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RISK-REDUCING STRATEGIES
The deployment of risk-reducing strategies within multi-
strategy fixed income portfolios can soften any losses 
experienced from market directional allocations used 
elsewhere in the portfolio.

In times of market stress, risk-reducing strategies can significantly 
contribute to portfolio returns, while retaining a neutral return 
in our central house view scenario over a 1-3-year horizon.

We don’t believe in tail hedging, but instead seek diversification 
between our strategies to provide a stabilising effect and 
preserve capital. Figure 1 demonstrates a more classical risk 
hedging dynamic, where market participants are primarily 
focused on bad outcomes (left hand tail). A multi-strategy 
approach puts additional focus on managing the overall 
volatility of the portfolio.

HISTORICAL SIMULATIONS

We are able to analyse the behaviour of individual strategies 
within our model portfolio and the interaction between 
strategies over a longer period by using historical simulations. 
Here we take our multi strategy fixed income portfolio and 
evaluate the behaviour of the fund on a buy-and-hold basis.

By design, risk-reducing strategies should exhibit low levels of 
volatility, show little correlation to market directional allocations 
and avoid being a drag on performance. However, in times of 
market stress the risk-reducing strategies come to life. From the 
rolling volatility chart in Figure 2, you can see over the European 
Referendum in the United Kingdom that the volatility of risk-
reducing strategies doubled. Essentially, strategies such as being 
short financials vs long non-financials through CDS indices or 
long volatility begin to move and positively contribute to the 
portfolio’s P&L.

 

Figure 3 shows the rolling correlation between market and 
risk-reducing strategies. Usually the correlation between the 
two strategies is low and negative. In times of market stress, 
such as over the European Referendum, the correlation 
with market-return strategies becomes strongly negative. 
In essence, the risk-reducing strategies provide a stabilising 
effect, smoothing out P&L moves and preserving capital.

Figures 2 and 3 opposite demonstrate the desirable risk-
reducing behaviours between the strategies. Risk-reducing 
strategies allow the market strategies to perform in our 
central house view without acting as a drag on performance 
and become active when markets risks increase.

Figure 1: Distribution of returns 

Traditional approach
Focus solely on avoiding  
bad outcomes

Multi-strategy portfolio 
management risk approach
Additional focus on managing 
volatility to client expectations

Source: Aviva Investors 25 April 2017

Figure 2: Rolling volatility of individual strategies

Source: Aviva Investors, MSCI RiskMetrics 19 April 2017.
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Figure 3:  Rolling correlation between market and risk 
reducing strategies

Source: Aviva Investors, MSCI RiskMetrics 19 April 2017.
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STRESS AND SCENARIO TESTING

A range of historical, hypothetical, single factor stress and 
scenario tests need to be run on a daily basis. The stress 
and scenario tests in Figure 4 highlight the benefit of the 
differing components within our multi strategy fixed income 
portfolio and the positive P&L provided by the risk-reducing 
strategies under a range of scenarios.

It is worth noting that there are times when the risk-reducing and 
market strategies could both perform well. The second half of 2016 
is an example of when we could observe such behaviour. This is 
when risk-on allocations, such as US High Yield, performed strongly 
but rates sold-off. Hence, risk-reducing strategies designed to 
benefit from rates normalisation perform strongly.

RISK-REDUCING STRATEGIES

The inclusion of risk-reducing strategies within a multi strategy 
portfolio allows us to run more risk within other areas of 
the portfolio. If we look at the carry and roll on the different 
portfolio components you can see a strong contribution from 
market strategies. This is mainly through Long US Credit and 
subordinated Bank Debt strategies. There is a small negative 
carry from risk-reducing strategies employed in the portfolio 
such as Short Financials vs Long Non-financials. This strategy 
carries marginally negative as we are buying protection on 
financials, but this allows us to have larger positions in our 
Long US Credit and Bank subordinated debt positions within 
the market strategies part of the portfolio.

Would be protected from a material widening in credit spreads 
as indicated in the stress tests shown in Figure 4 .

EXAMPLES

Figures 6 and 7 demonstrate the genesis of the ideas, and 
the environments in which they might work. As described 
above, the risk-reducing strategies are designed to sit in the 
background of a portfolio without causing a drag on portfolio 
performance and come to life to help stabilise portfolio P&L 
and preserve capital.

INVESTMENT GRADE CDX FLATTENER 

The first strategy is an Investment Grade CDX flattener. Here we 
are buying protection on 3-year CDX IG and selling protection 
on 5-year CDX IG. The bottom axis indicates the difference in 
spreads between the 3-year and the 5-year contract. Currently 
CDX curves are steep (the red dot in Figure 6, shows April’s data 
point). This steepness results in the trade carrying positively as 
demonstrated by Figure 5 below.

Figure 4: Range of stress tests

Source: Aviva Investors, MSCI RiskMetrics 19 April 2017.

