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Turning Conventional Wisdom On Its Head

Why fixed income could be regarded as a risky
investment.

Choosing the Right Strategy

We believe investors need to start considering
strategies, which not only protect their capital from
losses, but can also aim to create positive returns.

Pioneer Investments Absolute Return
Bond Strategy

The strategy has delivered positive returns in
changing market conditions. The strategy is
uncorrelated to duration and has the potential to
generate returns in periods when the market has
no defined trend.
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→ Current market features: bond yields close to historic lows, below target inflation, low
volatility and a sluggish global economy. It is our view that bond yields and volatility have
bottomed and are likely to rise over the coming quarters and years. This would ordinarily
result in a switch to cash or the implementation of duration reduction strategies. However,
given the historically low levels of cash rates and short-dated yields, the cost of these
strategies could be too high.
→ Unprecedented times: we are currently in uncharted waters, no current market participants
have ever experienced the withdrawal of non-conventional monetary policies. The Fed now
believes that the cost of Quantitative Easing (QE) programmes may be beginning to
outweigh the benefits.
→ One of the by-products of QE is compressed volatility. Cheap and plentiful money has
caused historically low yields on fixed income products. Investors have fled from traditional
to higher beta asset classes seeking higher returns.
→ The combination of cheap money and low volatility has fuelled risk taking and resulted in
financial repression. This has forced investors to either accept a rate of return on
investment below the rate of inflation or realise a negative real return on assets. Due to the
concept of negative real returns, going forward investors are facing a return-free risk. Yields
are too low to compensate for the increased riskiness of sovereign debt, the result of which
is that fixed income should now be regarded as a risky investment.
→ We believe investors need to start considering strategies, which not only protect their
capital from losses, but can also aim to create positive returns.
→ The solution: with an anticipated rise in volatility and yields, the implementation of an
Absolute Return strategy that is uncorrelated to duration and has the ability to generate
returns when the market has no defined trend.
→ Such a strategy should have a number of characteristics:
- a cash benchmark as opposed to being benchmark-constrained
- the ability to run negative interest rate and credit spread duration positions
- a return which is derived from a number of well-diversified sources of alpha and lowlycorrelated strategies, rather than having one or two primary drivers of performance
- strong drawdown management techniques.
→ The key to any Absolute Return Strategy is to achieve positive returns in all market conditions
which is what we aim to do with our Absolute Return Bond strategy.

Contributors
David Greene is a Client Portfolio Manager with 25 years' experience in financial markets.
David is responsible for European and Global Investment Grade Fixed Income products at
Pioneer Investments in Dublin.

1

This document is private and confidential and is for the sole use of the Institutional
or Professional clients to whom it is addressed.

BLUE PAPER │ Avoiding a Return-Free Risk: An Absolute Return Strategy for Current Times

The ability to implement
investment strategies
that deliver the potential
for positive returns
uncorrelated to either
interest rate or credit
spread duration will
be vital in the coming
quarters and years.

September 2013

The bond market’s reaction to the US Federal Reserve’s (the Fed) comments about “QE
tapering” has evoked memories of the painful fixed income bear market of 1994. Investors
appear to be concerned that the 30-year structural bull market in bonds may indeed be
over. With yields close to historic lows, the reality is that room for further capital
appreciation may be limited. Investors now need to start considering strategies to protect
their capital from suffering losses. However, is it possible to actually make positive returns
from fixed income when yields are rising and/or volatility is increasing? The ability to
implement investment strategies that deliver the potential for positive returns
uncorrelated to either interest rate or credit spread duration will be vital in the coming
quarters and years. With volatility also expected to rise from recent lows, outright
duration views may not be sufficient to provide consistent positive returns. We believe an
Absolute Return mentality is necessary.

1994 Revisited
1994 was a difficult year. Ask any bond trader about their memory of that year and you
will probably see them shudder, as the memories of rising bond yields flood back. After
a long period of falling bond yields, the vast majority of market participants were
probably complacent, long and happy at the start of 1994. However, a surprise decision
on 4 February by the Fed to raise the official US interest rate (known as the Fed Funds
rate) by 25bps caused market turmoil. Everyone was selling bonds but nobody was
buying. In the space of just over three months, the yield on the US 10-year Treasury rose
from 5.65% to 7.50% before stabilising. However, it was only a temporary reprieve
because in September 1994, yields rose again from 7.15% to 8.10%, crushing those
investors who had re-established long positions over the summer. The rise in bond
yields was widely blamed for pushing Mexico into crisis and contributing to the
bankruptcy of Orange County, the 3rd largest county in California.

