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When bond investors look back on the 
first two decades of this century, one 

key event will stand out — the global financial 
crisis of 2008. But equally important may 
be 2014 and 2015, when some of the central 
banking interventions tailed off and investors 
realized that they needed a new approach to 
fixed income investing. 

Although the definition is far from agreed 
upon, this new approach is called uncon-
strained fixed income investing, which loosely 
covers a range of strategies. What all these 
strategies have in common is an acknowl-
edgement that investment managers are best 
placed to identify the sources of bond returns 
and therefore should be allowed greater 
latitude to make these choices. By loosening 
the more traditional constraints around bond 
index tracking and sector selection, the theory 
goes, the professionals will be able to deliver 
better returns in good times and bad.

It’s a response to the current low interest-
rate environment. “For us, unconstrained 
means allowing managers with skills to range 
more freely over opportunity sets to offer 
lower correlation services, particularly in the 
current rate environment,” says Lynn Chen, 
Senior Investment Manager at Aberdeen 
Asset Management. “It could be measured 
against either cash or a broad index, but 
critically, the benchmark does not drive or 
constrain investment decisions.”

Some managers think in terms of input 
and output, where unconstrained defines the 
portfolio construction guidelines — the port-
folio input. The portfolio’s risk/return profile 
is the output, and it can take very different 
shapes. Unconstrained strategies can pursue 
total return or absolute return, and vastly 
different risk levels. “Unconstrained fixed 
income, in our view, is simply loosening the 
guidelines of a fixed income mandate relative 
to a traditional market benchmark,” says Mat-
thew J. Eagan, Portfolio Manager of Loomis, 
Sayles & Co. “It allows the manager to invest 
in a relatively agnostic way.”

Agnostic is one way to think about this 
type of strategy. For investors more familiar 
with index-relative products, it can be like 
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investing without a net. “To us, unconstrained 
fixed income is simply investing in the entire 
fixed income opportunity set without the 
security blanket of an index,” says Mark Egan, 
Managing Director and Lead Portfolio Manager 
at Reams Asset Management. “The Barclays 
Aggregate index that most people use gives 
them comfort — a neutral ground. Uncon-
strained fixed income allows us to funnel ideas 
to the best absolute returns in the marketplace 
irrespective of what an index holds.”

The point here is that benchmark-agnos-
tic investing should produce better, more 
risk-controlled results. “Unconstrained port-
folios are opportunistic investment strategies 
without a benchmark,” says Don Plotsky, 
Head of the Product Group at Western Asset 
Management. “Traditionally, fixed income 
strategies use benchmarks as a reference 
point and the basis for the construction of 
a portfolio. Today, those benchmarks are 
flawed. They have low yield and high dura-
tion and they are not sufficiently diversified. 
Unconstrained investing allows a manager to 
establish a level of risk that is appropriate for 
the current environment and identify compel-
ling value by looking across all sectors of the 
fixed income market.”

NO BUILT-IN BIAS
Some varieties of unconstrained fixed income 
range across the entire bond universe. “Unlike 
traditional, benchmark-constrained approach-
es, an unconstrained strategy can invest 
without limitations on sector, quality, maturity 
or geography,” says Rick Rieder, Co-Head of 
Americas Fixed Income at BlackRock. “We use 
the term here in its fullest sense: to describe a 
strategy that can continually evaluate and ac-
cess the widest possible set of opportunities 
in the fixed income universe, with no built-in 
bias toward any particular sub-sector. In our 
view, only an approach that fits this definition 
can deliver the broadest possible diversifica-
tion of risk and alpha exposures.”

This type of investing arose out of frus-
tration with current core fixed income strate-
gies that largely use standard indexes as 
benchmarks. “The Barclays Aggregate is 80% 

Treasuries and agencies, which can be dif-
ficult,” says Reams’ Egan. “But in terms of the 
end of a 30-year bull market and declining 
interest rates, it does offer a nice intermedi-
ate duration. It gives investors something to 
hold onto. It has provided a good return with 
a much lower standard deviation of return 
than equities. But the approach over the last 
30 years, with Treasuries providing both se-
curity and return, isn’t likely to be satisfactory 
going forward.”

DIverSIfIcATION IS vITAL
It’s not that core fixed income is the wrong 
way to approach bond investing today. It’s just 
that it may not be enough to meet investor 
goals in this environment — or indeed, in any 
future markets. “Investors should consider 
casting a wider net to uncover opportunity 
and deliver returns,” says BlackRock’s Rieder. 
“That’s because investor demand for return, 
liquidity and lower volatility makes timely 
access to the best fixed income opportunities 
crucial. With diversification becoming increas-
ingly vital, the way you structure your portfolio 
can matter as much as the securities in it. The 
core philosophy of being unconstrained is not 
being tethered to the constraint of the index 
— this allows us to take advantage of where 
opportunities exist in the world, by sector and 
part of the capital stack.”

Of course, even active investing strate-
gies need a benchmark or a yardstick against 
which to gauge success. “You can think of the 
benchmark as cash or LIBOR, but really, you 
are focusing on volatility,” says Western As-
set Management’s Plotsky. “One of the most 
important things in the unconstrained space 
is to be clear with your investors as to what 
the targeted volatility will be. Many managers 
don’t do that.”

The other hallmark of unconstrained is 
its reliance on the power of diversification to 
achieve results. “Our benchmark is LIBOR, 
which is essentially cash,” says Reams’ Egan. 
“All of our positions are absolute positions. 
We have limits in terms of how much we 
can hold in an individual security, typically a 
maximum of 5%, and sectors, 25%. The im-

portance of diversification in a fixed income 
portfolio never goes away — diversification 
away from idiosyncratic or issuer-specific 
risk. There may be a time again, as in 2008 or 
2009, that you may want to take idiosyncratic 
risk. But not now, when the vast majority of 
securities are priced too high.”

