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The Great Moderation is now behind us. The era, which began in the mid-
1980s, was characterised by a period of enormous stability in the global 
economy. In the capital markets, this paved the way for a prolonged boom 
with little volatility. But now a new regime is upon us, which we are calling 
the Great Transformation.1 

1 Introduction

The end of stability: investing in a more volatile world 1 Introduction

1  Karl Polanyi used the term Great Transformation to describe the huge upheavals experienced by western society during 
the 19th and 20th centuries. Polanyi’s theories have been picked up again by historians in recent years. However, we are 
using the term as the logical next step in the sequence beginning with the Great Inflation and the Great Moderation.

Go to table of contents

This new regime is transforming the world of 

investment too. We are anticipating a pro-

longed period of heightened volatility, as well 

as higher inflation, and – particularly in the US 

– higher growth in the medium term. 

What are the causes and drivers behind the 

increase in macro volatility? What will the more 

pronounced fluctuations in macro factors mean 

for the capital markets in terms of volatility, 

return, correlation, and therefore also diversifi-

cation? What are the best approaches for 

investors in this environment? 

This document summarises the key points of 

the white paper. Union Investment has made 

the full version of the white paper (in German) 

available at www.die-risikomanager.de.

https://www.die-risikomanager.de
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The pandemic has left an indelible mark on the capital market 
environment. Long-term trends began to shift and the stage was 
set for the passing of the macro regime characterised by weak  
economic growth and disinflation.

2 A new phase for the global economy:  
from stability to volatility

Over the coming decade, we are expecting an 

ever faster pace of technological change, a 

sustained shift in the economic paradigm and a 

resetting of global economic relations. The war 

in Ukraine has accelerated these trends: energy 

security is becoming a categorical imperative 

focused on the transition to a green economy, 

while the split between the US and China as 

distinct blocs is solidifying. 

Moreover, we believe the Great Transformation 

will be far more volatile than the Great Moder-

ation. The latter period followed the Great 

Inflation from 1985 and was characterised by 

very low volatility in growth and inflation. The 

Great Moderation had three main drivers:

2.1 From the Great Inflation and  
Great Moderation to the Great Transformation

In the medium term, we are antici-
pating higher growth in real terms,  
a higher natural real interest rate  
and higher inflation, particularly in 
the US.2 

1. Fortunate circumstances

The macroeconomic shocks experienced during 

the Great Moderation, with the exception of 

the financial crisis, did relatively little harm.3 

Indeed, the most important ‘shock’ was actually 

a positive one – the end of the Cold War. The 

risk of global crises fell and there was a great 

leap forward in the international division of 

labour, a key pillar of structural change. 

Go to table of contents

2  A detailed explanation of these expectations and the investment recommendations that were derived from them can be 
found in our 2021 risk management white paper. From today’s perspective, we are confirming our proposition, particularly 
in the case of the US, where extensive fiscal packages are boosting capital spending and productivity. In Europe, important 
investment for the future, particularly in the area of digitalisation, is now being scaled back due to the energy crisis.  
The long-term impact on growth and interest rates is therefore less clear. Further details can be found in our publication 
anGEDACHT ‘Das Ende der Wachstumsschwäche’ from September 2022 (https://ui-link.de/endederwachstumsschwaeche, 
available only in German).

3  There were further shocks during the Great Moderation, including the Asian financial crisis at the end of the 1990s, the 
bursting of the dotcom bubble in 2000 and 9/11. However, these events had much less of an impact at global level and on 
the real economy than, for example, the oil crisis of the 1970s and the global financial crisis of 2008/2009.

https://institutional.union-investment.de/startseite-de/Kapitalmarkt/Themen_Das_Ende_der_Wachstumsschwaeche.html
https://ui-link.de/endederwachstumsschwaeche
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2. Advantageous structural changes

This part of the explanation can be further  

split into three developments. The first was the 

shift in the broader institutional environment. 

Deregulation, more competitive markets for 

goods and labour, an expansion in global trade 

and the elimination of capital controls are  

likely to have lessened the impact of shocks on 

growth and inflation compared with earlier 

periods.

The second development is the decrease in vol-

atility on the growth front. Besides lower vola-

tility in consumer spending on durable goods 

and in capital spending, the inventories factor 4 

was of key importance. Inventory management 

tended to have a countercyclical effect during 

the Great Moderation and thus dampened vol-

atility. Advances in information and communi-

cation technologies made production and 

logistics processes more efficient. Improved in-

formation on end customer demand and man-

ufacturing coupled with falling transport costs 

led to efficient global supply chains based on 

the just-in-time principle. This reduced not only 

companies’ absolute volume of inventories but 

also made it easier for them to adjust to fluctu-

ations in demand. 

The third effect was self-reinforcing. In a rela-

tively stable environment with falling prices of 

goods and a belief that production compo-

nents could be accessed at any time, warehous-

ing costs were minimised. This also tempered 

volatility in growth rates. 

 

3. Reliable (monetary) policy

Monetary policy is likely to have played its part 

too. ‘Stop and go’ is the term that is often used 

to describe monetary policy during the Great 

Inflation. In the ‘go’ periods, the central banks 

acted to stimulate the job market by loosening 

monetary policy. Then, as soon as attention 

switched to public concerns about excessive in-

flation, they aggressively hiked interest-rates. 

These were the ‘stop’ periods. 

The mid-1980s heralded a departure from this 

stop-and-go approach. Since that time, mone-

tary policy tools have been used more proac-

tively and on the basis of predefined targets. 

Forward guidance was introduced in 1994 and 

is now a key part of the central banks’ commu-

nications strategy. These reliable announce-

ments made it much easier to project changes 

in monetary policy. Over the past nearly 30 

years, there has been a notable stabilisation in 

inflation expectations as a result. Essentially, 

monetary policy turned from a source of vola-

tility to one of stability.

The consequences of lower volatility

These trends resulted in much lower volatility in 

growth and inflation, which was then reflected 

in significantly longer phases of expansion and 

less frequent recessions.