10-Year US Bonds Lost -8.3% in 1994
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US 10 yr yields - 1994
Source: Bloomberg/Pioneer Investments as at 22 August 2013.
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This Time it’s Different?
If you fast-forward 19 years to today, it could be argued that there are many similarities
to 1994. Yields are close to historic lows, inflation is below target and showing no signs
of turning higher, and investors are long. However, just as importantly, there are some
significant differences, notably on the economic front, where the US economy appears
to be struggling to gain significant traction. It does appear, however, that the Fed are
becoming increasingly concerned about the possible negative effects of ongoing QE
programmes, hence the recent discussion about “tapering” of the asset purchase
programmes. In short, the Fed may now feel that the costs of QE outweigh the benefits
of the policy. It is our belief that it is unlikely that all the major central banks will be able
to engineer smooth exits from their current accommodative monetary policy stances.
However, improved communication policies from central banks should reduce the
likelihood of major monetary policy surprises in the months and quarters ahead.

Cheap Money Fuels Risk-Taking…
One of the resulting features of the QE programmes implemented in the US, the UK and
now in Japan is that volatility has been crushed. Cheap and plentiful money has pushed
yields on many fixed income assets to historic lows and investors have migrated from
their traditional asset classes to higher-beta asset classes in an attempt to capture yield.
Knowing that central banks’ monetary policies were going to remain “accommodative for
as long as necessary” or that official rates could be kept low “for an extended period of
time” gave investors comfort in taking more risk. The rationale for QE was exactly this –
pushing down returns on traditional assets, thereby forcing investors to take risk in other
areas and thus pushing down yields in these asset classes as well.

Fixed Income Volatility at Historic Lows Encourages Risk-Taking
Lehman Bankruptcy

250
200

LTCM Crisis

150

Euro Crisis

100
50
0
1989

1994

1999

2004

2009

2013

Historical Volatility
Source: Bloomberg/Pioneer Investments as at 23 August 2013.

…Causing Financial Repression
If inflation is higher than the return from many asset classes, there are clear advantages
for certain public authorities. It allows governments to inflate their way out of their
debt, a phenomenon known as “financial repression”. This describes a situation whereby
investors are forced to accept returns below the rate of inflation. In other words,
realising a negative real return on your assets, a concept which we will return to later in
this piece. Most investors in sovereign fixed income strategies have been used to getting
a (relatively) risk-free return. Due to this concept of negative real returns, going
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forward those investors are facing a return-free risk. Why? Quite simply, yields are too
low to compensate for the increased riskiness of sovereign debt. Conventional wisdom
needs to be turned on its head – instead of fixed income being regarded as a safe
investment, it should now be regarded as a risky investment.
In addition, liquidity is increasingly at a premium. The inflows into bond funds over the
last five years in particular has been startling. This, coupled with the reduced capacity
from investment banks and primary dealers to absorb the selling of bonds due to capital
constraints, creates the significant possibility that the market may suffer severe liquidity
problems in the event of any sell-off. We have already become concerned about the lack
of liquidity in various segments of fixed income markets over the last 12 months.

Fund Flows Have Favoured Bonds, But Will Investors Be Able To Sell ?
Fixed Income and Equity Cumulative Monthly Net Sales (€bn.) - January 2008 to May 2013
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Source: Pioneer Investments as at 31 May 2013.

Finding a Fair Value for Bonds
We are currently in
uncharted waters no current market
participants have
ever experienced the
withdrawal of nonconventional monetary
policies so we have no
compass to guide us or past
history to refer back to.
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How much should bond yields rise before we would be comfortable buying them again?
The first point to make is that we are currently in uncharted waters - no current market
participants have ever experienced the withdrawal of non-conventional monetary policies
so we have no compass to guide us or past history to refer back to. The problem is that these
global liquidity injections are supporting all markets, but have driven many asset classes’
valuations to long-term unjustifiable levels. To illustrate this, let’s look at current bond
yields. A very basic bond valuation model suggests that, all other things being equal,
nominal bond yields should equal nominal GDP. If bond yields are less than nominal GDP,
investors can borrow money cheaply and reinvest the proceeds in assets generating a
potentially higher rate of return. On the other hand, if bond yields were higher than GDP
levels, there would be no incentive to borrow money and invest in assets, as the return from
those assets would be insufficient to cover the borrowing costs.

