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Key Insights
In the aftermath of the financial crisis, largely expansive monetary policies and
unprecedented quantitative easing experiments by the major Central Banks have
created a very different investment environment, characterized by low nominal rates
and negative real rates.
In this new world, investors are faced with many challenges. First of all, the
extended bull market in core asset classes has generated rich valuations in most
types of fixed income and equity. At the same time, volatility ”fertilizers” are
emerging that, we believe, sooner or later will lead to deleveraging. This will likely
affect future growth potential and, as a consequence, asset class returns. Moreover,
Central Banks are running out of weapons and are exposing the economy and
financial markets to the risk of further imbalances. Lastly, as a result of tighter
regulations, market liquidity risks are on the rise. With that backdrop in place,
should we see a bout of severe market volatility, we think liquidity may well
suddenly dry up. In this new world, we believe that the traditional asset allocation
approach (exemplified in this paper with a portfolio of 50% US bonds and 50% US
equity) will fail to provide adequate returns and will not be able to protect investor
portfolios in critical phases. In fact, as we have experienced in many crises,
portfolios traditionally diversified amongst asset classes are revealed to contain a
good deal of risk, as correlations have tended to rise in times of stress and
diversification has failed to protect when it matters most.
Therefore, to build more genuinely diversified portfolios in the effort to enhance
returns and try to protect against excessive drawdowns, we believe that a new
approach to multi-asset investing is needed. This means focusing on risk:
identifying the risk factors that drive asset classes and effectively diversifying among
them. It also means seeking to extract the highest potential returns from beta
(especially by diversifying into non-traditional asset classes) and striving to exploit
alpha1 opportunities (such as relative value in equities among sectors, single
securities, and countries, or in fixed income among credit sectors and yield curves).
In addition, enhancing portfolio manager skills through measurement of the
behavioral component (win/loss ratio) may prove effective in providing extra
return. Finally, we believe it will be crucial to identify possible “tail risk” events and
measure their impacts, in order to build alternative scenarios and appropriate
hedging approaches. In short, we believe it’s time to Diversify, Different.
At Pioneer Investments, we have worked extensively along these guidelines and
designed a multi-asset investment process based on four pillars. We believe defining
a clear world view while hedging the principal risks, and seeking to maximize alpha
opportunities from relative value (satellite and selection strategies), are at the
forefront of the process and can help clients navigate today’s market challenges.

1
Alpha — Measures risk-adjusted performance, representing excess return relative to the return of the benchmark. Beta — A statistical
measurement of an investment’s sensitivity to market movements in relation to an index. A beta of 1 indicates that the security’s price
will move with the market. Betas of less than 1 or greater than 1 indicate that the security will be less volatile or more volatile than the
market, respectively.
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How is the Market
1 Environment Evolving?
Low Expected Returns

Volatility Fertilizers

Government Bonds

1

In the last 20 years
Developed Market
government bond yields
averaged 3.6% versus
the current 1.1%.1

2

Corporate sector
Tighter credit spreads
despite a deterioration
in corporate leverage

1 Source: Bloomberg. Twenty year and current average bond yield
figures calculated using US, Eurozone, Japanese and UK 10-year
government bond yields. Data as of February 27, 2015.
2 Source: Bloomberg, data as of February 27, 2015.

A rise in global debt of
$57 trillion since Q4
2007 to Q2 20143
Global growth rate set
to halve from 4% in
2010-20 to 2.3% in
2040-504

Equity Market

3

Central banks excess
of liquidity: almost
$10trn since 20085

Long run bull market:
S&P 500 has recorded
a 186% return since
February 20092

4

Market liquidity is
drying up due to tighter
regulations

3 Source: Haver Analytics; National Sources; World
EconomicOutlook, IMF, BIS, Mckinsey Global Institute Analysis.
2Q14 data for advanced economies and China; 4Q13 data for
other developing economies.
4 Source: World Bank, Pioneer Investments, February 27, 2015.
5 Source: BoE, FRB, BoJ, ECB, PBC, SAFE, Haver Analytics,
Deutsche Bank Research, February 2015.
6 Alpha - Measures risk-adjusted performance, representing
excess return relative to the return of the benchmark.
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How can we diversify
differently?

Important Information:
Unless otherwise stated, all information contained in this
document is from Pioneer Investments and is as of March 3, 2015.
It is not possible to invest directly in an index. Unless otherwise
stated, all views expressed are those of Pioneer Investments. These
views are subject to change at any time based on market and other
conditions and there can be no assurances that countries, markets
or sectors will perform as expected. Investments involve certain
risks, including political and currency risks. Investment return
and principal value may go down as well as up and could result in
the loss of all capital invested. This material does not constitute
an offer to buy or a solicitation to sell any units of any investment
product or any services. Indices are unmanaged, and their returns
assume reinvestment of all dividends, and unlike fund returns do
not reflect any fees and expenses.

Effective
by Budgeting Risk Across Four Strategies:
BuildDiversification
a robust portfolio
Macro Strategy

Macro Hedging

Reflect the base case
scenario, i.e. a manager’s
“View of the World”

Hedging helps to protect
against risks associated
with the Macro Strategy

Focus on

Investing can involve significant risks, including the loss of
principal value. Investment returns will fluctuate. You should
always consider your risk tolerance and investment objectives
when considering investment options. Diversification does not
guarantee a profit or protect against a loss. Past performance is
not a guarantee of future results.
Pioneer Investments is a trade name of the Pioneer Global Asset
Management S.p.A. group of companies.
Date of First Use: April 1, 2015.
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Risk
Budgeting

Low correlated, relative
value or intra-market
alpha strategies

Alpha generation
through selecting the
most attractive securities

Satellite Strategy

Selection Strategy
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An Approach to Meeting
Investors’ Needs
Build a robust portfolio

1

2

3

Focus on
portfolio
risks

Identify
risk
factors

Diversify
among risk
factors

Seek to enhance portfolio returns

Enlarge universe

Focus on alpha6

Broaden
investment
universe by
adding allocation
in the liquid
alternatives
space

Maximize the
number of
investment
ideas by
exploiting all
possible alpha
opportunities

Enchance behavioral
skills
Ability to identify
potentially
winning
ideas through
cognitive
discipline

Help to protect portfolios

1

2

3

Identify
alternative
macro
scenarios

Analyze
impact/
stress
tests

Identify
portfolio
hedging
strategies
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A New Environment
for Investors

SUMMARY

Credit mispricing and asset class inflation
Four volatility fertilizers
A new approach to multi-asset investing
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During the 80s and 90s, investors
enjoyed mostly benign market
conditions, and asset allocation was a
relatively simple task, with a plain
vanilla bond-equity mix
(i.e. a 50/50 bond/equity allocation) that
delivered, for the most part, appealing
results.