As lower macro volatility increasingly became 

the norm, a belief began to take hold in the 

capital markets that this environment would 

endure permanently. This justified the lower 

risk premiums on offer and investors’ greater 

appetite for risk. However, the bouts of excess 

that this produced had a destabilising effect, 

such as in 2008 when the financial crisis hit.

4  Changes in inventories are an input factor in the calculation of gross domestic product (GDP). Falling inventories (with 
intact supply chains) suggest that demand will fall in the future, which will ultimately depress GDP.

Go to table of contents
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There are various factors in play here. In the 

following section, we will tease out the antici-

pated impact of several of the relevant sources 

of volatility on growth, inflation and expecta-

tions in the era of the Great Transformation.

Excess supply is used up 
→  higher volatility in growth  

and inflation

The pandemic put an end to secular stagna-

tion.5 The weak demand that characterised this 

regime to a large extent explains the absence 

of cyclical fluctuations since the turn of the new 

millennium. Aside from excesses in the housing 

market, there were no signs of overheating dur-

ing this period either in the US economy or in 

the eurozone. This suggests that throughout 

this time there was an excess of supply in many 

parts of the economy, and particularly in the 

job market.

However, this structural slack in important pro-

duction factors (commodities as well as labour) 

now seems to have been taken up. Economies 

running close to full capacity, however, run the 

risk of overheating at regular intervals.  

In the past nearly three years, volatility in the real economy has increased 
dramatically. The pandemic and the war in Ukraine have brought turmoil in 
the form of developments such as the supply chain crisis and energy crisis. 
They have also cemented the transition to a new growth regime, one that 
will feature heightened macroeconomic volatility for a long time to come. 

2.2 The future of volatility

Figure 1 Impact of macroeconomic drivers on volatility

Estimated strength and direction of impact

Source: Union Investment, as at September 2022.

Great Inflation Great Moderation Great Transformation

Excess supply  
in key production factors  —(—) ()

Macro/supply shocks  —— 

Restructuring of supply chains  — 

Government interventions  
and institutional framework  — 

Inventory management  — 

Monetary policy  —— 

Inflation expectations  —— 

Geopolitical factors  —— 

Go to table of contents

5 See our 2021 risk management white paper: ‘Post-coronavirus investment world: a new script for portfolios?’ 
 (https://ui-link.de/rmk21, full version only available in German).

https://ui-link.de/rmk21
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We therefore expect the classic economic cycle 

to make a comeback. Not least because the 

central banks are now tending to give the cycle 

a little longer to run its course than in previous 

decades. The result is greater volatility in 

growth and inflation.

Supply and macro shocks 
→  higher volatility in growth,  

inflation and expectations

The global economy is in a state of upheaval. 

Over the coming decades, there will be a reset-

ting of the global energy system focused on the 

transition to a green economy. A significant 

chunk of global supply chains will also be re-

structured. Supply shocks look set to become a 

regular occurrence. The global energy crisis 

triggered by the war in Ukraine has brought 

this into sharp relief.

In the case of fossil fuels, the lack of any relia-

ble basis for planning with regard to future de-

mand will continue to hamper the necessary 

adjustment mechanisms. This will lead to sup-

ply not being increased fast enough despite ris-

ing prices. On the demand side, the adjustment 

mechanisms will be impeded by government 

interventions in the form of subsidies for sky- 

rocketing energy prices. The transition phase  

is therefore likely to see more frequent imbal-

ances between supply and demand. 

The supply chains of green technologies also 

threaten to be a source of instability. Many 

require commodities such as copper and lithi-

um. Demand for these materials will rise and it 

is debatable whether supply will be able to 

keep up. Long-term investment in commodity 

extraction requires a certain degree of plan-

ning certainty. But this is precisely what is so 

hard to achieve at the moment.

Whereas all these trends may ultimately  

produce a more resilient and less centralised 

energy system, the path there will be a rocky 

one. Energy and commodity prices that are 

higher and more susceptible to fluctuation will 

fuel volatility in both growth and inflation. In 

addition, expectations tend to change more 

frequently in times of upheaval than in periods 

of stability. Consequently, volatility in expec-

tations will be higher than during the Great  

Moderation. 

Restructuring of supply chains  
→  higher volatility in growth  

and inflation

The war in Ukraine and China’s strict zero- 

COVID policy have made governments and 

companies even more aware of the dependency 

risks inherent in global supply chains. Govern-

ments in the West are scrambling to shore up 

their access to strategically important sectors 

such as semiconductors and critical minerals. 

Businesses, meanwhile, are increasingly rethink-

ing their supply chains. We will therefore be 

hearing much more about reshoring, nearshor-

ing and friendshoring in the near future. 

Local supply and demand conditions will gain 

in importance as a result. In the recent past, 

globalisation and the oversupply of labour that 

it entails has subdued volatility in growth. But, 

looking ahead, the tendency will now be for 

growth to become more volatile because of lo-

cal scarcity of labour. It is a similar story for vol-

atility in inflation. In the past, globalisation has 

had a dampening effect on volatility, particu-

larly when it came to the prices of goods. More-

over, the positive effects of disinflation in devel-

oped countries then spilled over to emerging 

markets as well. This trend will reverse. The 

prices of goods will become more volatile, and 

the spillover effects from developed to devel-

oping countries will turn negative.

Go to table of contents
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Government interventions and 
institutional framework 
→ higher volatility in expectations

During the Great Moderation, the interests of 

businesses took precedence, particularly in the 

US. Government interventions were restricted 

to a minimum. The structural change that will 

take place over the coming decades will only  

be possible if the state plays a more active role. 

This will drive up uncertainty. The current 

energy crisis is demonstrating that government 

policymaking becomes more erratic when 

energy prices surge and public pressure builds, 

and this can sometimes create the wrong 

incentives.6

Monetary policy  
→  more volatility in growth, inflation  

and expectations

Monetary policy had begun to shift even  

before the pandemic. The Fed’s change in  

stra tegy, for example, meant that it prioritised 

the target of full employment much more  

than it had done in the past. It also stopped  

trying to nip inflationary pressure in the  

bud. A temporary overshooting of inflation  

was allowed, provided that expectations of  

future price rises remained anchored to the  

target level.