BeNchmArk ShOrTcOmINgS
The current interest-rate environment and 
the consequent effect on returns means 
investors are becoming more interested in 
what could happen if benchmark constraints 
are relaxed. “Recently, we saw the yield on 
the 10-year go below 2%,” says Western 
Asset Management’s Plotsky. “In our view, 
that was not a sustainable long-term yield 
level and yields were likely to rise somewhat. 
In unconstrained mandates, we were able to 
opportunistically short Treasuries, taking a 
negative duration position to capitalize on the 
potential for higher rates. That’s something 
that you really can’t do in a traditional bond 
portfolio. Likewise, when rates were above 
3% at the beginning of the year, we were able 
to significantly increase portfolio durations.”

The shortcomings of a traditional bond 
portfolio begin with the benchmark. “With 
rates at historic lows, investors are not 
being compensated for the amount of rate 
risk (duration risk) they are assuming in 
traditional strategies,” says BlackRock’s 
Rieder. “Using the Barclays U.S. Aggregate 
as an example, with a duration of 5.1 years 
and a yield-to-worst of only 2%, a 39 basis 
point move higher in interest rates will likely 
result in a negative total return for the year. 
Because the Barclays Aggregate is so heavily 
weighted toward government securities, it is 
inherently underweight attractive opportuni-
ties in credit, including corporate and securi-
tized debt, which our fund can provide. With 
the current volatile interest rate environ-
ment, credit-sensitive securities can mitigate 
interest-rate risk and gain higher yield.”

“Unconstrained investing can potentially 
offer higher alpha and lower correlations,” 
says Aberdeen Asset Management’s Chen. 

continued on page 6

Advertising Supplement

MANAGERS ARE EMBRACING THE            FREEDOM TO ROAM ACROSS THE BOND UNIVERSE IN SEARCH OF RETURN



“That appears to be what many investors are 
seeking. After years when long-term investors 
embraced asset allocation using specialist 
managers, they are now, in this kind of rate 
and spread environment, seeking better 
downside protection and higher alpha. Giving 
managers freer rein can enable investors to 
achieve these objectives because of the flex-
ibility to rotate the portfolio in a more timely 
fashion.”

Larger opportunity set
For investors that often focus on return 
objectives usually measured against a 
benchmark, unconstrained fixed income 
investing can seem like a go-anywhere strat-
egy, a blank check for managers. However, 
managers stress the increased need for 
investors to understand the risk profile of the 
strategy. “Somewhat counter-intuitively, we 
think it’s more important to fully understand 
risk in the unconstrained space because the 
opportunity set is larger,” says Aberdeen As-
set Management’s Chen. “Unconstrained may 
have low correlations with other assets, but it 
is by no means lower risk. Risk control in this 
space is crucial.”

“We have always been focused on risk-
adjusted return,” continues Aberdeen Asset 
Management’s Chen. “Risk discipline is very 
important in this space. If you just blindly 
seek incremental alpha, you can trap your-
self, particularly in a difficult environment, 
because of limitations on liquidity and the 
effects of volatility.”

One way to think about risk here involves 
scenario testing. “What would a ‘risk-on’ sce-
nario — defined as a one-day rise of 2% in the 
S&P 500 index — mean for the value of the 
portfolio’s exposures to rates, as well as for 
the rest of the portfolio?” says BlackRock’s 
Rieder. “Modeling based on the past perfor-
mance of the fund’s sectors provides useful 
guidance. For other scenarios — such as the 
likely effects of an employment number that 
exceeds, slightly misses or widely misses 
projections — the risk team polls the sector 
teams, processes their findings and makes 
them available via the dashboard.” 

“Thanks to these and other insights 
developed in conjunction with the risk team, 
the portfolio managers are equipped to make 
tactical adjustments in step with a chang-
ing market,” continues BlackRock’s Rieder. 
“Perhaps the most important ability in the 
current rate climate is the flexibility to man-
age duration exposure, taking it up, down or 
even into negative territory if warranted. But 
the same toolkit also enables managers to be 
nimble in allocating to alpha opportunities, 
as well as to implement macro hedges that 
mitigate tail risk.”

Risk budgeting is an important part of 

the process. “The BlackRock unconstrained 
approach is a disciplined and rigorous process 
that combines top-down direction-setting 
on the part of the portfolio managers with 
bottom-up opportunity identification and 
security selection by sector specialists around 
the world,” says BlackRock’s Rieder. “Guiding 
this flexible investment strategy is a struc-
tured and active risk-budgeting process that is 
designed to determine and manage appropri-
ate levels of interest rate and credit risk.”

aWasH WitH LiQuiDity
Investors need to understand just how a spe-
cific unconstrained strategy works, as there 
can be differences in approach. “We can be 
very long-term if we think that the returns will 
warrant it,” says Reams’ Egan. “For example, 
in 2011, the focus was on the European debt 
crisis. After the financial crisis, bank exposure 
was challenged globally. We saw very attrac-
tive opportunities in investment-grade bank 
and finance bonds and in a mix of high-yield 
securities. So we went from a portfolio of 
very little risk to a portfolio of significant risk 
in terms of overweights. We were prepared to 
hold onto those securities — yielding 8% and 
9% with a single-A rating — for a long time. It 
doesn’t work that way usually. What you saw 
with 2012 was a spectacular year, and then 
because prices increased so rapidly, we cut 
back on our risk in 2013.”

“Having the ability to construct a portfolio 
based on relative value will benefit investors 
if rates go sideways or up,” says Western 
Asset Management’s Plotsky. “Should the 
global economy ever get revved up and the 
central banks achieve their goal of increasing 
inflation, then all of the opportunities men-
tioned above would provide diversification in 
the portfolio. Also, we are in the part of the 
cycle where credit risk is more attractive than 
interest-rate risk. That’s because the global 
economy is awash with liquidity and default 
rates are and will likely continue to be very 
low. On a relative basis, credit looks much 
more attractive than sovereign risk.”