Chart 1: Behavior of 100$ Invested in US Bond (50%) and US Equity (50%)
400
350
300
Portfolio Value $

After a relatively
benign period in
the 80s and 90s,
financial history
has unfolded in a
way that
challenged the
world of
traditional asset
allocation.

equity markets were shaken by the
burst of the internet bubble in 2000
and the Great Financial Crisis that
peaked in 2008. The MSCI North
America Index recorded a modest
average annual negative return of 0.4%
in the period between 2000 to 2010.

2010-2020: ?
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0
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1990-2000

Y5

Y6
2000-2010
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2010-2015

Source: Bloomberg. Indices considered are Barclays US Aggregate Bond TR Index for US bond and Morgan Stanley
NorthAmerica TR Index for US equity. Data as of February 27, 2015.

The MSCI North America Index
recorded an average annual return of
18% in the period between 1990 to
2000. In the same period, the Barclays
US Aggregate Bond Index was offering
an average annual return of 8.4%.
The following decade was not as
benign for balanced portfolios, as the

However, at the same time, investors
benefited from a favorable trend in
interest rates, which continued their
secular descent, resulting in average
annual returns for the Barclays US
Aggregate Bond Index of
approximately 6%.

Insights
→ In the aftermath of the financial crisis, largely expansive monetary policies and
unprecedented quantitative easing experiments by the major Central Banks
have created a new investment environment.
→ As a result of the extended period of low interest rates, markets are today
characterized by instances of credit mispricing and asset price inflation, which
translate into less appealing directional sources of capital appreciation.
→ Moreover, we believe that there are at least four “fertilizing” factors which have
the potential to trigger a rise in volatility: the high levels of public debt
worldwide, sub-par growth in both the developed and emerging worlds, the
eventual withdrawal of extraordinary monetary accommodation, and reduced
market liquidity as a consequence of tighter regulation.
→ In this environment, where value will likely come from alpha rather than from
beta exposures, we believe that a new approach to multi-asset investing is needed.
→ Diversification of risk factors, effective volatility management and multiple
alpha sources are, in our view, the watchwords of this new world.
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Starting in the 90s, many institutional
investors looking for greater portfolio
stability began to include hedge instruments
and other alternative assets in their
traditional bond/equity portfolios. These
alternative investments were expected to
bring uncorrelated alpha returns into
portfolios. Events played out differently as
the 2008 global financial crisis erupted and
liquidity issues emerged. Portfolios built on
a static, traditional asset allocation approach
offered poor diversification, displaying
unexpectedly high levels of correlation
between asset classes; in many cases hedges
did not work as expected and exposures to
some particular risks were different than
forecasted2.
In the aftermath of the financial crisis,
largely expansive monetary policies and

At the same time, the secular bull market
for bonds has left little upside potential
for returns in the years to come.
In the following pages, we will analyze
the new investment framework and
the challenges and opportunities that
it may bring to investors. We will also
try to answer the hottest porfolio
construction question: How may
investors generate potential attractive
risk/adjusted returns in an era of
lower expected returns and potential
higher volatility?

The First Challenge: Lower
Expected Returns; “Less Juice
from Beta”
As a result of the extended period of low
interest rates, markets are today

The long-lasting
low interest rate
environment has
created a search for
yield and generated
areas of asset price
inflation…

Growth Dec 2014 vs Dec 2010

Chart 2: Buoyant Financial Markets Despite Slow Real Economy
Dec 2010-Dec 2014
80%
70%
60%
50%
40%
30%
20%
10%
0%
EU GDP

US GDP

EU Govt.

US Govt.

EU HY

US HY

EU Equity US Equity

Source: Bloomberg. Data as of December 30, 2014. Performances in Local Currencies. EU Govt = BofA Merrill Lynch Euro
Govt Bond Index ,US Govt = BofA Merrill Lynch US Treasury Index, EU HY = BofA Merrill Lynch Euro High Yield Index, US HY =
BofA Merrill Lynch US High Yield Index, EU Equity = MSCI Europe TR Net Index, US Equity = MSCI USA TR Net Index. Govt =
Government Bonds, HY = High Yield Corporate Bonds.

unprecedented quantitative easing
experiments by the major Central Banks
have created a very different investment
environment, characterized by low
nominal rates and negative real rates.
This backdrop has triggered a continuous
search for yield and has driven five years
of equity and credit bull markets. Areas
of asset price inflation and a reduction in
the price paid for risk have emerged at a
time when economic growth prospects
for much of the developed and emerging
world have remained subdued.

characterized by the mispricing of credit
and asset price inflation, which translate
into less appealing capital appreciation
potential from directional sources.
As highlighted in the October IMF
financial stability report, “Although there
do not appear to be extreme valuations in
any single asset class, valuations in
virtually all the major asset classes are
simultaneously stretched relative to
norms, which is historically rare”.

…fostering
dynamics in
financial markets
not always
consistent with
economic
fundamentals.

2
The Rise of Liquid Alternatives & the Changing Dynamics
of Alternative Product Manufacturing and Distribution Citi
Prima Finance, May 2013.
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Chart 3: Asset Valuation and Volatility Heat Maps
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There is currently a
lack of appealing
capital appreciation
potential from
directional sources.
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Core government bond yields are close to
zero and are at their lowest levels of the
last 20 years in most developed markets.
As a result, we believe that there is little
room for further yield reduction, while
the risk is now tied to a possible rise in
interest rates. Even if we don’t expect
interest rates to rise significantly as a
consequence of a mismatch in the
demand (high) and offer (low) of bonds,
we believe that this asset class will
struggle to provide positive results in the
coming years. In fact, at current values,
there is very little protection against
possible losses in the event rates rise.
In the corporate sector, the extensive
monetary easing, while allowing for
some balance sheet restructuring and

easy refinancing conditions, has
favoured an increase in leverage (net
gross debt/assets), especially in parts of
the US corporate sector but also in
Emerging Markets.
Despite an increase in corporate leverage,
credit spreads have continued to tighten
due to the search for yield in the low rate
environment, and the historical
relationship between spreads and
leverage (debt/asset in the chart 5)
has broken down. The spread widening
recorded by the US High Yield market in
the final quarter of last year, partly due to
the fall in oil prices, likely mirrors some
quality deterioration which could limit
expected returns going forward.

Chart 4: Government Bond Yields at Historical Low (1995-2015)
10%
8%
6%

Max over 20 Year

4%
2%
0%

Current

20Y Average

We believe
government bond
yields at historical
lows will likely
provide little
protection in the
event interest
rates rise.

‘08

Source: IMF staff calculations.
Note: Red, Orange, Yellow, and Green = The four quartiles of the price (spread) distribution of equity valuations (bond spreads),
with red denoting the top (bottom) quartile of the distribution over July 2004–February 2015. EM = Emerging Market;
EU = European Union; USA = United States.