This new strategy did not get off to a good 

start, however. The major central banks were 

slow off the mark in their response to spreading 

inflationary pressure and had to (and are still 

having to) apply the monetary policy brakes 

much more forcefully than planned. 

We believe that monetary policy will tend to  

be a driver of volatility going forward. In the 

case of growth and inflation because the re-

sponses to cyclical fluctuations will arrive later 

than in the past. And, in the case of inflationary 

expectations, because monetary policy as a 

whole will become more unpredictable. Never-

theless, we are not reckoning on a return to  

the chaotic conditions experienced during the 

Great Inflation. The central banks will not per-

mit their actions to become completely decou-

pled from inflationary expectations.

Geopolitical risks and the formation  
of blocs 
→ more volatility in expectations

Ever since the outbreak of the war in Ukraine,  

if not even before then, geopolitical risks have 

been high on the list of priorities for many 

companies. But actually, the strategic rivalry 

between the West and China is expected to 

have far more wide-ranging consequences. 

Both blocs are clearly attempting to decouple 

from each other. This is likely to lead to splits  

in strategic supply chains, the flow of data and 

probably also the financial system.

The rise in geopolitical uncertainty will not  

directly impact on volatility in growth and  

inflation. However, it will significantly restrict 

the ability of companies to plan with certainty 

during the transition phase, which is why we 

are anticipating greater volatility in expecta-

tions.

6  For example, see the costly and in some cases untargeted fiscal packages introduced in the UK in September 2022, 
which mostly have already been withdrawn.

Go to table of contents
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Conclusion

The main sources of stability during the Great 

Moderation will likely become sources of vola-

tility in future. We expect that over the next 

decade, and probably further down the line, 

volatility in growth, inflation and expectations 

will be higher than in recent decades. This will 

have the following effects:

• Growth will become more cyclical: shorter 

phases of expansion and more frequent 

recessions but with the latter following a 

more traditional course

• Greater cyclicality in inflation

• More divergence between the blocs (decou-

pling) and more convergence within the 

blocs (friendshoring)

• Higher volatility in cash flows, dividend 

payments, profits, discount rates and yield 

curves combined with less planning certainty 

overall for businesses, governments and 

investors

Go to table of contents
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We believe that the transition to a new phase – one of higher  
volatility at both macroeconomic and geopolitical level –  
will also result in a new volatility regime in the capital markets.  
Our working assumption is that higher volatility at macro level  
will lead to higher volatility in the capital markets.

3 A rocky ride ahead:  
how the capital markets will react

In addition to indicators such as real-terms 

growth in US GDP, inflation and industrial out-

put, we analysed the correlation between the 

volatilities of various asset classes on the basis of 

the following metrics 7:

• ISM Manufacturing: Published by the Insti-

tute for Supply Management, this purchasing 

managers’ index for the US manufacturing 

industry is a highly regarded leading indicator 

for the stateside economy.

• ISM Manufacturing Prices Paid: The price 

subcomponents of the ISM Manufacturing 

index are calculated on the basis of the prices 

paid for intermediate goods by the purchas-

ing managers surveyed.

• US Economic Policy Uncertainty Index:  

An indicator that draws on a broad range of 

US news sources in order to quantify the  

level of economic and political uncertainty  

in the US.8 

• US Monetary Policy Uncertainty Index:  

This index also draws on a broad range of  

US news sources, but does so in order to 

quantify the level of monetary policy uncer-

tainty in the country.9 

• US Monetary Policy Surprise Index:  

A proprietary indicator from Union Invest-

ment that measures the extent to which 

current monetary policy has diverged from 

expectations.10 

We conducted an empirical analysis of the relationship between both volatilities 
(macroeconomic and asset class performance) over a period of several decades. 
The specific focus was on the fundamental link between volatility in key macro 
variables and volatility in a range of asset classes.

3.1 Historical analysis: asset classes in different volatility regimes

Go to table of contents

7  The focus here is on the US economy as this is still the biggest driver of the global capital markets.

8  For a detailed breakdown of how the index is put together, see Baker, Bloom, Davis – Measuring Economic Policy Uncertainty; 
NBER Working Paper Series, October 2015 (https://ui-link.de/policyuncertainty).

9  The data provides an indication of current investor sentiment with regard to monetary policy.

10  Here, previous expectations of where key lending rates would be in one year’s time are retrospectively compared with 
where the rates actually ended up. This reveals how reliable the central bank’s guidance was with regard to future  
monetary policy. 

https://ui-link.de/policyuncertainty


16

Our analysis established a positive simultane-

ous correlation between volatility at macro  

level and the volatility of different asset classes 

with a high degree of stability and consistency 

across various indicators.

There were clear correlations, for example, 

between fluctuations in inflation and com-

modity prices, particularly in the case of  

supply-side shocks. This is to be expected, of 

course, given that commodity prices are an 

important driver of inflation.

In addition, volatility in the equity markets  

(US, United Kingdom, Germany and particularly 

Japan) was shown to be correlated with mone-

tary policy uncertainty in the US. Volatility in 

the government and corporate bond markets 

demonstrates a strong correlation with vola-

tility in macroeconomic sentiment, but also 

with monetary policy surprises (see figure 2). 