This broader view encompasses the 
globe. “We are able to dynamically allocate 
to different parts of the globe in an effort 
to find the best relative value based on 
asynchronous credit and rate cycles,” says 
Kevin P. Kearns, Portfolio Manager and Senior 
Derivatives Strategist at Loomis, Sayles & 
Co. “Investors see this as a way to potentially 
pursue diversification, protect capital and 
earn an attractive return.”

“There are a number of different ways that 
we can increase our return opportunity,” says 
Loomis Sayles’ Eagan. “It can include adding 
leverage, though our preference would be to 
add to the flexibility of the account, by, say, 
adding some non-investment grade or foreign 

exchange capability, or even some equity 
component. There are many ways to build in 
desired volatility without leverage.”

reQuisite tooLs 
A larger opportunity set requires a significant 
commitment by the manager. “It takes signifi-
cant resources to analyze the widest range of 
fixed income exposures on a risk-factor level 
and aggregate and manage them across the 
portfolio,” says BlackRock’s Rieder. “Among 
other things, it means being able to track over 
25,000 securities with a market value of over 
$50 trillion (the scope of key Barclays global 
fixed income indexes) as opposed to ap-
proximately 8,500 securities and $17 trillion for 
the Barclays U.S. Aggregate. Understanding 
what drives the debt of Chinese and Mexican 
homebuilders becomes as relevant as the abil-
ity to dissect U.S. mortgage-backed securities 
on a zip-code-by-zip-code basis. But with 
the requisite tools, plus the right people and 
capabilities around the globe, it’s possible to 
navigate this much-larger opportunity set.”

Investors need to understand what they 
are buying. “I think there are many products 
out there that will just construct portfolios 
with the idea of keeping the duration risk 
consistently very low or even negative,” says 
Loomis Sayles’ Eagan. “We don’t believe 
that is the optimal philosophy. The question 
should be more forward-looking. You should 
be asking, ‘Am I going to make money for the 
risk I am taking?’”

Focusing on risk and risk-adjusted returns 
can help investors understand the role of an 
unconstrained fixed income strategy within 
the larger portfolio context. “We seek to be 
very clear about what our objectives are for 
these unconstrained strategies, what the 
likely portfolio construction will be and how 
it will tend to evolve over time depending 
on market conditions,” says Western Asset 
Management’s Plotsky. “Investor education 
involves very clearly articulated objectives in 
terms of both volatility and positioning. This 
is critical to communicating to an investor 
exactly what they are buying.”

Different profiLes
Can these strategies really work in all market 
conditions? “We believe these flexible strate-
gies should remain attractive as rates rise 
because the manager has more latitude,” 
says Loomis Sayles’ Kearns. “If rates become 
attractive, they can invest in duration in 
Treasuries. Flexibility lets the manager evalu-
ate a wider opportunity set and maximize the 
strategy’s return/risk tradeoff. We feel that 
flexibility can be attractive in all economic 
environments.”

Unconstrained fixed income is, as previ-
continued on page 8
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ously mentioned, a bit of a catch-all phrase. 
Many managers offer a range of strategies 
that fit loosely into this category. “We offer 
two products in the unconstrained space. 
The first is a bond substitute strategy (Total 
Return Unconstrained) with a volatility target 
comparable to a traditional bond portfolio. The 
second is an alternative-type product (Macro 
Opportunities),” says Western Asset Manage-
ment’s Plotsky. “These products have virtually 
the same guidelines, but different volatility 
targets, which results in different portfolios 
and different performance profiles.”

“Neither of these two products allow for 
leverage — that’s a key restriction,” continues 
Western Asset Management’s Plotsky. “So 
we are not borrowing or pledging securities. 
Both portfolios have a minimum of 50% in 
investment-grade securities in order to man-
age both volatility and liquidity. Our duration 
bands vary by strategy. Our Total Return 
Unconstrained strategy has a duration band 
of negative three to positive eight, a volatil-
ity target of 3% to 5% per annum and the 
maximum exposure to non-dollar is 25%. The 
Macro Opportunities strategy has a dura-
tion band of negative five to positive 10, a 
volatility target of 8% to 10% and a maximum 
non-dollar exposure of 50%.”

For many managers, giving investors op-
tions is thought to be key. “Loomis Sayles has 
unconstrained fixed income strategies across 
the risk/return spectrum,” says Loomis 
Sayles’ Eagan. “Our classic long-only multi-
sector bond strategies are managed very 
opportunistically vs. their benchmarks and go 
after high long-term total return and relative 
outperformance. We also offer an absolute 
return multi-sector strategy with a wide 
investment universe across global credit, 
curve and currency markets and a focus on 
volatility and risk management. This strategy 
has seen interest as a core bond replacement 
or complement. I’d also point to our absolute 
return credit relative value strategy designed 
to capitalize on our best bottom-up ideas 
while seeking to eliminate market direction-
ality. We think each strategy can play a role 
at different parts of the investment cycle 
depending on specific client needs.”

TacTical posiTioning
“We have two significant offerings in this 
space,” says Aberdeen Asset Management’s 
Chen. “Our Total Return Plus Strategy, which 
has a Barclays Universal benchmark, and 
our Opportunistic bond strategy, measured 
against LIBOR. Both strategies draw on 
the same research and risk management 
resources through Aberdeen’s global fixed 
income platform.”

Other managers offer strategies that 
combine a variety of approaches. “The Stra-

tegic Income Opportunities Fund divides the 
opportunity set into three categories,” says 
BlackRock’s Rieder. “These are: ‘traditional’ 
U.S. fixed income, including core and core 
plus sectors, such as high yield and bank 
loans; global fixed income, comprising devel-
oped and emerging markets sovereign and 
credit investments; and non-traditional fixed 
income, which includes absolute return and 
macro strategies. Within this last category, 
the portfolio managers implement macro 
hedges and long/short alternative strategies 
to mitigate interest rate risk, increase diversi-
fication and smooth volatility.” 