Min over 20 Year
US

Eurozone

Japan

UK

Source: Bloomberg, data as February 27, 2015. Yields are for 10 year Government Bonds for US, Germany, Japan, UK.
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Chart 5: US Nonfinancial Corporations: Leverage and Spreads
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In the corporate
sector, spreads
have continued to
tighten despite the
rise in leverage.
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Source: IMF, Financial Stability Report, October 2014.

Equity Markets: Some Areas
of Stretched Valuations
and Gaps

After five years of a bull market, equity
valuations appear stretched to us, especially
in the US, according to the key metrics.
The US bull market has been supported
by strong growth of corporate profits.
However, only a minor part of this growth
has come from top-line sales growth;

earnings have been boosted primarily by
rising profit margins as corporations
continue to cut costs. Moreover, capital
expenditures have in many cases been
delayed in order to boost profits and sales
through M&A activities.
To support a continuation of the positive
equity performance trend going forward,
we believe gains in revenues will be
required.

Chart 6: US Price Earnings Above Historical Average
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Source: Pioneer Investments, MSCI, data as of February 27, 2015.

Chart 7: Operating Profit Margins Continue to Grow, but Sales are Anemic
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Source: Pioneer Investments, MSCI, data as of December 31, 2014.
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After five years of a
bull market, equity
valuations appear
stretched to us,
especially in the US.
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there are a number
of factors which
have the potential
to trigger a rise in
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We think equity valuations appear more
attractive in some EM regions and in
Europe. However, equity investment
opportunities in these areas are also
highly dependent on the evolution of
structural reforms that could boost
growth (or make it more sustainable in
the case of EM), and the outcomes in that
regard are still very uncertain.

The Second Challenge: Four
Volatility Fertilizers

Recent expansionary and unconventional
Central Bank policies have contributed to
keeping volatility at very low levels. Will

Deleveraging Still to Come

The amount of total debt has continued
to grow in recent years. What has
changed is the composition and
geographical allocation of debt holders.
In the developed world, households and
financial corporations have effectively
deleveraged, while the government and
non-financial corporate sectors have
continued to leverage up.
In emerging markets, debt continues to
increase, fueled by persistently low interest
rates and investor demand for yield. In
China, relatively riskier corporate debt
(including bank loans, trust loans,

MOVE Index (Left Axis)
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0%
2002

15%

0
2000

30%
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Chart 8: Volatility at a Low for Most Asset Classes

VIX Index (Right Axis)

Source: Bloomberg, data as February 27, 2015. The Vix Index is an indicator of expected future volatility for the S&P 500
Index. The MOVE Index is a yield curve weighted index of implied volatility on 1-month Treasury options.

nonfinancial corporate loans and borrowing
from local government financing vehicles)
increased from less than 100% in 2008 to
141% in the second quarter of 20143.

this be the new norm or will volatility
come back? We believe that there are a
number of factors which have the
potential to trigger a rise in volatility.

Chart 9: Global Debt Composition Changing, but Rising in General
Global Stock of Debt Outstanding by Type
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Debt deleveraging
is the first potential
volatility trigger.
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Source: Haver Analytics; National Sources; World Economic Outlook, Imf; Bis; Mckinsey Global Institute Analysis. 2Q14
data for advanced economies and China; 4Q13 data for other developing economies.
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IMF, Financial Stability Report, October 2014.
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Chart 10: China’s Total Credit (to Non-Financial Sector, % of GDP)
250
200
150
100
50
0
2007

2008

Government

2009

2010

Corporate

2011

2012

2013

2014

Household

Source: CEIC, OECD, various Chinese Government Departments, Pioneer Investments, as of February 15th, 2015.

Even if overall leverage levels do not
threaten a systemic crisis, we believe they
may be a volatility fertilizer, especially as
financial conditions inevitably tighten, and
they may weigh on growth in coming years.

and the real economy. In such a circular
relationship, we think financial market
behaviour could influence fundamentals,
and in a self-reinforcing process, generate
increasing financial market volatility.

Subpar Growth in Developed
and Emerging Worlds

Effectiveness of
Unconventional Monetary
Policy Under Question

With respect to the global economic
outlook, we believe the pace of the recovery
appears quite weak. The burdens of the past
crisis (high public debt, lack of global
demand) may weigh on developed market
potential growth rates in coming years.
In emerging markets, China is currently
experiencing weaker growth as compared
to the pre-crisis period, as it faces the
challenges of transitioning to a different
economic model. Heightened geopolitical
risks (Ukraine, Iraq, North Korea, just to
name a few) are adding uncertainty to an
already complex landscape.
Expectations of anemic growth may create
a feedback loop between financial markets

A third volatility fertiliser may be seen in
the lack of tools remaining available to
Central Banks seeking to stimulate
economies. Central Banks, in our view,
have little room left to maneuver in
dealing with slowing economies. The
growing scale of unconventional
monetary policies adopted by the major
Central Banks in the US, the UK, Japan,
and euro area, have been effective in
restoring market functionality after the
crisis, and contributed to growth and
price stability in its aftermath. Bond
purchases have been effective in lowering
interest rates, although with diminishing

Chart 11: A Future with Slower Growth
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Source: Pioneer Investments, internal calculation, World Bank, United Nations and official statistical offices, November
2014. Assumptions: The economy is described by a production function with decreasing marginal returns and three explicit
growth drivers: demography, productivity and capital intensity.

12

BLUE PAPER

The weak pace of
the economic
recovery could be a
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Another volatility
fertilizer is the lack
of Central Bank
tools remaining
to stimulate
economies.
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effectiveness as the surprise factor tends
to wane after the early announcements.
Indeed, empirical studies suggest that
while the cumulative effect of bond
purchase programs on Treasury yields
has been significant, the initial programs
had the biggest impact4.
A key concern is that monetary policy on
its own is not sufficient; any temporary
boost generated by monetary easing
needs to be accompanied by adequate
responses on fiscal, structural and
financial sector reforms, which have
often been postponed.
Going forward, we expect that Central
Bank actions are going to diverge from
one another (with the Fed and the Bank
of England starting to normalize, the
European Central Bank and the Bank of
Japan5 still expansive), heightening the
risk that policy mistakes could further
threaten market stability.

Market Liquidity Risk on
the Rise

Crowded trades,
concentration of
financial assets
and the reduced
role of banks as
market makers
may represent a
risk for market
liquidity.