The next step was to extend the analysis  

to include the volatility regime. We did this  

by categorising the historically observed  

volatilities of each macro variable into three 

regimes:

• ‘Low volatility’  

→ Within the 25th percentile 11 

• ‘Average volatility’  

→ Between the 25th and 75th percentile

• ‘Heightened volatility’  

→ 75th percentile or higher

The end of stability: investing in a more volatile world 3 A rocky ride ahead: how the capital markets will react

11   The volatility of the indicator is within the bottom 25th percentile of the historical cases being analysed.

Figure 2 Strong correlation between macro volatility and volatility in the capital markets

Simultaneous correlations of the five-year volatilities

Sources: Bloomberg, Refinitiv, Union Investment, as at 31 March 2022.
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Growth  
volatility

Real US GDP 0.34 0.47 0.48 0.26 –0.19 0.36 –0.04 0.31 –0.24 –0.07 0.40 –0.17

US industrial 
output 0.14 0.39 0.65 0.26 –0.33 0.27 –0.03 0.37 –0.21 0.00 0.30 –0.22

ISM manufacturing 0.78 0.86 0.38 0.37 0.19 0.64 0.06 0.52 –0.42 0.22 0.71 0.40

Inflation  
volatility

US inflation 0.51 0.63 0.75 0.32 –0.31 0.35 0.33 0.81 –0.12 0.40 0.68 0.21

ISM Manufacturing 
Prices Paid 0.22 0.27 0.41 0.43 0.02 0.13 0.34 0.33 0.13 0.37 0.13 0.22

Expectation  
volatility

US Economic Policy 
Uncertainty 0.36 0.57 0.60 0.37 –0.06 0.59 0.43 0.37 –0.21 0.16 0.49 0.36

US Monetary Policy 
Uncertainty 0.52 0.15 –0.07 0.48 0.75 0.50 0.59 –0.05 0.55 0.46 –0.26 0.63

US Monetary Policy 
Surprise 0.79 0.72 –0.07 0.10 0.48 0.38 0.05 0.05 –0.11 0.06 0.44 0.57

Go to table of contents
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For some variables, we are able to show that 

regimes of heightened macro volatility were 

accompanied by heightened volatility in  

the capital markets. This was especially true  

for prices of risk-prone assets such as equities, 

corporate bonds and commodities. There  

was also, as expected, evidence of a positive 

correlation between macro volatility and  

volatility in the prices of government bonds.

The end of stability: investing in a more volatile world 3 A rocky ride ahead: how the capital markets will react

Sources: Bloomberg, Refinitiv, Union Investment, as at 31 March 2022.

Figure 3 Volatility in growth drives volatility in the capital markets

Volatility of selected (sub)asset classes in the three volatility regimes as measured by US industrial output
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As part of our analysis, we also determined 

what caused the capital market volatility. Did  

it originate more from the equity or the bond 

markets?

Figure 4 shows that equity investments gener-

ate significantly lower returns during high-vola-

tility regimes than in phases of low or average 

volatility. The pattern is the same for other risk 

assets – regardless of where the volatility origi-

nates. Excess returns over government bonds in 

the credit market are at their maximum in times 

of low volatility. When volatility increases, 

yields edge down.

For commodity investments, however, the ori-

gin of the capital market volatility does make a 

difference. If the equity markets are the source 

When volatility rises in the capital markets, there are greater fluctuations in 
the achievable returns and these tend to be lower overall. Higher volatility 
means higher risk premiums, which ultimately come at the expense of return.

3.2 How the capital markets behave in different volatility regimes

US government 
bonds

(7–10 years)

■ < 25th percentile ■ 25th–75th percentile ■ > 75th percentile

US corporate  
bonds

US corporate  bonds  
(superior return) 

MSCI USA Commodities US dollar index

Go to table of contents
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of the volatility, the returns are reduced (see 

figure 4). If the source is the bond markets  

(not shown in the figure), commodities gener-

ate relatively healthy returns, particularly in 

phases when volatility is high. Volatility in the 

bond markets is often driven by raised levels  

of inflation volatility. The return generated by 

commodity investments, meanwhile, increases 

during phases in which surging commodity 

prices drive up inflation.

For investors, it is also important to gauge  

what effects a high-volatility regime will have 

on the correlations between the individual as-

set classes and thus the level of diversification 

within the portfolio.

It is well known that the correlation between 

equities and safe-haven government bonds  

can increase sharply in the period following  

a shock. We therefore investigated to what  

extent the correlations shift when volatility  

is due to structural reasons rather than to a  

single shock event.

With regard to the equity-bond correlation, it 

made a huge difference which side the volatility 

stemmed from – equities or bonds:

• If equity volatility is dominant, the equity-

bond correlation works well, i.e. bonds  

are  able to mitigate or partially mitigate 

falling share prices.

• If conditions are shaped by interest-rate 

volatility, the equity-bond correlation no 

longer applies. In these instances, bonds  

do little to help stabilise mixed portfolios.

One reason for this is likely to be the underly-

ing type of macro volatility. Equity volatility is  

mainly driven by higher volatility in growth 

indicators, whereas for interest-rate volatility 

the culprit is probably volatility in inflation. 

Investors cannot even fall back on regional 

diversification when volatility is high. For  

example, the correlation between US and 

German equities rises sharply from around  

Sources: Bloomberg, Refinitiv, Union Investment, as at 31 March 2022.

Figure 4 Higher capital market volatility reduces returns

Average return on selected (sub)asset classes by volatility regime in the equity market
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It is the same for bond investments in the de-

veloped markets. With yields having risen over 

the course of 2022, is it evident that the trend 

of continuous price gains that extended over 

many years is now reversing. This is a problem-

atic effect, particularly for investments that are 

disproportionately represented in the portfolios 

of institutional investors in Germany, such as 

euro government bonds and covered bonds.

By contrast, we expect the returns in other  

segments that appear a good fit for an inter-

nationalisation strategy, such as US corporate 

bonds and emerging market government 

bonds, to be on a par with or even above the 

historical averages.

However, all the projected returns face addi-

tional headwinds from a structurally higher  

level of inflation, which causes the achievable 

returns to fall further in real terms. We also an-

alysed the historical and expected real returns 

on the basis of actual inflation and inflation 

forecasts.13 

Historically, government bonds from the euro-

zone and covered bonds have achieved positive 

real returns. But our five-year forecasts show 

that, in the medium-term at least, this will no 

longer be possible with these asset classes. 

If there is a strong home bias, this kind of in-

vestment strategy can lead to a real-terms loss 

in buying power. Equities, meanwhile, can still 

be expected to generate a positive real return 

in this environment, albeit with a significantly 

higher level of volatility. 

The environment described above is also reflected in our long-term capital 
market forecasts.12 If we compare our expectations for the next five years 
with the average nominal returns achievable since 2000, what stands out is 
that although the projected equity returns fall within the historical average, 
the anticipated returns on commodities, particularly energy, are lower.