Along the theme of understanding ex-
actly what a strategy sets out to do, it makes 
sense for investors to probe deeply into the 
manager’s view of risk. “Our strategies are 
tactical,” says Western Asset Management’s 
Plotsky. “We adjust our duration, sector and 
curve positioning as markets change. For 
Total Return Unconstrained, this tends to 
mean modest adjustments over time. The 
Macro Opportunities strategy has a larger 
risk budget, which allows for more aggressive 
tactical positioning.”

Investors can match their risk tolerance 
to the risk approach of the unconstrained 
fixed income strategy. “The guidelines of our 
Strategic Alpha mandates (absolute return 
multi-sector), for example, typically include a 
risk guidance of 4% to 6% standard deviation 
over a full market cycle,” says Loomis Sayles’ 
Eagan. “Some clients in separate accounts 
have increased that to as much as 8% in 
pursuit of a higher absolute return.”

on The sidelines
Today some investors are taking a less-than-
aggressive approach. “Our unconstrained 
strategy is extremely defensive in regard to 
everything,” says Reams’ Egan. “We have 
very little credit exposure and very little dura-
tion exposure. Essentially, we’re just waiting. 
The markets aren’t giving anything, but we’ll 
take the market and hope for better times.”

All these strategies emphasize the ability 
to be flexible in the face of market change. 
“The Strategic Investment Opportunity’s 
flexibility allows it to perform in all market 
environments,” says BlackRock’s Rieder. 
“The structure is such that if there is a ris-
ing interest rate environment, it is flexible 
enough that it can adjust the duration band 
accordingly. Similarly, if credit markets come 
under stress, the team can quickly reduce 
risk in the sector, and allocate to another 
sector or hedge using the macro overlay or 
absolute return. The product is well-designed 
to navigate both events.” 

It can make sense for investors to dig into 
exactly how managers execute these strate-
gies. “Within our guidelines, we generally 
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Not surprisingly, one potential area of growth 
for unconstrained fixed income, managers say, 
is in defined contribution plans. “One place 
where we believe unconstrained is particularly 
attractive is in DC plans,” says Rick Rieder, Co-
Head of Americas Fixed Income at BlackRock. 
“Most individuals who participate in a 401(k) 
plan do not have expectations based on return 
relative to a benchmark but rather, safety and 
consistent return regardless of market regime, 
which is exactly what an unconstrained man-
ager should be doing.”

But while it is true that many defined 
contribution participants do not have any 
preconceptions about benchmark tracking 
investments, they also may not be particularly 
financially literate and able to deploy these 
strategies in a portfolio context. Which is 
why “DC plans have been slower to adopt 
unconstrained strategies,” says Matthew J. 
Eagan, Portfolio Manager of Loomis, Sayles & 
Co. “There is some interest in including them 
in target-date funds and in white-label funds, 
but DC plans are the slowest adopters within 
the various types of investors. As education 
around the topic increases, we expect adop-
tion to grow over time.”

Others suggest that there is some take-up 
as standalone options. “Within DC plans, 
unconstrained is being used within multi-
manager structures and even in some cases, a 
direct replacement for a Barclays Aggregate-
based strategy,” says BlackRock’s Rieder. 

There may need to be a bit more education 
at the plan sponsor level before widespread 
take-up occurs. “You can have an optical prob-
lem in DC plans,” says Don Plotsky, Head of 
Product Group at Western Asset Management. 
“These plans are often overseen by fiduciaries 
who may or may not be investment profession-
als, and they don’t always understand the role 
of non-correlated strategies. That is why index 
funds are so popular. For non-investment 
professionals that are acting in a fiduciary 
capacity, sticking with the traditional model 
and low fee options can be the most logical 
choice.”

INTROdUCINg 

UNCONSTRAINEd  
TO dC PLANS

8      Unconstrained Fixed Income
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won’t go short cash securities,” says Western 
Asset Management’s Plotsky. “We use de-
rivatives for our short positions because we 
want to ensure maximum liquidity and low 
transaction costs. However, we can be long 
or short on an absolute basis. Or we can be 
long/short on a relative basis.”

 Most investors are no strangers to short-
ing or the use of derivatives. “Managers have 
been shorting on a relative basis for 50 years 
or so,” says Loomis Sayles’ Eagan. “So there’s 
nothing new here. You still have to make the 
same decisions on economics, relative value, 
where we are in the cycle and whether you 
want to be long duration or short duration. 
If you move to shorting individual securities, 
that can be more of a technical game. But 
the same argument would hold. In a long 
mandate, if you decided not to hold a certain 
sector, you are still shorting that sector on a 
relative basis.”

The use of fixed income derivatives in 
particular is now quite common. “The client 
base has become more comfortable with 
managers utilizing derivatives,” says Loomis 
Sayles’ Kearns. “A lot of core mandates are 
heaped with derivatives, whether it’s interest 
rate or credit-default swaps — and that’s not 
even an unconstrained mandate.”

 
Customization
As the phrase “unconstrained fixed income” 
implies, the typical constraints — on duration 
for instance — are relaxed. But this needn’t 
be an all-or-nothing approach. Managers 
report that many investors choose separate 
account structures that allow them to cus-
tomize the actual constraints. “We do have 
clients with different benchmarks and differ-
ent constraints on exposure to duration, or 
on the maximum amount of non-investment 
grade credit, or on the maximum amount of 
non-base currency,” says Aberdeen Asset 
Management’s Chen. “We also see investors 
seeking not to introduce leverage in this part 
of their allocation. These constraints are 
multi-faceted, with investors most comfort-
able loosening the constraints on credit and 
duration at the beginning, and non-base 
currency and other markets later on.”