In the current environment, we can
identify some trends which tend to
magnify liquidity risks.
1. Low interest rates – a by-product of
the expansive monetary policies – have
set off a search for yield “at any cost”
and concentration of money in certain
areas, mainly less liquid credit and
emerging fixed income markets.
2. According to a recent IMF study6, the
structural features of the asset

management industry may amplify price
fluctuations. The fact that a rising share
of risky assets are owned by mutual
funds and ETFs, and the high degree of
concentration of the industry could have
potential destabilizing effects on
liquidity.
3. The tougher post-crisis supervisory
stance has led several large capital
market players to trim their trading
activities. While large capital
inflows have covered some of this
deterioration in structural liquidity,
it may become apparent in times of
stress.
In summary, stretched valuations and
the presence of volatility fertilizers
paint a picture of an investment
landscape where returns are expected
to be low for all the major asset classes,
and where the build up of risk may
generate spikes in volatility in the
event of any sudden reversal of
sentiment.
In this environment, where value will
likely come from alpha rather than
from beta exposures, we believe that a
new approach to multi-asset investing
is needed.
Diversification among risk factors
(rather than just asset classes),
effective volatility management and
multiple alpha sources are, in our
view, the watchwords of this new
world, as we will see in the next
chapters.

Chart 12: Turnover Slowing Down
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Fed refers to Federal Reserve, ECB to European Central
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Source: IMF, Financial Stability Report, October 2014.
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Addressing Investors’
Three Hot Topics

SUMMARY

Build a more robust portfolio
Seek to enhance portfolio returns
Protect portfolio against tail risk
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The last quarter of 2014 saw the first
signals of a rise in volatility across the
board and, as we have seen in the
previous chapter, this could be the
beginning of a new, volatile market
phase. In this environment, investors
are wondering whether their portfolios,
based on a traditional bond/equity
allocation, are positioned to effectively
navigate these stormy waters. To assess
this issue, we believe it is important to
look at some historical events, with a
particular focus on past crises. Of
course past performance is no
guarantee of future results.

Lessons From the Past

Looking at the past, we see that phases
of financial market turmoil have
proven challenging for traditional asset
allocation portfolios. In fact, during
periods of pronounced market stress,
portfolios traditionally diversified by
asset classes suffered substantial losses,
as many asset classes experienced
simultaneous drawdowns, despite a
history of muted correlations.
The origin of these losses was not
only higher volatility across the board
but, most importantly, changes in
corrrelation dynamics.

Chart 13: Asset Class Gains/Losses During Major Drawdowns for the S&P 500 Index
Gain/Loss in the Period

In the past, phases
of financial market
turmoil have
proven challenging
for traditional
asset allocation
portfolios.
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Source: Bloomberg. Data as of December 30, 2014. Inflation = US CPI, Cash = Merrill Lynch 3-month US TBill, US Bond = Barclays
US Aggregate Bond Index, EER Bond = Barclays Eur Aggregate Bond Index, Global HY = Merrill Lynch Global High Yield Index, EM
Bond = Merrill Lynch USD Emerging Markets Sovereign & Credit Index, US Equity = S&P500 Index, EUR Equity = MSCI Europe
Index, EM Equity = MSCI Emerging Markets Index, Commod. S&P GCSI Commodity Index. All indices are total return in USD
unhedged. Note that these are examples and there can be no assurance of future events.

Insights
→ How can I build a more robust portfolio; one that is better diversified and more risk
aware? How can I seek to enhance portfolio returns in a low yield environment?
How can I help protect my portfolio against extreme events? We believe that these
are the hot topics for investors to address in the new environment.
→ In our view, to build a more robust portfolio it’s important to focus on risk.
To identify and diversify among risk factors.
→ To enhance potential portfolio returns investors should focus on three key
areas: broadening diversification through beta, maximizing the number of
investment ideas by exploiting alpha opportunities, and enhancing portfolio
manager behavioral skill.
→ To help protect portfolios as much as possible from extreme events, we believe
that an effective approach should be based on three steps, identify tail risks
based on alternative macroeconomic scenarios, analyze the possible impact on
portfolios of these tail events (stress test), and identify possible hedges to
protect against the tail risks.
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Over the last decade, cross-asset
correlations increased significantly
compared to the previous decade. This
can be seen from the chart below which
plots the evolution over the last 20
years of the average correlation among
different asset classes and the volatility
index, VIX. Only in the last few years,
amid the low volatility environment
created by Central Banks, have
correlations trended lower. But we
think this recent trend may be reversed
in phases of higher volatility.

algorithms for trading could drive
different investors to act at the same
time and in the same direction in the
markets. This may happen, for instance,
when risk management tools call for a
reduction of risk and trigger a
simultaneous sell-off across different
risk-based asset classes. In addition,
liquidity may dry up very quickly
during a crisis, further amplifying losses
across the board.
The consequence is that the risk
associated with a portfolio may vary

The root causes
of the losses
experienced by
balanced portfolios
during the crisis
were not only
higher volatility
across the board
but also changes
in correlation
dynamics.
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Source: Pioneer Investments, Bloomberg. Data as of February 27, 2015. The “Correlation of Everything to Everything Else”
is calculated as the average magnitude of the 3 months rolling cross-asset correlations, calculated on daily return/
change basis, between (1) S&P500, (2) Bonds Yields (average of USD government bonds 2 years and 10 years), (3) Yield
Curve (USD government bonds 10 years-2 years), (4) Credit Spreads (Moody‘s BAA - USD government bond 10 years), (5)
Dollar Index (DXY) & (6) Commodities (GSCI Spot).

One of the reasons for this dramatic
increase in correlations could be the
globalization of capital markets. With
financial institutions able to trade any
asset class in any market worldwide,
extreme movements in a specific region
can spread across the globe. In addition,
the increased use of algorithmic trading
and risk management tools could also
explain why correlations increase the
most during periods of severe stress. In
fact, similar risk management tools or

significantly when all asset classes get
more volatile and liquidity dries up,
making diversification ineffective when
most needed. This could lead to
substantial drawdowns in a traditional
balanced portfolio (50% equity/50%
bond, see Chart 15) as was highly evident
during the Great Financial Crisis.
Going forward, we believe the
compression of risk premia which has
resulted from the search for yield
increases the risk for large losses.

Chart 15: Drawdown Evolution of a Portfolio 50% US Aggregate Bond and 50% US Equity
0%
-5%
-10%
-15%
-20%
-25%

Source: Bloomberg. Indexes considered are Barclays US Aggregate Bond TR Index for US bond and Morgan Stanley
NorthAmerica TR Index for US equity. Drawdown is the peak-to-trough decline during a specific record period of an
investment. Data as of February 27, 2015.
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Chart 14: Rise in Correlations During Market Turmoil

The risk associated
with a portfolio
may vary
significantly when
all asset classes get
more volatile and
liquidity dries
up, making
diversification
ineffective when
most needed.
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The current
environment of
financial
repression has
created an
apparent paradox:
clients are seeking
safety and
protection while
they are building
up risk in their
portfolios.
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In addition, the current environment
of financial repression has created an
apparent paradox: clients are seeking
safety and protection while they are
building up risk in their portfolios.
Pioneer Investments regularly surveys
professional clients in Europe and the
US, in order to evaluate goals,
expectations and needs. Recent results
show capital protection as the top
priority, followed by volatility reduction.
In spite of the improved cyclical outlook,
the balance between growth and capital
preservation has very much been tilted
towards the latter.
So, at a time when downside
protection and capital preservation are
top investor needs, the search for yield
has pushed investors up in the risk
curve. This, in our view, calls for an
urgent change of direction from the
traditional asset allocation to identify
an investment approach which could
help achieve investor objectives, while
better managing downside risk.