3.3 Structurally higher inflation as a further source of headwinds

12  The forecasts are for a five-year period, are produced using a modelling approach focused on fundamentals and are based 
on macroeconomic inputs such as our estimates for GDP growth, key interest rates and inflation expectations. In addition to 
the achievable yield premiums and returns, they also take into account long-term pricing aspects.

13  Forecasts produced by DZ BANK Group’s Economic Roundtable.

0.56 in a low-volatility regime to 0.78 in a 

regime of high volatility. It is a similar situation 

for the correlation between equities and other 

asset classes. The correlation between US 

equities and commodity investments doubles 

from 0.1 in a low-volatility regime to 0.2 in one 

of high vola  tility. For a multi-asset portfolio  

this means a further diminishing of the diver-

sification effect.

Go to table of contents



20

The end of stability: investing in a more volatile world 3 A rocky ride ahead: how the capital markets will react

Sources: Bloomberg, Refinitiv, Union Investment, as at 30 June 2022.

Figure 5 For many asset classes, inflation may lead to a loss of buying power in the future 

Historical (median, since 2000) and expected real returns on various sub-asset classes
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What do the insights gained mean specifically for investment 
decisions? In both of the previous publications for the risk man-
agement conference, we gave recommendations for traditional 
asset allocation in a changing world. The focus was on conven-
tional investments that are also subject to a certain level of  
market risk (beta). We are now bolstering our tool kit and  
concentrating on sources of return that are independent of the 
market (alpha). The multi-asset perspective is being extended  
to include a multi-strategy alternative.

4 Investing in a volatile world

Active management is at the heart of our search 

for new strategies. It comes into its own, after 

all, when the objective is to generate market- 

and factor-independent active returns (alpha). 

In the future capital market environment,  

this is likely to represent a key source of return 

alongside conventional factor premiums. It is 

important here to select strategies that are,  

as far as possible, uncorrelated to each other 

and to the risk factors (e.g. equities, duration 

and spreads) that are typically inherent in the 

portfolio.

Multi-manager strategies combine a variety of mainly independent  
strategies in one portfolio.

4.1 Multi-manager strategies as a source of alpha 

It is crucial when identifying potential port- 

folio components to distinguish between 

systematic and idiosyncratic risk factors. The 

former are ideal for analysing new asset classes 

and strategies (provided they have a diversify-

ing effect on the specific drivers of equity  

and bond investments and a favourable profile 

in the expected economic regime). With a 

multi-factor model, we are able to identify the 

components that have the strongest fit with 

the desired profile of systematic risk factors. 

Strategies focused on idiosyncratic risks extract 

alpha as a source of return and have a diversify-

ing effect with regard to systematic risks as 

they are, ideally, uncorrelated with these. They 

are also attractive when combined in a portfo-

lio if they are structurally uncorrelated with  

systematic risks and other components of the 

portfolio and if the various sources of alpha are 

uncorrelated with one another.

Figure 6 supports this argument. It is not just 

the Sharpe ratio of new strategies that is rele-

vant but also the degree to which they are 

correlated with the components of the port-

folio that are already in place. These correla-

tions in particular are often neglected, with  

the portfolio as a whole potentially suffering  

as a result. 

Go to table of contents
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Identification of new,  
independent strategies

For the analysis and selection of new strate-

gies, we use the Fundamental Law of Active 

Manage ment developed by Grinold/Kahn14:

 

 

for which

• IR = information ratio15 

• IC = information coefficient / ‘skill’  

(signal quality, correlation between  

forecasts and results and thus the  

ability to select strategies)

• n = ‘Breadth’ (number of  

independent strategies)

We interpret the ‘skill’ of an investor (in this 

case a multi-strategy manager) as the degree to 

which the financial KPIs achieved (here, the 

Sharpe ratio of the selected strategy) match the 

projections. If ‘skill’ is established, the port-

folio’s risk-adjusted performance (information  

ratio or Sharpe ratio) is determined by the  

number of ‘bets’, i.e. independent investment 

decisions (the ‘breadth’, in terms of selected 

strategies). The higher the number of ‘bets’ 

when a positive predictive ability is established 

(either an information coefficient > 0 or an ex-

pected Sharpe ratio of selected strategies > 0), 

the higher the expected risk-adjusted perfor-

mance of the portfolio. 

This relationship forms the basis of multi- 

strategy approaches comprising alpha compo-

nents. A successful strategy should factor in 

both ‘skill’ and ‘breadth’.

Source: Union Investment.

Figure 6 Sharpe ratio should never be considered in isolation

Relationship between the Sharpe ratio of the new strategy and its correlation with the existing portfolio

Correlation of the strategy with the existing portfolio

Sharpe 
Ratio of  
the new 
strategy

Identical benefit for the portfolio

Strategy 1

high low

Strategy 2

14  Richard C. Grinold (1989): ‘The fundamental law of active management’, The Journal of Portfolio Management Spring 1989, 
15 (3) 30–37.

15  The information ratio measures the outperformance of an investment fund by dividing its active return (its return relative 
to its benchmark) by its tracking error (its additional risk relative to the benchmark).

Go to table of contents
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At Union Investment, we have since 2009 

utilised a multi-manager strategy comprising 

multiple market-neutral strategies. It is  

based on the theoretical principles described 

above and employs a complex framework  

for analysis and selection.16  We manage more 

than €3 billion in assets using the strategy 

and have achieved an information ratio of  

0.9 since its inception. 

This shows that the positive attributes of a 

portfolio constructed using independent alpha 

components offer genuine practical benefit.17 

In early 2022, in order to meet higher target 

returns, we launched a variant of this multi-

manager strategy based on ‘conviction’. This 

means that its weighting in the portfolio  

is determined by the relative strength of  

the selected managers (their ‘skill’), whereas 

‘breadth’ is the determining factor for  

the risk-parity approach described above.  

A port folio incorporating this conviction  

strategy generated encouraging returns  

in 2022 despite the challenging capital  

market environment.

