace of mind 
knowing that their overlay manager will provide protection 
from what might be severe losses in the markets where 
they operate.

The overlay can be applied to the entire portfolio, or only to 
that part of it where the underlying market gives particular 
cause for concern. Either way, by separating the underlying 
management from the risk overlay, an investor is better 
able to understand from quarter to quarter how each is 
contributing to the performance of the overall portfolio.
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Conclusion
The systematic volatility control techniques we have discussed have a number of important benefits for 
institutional investors, particularly those who are conscious that the current bull market for equities is now 
entering its sixth year:
 – They should provide comfort that the risk of large losses is being carefully controlled, whilst minimising the 

drag on expected returns. 
 – They should be much cheaper than alternative downside risk protection strategies, such as put options. 
 – The tools used tend to be highly liquid and cheap to transact, which also means that the techniques are flexible. 
 – They can be deployed in conjunction with passive strategies or to complement a more active approach. 
 – They can be implemented as an overlay.
 – They are applicable to a wide variety of portfolio types.
 – They should satisfy even the most conservative of investment guidelines.

The next three years could be a bumpy ride, so prudent investors might be justified in concluding that now is an 
opportune moment to equip their portfolio vehicles with the sort of braking system that only volatility control 
techniques can provide. 
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