The Three Hot Topics for
Investors

To build a better
diversified
portfolio, we
believe it is
important to focus
on risk: identify
the different risk
factors and
diversify among
them.

We have attempted to address what we
believe are the most important
challenges facing investors dealing with
this framework of lower expected
returns and higher volatility:

Investors Ask:
“How Can I …?”

1. How can I build a more robust
portfolio; one that is better
diversified and more risk aware?

2. How can I seek to enhance
portfolio returns in a low yield
environment?
3. How can I help protect my portfolio
against extreme “tail risk” events?

1. How can I build a more
robust portfolio; one that is
better diversified and more
risk aware?
We believe that the answer to this
question relies on 3 steps:
I. Focus on Risk
II. Identify Risk Factors
III. Diversify Among Risk Factors

I. Focus on Risk
After the financial crisis, we
experienced an increasing focus on
risk among investors. If before the
crisis one of the main goals was to beat
a predefined/static benchmark, with
reference to traditional asset classes,
after the crisis we encountered an
evolution of needs, with an increasing
focus on achieving a predefined target
(i.e. in terms of absolute returns,
income, drawdown protection). It has
become crucial to identify the
appropriate amount of risk necessary to
potentially achieve these targets and the
efficient risk allocation in the porfolios.
Therefore, we believe that in the new
environment, portfolio diversification
should focus deliberately on allocating
to different sources of risk, instead of
being based on a simple allocation to
different asset classes. In fact, with a

Chart 16: Contribution to Volatility of a 50% US Bond– 50% US Equity Portfolio
14%
Equity Contribution to Portfolio Volatility
has been on Average 82%
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Equity Vol Contribution

Source: Pioneer Investments, Bloomberg. Indices considered are Barclays US Aggregate Bond TR Index for US bond and
Morgan Stanley NorthAmerica TR Index for US equity. Data as of February 27, 2015.
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traditional asset allocation approach we
don’t think you truly know how much
risk is effectively in your portfolio, as
asset allocation is quite different from
risk allocation. For example, if we take
a traditional 50% bond/50% equity
portfolio, we can see from the chart 16
that the risk contribution is mainly
driven by the equity component.
Therefore, what seems balanced in
terms of asset class weightings is not so
balanced in terms of risk contribution.
II. Identify Risk Factors
In order to build a more robust
portfolio, we believe it is important to
understand the key factors
underpinning portfolio risk, and to
ensure that the portfolio is effectively
diversified among these factors.
Each asset class is exposed to different
risk factors. For example, as
highlighted in Chart 17, government
bonds issued by developed economies
carry risks mainly related to inflation
and real interest rate dynamics.
Moving to the emerging markets
world, government bonds tend to be
more exposed to currency risk,
political risk, credit risk (related to
country solvency) and liquidity risk.
The sensitivity of the asset classes to risk
factors and the risk factors themselves
change over time and under different
circumstances, so it is important to
adopt a dynamic approach, relying in
part on macro research, in order to
interpret the complexity of the system.
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III. Diversify Among Risk Factors
Once the major portfolio risk factors
have been identified, we believe it is
important to construct portfolios that
are well diversified among these risks,
and to countinously monitor overall
portfolio risk exposure.
In doing so, we believe it’s important to
analyze which risk factors most impact
the overall portfolio and which dynamics
could influence these risk factors going
forward. This analysis requires a clear
picture of the macroeconomic scenario
and financial market conditions.
We have identified three main factors
that we expect will drive risk dynamics
over the next several years: low
inflation, a stronger US dollar and FED
interest rate policy. For example, a Fed
monetary policy mistake could be a
source of risk for asset classes globally.
In fact, a mistake in the Fed’s exit
strategy from its accomodative
(and extraordinary) policies could
impact the US economic growth
outlook and spread across the board
due to currency fluctuations.
Analysis of these key trends, in our view,
will assist in the effective allocation to
different investment opportunities,
while maintaining awareness of overall
portfolio risk exposure.

2. How can I seek to enhance
portfolio returns in a low
yield environment?
To answer this question, we need to
understand the drivers of portfolio
returns:

Asset Classes

Chart 17: Risk Factors Among Different Asset Classes
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Source: Pioneer Investments. DM = Developed Markets, EM = Emerging Markets, Govt Bonds = Government Bonds.
For illustrative purposes.
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What seems
balanced in terms
of asset class
weightings may not
be so balanced in
terms of risk
contribution.
In order to build a
more robust
portfolio, we believe
it’s important to
understand the
key factors
underpinning
portfolio risk.

Analyzing key
macroeconomic
trends helps in the
effective allocation
across different risk
factors.
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To seek to enhance
portfolio returns,
we need to focus on
both the alpha and
beta components.

To enhance returns, it is necessary to
focus on both the alpha and beta
components. On the beta side, this
means to utilize opportunistically all
appropriate sources of diversification.
On the alpha side, we need to
understand the main elements driving
alpha and how we can act on them.
Alpha is essentially a function of the
number of independent investment
ideas and a portfolio manager’s skill.

beta and manage beta dynamically
II. Maximize the number of
investment ideas by exploiting all
possible alpha opportunities
III. Enhance portfolio manager
behavioral skills.

7

Citi GPS, Asset Allocation for a new era, October 2014.

8

BIS Quarterly Review, December 2014.

Besides the explosion of real assets, the
use of foreign exchange for hedging or
for yield enhancing strategies–
through carry trades or value trades –
has also become a focus.
In emerging markets, the universe of
local currency debt continues to expand,
in both the sovereign and corporate
sectors. Emerging market currencies
have become more international, and FX
average daily turnover in EM derivatives
has continued to grow since 2010, driven
mainly by strong growth in the OTC
segment8. All these opportunities open
possibilities for investors to add value to

Investment Return = Risk free
returns + Returns from beta + Returns
from alpha

In search of higher α = Function (Breadth
returns, it is
important to
Number of Independent
broaden the
Positions
investment
universe, maximize
alpha opportunities Therefore, to enhance portfolio returns
we believe it’s important to focus on
and enhance
three key areas.
behavioral skills.
I. Broaden the diversification through

A broad range of
asset classes can
be exploited to
broaden the
investment
universe.
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I. Broaden Diversification Through Beta
and Manage it Dynamically
During the past decade, the investment
opportunity set has widened
significantly. The demand for real assets
such as commodities and real estate has
increased markedly in recent years, as
they can improve portfolio
diversification, be used for inflation
hedging, or be used (as in the case of
commodities) to express views on global
trends. In addition, their tradability has
improved substantially. Retail and
Institutional investors’ commodities
holdings have doubled from below $200
billion in the fourth quarter of 2007 to
about $400 billion in the second quarter
of 20147.