“At Western Asset Management, we 
are focused on customized solutions,” says 
Western Asset Management’s Plotsky. “So an 
investor that wanted to vary the restrictions 
could do so in a separate account.”

“We’ve offered customized separate ac-
count strategies for many years,” says Loom-
is Sayles’ Kearns. “We can vary our guidelines 
according to our client’s wishes in an attempt 
to meet specific needs. For example, they 
might want non-investment grade exposure 
to be higher or lower, they may want to target 
specific levels of volatility, or they may want 

to generate a specific set of cash flows.”
It can take investors a bit of time to get 

used to the features — and possibilities — of 
unconstrained investing. “When investors 
start a search for a manager in the uncon-
strained fixed income space (or any space), 
they tend to focus on results, risk profile and 
style,” says Aberdeen Asset Management’s 
Chen. “When a mandate is awarded, attention 
turns to what instruments are permitted, 
minimum assets in fixed income and base 
currency, and maximum allocations to each 
sector and market.  Sometimes investors need 
time to grasp the full risk profile of a strategy. 
That may mean that initially, clients come in 
with a much narrower scope than you would 
desire. It’s a learning and negotiation process, 
not a static one, and can be altered as client 
needs or market conditions change.”

However, the move to unconstrained 
generally arises when an investor or invest-

ment committee comes to the conclusion 
that they aren’t best placed to make timely 
fixed income allocation decisions. “We are 
seeing more clients come to us saying, ‘You 
can make better decisions’,” says Kearns. 
“You have the tools to make quicker alloca-
tions than we can. In Europe, we have seen 
a sea change to allow managers to be more 
unconstrained and tactical.”

While unconstrained is gaining ground 
because of this realization by investors, the 
current market environment means that these 
strategies may not be showing their best 
results just now. “We are a bit conservative 
in our outlook at the moment,” says Reams’ 
Egan. “We’re prepared to wait until we see 
better opportunities. If the market is giving us 
2%, we aren’t going to take much more risk to 
push it to 2.5%. So we will sit here under our 
rock waiting for better opportunities.”

That said, most observers suggest that 
the better opportunities scenario may not be 
that far off. “At this stage of the market cycle, 
investors are naturally concerned about the 
potential for rates to rise dramatically, given 
global central banks’ reflationary policies 

in general,” says Aberdeen Asset Manage-
ment’s Chen. “It’s hard for interest rates and 
volatility to stay at these depressed levels 
forever, so that’s one reason that uncon-
strained strategies are so popular.”

 Interestingly, allocations to unconstrained 
aren’t just coming out of core fixed income 
allocations. “A year or two ago, most of the 
money we saw moving into unconstrained 
fixed income came from the core alloca-
tion,” says Kearns. “But in the last three to six 
months, I would say it’s coming from a mixture 
of core, high yield, among other sectors.”

For any investor contemplating a new 
strategy, one key component of the deci-
sion has to be establishing success criteria. 
“Instead of seeking to outperform an index, 
a flexible strategy pursues a more ambitious 
goal: consistent, attractive risk-adjusted 
returns across all market environments over 
the medium term,” says BlackRock’s Rieder. 
“It does this by building a portfolio with a 
much more diversified set of exposures, 
dynamically adjusting them in anticipation of 
changing market circumstances.”

 
market CyCle judgment
Some managers advocate measuring and 
monitoring on the basis of risk. “Because 
the constraints are typically wider, we think 
the return should be judged against the 
risks taken,” says Aberdeen Asset Manage-
ment’s Chen. “That’s because risk cannot be 
abolished, only reframed, so the performance 
target needs to be in sync with the risk char-
acteristics of the mandate.”

It is also important to realize that an 
unconstrained fixed income strategy probably 
can’t be judged fully in the short term. “In 
terms of measuring success, you need a mar-
ket cycle, so three to five years,” says Reams’ 
Egan. “We would look for an absolute return 
that dominates what other forms of fixed 
income could have achieved and is competi-
tive for the level of risk being taken. If we have 
volatility that is somewhat elevated relative 
to traditional fixed income, but a return profile 
and pattern that is significantly higher, that 
would be a success. Did we help investors 
achieve their overall objectives, which may be 
an inflation target, a real rate of return objec-
tive or an absolute return objective?”

Again, managers stress that not all un-
constrained strategies are created equal. “It 
can be very difficult for investors to evaluate 
strategies in this space,” says Sue Mullin, Head 
of U.S. Consultant Relations at Aberdeen As-
set Management. “The industry does not have 
clear definitions and in the consultant space 
there is no consensus on an unconstrained 
fixed income universe. So it behooves the 
manager to be extremely clear about their 
interpretation of unconstrained.”m
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If we have volatility  
that is somewhat  
elevated relative to  
traditional fixed income, 
but a return profile that  
is significantly higher,  
that would be a success



Investors are used to the comfort of an index 
against which to judge managers. But relative 

return has conceptual drawbacks. What good 
is it if your manager beats the benchmark but 
still loses you money? That might be the worst 
scenario, but it’s been worth bearing in mind if 
you’ve been a fixed income investor recently.

Unconstrained fixed income strategies 
are built on the premise of being benchmark-
agnostic. But what does that really mean, 
asks Lynn Chen, Senior Investment Manager 
at Aberdeen Asset Management. “As it frees 
managers from being anchored by a bench-
mark, so many people link unconstrained 
with absolute return. However, we think that 
an absolute return strategy tends to be more 
open ended than unconstrained, which is 
more cautious and conservative.  Absolute 
return may use outright short positions and 
leverage.”

TARGETED VOLATILITY
Some managers in this space prefer a dif-
ferent descriptor. “Traditional bond products 
are relative return products because they 
have a benchmark and you’re measuring the 
return against that benchmark,” says Don 
Plotsky, Head of Product Group at Western 
Asset Management. “When you move into 
unconstrained, you’re really more focused 
on absolute return vs. relative return. For 
unconstrained bond strategies, we have 
concluded that ‘total return’ is the more ap-
propriate descriptor because the emphasis 
is on generating returns consistent with the 
targeted volatility.”