This document is private and confidential and is for the sole use of the Institutional
or Professional clients to whom it is addressed.

BLUE PAPER │ Avoiding a Return-Free Risk: An Absolute Return Strategy for Current Times

September 2013

Bond Yields are a Function of Inflation and Real GDP

Bond
Yields

Inflation

Real GDP

However, not all other things are equal. As we have already noted, the actions of
global central banks in flooding the financial system with liquidity have artificially
depressed borrowing costs. That means our model may not function accurately right
now, but when the central bank global liquidity tap is turned off, asset prices
(including bond yields) should revert to more normalised levels. When that happens
(not “if ” in our opinion), we can postulate as to what levels bond yields might rise to.

The risks of capital
depreciation of investors’
fixed income portfolios is
increasing.

Nominal GDP is a combination of real GDP and the inflation rate. Here, we can use
trend growth estimates as a proxy for real GDP, which in the US is close to 2.5% and
in Europe is approximately 1%-1.5%. For inflation, we can use various measures such
as inflation-linked securities or central bank target levels, but it seems that in both the
US and Europe, a range of 1.5%-2% would be appropriate. Combining the real GDP
and inflation estimates yields nominal GDP estimates of 4%-4.5% in the US and 2.5%3.5% in Europe. These levels are considerably higher than current 10-year bond yields
(US = 2.50% and Germany = 1.75%), which suggests that the risks of capital
depreciation of investors’ fixed income portfolios is increasing. Assuming that in one
year's time 10-year yields had moved from current levels to 4% in the US and 2.5% in
Germany, total losses incurred would be-7.6% and -3.9% respectively.

Current US Nominal GDP Levels Suggest US Yields Are Too Low
US Nominal GDP vs. US Treasury 10yr Yields
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Source: Bloomberg/Pioneer Investments as at 10 July 2013.
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The US vs. Europe: the Same (With a Lag) or Different?
We believe European bond yields will track US bond yields, although economic
conditions are very different in Europe than in the US. Whilst US commentators’
views differ over the speed of the US recovery, European commentators are arguing as
to whether there is a European recovery. At their July 2013 meeting, the governing
council of the ECB took a historic step by introducing for the first time a form of
“forward guidance” for official interest rates. In breaking with tradition, the ECB
announced that they anticipate interest rates remaining at or below current levels for
the foreseeable future. Exactly how long “the foreseeable future” is was not confirmed,
but it is likely to be at least 12 months and is more likely to be 18 months.

Analysis carried out on
previous bear market
episodes indicates a 45%55% correlation between
directional movements in
US Treasuries and German
Bunds.

Analysis carried out on previous bear market episodes indicates a 45%-55%
correlation between directional movements in US Treasuries and German Bunds.
This correlation rises to 75% when considering the average moves in yields. Therefore,
if US Treasuries are in a bear market, there is a 50% chance that German Bund yields
will move in the same direction and the shift will be 75% of the movement in US
Treasuries. We now have a model that suggests bond yields should be higher and
historical analysis that suggests European yields should follow US yields higher, so
the spectre of capital depreciation rears its ugly head again.

Weekly Correlation Between US and German 10-Year Yields
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Source: Bloomberg/Pioneer Investments. Data from 13 August 1998 to 13 August 2013.
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Value

BETA				

0.710

ALPHA (Intercept)				

-0.045

Rˆ2 (Correlationˆ2)				