From theory to practice

What would implementation of a multi- 

manager strategy in an existing portfolio 

look like in practice? To find out, we ana-

lysed various options for incorporating the 

strategy, taking a model multi-asset port-

folio as our starting point (see figure 8).18 

Sources: Bloomberg, Union Investment, as at 6 September 2022.

Figure 7 Multi-manager strategy can contribute to returns

Indexed performance of multi-manager strategy absolute return relative to the money market
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16  Details and background information on the process can be found in the full version of this white paper  
(https://ui-link.de/rmk22, available only in German).

17  The strategy generated a positive investment return in twelve out of 14 years, with a volatility range of less than  
2 per cent. Moreover, factor analyses show only very little exposure to systematic risk factors, which can be taken as  
evidence of successful alpha extraction. 

18  We determined the model portfolio to be typical for German institutional investors in our 2020 white paper.  
It is based on Bundesbank data.

https://ui-link.de/rmk22
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We first analysed how the following structural 

adjustments would affect the risk-return  

profile:

• 5 per cent multi manager absolute return 

(funded proportionally): All asset classes are 

reduced by the same amount proportional to 

their weighting. New position: 5 per cent.

• 10 per cent multi manager absolute return 

(funded proportionally): As per first adjust-

ment. New position: 10 per cent.

• 10 per cent multi manager absolute return 

(funded at expense of core eurozone gov-

ernment bonds): The 10 per cent is taken 

from the position in government bonds from 

the core eurozone. New position: 10 per cent.

• Unconstrained risk parity (risk-parity opti-

misation): Using a risk-parity portfolio opti-

misation approach based on co-drawdowns, 

we reassign the weightings of all positions in 

the portfolio and incorporate multi manager 

absolute return strategies in the process.

To analyse the changes in the capital market 

environment in the recent past, we took as  

input parameters the realised returns and  

volatilities of the individual asset classes from 

the beginning of 2020 to 31 March 2022. The  

result was that every instance in which the 

multi manager strategy was incorporated, it  

improved the portfolio’s risk-return profile. 

The reasons for this lie in the diversification 

traits of alpha as a component of return and 

risk in a multi-asset portfolio that otherwise 

consists of directional components and that is 

faced with diminishing opportunities for diver-

sification because of the new environment. 

However, it required raising the weighting of 

the multi-manager-strategy to nearly a third  

(= risk parity optimisation) to generate a  

positive risk-adjusted return. This is due to the 

model portfolio’s high bond weighting and 

strong home bias. 

The input parameters that we add in the next 

step are Union Investment’s five-year return 

forecasts as well as historical volatilities.  

Figure 8 Model portfolio into which multi-manager strategies were incorporated

Representative multi-asset 
portfolio of a German 
institutional investor* Emerging market equities 

0.4%

Core eurozone government bonds 
23.0 %

US government bonds 
 6.0%

US equities 
3.6%

European equities 
9.0%

High-yield corporate bonds 
2.0%

Investment-grade  
corporate bonds 

46.0%

Periphery eurozone government bonds 
9.0%

Emerging market   
government bonds 
1.0%

* Investments are either denominated in euros or are euro-hedged.

Sources: Bundesbank, Union Investment; as at January 2020. 

Go to table of contents



26

The end of stability: investing in a more volatile world 4 Investing in a volatile world

This very much puts positive risk-return profiles 

back on the table. And, once again, the higher 

the weighting given to the multi-manager 

strategy, the more the risk-return profile im-

proves. All this shows how effective these strat-

egies may prove to be during the Great Trans-

formation. And as well as diversification effects, 

they also add new sources of return to the port-

folio that appear less structurally susceptible to 

the aforementioned risk factors.

These findings complement the recommenda-

tions of our publications accompanying the 

2020 and 2021 risk management conferences. 

The objective is unchanged: to come up with 

solutions for an environment of higher vola-

tility, correlations, inflation and real interest 

rates. After all, the Great Transformation is not 

only reducing risk-adjusted expected returns 

but also increasing the volatility of these re-

turns (see figure 10).

0.76
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0.80

0.82

0.84

0.86

0.88

0.90

0.92

0.94

Ausgangsportfolio Beimischung 
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(gleichmäßige 
Finanzierung)

Beimischung 
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(gleichmäßige 
Finanzierung)

Beimischung 
10 Prozent MMAR 

(Finanzierung: 
Kern-Staatsanleihen)

Beimischung 
32 Prozent MMAR 
(risikoparitätische 

Optimierung)

*  With different weightings and funding variants,  
based on five-year forecasts and historical volatility trends.

Source: Union Investment, as at 31 March 2022. 

Figure 9 Incorporation of a multi-manager strategy has the potential to improve  
the Sharpe ratio of a multi-asset portfolio in the anticipated environment

Expected return-risk profile before and after incorporation  
of the multi-manager strategy absolute return (MMAR)*

Source: Union Investment. 

Higher volatility range in the 
Great Transformation regime

Reduced portfolio return  
in the Great Transformation regime

Risk-adjusted  
portfolio return

New regime:  
Great Transformation

Great Transformation  
incl. investment solutions

1985–2019: 
Great Moderation

Figure 10 Portfolio changes may increase expected return and reduce volatility

Schematic of expected risk-adjusted 
portfolio return and volatility
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optimisation )
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In 2021, the amount of money invested globally 

in this segment increased by 20 per cent year 

on year to more than US$ 11 trillion.19 The total 

assets under management could rise to over 

US$ 17 trillion worldwide by 2025.20 

In Germany, alternative investments already 

account for a significant proportion of the 

portfolios of institutional investors. The figure 

averaged 22.7 per cent in 2021 – around one 

percentage point higher than in 2020.21  

Alternative investments: a broad field

There is still no conclusive definition of what 

actually constitutes an alternative investment. 

The term covers a multitude of asset classes, 

including private equity, private debt, hedge 

funds and real assets (e.g. infrastructure and 

real estate). Each one is in turn covered by 

manifold strategies.