But for many, absolute return is the ap-

propriate description. “Our unconstrained 
strategy is an absolute return strategy,” says 
Reams’ Egan. “We think other strategies that 
go by unconstrained are taking too much risk 
all the time. That means they don’t have the 
flexibility that we have and that can mean 
some serious downside. We are tactical as 
opposed to strategic. Today, our tactical 
approach says volatility is extremely low; 
returns are very, very low. The combination 
creates a risk environment that is extremely 
unattractive. So we are holding a very liquid 
portfolio now with a huge amount of short-
dated Treasuries — very little risk waiting for 
better times.”

“Our approach to all fixed income investing 
is to flow assets to where we find the best ab-
solute values, not relative values,” says Reams’ 
Egan. “Relative value is a kind of cop-out to us, 
something to hide behind. Investors should 
be concerned with absolute values, always. 
And those absolute values should be relative 
to their investment objective, which typically 
isn’t contained in an index, but are usually ex-
pressed as achieving a certain level of return.”

What term is used can depend on the 
investor’s objective. “Many of our investors 
have a real return objective,” says Mark Egan, 
Managing Director at Reams Asset Manage-
ment. “This is true in our most traditional 
accounts, but as we move toward uncon-
strained, they don’t have that objective. 
Rather, they want to maximize total return 
within the fixed income space, with an eye on 
volatility. In a market like this, where there’s 
very little return to be had, you shouldn’t 
want a lot of volatility either.”

It’s a mark of how investor approaches to 
portfolio construction are changing that this 
conversation over absolute return is even 
happening. “We are finding that clients are 
becoming more sophisticated as far as un-
constrained strategies are concerned,” says 
Kevin P. Kearns, Portfolio Manager and Senior 
Derivatives Strategist at Loomis, Sayles & 
Co. “The consultant community has helped 
investors think about the tools they can use 
to achieve specific portfolio goals. Some cli-
ents decide to keep their current benchmark 
and give us more latitude. Others don’t like 
the duration of the portfolio, so they opt for 
a portfolio with a different level of duration 
or risk. Finally, we have some clients that are 
okay with the potential volatility and current 
central bank actions, but want to move to a 
more absolute return strategy within their 
fixed income bucket.”

No matter whether total return or abso-
lute return is used to describe unconstrained 
fixed income investing, many investors are 
loath to completely reject the use of bench-
marks. “Our classic multi-sector strategies 
do have benchmarks and are relative return 
strategies,” says Matthew J. Eagan, Portfolio 
Manager of Loomis, Sayles & Co. “Although 
we are benchmark-agnostic, our clients still 
measure our long-term return vs. a bench-
mark. Tracking error may be significant, as 
our positioning may deviate from the bench-
mark significantly in an attempt to generate 
excess return over time. Our strategic alpha 
and credit long/short strategies, on the other 
hand, are absolute return strategies with a 
LIBOR-plus benchmark ” m

Source: Loomis Sayles. This table is for illustrative purposes only and represents the investing universe in general. It does not represent any specific Loomis Sayles products.
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Is Unconstrained an  
Absolute Return Strategy? 
IT’S A qUESTION THAT’S WORTH ASKING, PARTICULARLY IF YOU HAVE BEEN MOST 
COMFORTABLE OPERATING IN A RELATIVE RETURN LANDSCAPE

}

Strategy Core Fixed Income Multisector Nontradtional Absolute Return

Objective Excess Return  
Through the Cycle Total Return Uncorrelated, Positive Returns 

Through the Cycle
Benchmark Awareness Relatively Tight Tracking Error Wide Tracking Error Benchmark Agnostic

Risk Neutral Point Benchmark Benchmark Cash
Curve/Term Structure Risk Benchmark +/- Long Long/Short

Credit/Spread Risk Benchmark +/- Long Long/Short
Currency Risk Zero to Modest Long Zero to Long Long/Short

Hedging Manage Risk vs. Benchmark Manage Risk vs. Benchmark Isolate Beta & Alpha Opportunities
Risk Management Focus Tracking Error Absolute Volatility Absolute Volatility and Drawdown

A VARIETY OF UNCONSTRAINED FIXED INCOME STRATEGIES

Curve/Term Structure Risk Source 
of 
Market 
Risk
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Fitting Unconstrained Fixed 
Income into the Portfolio

continued on page 14
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Unconstrained fixed income sounds 
simple. By removing the constraints 

involved in investing against a benchmark, 
managers are freed to pursue opportunities 
across the bond universe. Yet this free-
dom produces its own dilemmas. While the 
concept is easily understood, investors can 
be unsure how to deploy these strategies in 
portfolio construction.

Unconstrained fixed income strategies 
aren’t a replacement for traditional core or 
core-plus bond allocations. Rather, they are 
complementary and diversifying solutions 
that investors can deploy to increase the ef-
fectiveness of fixed income as both a capital 
protection and return enhancement vehicle 
within a portfolio.

To get the benefits, investors need to 
adjust their portfolios. “We tell investors that 
that they may need to change their asset 
allocation or return expectations,” says Mark 
Egan, Managing Director and Lead Portfolio 
Manager at Reams Asset Management. “With 
fixed income, you know what return it can’t 
return. It can’t return 10% from here. It’s just 
not possible, even if yields went to zero. If 
you look back 30 years, fixed income returns 
were up about 8%, but to get those returns 
you’re going to have to sidestep the negative 
returns.”

“What was successful in the past will 
not be successful going forward,” continues 
Reams’ Egan. “Investors need to reimagine 

and reconfigure their fixed income portfolios. 
Unconstrained fixed income is a strategy that 
can be used as a diversifier within your over-
all fixed income allocation. The blend will give 
you lower volatility than just sticking with 
what has been done for the last 30 years.”