0.571

Durbin Watson				

2.078

Std Dev of Error				

2.429

Std Error of ALPHA				

0.087

Std Error of BETA				

0.022

Number of Points				

782
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The Longer the Duration, the Greater the Loss
To get an idea of how portfolios might be exposed to capital depreciation, it is useful
at this point to introduce the concept of duration. In its simplest form, duration is
defined as the change in the value of a bond (or portfolio) that will result from a 1%
change in interest rates. If your bond (or portfolio) has a duration of 5 years, it means
that the bond (or portfolio) will lose 5% of its value if yields were to suddenly increase
by 1% (or 100bps). Most fixed income funds aim to outperform a stated benchmark
i.e. the BarCap Aggregate Bond indices. The downside to this approach is that such
funds generally have soft internal limits on duration deviations from the benchmark,
maybe +/- 1 year or 80%/120% of the benchmark duration. This means that these
funds should exhibit relative outperformance in times of rising yields, but may still
generate negative absolute returns. For example, the US Treasury and Agency index
returned -3.2% in 1994. A good fund might have returned -1%, outperforming the
index. However, for investors faced with an inflation rate of 2.6%, that’s still a real
return of -3.6%.

It is vitally important
that investors distinguish
between strategies that
try to minimise losses and
strategies that actually try
to generate positive returns
in a rising yield or high
volatility environment.

The chart below shows that even short duration bonds (or funds) can experience
capital depreciation in the event of a 1% rise in yields over a one-year period.
Therefore, it is vitally important that investors distinguish between strategies that try
to minimise losses and strategies that actually try to generate positive returns in a
rising yield or high volatility environment.

The Danger of Duration
Effect of a 1% Rise in Bond Yields on Bond Returns over a 1-Year Period
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Source: Pioneer Investments as at 15 August 2013.
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Yield Rises Imply Capital Losses;
So What Can Investors Do?
We believe investors should
be looking for a strategy
which can generate positive
returns regardless of the
market environment.

We believe investors should be looking for a strategy that is uncorrelated to interest
rate or credit spread duration, if its accepted that rising yields are likely in the coming
quarters and years. One option is to invest in cash instruments. However, with
current cash rates so low, there can be a heavy cost in sitting on the side-lines
awaiting yield rises. Another option could be to adopt a “buy-and-hold” strategy and
try to ride out the storm. However, increased volatility means that such “buy-andhold” strategies are unlikely to be rewarding. Ultimately, we believe investors should
be looking for a strategy which can generate positive returns regardless of the market
environment.
Such a strategy should have a number of characteristics:
1. a cash benchmark as opposed to being benchmark-constrained
2. the ability to run negative interest rate and credit spread duration positions
3. a return which is derived from a number of well-diversified sources of alpha and
lowly-correlated strategies, rather than having one or two primary drivers of
performance
4. strong drawdown management techniques.

1. Cash benchmark
The benefits of a cash benchmark are that a strategy does not have an in-built bias. For
instance, a strategy with a Barclays Aggregate Index will generally have a normal
duration of 5.5 years and some credit exposure. We know that an indexed manager
generally constructs his strategy using the benchmark as a starting point. Therefore,
that manager already has a bias as to the strategy’s duration and credit exposure, given
that fund managers do not normally deviate too far from their agreed benchmarks.

The ability to run negative
duration (either interest
rate or credit spread)
protects the strategy
against rising bond yields.

2. Negative interest rate and credit spread duration
The ability to run negative duration (either interest rate or credit spread) protects the
strategy against rising bond yields. For instance, earlier this year speculation grew
that the Fed were contemplating tapering their QE purchases in the autumn of 2013.
Bond yields began to rise so how could investors have protected themselves against
this scenario? Most benchmark-constrained funds might have reduced duration by
shifting from longer-dated maturity bonds to shorter-dated bonds. However, as we
noted above, that may still have led to absolute losses of capital.
If a strategy had an ability to implement negative-duration trades, it may have
actually generated positive returns in this period of rising bond yields.
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Duration Positioning of Pioneer Investments Absolute Return Bond Strategy Since
Inception
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Source: Pioneer Investments as at 15 August 2013.

Our Portfolio Management team identified four relatively low-cost trades to hedge
against rising US yields. The trades were puts on US 10-year US Treasuries, selling the
2015 Eurodollar strip, outright shorting the US 5-year US Treasury bond and a
swaption collar on the 20-year US Treasury in 10 years’ time. All four trades were
implemented in mid-May 2013 and profited handsomely as US yields rose in the
following weeks.

Example: Profiting from Rising US Bond Yields
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1.60
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Implemented first short duration position

1.00
0.80
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US 5-year yields
Source: Bloomberg/Pioneer Investments as at 19 August 2013.

