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The Five Essential Ingredients  
for Unconstrained Investing

Institutional investors face an unusual challenge today. Most asset allocation 
designs mandate fixed income exposure for its diversification, regulatory, or risk 
management benefits, but the asset class has become increasingly unattractive 
from a valuation perspective. Easy U.S. monetary policies and investors’ insatiable 
demand for income have steadily inflated bond prices over the last several years. 
Now, faced with high valuations and looming interest rate hikes, investors must 
decide how to manage their fixed income allocations. For investors willing to 
rethink the traditional approach—and conventional mindset—of fixed income 
investing, an unconstrained strategy may provide a successful alternative. 

What does it take to succeed using the unconstrained approach?

The unconstrained approach requires an institutional 
investor to adopt a different mindset from traditional fixed 
income investing. Viewing an unconstrained strategy 
through a traditional lens may lead to frustration, 
unnecessary turnover, and ultimately unprofitable 
decisions. To help potential investors avoid these pitfalls,  
we have distilled the recipe for the unconstrained mindset 
into five essential “ingredients.” An investor may find one 
ingredient more palatable than another, but we believe  
that successful unconstrained investing requires all five. 
Anything less may result in suboptimal results, and may 
even detract from portfolio performance. This paper 
outlines the five essential ingredients for unconstrained 
investing, and with this information, an institutional investor 
can decide whether the unconstrained fixed income 
approach is right for his or her portfolio.
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INGREDIENT #1: 
Willingness to decouple from a benchmark

Unconstrained fixed income investing requires the 
investor’s willingness to decouple the strategy from a 
benchmark. Traditional performance measurement entails 
comparing portfolio results to a similarly comprised 
benchmark, with evaluation made on both a relative return 
and tracking error basis. Any big moves within a sector 
represented in the index may adversely affect a manager’s 
relative performance if he or she is not invested in a similar 
manner. In addition, contemporary risk tools define risk as 
any deviation from a benchmark—even if the deviation 
leads to outperformance for the portfolio. Given these 
realities, managers are in fact incentivized to “hug the 
benchmark,” investing roughly along index lines. More 
importantly, portfolio managers may be forced to invest  
in what they consider highly unattractive sectors in order  
to stay within strategy guidelines, minimize tracking error, 
and/or achieve acceptable benchmark-relative results. 
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Decoupling the unconstrained strategy from a benchmark 
has two benefits. First, it eliminates the pressure on the 
portfolio manager to be exposed to a particular market 
segment merely to achieve a benchmark-neutral stance. 
(See Figure 1) Second, if the investor’s objective is to 
maximize total return, it gives the portfolio manager the 
freedom to invest in different sectors, or at different 
concentrations, to achieve that goal. The success of the 
unconstrained strategy is measured on the manager’s 
ability to reach an alpha target, and the investor should 
judge him or her on the basis of meeting that objective.

INGREDIENT #2: 
A new definition of risk

Unconstrained investing requires a new—and more 
practical—definition of risk as permanent principal 
impairment or loss. Traditional fixed income investors  
have come to rely on tracking error methodology which 
uses volatility, return, and correlation measures to assess 
risk. This approach has two shortcomings. First, these 
measures are based on historical price movements, and the 
parameters may not be good estimates for future periods 
when conditions differ. This is particularly true in periods  
of market stress, when unusual macroeconomic or sector-
specific events act to create strong market movements. 

Second, traditional risk measures can influence purchase 
and sale decisions to the detriment of portfolio return. 
When volatility spikes, typical risk models signal the need 
to reduce risk in the portfolio; as volatility declines, models 
encourage investors to take on more risk. The markets 
incorporate perceived risks into security prices quickly, 
however, so high-risk securities tend to decline in price and 
low-risk securities tend to increase in price at just about the 
same time a conventional risk model would flag the need 
for change. Consequently, risk budgeting can inadvertently 
lead to buying high and selling low (see Figure 2), 
compromising the potential for gains in the portfolio. 

For the unconstrained investor, a more appropriate 
definition of risk is the potential for an investment to suffer 
an unrecoverable loss. This type of loss could come from  
a number of directions, ranging from an issuer default to 
purchasing power erosion owing to inflation. And instead  
of risk budgeting, the unconstrained approach makes 
extensive use of downside risk models to assess tail risk  
at the portfolio and individual security levels. Investors in an 
unconstrained strategy must be willing to accept that they 
will not be able to assess risk using conventional measures 
and allow for an alternative risk-management approach.