Comparable volatility
Reimagining the portfolio may require start-
ing from first principles. “An investor must 
ask themselves, what role does fixed-income 
play in the overall portfolio?” says Don 
Plotsky, Head of Product Group at Western 
Asset Management. “To the extent an inves-
tor is looking to diversify their fixed income 
allocation, then they will want a strategy that 
has comparable volatility to traditional fixed 
income. Another approach some investors 
are following is to allocate across a variety of 
strategies, all with positive expected returns 
that don’t have significant correlation to 
other portfolio holdings. For these investors, 
we have created alpha-oriented strategies 
that allow for more active trading, greater 
derivative exposure and broader investment 
guidelines — all designed to generate both 
a higher level of volatility as well as a higher 
level of return. This would be more appropri-
ately described as a liquid alternatives alloca-
tion, even though it is constructed with fixed 
income instruments.”

The idea that fixed income can play mul-
tiple roles within a portfolio is relatively new. 
“Fixed income has always been viewed as 
the less risky portion of your portfolio,” says 
Kevin P. Kearns, Portfolio Manager and Senior 
Derivatives Strategist at Loomis, Sayles & Co. 
“When you look at today’s markets, with Fed 
funds and Treasuries at such low levels, you 
have a lot of macro risks that may prove dan-
gerous. A lot of upcoming policy is untested. 
So investors are asking whether, from a risk/
reward perspective, it is advantageous to 
give managers more flexibility and latitude 
to try to protect one’s capital and still earn a 
return, should markets become significantly 
more volatile. The answer seems to be yes, 
with many of our clients choosing fixed 
income approaches with greater flexibility to 
manage through the cycle.”

Managers report that investors are 
taking different approaches to bonds. “We 
are seeing overall changes to fixed income 
allocations,” says Reams’ Egan. “In the 
traditional 60/40 or 70/30 portfolio, the 
30% or 40% of fixed income was generally 
Barclays Aggregate-based. Now we are see-
ing different fixed income buckets with, for 
example, a liquidity portion using high-grade 
fixed income, a longer-duration deflation 
hedge and an unconstrained allocation. Now 
we see Barclays Aggregate as 35% or 45%, 
with a liquidity portion and unconstrained for 
another portion. Overall, we are seeing inves-
tors putting between 15% to 25% of their 
fixed income allocation into unconstrained 
strategies. We would not recommend hav-
ing the entire fixed income allocation in an 
unconstrained strategy.”

“Unconstrained fixed income can be used 
as a long-term core holding complement-
ing an investor’s fixed income portfolio,” 
says Rick Rieder, Co-Head of Americas Fixed 
Income at BlackRock. “Or as an alternative to 
traditional core bond strategies, offering flex-
ibility through allocating to non-traditional 
sectors to enhance returns regardless of the 
interest-rate environment.”

Most managers agree with this thought 
and report similar moves among their clients. 
“What consultants tell us is that money is 
moving out of core and core-plus into the 
unconstrained space,” says Sue Mullin, Head 
of U.S. Consultant Relations at Aberdeen 
Asset Management. “They are looking for a 
pickup in yield, but also importantly, they are 
looking for low correlations and the benefits 
of diversification.”

The need for capital protection from the 
fixed income allocation remains as high a 
priority today as it was in 2008. “Given all 
the risks in the markets, many investors like 
the flexibility in unconstrained strategies,” 
says Loomis Sayles’ Kearns. “I don’t think 
I can overemphasize how many investors 
also want their managers to have the tools 
designed to protect capital if the markets 
really start to get dislocated. Unconstrained 
fixed income may be attractive because it 
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combines an opportunistic approach and 
offers the tools needed to more effectively 
protect capital.”

Reduced liquidity
“We see loosening long-only constraints 
as part of a natural progression from the 
traditional approaches that dominate fixed 
income,” says Matthew J. Eagan, Portfolio 
Manager of Loomis Sayles. “A lot of our 
clients are seeing the benefit of adding some 
capability to short outright, which is designed 
to protect principal or to navigate very illiquid 
cash markets. One of the issues we have 
faced since 2008 is a reduced liquidity envi-
ronment. Expanding a portfolio’s toolkit helps 
manage through that illiquidity.”

This is part of the new normal that arrived 
after the global financial crisis. “The whole 
idea of unconstrained fixed income fits into 
a different investment environment for the 
next 10 to 15 years, different than what we’ve 
had for the last 30 years,” says Reams’ Egan. 
“If your fixed income allocation is of any mag-
nitude and is returning 2% or zero, you need 
to decrease your fixed income allocation and 
change the type of fixed income strategy you 
have within that diminished allocation going 
forward.”

Unconstrained fixed income strategies 
also answer the need that investors have 
to produce returns from every part of their 
investment portfolios. “Income has always 
been the basis of returns for all portfolios 
over the very long term,” says Western Asset 
Management’s Plotsky. “Historically, divi-
dends have averaged about 4.5%. Average 
yields on bonds have been between 5% and 
6%. Investors typically target 8% or so for 
portfolio returns, so that means your baseline 
return has been roughly 5% from income and 
3% from capital gains over the long term. 
However, if you look at a portfolio today, 
you’re getting 2% or less in dividends, and 
just over 2% on a passive broad market bond 
allocation. But I don’t believe most investors 
have reduced their long-term portfolio return 
expectations.”

Managers caution that this isn’t the time 
to desert bonds. “The fact that yields are so 
low does present challenges, but it doesn’t 
mean you should get out of fixed income,” 
says Western Asset Management’s Plotsky. 
“It means you need to rethink fixed income 
and take a different approach. That approach 
could be a core of income and active macro 
positioning to take advantage of potential 
changes in rates up or down by going short 
or long interest rate exposure, respectively. 
That can allow you to generate positive 
returns in any rate environment.”