It is vital in any Absolute
Return strategy that
there are multiple lowlycorrelated sources of alpha
contributing to return.
Neither should there be
any market beta embedded
in the strategy.

3. a) Well Diversified* Sources of Alpha
It is vital in any Absolute Return strategy that there are multiple lowly-correlated
sources of alpha contributing to return. Neither should there be any market beta
embedded in the strategy. The former ensures that no one individual or trade can
determine performance, whilst the latter is a requirement for a strategy to deliver the
ultimate ideal of positive performance in both rising and falling markets. Examples of
well-diversified sources of alpha include Long/Short credit spread and Long/short
interest rate duration, trading sovereign exposure, relative value trades, inflationlinked strategies, currency positioning and volatility structures, to name but a few.

* Diversification does not assure a profit or protect against a loss in a declining market.
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Long/Short credit spread trades are a market-neutral strategy that seeks to overweight
one bond issuer whilst simultaneously underweighting another bond issuer. The
strategy is implemented to take advantage of a temporary dislocation in the
correlation between the two issuers, positioning for an eventual convergence of the
spread between the issuers.
Relative value trades are ones that take advantage of mispricing in various segments
of the fixed income markets. These trades can position for the closing of these market
anomalies and often perform independent of market direction. We instigated such a
trade late in 2012 when positioning for the closing of the gap between the Irish CDS
and underlying Irish sovereign cash bond. We actually hedged out the market rate
risk leaving a pure play on the relative valuation of two Irish sovereign credit
worthiness measures.
Sovereign exposure trades that can generate positive returns independent of market
direction are bets on the relative movements in two countries’ interest rates or bond
yields. For the last 18 months, there has been considerable profit to be made by
playing the tightening and widening of spreads between peripheral European and
German bond markets.

Active Positioning for Peripheral Spread Tightening/Widening
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Source: Bloomberg/Pioneer Investments as at 12 June 2013.

Another example that we have used successfully in our Absolute Return Bond
strategy is our positioning for an outperformance of Australian bond yields compared
to New Zealand bond yields. This was based on a view that the Australian economy
would slow considerably and the Australian Central Bank would respond by cutting
rates. In contrast, the rebuild in Christchurch and other areas in New Zealand
following the earthquake in 2011 has boosted economic growth and may mean that
the New Zealand Central Bank may have to increase rates.
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3. b) Lowly-Correlated Strategies
We do, however, need to ensure that the strategy’s positions are not all positively
correlated. Many Absolute Return strategies have found that, although they may
appear to have no inherent market bias, the positions or trades all move in the same
direction in volatile market conditions. The aforementioned experience of rising US
yields in May/August 2013 (and accompanying widening in credit spreads) led many
Absolute Return strategies to generate negative performance, which suggests that
either their positions were highly correlated or that the strategies had market beta
embedded in them. We believe that many funds were heavily overweight credit
spread duration throughout this period, leading to negative absolute returns. In
effect, it is our opinion that these strategies were masquerading as Absolute Return
strategies, but were in fact market-directional.

4. Disciplined Risk Management Process
Key to achieving the target of generating positive returns in all market conditions is
to have a disciplined process to manage risk and returns. Strict risk management
techniques should be employed to monitor the profit/drawdown of each position,
enabling the portfolio manager to close losing positions early, whilst seeking to allow
profitable positions to remain in place. All trades should be monitored at an
individual level to ascertain their contribution both to performance and to overall
risk. It is also necessary to monitor how individual strategies interact to ensure low
correlations. Should the strategy’s tracking error rise above certain levels, or trades
prove to be closely correlated, individual trades can be “dialled down” to bring overall
risk levels back to more appropriate levels.

Historically, on average,
our winning trades
generate twice the
performance of our
loss-making trades.