;

Skills)

Measure of the
Manager’s Skills

their portfolios. Moreover, if before the
crisis, a structural exposure to a
predefined and static beta was the
normality (with an overweight or
underweight versus a benchmark), we
now see that being exposed or not to a
beta is more and more an active decision
taken by the asset allocator.
Therefore, we believe that not only are
there more opportunities for beta
diversification, but there also is scope for
a more active approach to beta, which
becomes “managed” and no longer static
or a “given” in asset allocation.
II. Maximize the Number of Investment
Ideas by Exploiting Alpha Opportunities
As the world is experiencing uneven
economic growth, specific dynamics at
the country/industry/sector levels
become extremely important.
Divergences may provide significant
opportunities to generate pure alpha.
In the bond markets, monetary policy
expectations have a strong impact on the
shape of the curve. Yield curve
movements may offer potential relative
value opportunities, especially ahead of a
possible US tightening cycle. Forward
BLUE PAPER
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Chart 18: The Shape of the Yield Curve – a Source of Relative Value Opportunities
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Source: Bloomberg, data as March 3, 2015.

markets discount a strong flattening of
the curve in three-years time. Taking a
view that differs from what the market is
discounting in terms of curve shape may
be a source of alpha for fixed income
investors.
Divergent monetary policies may drive
different currency dynamics and could
open relative value opportunities for
investors. The same potential opposing
forces driving monetary policies are
also visible within Emerging Markets,
where some economies are showing a
positive output gap while others (or
even many others) are running below
potential and have ammunition
remaining with respect to possible rate
cuts. This situation may create good
relative value opportunities within
emerging markets fixed income.
In equities, bottom up analysis, in our
view, is a powerful tool for identifying
alpha opportunities among different
sectors and single stocks. Identifying
the drivers of individual stock

As the world is
experiencing
uneven economic
growth, specific
dynamics at
country/ industry/
sector levels could
open opportunities
to generate alpha.

performance, mapping the equity
universe according to these drivers and
translating the outcome of the analysis
into portfolio positioning may help
generate alpha from an equity portfolio
based on bottom-up stock selection.
III. Enhance Portfolio Manager Behavioral
Skills
The probability of achieving a
predefined target, which as we have seen
has become a key priority for investors,
is driven primarily by two elements: the
hit ratio and the win/loss ratio9. The
former measures the percentage of
success in the decision-making process
and can be improved by, for example,
enhancing research or by the experience
of the portfolio manager. The latter (the
win/loss ratio) is strictly connected to
the behavioural component.
This aspect of investing is another
important element, in our view, to
generating sustainable alpha. Even
assuming an ability to identify

The behavioral
aspect of investing
is another
important element,
in our view, in
generating
sustainable alpha.

Chart 19: Active Performance (Equity, %) vs Win/Loss Ratio
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Source: Pioneer Investments. Internal analysis for illustrative purposes only.
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The win/loss ratio is calculated as the average profit in
winning positions divided by the average loss in losing
positions.
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Recent crises
taught investors
the importance
of protecting
portfolios against
tail risks.
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potentially winning ideas, many
managers lack the appropriate discipline
to manage losing positions. This is
where the win/loss ratio is important.
How much money did you make when
you were right and how much money did
you lose when you were wrong? It is one
thing to pick winning assets, but knowing
how to manage both winning and losing
positions is vitally important. One of the
most important skills in portfolio
management is timing the entry and exit
of positions, as this will have a material
impact on the win/loss ratio. And the
win/loss ratio is a significant driver of
alpha as we can see in the chart 19.
At Pioneer Investments, we think it is
important to focus a great deal on
research and measurement in order to
maximize the number and quality of
ideas. This is the way, we believe, to
deliver sustainable returns for clients
and meet their targets.

3. How can I Protect my
Portfolio Against Extreme
Events?

To manage
extreme events it is
important to
analyze the
alternative
scenarios that
could drive
significant
portfolio losses,
and identify their
probability of
occurrence.

The recent crises have taught investors
the importance of protecting portfolios
from tail risks, because, as we have
seen at the beginning of this chapter,
these events can be disruptive for the
overall portfolio.
We believe that an effective approach
to this task should be based on 3 steps:
I. Identify tail risks based on alternative
macroeconomic scenarios
II. Analyze the possible impact on the
portfolio of the tail events (stress test)
III. Identify possible hedges to protect
against tail risks.

I. Identify Tail Risks Based on Alternative
Macroeconomic Scenarios
The analysis of the macroeconomic
scenario is at the foundation of asset
allocation. This analysis determines a
base case macroeconomic view of the
world and its implications for the
portfolio. Alternative scenarios,
however, may drive different asset class
behaviors which could either benefit or
hurt the portfolio.
To manage extreme events it is
important to analyze the alternative
scenarios that could drive significant
portfolio losses and identify their
probability of occurrence.
Our base economic scenario for
coming years is that the global
economy is progressively moving
towards a lower potential growth rate.
US and Emerging Markets should
experience higher growth rates
compared to most developed markets,
such as Europe. China should see a
policy-induced slowdown in growth,
while the picture for the other
emerging economies remains mixed,
as these countries are in different
phases of economic transition.
Aside from this main scenario, we
believe that there continue to be
significant risks and uncertainties in
global markets. An analysis of
alternative scenarios allows the drawing
of a risk map for the future. For 2015,
this map sees geopolitical tensions as the
most likely risk to be realized, with a
medium impact on financial markets.
Although we consider it to be unlikely, a
credit crunch in China could have a
high negative impact.

Chart 20: The Risk Map for 2015
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Source: Pioneer Investments. Data as of February 27, 2015.
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II. Analyze the Possible Impact on the
Portfolio of Tail Events (Stress Test)
Once the alternative scenarios have
been identified, a stress test analysis on
the overall portfolio can be conducted
to scope the extent of portfolio losses
under extreme circumstances.
These losses can be measured using
quantitative simulations based on
historically similar events, as well as by
estimating forward looking results
based on key risks.
It is possible to forecast likely losses not
only for the overall portfolio, but also for
individual asset classes and positions.
This can enable an assessement of the
most efficient way to help protect the
portfolio from extreme losses.
III. Identify Possible Hedges to Protect
Against Tail Risks
Today, there are multiple hedging
techniques available to help protect
against tail risks, thanks to the
development of the derivatives markets.
In general, the opportunity to implement
these techniques should be based on the
stress test results, while also taking into
account the cost of hedging.
Indeed, hedging comes at a cost. In our
view, it usually makes sense to hedge
low probability events which may have
extreme consequences, if the cost is not
excessive. When hedging costs are high,
the overall portfolio allocation might be
reconsidered instead, resulting in a
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move to a more conservative allocation.
Hedging can also be applied to an
individual asset class which typically
has driven most of a portfolio’s risk, for
instance, equity investments.
Going forward, we believe that
hedging will become increasingly
important, as volatility may increase
due to the multiple fertilizers that we
reviewed in the first chapter.

