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The low return conundrum
For liquidity and risk management purposes, institutional 
investors generally have high allocations to government 
bonds issued by Western governments and denominated 
in USD, EUR, GBP and JPY. Given the level reached by both 
short- and long-term interest rates, the return on these 
allocations in real terms is almost nil and in most cases 
negative. It is not therefore surprising that institutions are 
re-assessing their asset allocation to adjust their portfolios 
accordingly. Diversification and the search for yield have 
become more important objectives.

The case for diversification does not rest exclusively on the 
need to increase current yields; it also appears a very sensible 
strategy in terms of improving risk-adjusted returns when 
a forward-looking approach is adopted. It is reasonable to 
expect a gradual rise in yields that will translate into negative 
returns in government bonds. In such a scenario, a portfolio 
diversified across different asset classes including securitised, 
supranationals, corporates, inflation-linked bonds, Emerging 
Market Debt (in hard and local currencies) and equities is 
superior in terms of risk-adjusted returns and provides better 
capital protection in real terms.

Historically, Emerging Market Debt (EMD) and equities 
have provided the largest diversification benefits and 
generate higher risk-adjusted returns over the long term. 
Local currency EMD also provides exposure to fiscally more 
sound and economically more dynamic emerging markets.

Rethinking what equities should be used for...
Generally speaking, institutional investors have not traditionally 
included equities in the liquidity and risk management 
segments of their portfolios, instead considering them a 
risk asset and return booster. However, it appears that this 
is gradually changing and more investors are now moving 
or considering a move into equities for risk management 
purposes. This shift is in line with central banks; it is public 
information that, for instance, the Swiss National Bank, the 
Bank of Israel and the Central Bank of Korea all invest a share 
of their portfolio oscillating between 5% and 12% in equities.  
What both institutional investors and central banks have in 
common is the need for liquidity and risk management. 

Not only do equities have a low correlation with government 
bonds and other fixed income instruments, but some stocks 
currently have dividend yields that are higher and often more 
stable than those that can be obtained on many government 
bonds, thus providing additional returns. Exposure to stocks 
can also lead to a better risk-adjusted return profile for the 
entire portfolio.

Last but not least, stocks are historically fairly priced and 
this is indeed the key difference when compared to the 
last decade.

The poor performance of equities over the past decade 
reflects several factors but one that appears to be dominant 
is that stock prices entered the first decade of the century 
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investors’ new-found willingness to include equities in 
their portfolios.

“You can reduce your investment risk by selling 
government bonds and buying equities. True or false?” 
Most investors would say the above statement is false. 
But research by UBS Global Asset Management argues 
that it may well be true in the future. 



after two decades of strong returns in the 1980s and the 
1990s, and were quite expensive by historical standards.

Looking forward, equities are expected to perform much 
better than in the previous decade not only because of the 
gradually improving economic conditions but also because 
of the current starting price levels. We believe the annual 
return on global equities in nominal terms over the next 
seven years will be 7% with a volatility of 14%.

Diversifying a portfolio held predominantly in government 
bonds by introducing a relatively small allocation in 
the region of 8% to global equities actually leads to 
a significant increase in expected real returns with a 
relatively small increase in volatility, thus leading to better 
Sharpe ratios. 

If monetary policy becomes significantly more aggressive 
in the coming years with a corresponding sharp rise in 
rates, then the inclusion of equities in a portfolio for risk 
management purposes could move the expected real return 
of a diversified short-duration government bond portfolio 
into positive territory and would go a long way towards 
limiting the downside risk of a long-duration government 
bond portfolio. Overall, therefore, adding a relatively 
small allocation of equities to a fixed income portfolio, in 
a scenario of rising interest rates, may help by increasing 
returns and compensating for the lower expected returns 
experienced in fixed income.

Concluding remarks
Diversification has been an ongoing process for some time. 
However, we believe that this process has been too slow, 
reflecting the still high risk aversion and traditional bias 
institutional investors have towards government bonds that 
are perceived as low-risk. Nonetheless, given the liquidity 
and risk management needs of institutions to meet short-
term contingencies, a substantial share of liquidity and risk 
management allocations should actually remain invested in 
very liquid and low-risk government bonds. However, short-
dated government bonds above a certain threshold should be 
diversified more aggressively in other asset classes to grasp the 
extra returns and the diversification benefits they can offer. 

We also advocate that the degree of diversification should be 
proportional to the extent to which short-dated government 
bond holdings are above the level considered adequate for 
liquidity and risk management purposes.

Including both EMD and equities into a portfolio will make 
the most difference to the Sharpe ratio, but a broadly 
diversified approach is recommended to include securitised 
credit, corporate bonds and other asset classes, depending 
on each investor’s risk appetite and investment policy. 

Just as institutional investors around the world are 
considering whether government bonds really are ‘risk free’, 
so too are they revisiting whether equities can be reclaimed 
as a risk management tool.
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