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Exploiting economic conditions to  
pursue growth with less risk

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

Figure 1: Portfolios that are both acceptable and 
feasible cover a narrow frontier
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Based on standard long-term assumptions for risk premiums and asset classes. 
Expected returns in excess of cash are: 5.0% for growth assets (MSCI AC World Index), 
2.0% for credit (Barclays Investment Grade Index), 3.0% for commodities (S&P GSCI), 
1.0% for government bonds (US 10-year Treasuries), and 1.5% for strategies (blend of 
value, size, carry and momentum exposures). Data from January 1970 to December 
2013. Source: Barclays, Goldman Sachs, MSCI and Schroders.

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

Our first (static) solution portfolio lies on a very short 
section of the efficient frontier that falls within the shaded 
region. This portfolio has an allocation of (roughly) 70% to 
global equity, 9% to credit, 10% to inflation-sensitive assets 
(for example, commodities), and 12% to “strategies” (a 
blend of portfolios designed to exploit value, size, carry and 
momentum investment approaches). A more traditional 
60% equities/40% bonds portfolio would also lie right on 
the efficient frontier, but it is not admissible as it would fail 
to achieve the minimum required returns.

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

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

1    This article is based on “Risk-Controlled Growth: Solution Portfolios for Outcome-
Oriented Investors”, Fred Dopfel and Johanna Kyrklund, Multi-Asset Investments 
and Portfolio Solutions, Schroders, January 2015.

2    Under normal assumptions for returns, the boundary of the drawdown constraint 
is a straight line which meets the y-axis at the annual downside return limit (in this 
case -15%) and whose slope is set by a standard normal distribution (technically, 
the unit normal variate) for the statistical level of confidence required (e.g. 90%).
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relationship, but the correlation is disappointingly weak. So, 
while earnings yield is an indication of future returns, it is a 
very “noisy” signal when used in isolation. If we are to make 
asset allocation decisions on the basis of valuation, clearly 
other factors such as economic regimes also need to be 
considered.

Figure 3: Future returns are easier to predict when 
analysed by economic regime
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Monthly data for the Standard & Poor’s Composite Index from January 1970 to 
December 2013. Source: Robert Shiller, Yale University, at http://www.econ.yale.
edu/~shiller/data.htm

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

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

Injecting dynamism into our solution portfolio
The dynamic solution should adjust the asset allocation 
to account for all we can observe and forecast about 
valuations and economic regimes. At the same time, 
we need to be humble and acknowledge a high level of 
uncertainty about our views.

This means that, when forming a forecast, we should blend 
“signals”, based on past economic regimes and market 
insight, with our “prior assumptions”, which are based on 
long-term asset class relationships. This should provide an 
objective measure of “what time it is” to identify regimes 

purposes, the only high inflation episode began in 1970 
and lasted 123 months; otherwise, the US has enjoyed 
relatively low inflation in the recent past. 

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

Figure 2: Testing the static portfolio under different 
regimes reveals its flaws
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Based on same data as Figure 1, broken down by economic regime. Source: as Figure 
1 plus NBER.

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

Linking regimes to expected returns 
We think a good way for our portfolios to adapt to 
changing conditions is by intelligent use of the link between 
economic regimes and the pricing of risk premiums. 
Here we concentrate on the pricing of the equity risk 
premium, which is usually the largest contributor to both 
risk and return, as measured by the earnings yield (trailing 
earnings divided by price). At the simplest level, future 
returns on equity should be relatively high when stocks 
are cheap, measured by a high trailing earnings yield. If 
stocks are expensive, and exhibiting a low trailing earnings 
yield, future returns are likely to be lower. A chart of the 
historical data using monthly figures affirms the expected 
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Conclusion
Risk-controlled growth strategies seek higher-than-average investment returns while controlling drawdown risk. 
By focusing on these desired outcomes, we are able to clarify the types of solution portfolios that are most likely 
to be successful for an RCG investor. To attain these goals, the RCG strategy needs to embody a very diversified 
approach and requires an ability to adjust asset allocation based on an awareness of macroeconomic regimes 
and market valuation. Of course, historical patterns of performance may not repeat. Future investment success 
therefore requires a high level of skill and effort to recognise critical economic regimes and identify market 
mispricing, and – crucially – to efficiently implement these views in a portfolio.

and market valuation ratios. Of course future regimes 
may lead to different outcomes, which is why this analysis 
requires experience and expertise to conduct successfully. 
It should guide us to a dynamic solution to meet the 
objectives of RCG. Figure 4 shows how our dynamic 
solution portfolio improves simulated performance 
compared with the static solution portfolio illustrated in 
Figure 23.

Figure 4: Adapting to the climate should boost 
performance
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Points on the chart calculated using “probabilistic shrinkage method” combining 
market views with prior assumptions, as described in the full paper. Data from January 
1970 to December 2013. Source: Barclays, Goldman Sachs, MSCI, NBER and Schroders.

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

Economic logic dictates that allocations to growth risk 
premiums (for example, equities) should be higher in high 
growth regimes with smaller allocations in low growth 
regimes, and that allocations to the inflation risk premium 
should be larger in high inflation regimes and lower in low 
inflation regimes. The results of our simulations support this 
economic logic and the need for a dynamic asset allocation 
portfolio to attain risk-controlled growth outcomes.

3   The dynamic portfolio is based on four regime-efficient frontiers, with portfolio 
selection on the frontiers consistent with the risk tolerance implied by the 
investor’s selection of the static solution portfolio.