Our experience has shown the importance of maximising upside on strategies, whilst
cutting losing strategies early. The emphasis is on taking small amounts of risk across
many uncorrelated positions with the ability to add incremental gains. This is
achieved through strict drawdown targets, whilst allowing winning trades to
continue. Historically, on average, our winning trades generate twice the performance
of our loss-making trades as illustrated below.*

Case Study Illustrating Our Matrix Approach
Number
		

Total Excess
Performance

Average per
Position

Total

70

0.742%

0.011%

Winning Positions

43

1.381%

0.032%

Losing Positions

27

-0.638%

-0.024%

Year
All Relevant Decisions
Hit Ratio
Win/Loss Ratio

2008

2009

2010

2011

2012

2013

Total

36

45

85

73

90

70

322

50.00%

55.56%

43.53%

52.05%

50.00%

61.43%

50.62%

0.94

3.90

1.89

2.51

1.62

1.36

1.97

Best Winner

0.23%

0.32%

0.49%

0.50%

0.52%

0.19%

0.52%

Worst Loser

-0.21%

-0.07%

-0.19%

-0.20%

-0.12%

-0.12%

-0.21%

Source: Pioneer Investments as at 30 June 2013.
*Case study based on Euro Aggregate Bond Strategy and is illustrative of the matrix approach applied by the
European Fixed Income team. Not reflective of the track record of the Absolute Return Bond Strategy.
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Suggested Construction of an Absolute Return Bond Portfolio
Now that we know some of the characteristics of an Absolute Return Bond strategy
(cash benchmark, ability to run negative duration, multiple sources of alpha and
strong risk management), we can set about constructing the strategy.
At Pioneer Investments, we believe that a portfolio should consist of two separate but
related components: 1) a core strategy and 2) alpha strategies.
The first component, or core strategy, is built to replicate a reference rate as close to
cash as possible. This could mean using EONIA, SONIA or some form of short-dated
T-Bill index. Using anything longer than 3-month Bills as an index introduces an
element of duration and credit risk to the strategy. Some might argue that a longerdated benchmark could be used as long as the interest rate and credit spread duration
were hedged out. Nevertheless, in many cases, perfect hedges simply do not exist.
This core portfolio should aim to deliver performance in line with the benchmark.
The second component, the remainder of the portfolio, combined with using some
leverage, should be used to generate alpha. As we mentioned above, a key aim is to
have a sufficient number of alpha sources to avoid the problem of one single
individual or position driving the performance and/or risk. Likewise, the correlation
of the various trades/positions should be closely monitored to ensure that they are
sufficiently diversified* to achieve a high risk-adjusted return.

We utilise a globally
diversified range of 15-20
alpha-generating strategies
which seek to deliver extra
performance (mainly using
derivative instruments)
with absolute return
targets.

We utilise a globally diversified range of 15-20 alpha-generating strategies which seek
to deliver extra performance (mainly using derivative instruments) with absolute
return targets. These alpha strategies are managed by dedicated specialist portfolio
managers who concentrate on specific segments of the fixed income markets and are
focused on delivering the best in-house ideas for each alpha strategy. Examples of
strategies used include interest rate duration, sovereign spreads (trading the
movement in relative and absolute sovereign spreads), interest rate relative value,
volatility, inflation products, foreign exchange and regional markets (such as Asia or
Australia). Thanks to their low correlations, this combination of alpha strategies
should lead to lower volatility and risk.

Example of Alpha Source Correlations
Credit
Spreads

Currency

Inflation

Interest
Rates

Core
Strategy

Credit Spreads

1.00

0.27

0.22

0.25

0.19

-0.18

Currency

0.27

1.00

0.23

0.55

0.07

-0.49

Inflation

0.22

0.23

1.00

0.37

-0.13

-0.39

Interest Rates

0.25

0.55

0.37

1.00

0.22

-0.83

Sovereign Spreads

0.19

0.07

-0.13

0.22

1.00

0.11

Core Strategy

-0.18

-0.49

-0.39

-0.83

0.11

1.00

Source: Pioneer Investments as at 30 June 2013
*Diversification does not assure a profit or protect against a loss in a declining market.
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Sovereign
Spreads
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It is necessary to avoid the temptation to chase returns. As yield levels and volatility
fell during the last couple of years, some Absolute Return Bond strategies moved
from investment-grade bonds to high-yield and Emerging Market bonds and, in
some extreme cases, equity exposure. These positions could generate extra
performance in times of low market volatility, but history suggests that when
volatility rises, the consequent loss of performance can easily be significantly more
than that earned in good times.