Roughly speaking, alternative investments can 

be divided into two groups. Assets in the first 

group are primarily illiquid as they are traded in 

private rather than public markets. They include 

private equity and private debt (private in the 

sense of being traded outside regulated mar-

kets) as well as infrastructure, real estate and 

tangible assets such as aircraft and ships. The 

other group’s assets, which include commodity 

investments and crypto assets, are character-

ised by progressively higher levels of liquidity 

and can be traded in public markets.

Alternative investments are a disparate field 

with various asset classes and specific drivers 

and attributes. They are typically illiquid, 

opaque and difficult to trade, and valuing them 

can be challenging too. Price information is 

often only available on a quarterly basis, if at 

all, or is based on estimates with a time lag.  

This may result in smoothed returns that are 

not comparable with those available in public 

markets.

Although special indices exist for alternative 

investments, they are often quite new (and 

often not public) and in many cases provide  

an incomplete picture of the individual asset 

classes and strategies. Furthermore, the high 

degree of variance within the asset classes  

and between the strategies underline the 

We now expand the analysis with additional, extremely disparate (sub)asset 
classes (alternative beta): alternative investments. At least some of these, 
though certainly not all, may prove useful as an additional portfolio compo-
nent in the context of our analysis. This is particularly the case with regard 
to aspects of diversification, as there are signs that alternative investments 
can offer an improved level of correlation that is not available with tradi-
tional asset classes.

4.2 Alternative investments as a further means of diversification

Go to table of contents

19 McKinsey & Company: ‘Private markets rally to new heights – McKinsey Global Private Markets Review 2022’  
 (https://ui-link.de/mckinsey).

20  This forecast by Preqin is based on data from October 2020. Investment conditions have since taken a turn for the worse, 
which could have an impact on the growth prospects for alternative investments.

21  The figures are based on the 2021 BAI Investor Survey, which polled the views of 104 institutional investors in Germany 
(https://ui-link.de/bai). 

https://ui-link.de/mckinsey
https://www.bvai.de/fileadmin/Veroeffentlichungen/BAI_Publikationen/BAI_Investor_Survey/BAI_Investor_Survey_2021_-_Report.pdf
https://ui-link.de/bai
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importance of specialist knowledge and selec-

tion of the right manager, whose expertise will 

be the principal factor in determining return 

and who, ideally, will also add diversification.

Diversification in the spotlight

In the following section, we provide an insight 

into private equity and private debt and exam-

ine their diversification attributes.

Investors have traditionally mainly used 

high-quality government paper and covered 

bonds to hedge risk. In times of ultra-low 

interest rates and bond yields, this form of 

hedging became increasingly expensive and 

investors reduced their holdings accordingly.

Alternative investments began to attract more 

attention as a result. They demonstrated com-

pelling potential for portfolio diversification, as 

shown in a report that analysed historical mar-

ket data to determine how alternative invest-

ments performed in deep recessions and peri-

ods of turbulence in the financial markets.22  

Although the behaviour of assets in such crises 

provides key insights from a risk management 

perspective, the long-term investor needs to be 

able to view these kinds of ‘one-time’ outcomes 

through the prism of their investment horizon. 

We are therefore analysing the longer-term 

correlations in order to see how the diversifica-

tion profile fares outside of loss-heavy phases.

Private equity: key strategy for  
unlocking diversification potential

Private equity is a collective term for various 

forms of investment in companies that are not 

listed on public stock exchanges. Private equity 

funds pool capital from investors and then use 

that money to buy into individual companies. 

22  The periods examined in the report are the dotcom crisis (2001 to 2003), the financial crisis (2007/2008) and the coronavi-
rus pandemic (from 2020). The extent to which past analyses can be applied to future years is – as with conventional asset 
classes – debatable. The conditions in the financial markets are too varied due to the many structural breakpoints such as 
the coronavirus pandemic, geopolitical events (e.g. the war in Ukraine) and the end of the low-interest rate environment 
heralded by the central banks’ shift in monetary policy. 

Source: Preqin, as at October 2020.

Figure 11 Private equity dominates the market for alternative investments

The individual sub-asset 
classes’ share of the overall 
market for alternative 
investments 
(%) Private equity 

41%

Other 
2%Infrastructure 

6%

Real estate 
10%

Hedge funds 
33%

Private debt 
8%
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PE-Invest 1 LPX 50 EURO 
STOXX 50

MSCI World Barclays 
Bond Index

PE-Invest 1 0.16 0.08 0.05 –0.19

LPX 50 0.02 0.85 0.88 –0.05

EURO STOXX 50 –0.08 0.97 0.89 –0.01

MSCI World –0.14 0.92 0.93 0.01

Barclays Bond Index –0.22 0.29 0.27 0.32

Sources: Unigestion, Bloomberg, as at 30 June 2022.

2017 to 2022

2006 to 2022

With a share of roughly 41 per cent, private eq-

uity is the biggest asset class in the alternative 

investment universe. It accounts for around 

4.5 per cent of the overall portfolios of German 

institutional investors.23 Internationally, the 

segment has grown rapidly in recent years, at 

an annual rate of nearly 10 per cent from 2010 

to 2020. Forecasts from 2020 indicate that the 

private equity market could expand by a fur-

ther 15.6 per cent by 2025. The segment was 

the most successful ‘private’ asset class in 2021, 

with a combined return of 27 per cent.24 

Constituting a very wide range of different 

strategies, private equity has on average 

demonstrated only limited potential for diversi-

fication during explicit periods of crisis in the 

past. This is because the private equity markets 

are driven by the same economic factors as the 

liquid equity markets. Consequently, private 

equity returns have been positively correlated 

with equity market returns. 

But, as suggested above, private equity is not a 

homogeneous field and should not be viewed 

as such. For example, the small- and mid-cap 

segments offer greater potential for diversifica-

tion than the large-cap segment. The former 

typically correlate a little less strongly with the 

equity market. This is because when a private 

equity firm exits from a company, it usually 

does this by selling to a strategic investor and 

not via a stock exchange, which reduces the 

direct correlation with the equity market.

Since 2006, Union Investment has offered a 

strategy, called PE-Invest 1, focused on the 

small- and mid-cap-segments. This has demon-

strated a low correlation with conventional 

asset classes, both in recent times 25 and since 

the inception of the strategy (see figure 12). 