STRESS MS OP RR

H2 2016 (20160630 – 20161231) 1.11% 0.78% 1.07%

Lead up to European QE 0.33% -0.70% 0.58%

September 11th -0.65% 0.97% 0.40%

August 2011 -0.70% -1.08% 0.81%

February 2016 Falls (20160129 – 20160211) -0.81% -0.76% 0.42%

1988 Russian Financial Crisis -0.94% 0.28% 0.57%

Asian Crisis (1997) 5D (USD) -1.24% -0.09% 0.66%

Euro Stress Scenario -1.72% -0.15% 0.92%

Taper Tantrum (20130502 – 20130905) -2.26% 1.51% 1.41%

Black Monday (1987) 5D (USD) -2.40% 0.20% 0.82%

Replay Lehman 6M -5.84% -2.86% 5.32%

Figure 5: Strategy carry and roll

Source: Aviva Investors, MSCI RiskMetrics 26 August 2016.

Strategy Category Strategy Carry / Roll

Market strategy Long US Credit 0.86%

Risk-reducing strategy CDX Curve Flattener 0.04%

Total 0.90%
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Figure 6: Example of CDX Flattener

Source: Aviva Investors, Citi Velocity 25 April 2017.

Date range R2

24/05/2007 – 24/08/2010 0.4929

25/08/2010 – 24/12/2013 0.1951

25/02/2013 – 24/04/2017 0.006

Di�erence between 5 year and 3 year CDX IG
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Incorporating the CDX Flattener into the portfolio provides 
protection in a risk-off event. This allows the portfolio to take 
positions in strategies such as US Credit but providing protection 
against large drawdowns.

The vertical axis on Figure 6 indicates the spread level, and in times 
of heightened financial stress when credit spreads increase we 
move across the bottom axis from the right to the left. In other 
words, curves flatten as market participants are concerned about 
companies’ credit worthiness diminishing in the short term.

In more normal market conditions, there is not a strong 
relationship between spread moves and CDX curves flattening. 
The goodness of fit, as summarised by the R2, is much higher 
in stressed times, in particular the green period that covers the 
financial crisis 24/05/2007 to 24/08/2010.

SHORT FINANCIALS VS LONG NON-FINANCIALS

The second strategy is short financials vs long non-financials via 
CDS. Here we are buying protection on Itraxx Senior Financials 
and selling protection on Itraxx Main. 

The thesis being that in times of elevated market stress, in 
particular linked to the financial sector, the spread between 
the two indices widens and provides protection to the 
portfolio P&L.

The goodness of fit as shown in Figure 7, helps illustrate the 
relationship between increasing credit risk and the spread 
between senior financials and main. The relationship is very 
strong over European sovereign bond crisis between 26/04/2012 
and 25/12/2013 when credit risk was increasing as well as the 
spread between the two indices. In more normal conditions the 
relationship is weaker and more concentrated in the left hand 
side of the chart.



RISKS

The value of an investment and any income from it may go 
down as well as up and the investor may not get back the 
original amount invested. Past performance is not a guide to 
future returns.

Although bonds generally present less short-term risk and 
volatility risk than stocks, bonds contain interest rate risks; 
the risk of issuer default; issuer credit risk; liquidity risk; and 
inflation risk.

CONCLUSION

We do not believe in tail hedging. Rather, we utilise risk-
reducing strategies that stabilise portfolio P&L moves and 
preserve capital. We expect risk-reducing strategies to 
provide a neutral return in our central outlook and we do not 
look to scale up or down in order to ‘time’ risk protection.

The examples shown illustrate the asymmetric nature of 
risk-reducing strategies, where they sit in the background of 
the portfolio, but in times of market stress can significantly 
add to a portfolio’s returns as illustrated by the stress and 
scenario tests. 
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Figure 8: Strategy carry and roll

Source: Aviva Investors, MSCI RiskMetrics 26th August 2016.

Strategy Category Strategy Carry / Roll

Market Returns Long Bank Sub Debt 0.54%

Risk Reducing Returns Short Financials vs Non-financials -0.02%

Total 0.52%

Source: Aviva Investors, Citi Velocity 25 April 2017.

Figure 7: Senior Financials vs Main
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Legend

     Current Point

     26/04/2012 – 25/12/2013

     26/12/2013 – 26/08/2015

     27/08/2015 – 25/04/2017

Date range R2

26/04/2012 – 25/12/2013 0.8749

26/12/2013 – 26/08/2015 0.3129

27/08/2015 – 25/04/2017 0.1964

As shown in Figure 8, there is a small negative carry on this 
strategy as we are buying protection on financials, which are 
trading at a higher spread than non-financials. However, this 
allows us scope to own more of the strategies we like such as 
subordinated bank debt. 

It is important to note that risk-reducing strategies are not 
confined to credit-related instruments but can also utilise 
rates, volatility and FX.

As mentioned earlier, rates normalisation is a key theme within 
fixed income and there are risk-reducing strategies designed 
to benefit as rates sell-off. An example of this is the US Payer 
Spread strategy expressed through interest rate swaptions on 
US rates. These types of strategies have the added benefit of 
being non-linear. In other words, the more US rates sell-off the 
greater the ‘short duration’ positon expressed by this strategy 
becomes and would help stabilise the portfolio should other 
parts of the market be negatively impacted by US rate moves.
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