The positive performance
of the Pioneer Investments
Absolute Return Bond
Strategy since the start
of May was testament
to the wide variety of
lowly-correlated positions,
which the strategy
implemented, and a
vindication of strong risk
management techniques.

We have currently restricted the holdings in our Absolute Return Bond Strategy to
investment grade fixed income and derivatives only, meaning the strategy has no
exposure to high yield, emerging markets or equities. Although this stance may have
cost the strategy some performance in 2012 and early 2013, the position has been
vindicated by market events since the start of May 2013. The negative absolute returns
that some Absolute Return strategies have incurred was probably due to those
strategies generating the majority of their performance from either carry trades or
credit spread duration positions. On the other hand, the positive performance of the
Pioneer Investments Absolute Return Bond strategy since the start of May was
testament to the wide variety of lowly-correlated positions which the strategy
implemented and a vindication of strong risk management techniques.

Superior Excess Return and Standard Deviation Characteristics
Pioneer Investments Absolute Return Bond strategy has delivered higher returns for
lower risk than the peer average.

Excess Return (%)

Standard Deviation (%)

Pioneer Investments Absolute Return
Bond Strategy

2.0

2.6

Median

0.0

3.1

Source: MPA, 28 August 2013. Performance data refers to Global – Bond Absolute Return composite and are
GROSS returns in EURO terms for the 6 months-ending June 2013

Derivatives play an
important and increasing
role in portfolio and risk
management and are
also a critical component
of any Absolute Return
strategy.
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Are Derivatives a Necessary Component of an Absolute Return Bond Strategy?
Derivatives play an important and increasing role in portfolio and risk management.
In our opinion, they are also a critical component of any Absolute Return strategy for
the following reasons:
1. Performance driver: gain the leverage necessary to generate excess returns
2. Liquidity: allowing portfolio managers to quickly and cost-effectively implement or
close out trades, even in illiquid markets
3. Short rates: allows the strategy to have a negative interest rate or credit spread
duration stance via the selling short of interest rate/bond futures
4. Manage credit exposure: going long credit derivative contracts and/or other
instruments
5. Easier/cheaper access: using derivative contracts also allows a strategy to access areas
of the fixed income market that would be difficult to trade using underlying cash
bonds. Following on from our example above of identifying areas of the US fixed
income markets that were mispriced, it was easier and cheaper to access these areas
via derivative contracts or structures rather than using the underlying cash bonds.
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Investors often express concern about a strategy’s gross leverage which could be a
misleading indicator. Instead, we believe they should be concentrating on a measure
like Tracking Error.

A crude measure like gross
leverage takes no account
of the fact that some
positions within a strategy
may be offsetting each
other.

A crude measure like gross leverage takes no account of the fact that some positions
within a strategy may be offsetting each other. It also fails to take account of the fact
that derivatives can be used to hedge away the unwanted part or exposure of a
particular trade. By way of example, one of the trades in our Absolute Return strategy
is positioned for a tightening of the Irish Credit Default Swap (CDS) and cash bond
yield basis. To implement this position, we not only bought the Irish government cash
bonds and the Irish CDS, but also hedged away the interest rate risk by paying fixed
on Euribor swaps. In this case, we actually increased the gross leverage of the trade to
reduce the overall risk of the trade.