Stress test analysis
can help to scope
the extent of
portfolio losses
under extreme
circumstances.

A Reality Check

Following the guidelines outlined above,
we believe it is possible to address the
key concerns of investors by building
portfolios based on solid fundamentals,
with effective diversification, enhanced
return potential and some protection
against tail risks.
We propose an excercise to show that,
on a three year horizon, there may be a
material advantage in terms of a higher
Sharpe ratio10, when multiple lowcorrelated strategies are added to a
traditional asset allocation portfolio.
For illustrative purposes only, in our
simulation, we consider a sample of
eleven strategies driven by different risk
factors. Some of them are part of the
traditional asset allocation process, while
others – which we mark as Alpha - try to
maximise skills in security selection and
on relative value opportunities. The blueshaded strategies relate specifically to the
Fixed Income space, the grey-shaded to
the Equity space.

Hedging
opportunities
should be
evaluated based on
the stress test
results, while also
taking into account
their cost.

Chart 21: Below is a Short Description of the Strategies Considered in the Simulation:

22

1. T raditional Asset Allocation
(Macro Strategy)

Includes Equity, Duration, Spread Duration, FX, Commodities

2. Alpha – Commodity, Inflation

Relative value trades in commodities and in inflation breakeven
curves

3. Quant Fixed Income

Positions driven by quantitative models

4. Alpha - Quant Fixed Income

Same as above but in the specific search for alpha

5. Alpha - Fixed Income

Relative value trades for a specific yield curve
(flattening/steepening) and between different curves

6. Alpha - Spread

Positioning in corporate markets - relative and absolute value by
sector, or by subordination level

7. Selection - Spread

Fixed Income corporates: bond picking

8,9. M
 acro – Thematic and
Macro - Long-Term

Equity allocation driven by long-term thematic approach
(i.e. Shale and Gas, Robotics…)

10. Alpha - Equity

Relative value at region and sector level

11. Hedging

Hedging strategies from adverse scenarios

BLUE PAPER

Sharpe Ratio – named after Nobel Laureate William
Sharpe - is a way of measuring the historical risk-adjusted
return on an investment. It is calculated by using excess
return and standard deviation to determine reward per
unit of risk. The higher the Sharpe ratio, the better the
investment’s historical risk-adjusted performance.
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Note that many more strategies exist
but we have chosen these for
illustrative purposes.
As highlighted in the correlation
matrix11 below, the correlations

and, without a tail risk event
materializing, it is basically irrelevant in
terms of risk contribution.
So, what conclusion can be drawn
from this simulation?

Chart 22: Combining Low-Correlated Alpha Strategies
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Source: Pioneer Investments. Data as of February 10, 2015.Calculations based on market data from Bloomberg, from Feb
2012 to Feb 2015.

between these strategies in the 3 year
horizon may be considered as very low.
If we progressively add strategies to the
sample traditional asset allocation
portfolio (Macro Strategy) we see an
improvement in the risk adjusted return
of the sample portfolio, as measured by
the Sharpe ratio. Obviously, if the hedge
strategy is costly we give up some return

That it is possible to build more robust
and diversified portfolios, using low
correlated strategies. In the effort to
achieve this it is important to focus on
research to understand the main macro
themes, and on the portfolio
management skill to identify the most
compelling investment ideas that may
add return, while attempting to keep
risk at reasonable levels.

Chart 23: Adding Uncorrelated Alpha Strategies Improved the Risk/Return Profile of the
Simulated Portfolio
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Source: Pioneer Investments. Data as of February 10, 2015.Calculations based on market data from Bloomberg - For illustrative
purposes only. Not meant to represent performance of any Pioneer product or investment.

Correlation is a statistical relationship between two
variables. Possible correlations range from +1 to –1. A zero
correlation indicates that there is no relationship between
the variables. In a correlation matrix there are more than
two variables and correlations are calculated for each pair
of variables .
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Diversify, Different in
Multi-Asset Investing

SUMMARY

Effective diversification
Risk budgeting
Multiple strategies
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We believe that a
well designed
investment
process should go
a step further,
searching for
effective
diversification by
allocating risk
across four
strategies.

Edition 2015

Multi-asset investments typically offer
some diversification benefits simply
through accessing a wide range of asset
classes. However, as we have seen in the
previous chapters, this static “asset class
diversification” in itself does not
necessarily result in what we believe is
effective diversification. In fact, the
correlations that exist between asset
classes are inherently unstable and have

As a consequence, at Pioneer
Investments, we believe a well designed
investment process goes a step further,
and seeks effective diversification by
budgeting risk across four approaches.
We believe it can be useful to allocate
risk independently to three strategies
(Macro Strategy for directional risk,
Satellite Strategies and Security
Selection) while also including a Macro

Chart 24: Diversifying Different: Allocating Risk Across Four Strategies
Top Down
Strategies

Relative Value &
Bottom Up
Strategies

I

Macro Strategy

II

Macro Hedging

Reflects the base case scenario
or “View of the World”

Helps protect against risks
associated with the Macro
Strategy

III

IV

Satellite Strategies

Low-correlated, relative value or
“intra-market” alpha-generation
strategies

Selection Strategies

Alpha generation through
selecting the most attractive
securities12

Source: Pioneer Investments, as of March 31, 2015.

This can be obtained through single securities or a
diversified set of best of breed of investment vehicles.

12

tended to increase during a crisis.
We believe that asset allocators acting
independently, a full accountability of
each process and the opportunity to
build independent (low correlated)
positions are all extremely important in
pursuing an effective diversification.

Hedging component, which aims to
mitigate the risk of the Macro Strategy.
To effectively diversify risk among
these strategies we think it is important
to refer to a Risk Budgeting frame
work and tools, which can allow an
optimal combination of these active

Insights
→ At Pioneer Investments we believe a well designed investment approach which
searches for effective diversification by budgeting risk across multiple strategies is
key to facing the new investment landscape and meeting emerging client needs.
→ An efficient process, in our opinion, should allocate risk independently to three
strategies (Macro Strategy for directional risk, Satellite Strategies and Security
Selection) while also including a Macro Hedging component, which aims to
mitigate the risk of the Macro Strategy. The process of identifying the Macro
Strategy should start with an in-depth analysis of the economic backdrop,
based on economic and stability conditions at a global and regional level. The
Macro Hedging Strategy would be designed to manage downside risks arising
from the alternative macro scenarios. Satellite and Selection strategies aim to
enhance returns by adding low correlated sources of alpha.
→ We believe it is crucial to build a solid risk budgeting framework in order to
build well-diversified investment portfolios in terms of risk.
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strategies by mitigating unwanted risk.
Behavioural measures (as discussed in
the previous chapter) can also help
reduce cognitive errors and enhance
the risk-return profile.