Appropriately targeted private equity strate-

gies can thus clearly offer very good potential 

for diversification, at least over longer time 

frames.

Figure 12 Private equity: low correlation with other asset classes

Quarterly correlation between private equity (PE-Invest 1) and capital market indices

Go to table of contents

23 Source: 2021 BAI Investor Survey (https://ui-link.de/bai).

24  See footnote 20. The Preqin forecast is subject to the caveat that market conditions have since changed dramatically.

25  Here, in the past five years.

https://www.bvai.de/fileadmin/Veroeffentlichungen/BAI_Publikationen/BAI_Investor_Survey/BAI_Investor_Survey_2021_-_Report.pdf
https://ui-link.de/bai
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Private debt: over ten years of growth

Private debt is the term used to describe loans 

that are provided by non-bank investors and 

that are neither issued nor traded as debt in 

public markets. It may be companies doing the 

borrowing, but private debt is also used for 

investment in infrastructure projects, real 

estate and other tangible assets (e.g. aircraft). 

Private debt can be structured in various differ-

ent ways and has a specific maturity date. The 

‘private’ aspect refers to the investment vehicle 

and not necessarily to the borrower. Both 

public and privately owned entities can access 

funding via private debt.

This is the only private asset class whose growth 

rates have been consistently in positive territory 

since 2011. In fact, the global market for private 

debt more than quadrupled in size from 2010 

to 2021. Investment insight firm Preqin expects 

the segment to expand by 11.4 per cent up  

to 2025, with the latest data suggesting that 

growth could be much higher still.26 In the 

German market, too, private debt is expected 

to be the strongest growing category of the 

alternative investment universe.27 

Several private debt segments have attracted 

attention for their comparatively stable perfor-

mance in times of crisis (see figure 13). Defaults 

have generally been avoided either by modify-

ing the terms of the contracts or through 

collateral agreements (covenants) set out in the 

loan agreements. However, borrowers in the 

private debt markets are generally exposed to 

the same risks as they would be in public bond 

markets. 

Figure 13 Private debt: potential for diversification

Debt index performance during the coronavirus pandemic (Q1 2020, %)

26 Preqin forecasts that the private debt market will grow by 17.4 per cent up to 2026.

27 Preqin cites private equity and infrastructure as other fast-growing segments.

Structuring Index Q1 2020 return

Public markets Bloomberg Barclays HY Bond Index –12.68

Hybrid S&P/LSTA Leveraged Loan Index –13.05

Private markets Preqin Private Debt Index –7.55

Cliffwater Direct Lending Index –4.84

Sources: Preqin, Cliffwater, Tikehau Capital, as at November 2021.
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* Applies in particular to the period following the 2008 financial crisis.

Source: Union Investment. 
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In the medium and long term, the secular 

stagnation that has dominated since the finan-

cial crisis has been consigned to the past, at 

least in the US. Once the acute crisis phase is 

over, including the recession and inflation 

overshoot, we expect growth and inflation to 

be structurally higher than in the past decade. 

This will be driven not only by the digital and 

green transformation of national economies 

but also by hefty stimulus from fiscal policy. 

Higher macro volatility will lead to higher 

volatility in the capital markets too. If condi-

tions otherwise remain the same as during 

periods of low volatility, this will result in lower 

returns and poorer diversification attributes. 

The risk-adjusted returns of conventional 

asset-allocation portfolios will fall. The decline 

will be particularly steep in real terms because 

of structurally higher inflation.

The stunning runs that the capital markets went on during the 
Great Moderation are now very much history. However, the Great 
Transformation that is now upon us also offers potential. 

5 Conclusion

The end of stability: investing in a more volatile world 5 Conclusion

Figure 14 Great Transformation: emergence of a new capital market environment
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The approaches that served investors so well 

during the Great Moderation now need to be 

re-examined. And the traditional multi-asset 

approach now needs to incorporate a multi-

strategy perspective. A sophisticated analytical 

framework and an appropriate level of skill are 

crucial here.

In the prevailing environment, it may also be 

worth considering alternative investments, 

including real estate. The investment strategies 

of this disparate field follow what are in some 

cases very different trends. Depending on the 

selection and combination, they also offer 

potential for diversification. The success of this 

will hinge on the focus of the strategy and the 

right choice of manager.

We are aware that, due to regulatory restric-

tions, not all investors will be able to follow 

every recommendation in this white paper. 

Either way, a rethink is called for. The old strate-

gies may cost investors return as we enter a 

new phase and may even lead to a real-terms 

loss in buying power. 

Go to table of contents



It is clear that the Great Transformation will be 
considerably more volatile than the Great Moderation. 
The approaches that served investors so well during the 
Great Moderation now need to be re-examined. Among 
other things, the traditional multi-asset approach must 
now also incorporate a multi-strategy perspective. 

www.die-risikomanager.de 

http://www.die-risikomanager.de
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Disclaimer

This document is intended for professional 

clients only. All information in this document is 

from our own sources or from publicly available 

sources that we consider to be reliable. The 

author accepts no liability for the information 

in this document being up to date, accurate or 

complete. Information and commentary are 

based on the author’s assessment at the time 

the document was produced. This also applies 

in respect of the current legal and tax situation, 

which may change without notice at any time.

The content of this customer information does 

not constitute a recommendation and is not a 

substitute for the Bank’s personal investment 

advice or for personal tax advice from a suitably 

qualified professional. Although Union Invest-

ment Institutional GmbH has created this 

document with due care and attention, Union 

Investment assumes no liability for the informa-

tion therein being up to date, accurate or 

complete. Union Investment accepts no liability 

for any adverse effects or losses arising either 

directly or indirectly from the distribution or 

use of this document or its content. Any indices 

or product names of companies other than 

Union Investment may be copyrighted or trade-

mark-protected products or brands of these 

companies.

All information, illustrations and explanations 

are presented as at 12 October 2022 unless 

stated otherwise.

The end of stability: investing in a more volatile world Disclaimer
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