How to Avoid Return-Free Risks in Fixed Income
In our opinion, bond yields and volatility have bottomed and are likely to rise over
the coming quarters and years. Ordinarily, this would argue for the implementation
of duration-reducing strategies or switching to cash products to protect capital.
However, given the historically low levels of cash rates and short-dated bond yields,
the cost of such a move can be very high. The move higher in bond yields is not likely
to occur in a straight line either. If history is any guide, there will be mini bullmarkets within the greater bear market.
Investors should search for an investment strategy that is uncorrelated to duration,
but that also has the ability to generate returns in periods when the market has no
defined trend. Such a strategy needs multiple sources of alpha contributing to return
and there should be no market beta embedded in the strategy. Finally, the trades and
positions implemented should be as lowly-correlated as possible.
The key to an effective Absolute Return strategy is to deliver positive returns in all
market conditions, exactly what Pioneer Investments strives to do. As Warren Buffet
noted, “it’s only when the tide goes out that you see who’s swimming naked”. It would
appear that the outgoing tide of rising bond yields and increased volatility has left
many so-called Absolute Return Bond strategies exposed.
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Important Information
Unless otherwise stated all information contained in this document is from Pioneer Investments and is as at 22 August 2013.
Any investment funds or products (the “Scheme(s)”) described in this document may not be registered for sale with the
relevant authority in your jurisdiction. Where unregistered, they may not be sold or offered except in the circumstances
permitted by law. The Schemes and the services described herein may not be regulated or supervised by any governmental or
similar authority in your jurisdiction. This material does not constitute an offer to buy or a solicitation to sell any units/shares of
any Scheme or any services, by or to anyone in any jurisdiction in which such offer or solicitation would be unlawful or in which
the person making such offer or solicitation is not qualified to do so or to anyone to whom it is unlawful to make such offer
or solicitation.
Pioneer Investments is not making any representation nor does this document constitute a representation with respect to (i)
the eligibility of any recipients of this document to acquire the units/shares of any Scheme or any services described herein in
any jurisdiction or (ii) the eligibility of any recipients of this document to receive this document in any jurisdiction. If you are in
doubt about the content of this document or your eligibility, you should obtain independent professional advice.
This information is not for distribution and does not constitute an offer to sell or the solicitation of any offer to buy any securities
or services in the United States or in any of its territories or possessions subject to its jurisdiction to or for the benefit of any
United States person (being residents and citizens of the United States or partnerships or corporations organized under United
States laws). The Schemes are not registered in the United States under the Investment Company Act of 1940 and units/
shares of the Schemes are not registered in the United States under the Securities Act of 1933 and may not be offered for sale
in the United States of America, or in any of its territories or possessions subject to its jurisdiction or to/for the benefit of a
US Person.
Past performance is not indicative of and does not guarantee future results. 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. More recent returns may be different than those shown.
Please seek professional advice before you invest. This document does not constitute investment advice and does not take
account of the investment objectives or needs of or suitability for a specific investor.
The content of this document is approved by Pioneer Global Investments Limited. In the UK, it is approved for distribution
by Pioneer Global Investments Limited (London Branch), Portland House, 8th Floor, Bressenden Place, London SW1E5BH.
Pioneer Global Investments Limited is authorised and regulated by the Central Bank of Ireland and subject to limited
regulation by the Financial Conduct Authority. Details about the extent of our regulation by the Financial Conduct Authority
(“FCA”) are available from us on request. The Schemes are unregulated collective investment schemes under the UK Financial
Services and Markets Act 2000 (“FSMA”) and therefore do not carry the protection provided by the UK regulatory system.
This document is addressed only to those persons in the UK falling within one or more of the following exemptions from the
restrictions in s 238 FSMA:
→ authorised firms under FSMA and certain other investment professionals falling within article 14 of the FSMA (Promotion of
Collective Investment Schemes) (Exemptions) Order 2001, as amended (the “CIS Order”) and their directors, officers and
employees acting for such entities in relation to investment;
→ high value entities falling within article 22 CIS Order and their directors, officers and employees acting for such entities in
relation to investment;
→ other persons who are in accordance with the Rules of the FSA prior to 1 November 2007 classified as Intermediate
Customers or Market Counterparties or on or thereafter classified as Professional Clients or Eligible Counterparties.
The distribution of this document to any person in the UK not falling within one of the above categories is not permitted by
Pioneer Global Investments Limited (London Branch) and may contravene FSMA. No person in the UK falling outside those
categories should rely or act on it for any purposes whatever.
In Australia and New Zealand, this document is distributed by Pioneer Global Investments (Australia) Pty Ltd
(ABN: 20 093 296 050 AFSL: 246840). The Schemes are available only to wholesale clients in Australia under section 761G
of the Australian Corporations Act (Cth) and to institutional clients in New Zealand whose business is the investment of money
or persons in New Zealand, who in the ordinary course of and for the purpose of their business, habitually invest money.
Pioneer Investments is a trading name of the Pioneer Global Asset Management S.p.A. group of companies.
This document is private and confidential and is for the sole use of the institutional or professional clients to whom it is
addressed. It is not to be distributed to the public or to other third parties and the use of the information provided by anyone
other than the addressee is not authorised.
Date of First Use: 6 September 2013
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