Not all investors are approaching uncon-
strained fixed income strategies in the same 

way. “For pension investors with unfunded 
liabilities, the search for alpha is even more 
important and urgent,” says Lynn Chen, 
Senior Investment Manager at Aberdeen 
Asset Management. “The global financial 
crisis and the intervention of government 
in the financial system and economy have 
increased the correlations of different asset 
classes — as we’ve seen recently! When cor-
relations move toward one, it is worrying for 
investors who think they have a diversified 
investment portfolio. So the desire and need 
to seek uncorrelated solutions is becoming 
more acute as well.”

No suRplus volatility
But corporate defined benefit investors 
aren’t always using unconstrained strate-
gies within their traditional fixed income 
allocations. “Most corporate DB plans want 
to hedge their liabilities, not necessarily to 
make money,” says Western Asset Manage-
ment’s Plotsky. “They don’t want surplus 
volatility to impact earnings. So they tend to 
have less of an interest in these strategies. 
That said, we do have a number of corporate 
DB clients that have used these strategies 
within a very clearly defined alpha or alter-
natives bucket.”

 For those defined benefit plans that see 
value in fixed income in the alpha-generating 
portion of their portfolio, unconstrained can 
play a role. “In the corporate DB space, the 
biggest trade we are seeing is allocating 
away from core fixed income into uncon-
strained,” says Loomis Sayles’ Kearns. “For 
those on an LDI glidepath, with, say, 60% al-
located to the hedging portfolio, the question 
is, what they want to do with the other 40%? 
If half of that is in alternatives, how attractive 
is unconstrained fixed income? It’s a relative 
value argument.”

“We see public DB plans and DC plans 
across the board including an unconstrained 
strategy in their portfolios,” says Reams’ 
Egan. “They face the same issues. Corporate 
DB plans, depending on their funded status, 
are generally more interested in immuniza-
tion. In many cases, public plans have return 
targets that are far above the 1% they are 
getting from their traditional fixed income 
allocations. Public plans have been aggres-
sive users of unconstrained within our client 
base.”

Public defined benefit plans are in a 
different situation from their corporate DB 
cousins. “Many public plans have a 7% or 8% 
return hurdle,” says Loomis Sayles’ Kearns. 
“When you look at core funds yielding around 
2%, it’s clear why they are seeking higher 
yielding fixed income solutions because 
they don’t want to allocate 100% to equities 
and alternatives. They want a fixed rate 

component. These strategies are attractive 
because the manager has the potential to 
both protect capital if rates rise and earn a 
return higher than 2%.”

Beta Risk
“Public plans tend to be total return inves-
tors,” says Western Asset Management’s 
Plotsky. “So there is interest in these types 
of strategies, but there is also optical risk for 
them. The sponsor has an obligation to be 
very clear with their investors about what 
they are investing in. These investors are 
willing to take a lot of risk in terms of beta, 
by investing in emerging market equities, 
international equities or growth strategies 
in the U.S. The betas in these strategies can 
generate significant volatility over time. But 
many of these plans are much more con-
strained in terms of alpha risk because their 
constituents accept market risk more readily 
than manager risk.”

“Public plans stand out as looking to 
use unconstrained strategies to enhance 
returns,” says Aberdeen Asset Management’s 
Mullin. “But all sorts of institutional investors 
are interested in these strategies because 
they offer enhanced returns, dampen volatil-
ity and increase downside protection. Endow-
ments and foundations have the luxury of 
time, so competitive returns would be a key 
reason for these investors to choose uncon-
strained strategies.”

E&Fs are the investor group that has 
embraced unconstrained fixed income most 
completely. “Endowments and foundations 
are big investors in unconstrained strategies 
of all types,” says Western Asset Manage-
ment’s Plotsky. “In many respects, they have 
been the innovators, the leaders and the 
early adopters. They have deviated from the 
traditional investment model with a general 
investment objective of the Consumer Price 
Index plus 5%, so they are less interested in 
beta and more interested in alpha.”

 “E&Fs are quite interested in an uncon-
strained strategy because of their longer-
term investment horizon,” says Reams’ 
Egan. “There’s a gross mispricing between 
fixed income and equities right now. While 
the volatility of our unconstrained portfolio 
may be higher than that of a traditional fixed 
income portfolio, it’s still fractional relative to 
an equity portfolio. So it looks good on a risk-
adjusted return basis.”

“We are in the early days of retail inves-
tors recognizing the value of these uncon-
strained strategies,” says Western Asset 
Management’s Plotsky. “It’s a challenge for 
the retail investor to understand how these 
strategies fit into an overall asset allocation. 
It’s not consistent with the way the media 
talks about investing.” m
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With persistent low interest rates and historic low yields, traditional fixed income  
approaches — which have typically served institutional investors well — are barely  
offering returns. And as investors prepare for rising interest rates, finding a strategy  
that meets their needs has never been more crucial.

Where can investors go from here?

Growing in popularity are unconstrained bond strategies. The appeal of these “go  
anywhere” strategies is that they offer the flexibility to move into any market. 

Register for P&I’s Unconstrained Fixed Income Summit to learn about this popular  
approach aimed at improving returns while also immunizing your portfolio against  
rising rates. Our timely agenda includes the following sessions:
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• The Role of Unconstrained Fixed Income Products in the Investment Portfolio

• Assessing and Managing the Risks of Unconstrained Fixed Income Products

• Fiduciary Considerations for Implementing an Unconstrained Fixed Income Strategy
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• Essential Ingredients for Unconstrained Investing

• Today’s Fed and the Evolution of Unconstrained Investing

• Building a Resilient Fixed Income Portfolio for all Stages of the Economic Cycle

• Unchain My Fund: How to Set Your Fixed Income Free

• The Benefits of Flexibility
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“The best day of fixed income 
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“Very upbeat and different from 
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fixed income event. It was great!”
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and peer experience.
Best ideas in the space!”
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