Macro Strategy

We believe that taking risk-conscious
directional exposures, reflecting
fundamental, research-based analysis
of macroeconomic trends and asset
valuations, may help generate
attractive risk adjusted returns.

Edition 2015

In order to evaluate the best ideas to be
represented in the Macro Strategy, we
think it is useful to analyze valuation,
technical and risk sentiment indicators
for each asset class. This can enable
investors to identify the opportunities
to capitalize upon the macro view of the
world.
The result is a Macro Strategy/View of
the World which represents 8-12 high
conviction ideas.

Chart 25: An Example of Macro Strategy Definition
Economic
Backdrop
• Economic Conditions
• Stability Conditions

Base Case
Scenario
“View of the
World”

Valuation
Technical

Macro Strategy
8-12 High
Conviction Ideas

Risk Sentiment

Source: Pioneer Investments, as of March 31, 2015.

In our opinion a well-articulated
dynamic asset allocation portfolio of
high conviction ideas reflecting a view
of the world (the macroeconomic Base
Case Scenario) can contribute
significantly to achieving investment
objectives.

Macro Hedging Strategy

At any given point in time there are
several risks that may trigger
alternatives to the base case scenario,
and which may severely impact
portfolio returns. A Macro Hedging
Strategy may help to manage downside

Chart 26: A Macro Hedging Strategy
Risk Map
• Risks to base
case scenario

Alternative
Scenarios

Volatility &
“Stress test”
Correlation
Analysis

Macro Hedging

Source: Pioneer Investments, as of March 31, 2015.

We believe that the process of
identifying the Macro Strategy should
start with an in-depth analysis of the
economic backdrop, based on economic
and stability conditions at global and
regional levels. The output of this
analysis represents the base case
scenario and translates into relevant
investment themes that will be reflected
in the Macro Strategy.

26

BLUE PAPER

risks arising from these alternative
scenarios.
We believe that a Macro Hedging
Strategy could be composed of three to
five hedges management that managers
can perform positively during market
stress and counterbalance the negative
effects from adverse market conditions.
These could be implemented through
the use of derivative positions or a
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diversified basket of asset classes
expected to exhibit negative correlation
versus active directional risk in case of
unexpected market movements. Of
course, there are risks involved with any
investment strategy.
To build the Macro Hedging Strategy,
we suggest identifying a risk map with
different term horizons (short,
medium and long-term) associated
with the base case scenario, and
develop alternatives to the base case.
Through a comprehensive analysis of
these scenarios, probabilities and
potential profitability impact from
these extreme events can be assigned.
As a last step, volatility and stress test
correlation analysis can help identify
hedges that could help protect
performance during market stress.

Satellite Strategies

A thorough analysis of country specific
yield curves, country/regional sectors
and alternative asset classes, can also
help identify attractive opportunities
for taking primarily non-directional
active risk.
Contrary to the Macro Strategy, which
considers investment ideas of global
relevance derived from a view of the
world, Satellite Strategies are typically
involved with specific, relative value
ideas. Hence, they tend to exhibit a low
correlation with the Macro Strategy,
further improving the risk/return
profile of the portfolio. The goal of
satellite strategies should be to capture
alpha and diversify risk.

Selection Strategies

Robust and in-depth research can
unveil important alpha generating
opportunities. The search for individual
company success stories, leveraging on
experienced industry experts, may be
converted into a large pool of diversified
bottom-up investment ideas. Security
selection may significantly contribute to
portfolio performance by adding lowcorrelated returns.
Selection Strategies can be
implemented through bottom-up
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single security ideas, as well as through
the selection of investment vehicles,
which can contribute significantly to
alpha generation.

Risk Budgeting

We consider risk allocation to
independent strategies to be central to
an efficient investment process. First,
we believe it is important to identify a
budget of risk adequate to meet the
investment objective. A further step is
to determine how to allocate the risk
budget across the different strategies. It
is important to understand how much
risk each alpha-generating strategy
contributes to the overall risk of the
portfolio, and whether this risk can
potentially be reduced by combining
uncorrelated or low correlated
strategies with each other in an effort
to achieve risk diversification.

Conclusion

We believe that a new investment
framework may unfold over the next
few years. After many years of bull
markets, investors will likely have to
deal with a more volatile world,
making the need for protection and
capital preservation even more urgent.
We believe that a traditional asset
allocation approach, with simple
diversification among asset classes, will
prove inadequate for generating
reasonable returns while also
protecting investors from excessive
volatility in the event of market shocks.
We believe that in this new world, it’s
time to diversify different. By doing so,
in our opinion, it will be possible to
build more robust investment portfolios,
enhance potential returns and to help
protect against extreme events.
“Diversify, different” means, to us,
moving from a pure asset class
diversification approach to a focus on
risk factors that fundamentally drive
different asset classes – and
identifying, measuring and combining
them in an effective way.
It also means not only maximizing the
sources of beta diversification and
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managing them in a dynamic way, but
also promoting a culture of alpha
generation that tries to exploit all
possible alpha sources to enhance
returns in a risk conscious framework.
Moreover, the concept of risk
management takes on a new connotation
in this new world, based less on assessing
ex-post risks and more on taking a

28
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structured approach to building ex-ante
risk-effective portfolio that seeks to
protect against extreme events.
We believe that a well designed, multistrategy investment approach can be
instrumental in the years to come in
managing the new complexity in a way
that provides efficient investment
solutions to clients.
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Important Information
Unless otherwise stated, all information contained in this document is from Pioneer Investments and is as of March 15, 2015.
Unless otherwise stated, all views expressed are those of Pioneer Investments. These views are subject to change at any time based on market and other conditions and there
can be no assurances that countries, markets or sectors will perform as expected. Investments involve certain risks, including political and currency risks. Investment return and
principal value may go down as well as up and could result in the loss of all capital invested. This material does not constitute an offer to buy or a solicitation to sell any units of any
investment fund or any services.
Indices are unmanaged, and their returns assume reinvestment of all dividends, and unlike fund returns do not reflect any fees and expenses. You cannot invest directly in an index.
Investing can involve significant risks, including the loss of principal value. Investment returns will fluctuate. You should always consider your risk tolerance and investment
objectives when considering investment options.
Diversification does not guarantee a profit or protect against a loss.
Past performance is not a guarantee of future results.
Pioneer Investments is a trade name of the Pioneer Global Asset Management S.p.A. group of companies.
Date of First Use: April 1, 2015.
Follow us on:

www.pioneerinvestments.com
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