INGREDIENT #3: 
Longer investment horizon

Unconstrained investing requires a longer time horizon, as 
managers of unconstrained strategies have the autonomy 
to pursue opportunities that may take years to fully 
develop. This could mean several quarters of marginal 
losses before seeing significant alpha gains. In fact, some 
of the most rewarding fixed income investments of the last 

(continued)

Figure 1.  
Case in Point: Do you really want exposure there?

Barclays U.S. Aggregate Index  
as of 3/31/2016
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Figure 2.  
Case in Point: Why would you sell low and buy high to “manage” risk?
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Figure 3.  
Case in Point: Rewards can be achieved after long periods of volatility.

Barclays Investment Grade Banking Index within the Barclays U.S. Aggregate Index

Figure 4.  
Case in Point: Is the incremental income really worth the risk?

Compression of High Risk Spreads

twenty years have been accompanied by lengthy periods 
of elevated volatility and high uncertainty. (See Figure 3) 
However, the patience and time required to see an 
investment through from active risk position to alpha 
fruition is typically far too long for those focused on 
short-term deviations from a benchmark to tolerate. In 
fact, in the traditional investing world, there is a good 
chance that a portfolio manager would be terminated  
well before the investment thesis played out.

While most traditional investors claim to have long-term 
time horizons, quarterly meetings, quarterly investment 
reports, and quarterly market summaries all conspire  
to make investors think in terms of short-term results. 
Reinforcing this frequent reporting is the use of 
contemporary finance measures such as tracking error  
and risk budgeting that tend to depend on short-period 
analysis, sometimes using periods as short as one month. 
Short-period monitoring provides a wealth of data, but it 
can be difficult to separate the noise from any significant 
long-term signal that it may contain. With a longer  
time horizon, an unconstrained manager can take the  

time to identify meaningful long-term signals and exploit 
profitable investment opportunities. Investors in an 
unconstrained strategy, however, must be comfortable 
employing the same mindset and judging performance 
over an entire business or credit cycle. 

INGREDIENT #4: 
Focus on total return rather than income

Unconstrained investing requires a total return mindset. 
Each security and each sector is assessed on its principal 
upside potential versus downside potential; it is not judged 
on the basis of yield alone. Historically, active fixed income 
managers have focused on yield or income generation as a 
means to alpha generation. In turn, this income mindset 
tends to mean “fully invested” or “buy and hold,” so to 
outperform a benchmark or a peer group, the manager is 
forced to “out-yield” the others. This can be problematic at 
times. For example, when spreads are tight and volatility is 
low, the manager must assume more and more risk in the 
portfolio to achieve incremental income. (See Figure 4)
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Figure 5.  
Case in Point: Managers will be tactical in an unconstrained approach. 

Z-Score Analysis of Barclays Credit Spreads

The unconstrained strategy focuses instead on total 
return, and in doing so “buy and hold” gives way to  
“wait and opportunistically respond.” This approach  
turns the concept of volatility on its head: volatility 
becomes an advantage rather than a liability. Investors  
in an unconstrained strategy must be willing to tolerate 
additional volatility to achieve that advantage and resist 
the temptation to define success based on overall yield.

INGREDIENT #5: 
Willingness to cede the fixed income asset 
allocation decision

Traditional fixed income investing is subject to many  
rules. Some are obvious, such as the portfolio parameters 
outlined in a typical investment policy statement, while 
others are implied, such as the benchmark-related 
constraints discussed above. In either case, the end result 
is that the institutional investor controls the fixed income 
asset allocation decision for the portfolio.

In contrast, unconstrained investing requires that the 
investor cede the asset allocation decision to the portfolio 
manager. The manager will take active risks wherever and 
whenever he or she finds superior risk-adjusted value.  
(See Figure 5) Every move is tactical. The investor must  

be comfortable allowing the manager to allocate capital to 
credits, sectors, and geographies at will, recognizing that 
much of the best potential risk-adjusted return will come 
from tactical action steps as opposed to strategic buy- 
and-hold decisions.

Conclusion

Today’s fixed income market can appear relatively 
unattractive, with high security valuations and prospective 
interest rate increases making attractive investment 
opportunities harder to find. The unconstrained approach 
gives the portfolio manager a broader mandate to find those 
opportunities where they do exist, increasing the likelihood 
that fixed income investors will achieve strong risk-adjusted 
returns in the years ahead. Unconstrained investing, however, 
is not just about searching for bonds in a larger universe. 
Unconstrained investing differs from traditional investing in 
critical ways that dictate the metrics, commitment, and 
manager discretion required for successful results. The 
unconstrained approach requires an institutional investor to 
rethink some deeply held beliefs about fixed income 
portfolio management. The five ingredients outlined in this 
paper offer a starting point for an investor to assess where 
he or she stands on each of those beliefs. 
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