
Capital preservation
Subline?Exploiting upside potential, controlling downside risk
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Dear reader,

Institutional investors, in particular, are currently facing major
challenges. Conventional fixed-income investments no longer 
provide sufficiently reliable yields and investors can no longer
even expect positive returns from risk-free investments. As a re-
sult, investors are increasingly forced to venture into higher risk
investments – which also has an impact on risk management.

Union Investment been a successful market provider of capital
preservation strategies for institutional clients since 1995. That 
represents 20 years of continuous research and development
work and we have been pursuing innovative capital preservation
on behalf of our institutional clients for the same period.

Our capital preservation strategies are based on one key question:
how much risk is an investor prepared to take? The answer to this
question tells us how much latitude we have, what degree of
downside risk can be accepted in order to exploit upside poten -
tial – and when the downside must be limited.

This publication shows you what our capital preservation 
strategies represent and the benefits they offer you.
I hope you find it informative. 

Alexander Schindler
Member of the Board of Managing Directors
Union Asset Management Holding AG
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Introduction

Our experience in capital preservation: We have
been optimising risk budgets for 20 years.
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We work for your investment
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Financial crisis has underlined importance 
of capital preservation strategies

Institutional investors now face a special challenge because risk-
free interest rates are extremely low. However, the financial crisis
has also shown that not everything that was considered risk-free
in the past was actually free of risk. In fact, even markets in secu-
rities deemed to be safe encountered liquidity problems. Although
all institutional investors have the same need to generate a return
in excess of the risk-free interest rate if they are to achieve their
target returns, investments in higher-yielding assets entail a higher
level of risk. 

Risk is always linked to potential losses, which are particularly 
detrimental to long-term performance and deplete an investor's
capital base. This means that disproportionately high gains then
have to be generated from this lower capital base to compensate
for the losses, which requires the investor to accept a commensu-
rately higher level of risk. In most cases, though, risk budgets 
diminish in line with losses, thus further restricting the scope for
incurring risk.

For a long time, this was merely a theoretical notion. In practice,
institutional investors such as pension funds and charitable foun-
dations focused primarily on government bonds, which were 

deemed to be safe and sufficiently high yielding. Consequently,
active capital preservation often seemed unnecessary to investors
for achieving their investment objectives.

The market has now changed and the financial crisis has de-
stroyed much of this certainty, with the risk-free interest rate ef-
fectively becoming a thing of the past. Instead, investment-grade
investments – even in the global context – are increasingly likely
to yield negative returns. Conventional fixed-income investments
are no longer sufficient sources of return.

Diversification into new, higher-risk asset classes has become es-
sential, meaning that suitable protective measures for portfolios
have become equally important. Given that market trends are now
shorter and there is greater volatility and widespread uncertainty
in the markets, new strategies for proactive, dynamic capital pre-
servation are needed in order to make portfolios more robust. The
use of new portfolio-optimisation methods can play a key role 
in this.

New challenges for institutional investors
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3000 BC
The Egyptians hedge the
price of their crops using
options.

1494
Franciscan friar Luca Pacioli
works on quantifying risk.

Um 1795
Johann Carl Friedrich Gauß
develops the Gaussian nor-
mal distribution that has
become the central element
of many risk-management
methods.

1868
In view of low interest rates
and excess capital in the
domestic economy, the
Scots set up the first invest-
ment fund in the lucrative
US market.

Risk management and capital preservation in a historical perspective



1. Risikoprämien werden langfristig verdient, Anlage -
horizonte sind jedoch nicht immer lang

Die Anlagephilosophie von Wertsicherungskonzepten basiert
auf der Überzeugung, dass das Gesetz der Risikoprämie gilt:
risikoreichere Asset-Klassen erbringen langfristig auch einen
höheren Ertrag. Das Problem: die wenigsten institutionellen In-
vestoren können sich einen Anlagehorizont von über einem
Jahr schon allein aus regulatorischen Zwängen auch leisten.
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1982
Fischer Black, André Perold
and Robert Jones develop
the idea of dynamically
hedged portfolios.

1995
Union Investment launches
the IMMUNO capital pre-
servation strategy based on
the investor's maximum 
capacity to assume risk.

2011
Union Investment intro duces
KONVEXO, a further capital
preservation strat egy with
new key determinants for
more flexibility and greater
upside potential.



1. Risk premiums are earned over the long term, but 
investment horizons are not always long

    The investment philosophy behind capital preservation strate-
gies is based on the belief that the law of risk premiums holds
true, i.e. that higher-risk asset classes yield a higher return over
the long term. The problem is that very few institutional inves-
tors have the luxury of an investment horizon of more than one
year, for regulatory reasons if nothing else.
00000000000000000

2. Extreme market conditions occur more frequently 
than you might think

    Investments that are high-yielding in the long term are some -
times subject to severe volatility when viewed over short 
periods. Because financial-market returns do not follow the
standard normal distribution curve, wild gyrations known as 
fat tails occur much 'too often'. Therefore, a needs-based 
investment strategy has to mitigate short-term risks without 
relinquishing the risk premiums that can be generated over 
the long term.

Investment philosophy and beliefs
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Extreme market conditions (fat-tailed distributions) occur more frequently than
you might think

* Based on daily data for the period January 1994 to December 2001. Last updated January 2014.

Extreme market conditions (fat-tailed distributions)
occur more frequently than you might think

Normal distribution
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• The law of risk premiums holds true (over the long term!)

• Investment horizons are not always long.

• Realised losses are more painful than opportunity costs.

• Forecasts are fraught with uncertainty.

• Extreme market conditions occur more frequently than you might think.

• Capital preservation pays off.

2. Invest 
    asymmetrically

1. Be invested

Key findings from practical experience in the capital markets



3. Forecasts are fraught with uncertainty

    Forecasting errors are a fact of life. However carefully they may
have been drawn up, forecasts for both bonds and equities are
always fraught with the potential for errors. In Union Invest-
ment's investment process, risk management therefore takes
priority over forecasts.
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DAX performance and forecasts

2001     2002      2003      2004      2005      2006      2007      2008      2009      2010      2011       2012     2013      2014      2015

13.000

Last updated: 30 December 2014
Sources: Datastream, Handelsblatt newspaper 

The figures 9,500 and 13,000 represent the minimum and maximum values predicted at the beginning of each year. The figure 10,700 represents the average of the total 
forecasts for the year. The question mark symbolises the question 'What is actually going to happen?"
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4. Realised losses are more painful than opportunity costs
    
    Our capital preservation strategies aim to contain losses while
maintaining the potential for gains. Their payoff profile is there-
fore asymmetric. Whereas a plain-vanilla investment in a secu-
rity (buy-and-hold strategy) has a symmetrical risk/return
profile in which a good investment decision produces a gain
but a poor one incurs a loss, Union Investment deploys its capi-
tal preservation strategies so that no further losses are permit-
ted beyond a predefined level. This is because realised losses
are more painful than opportunity costs.

5. Capital preservation pays off

    The avoidance of losses preserves an investor's capital base. 
In the particular context of low capital-market returns with per-
sistently sharp price falls, the time horizon for recouping the
losses relating to any single year of negative trading increases
exponentially. As a result, capital preservation becomes a key
future criterion for achieving the goal of outperformance. This
type of strategy has also proved extremely beneficial for inves-
tors who place great value on avoiding losses beyond a defi-
ned threshold. 
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Recouping substantial price falls is a laborious process
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We are convinced that markets are not completely information-
efficient. Fundamental research and active portfolio management
are the only means of profitably exploiting inefficiencies/ They 
provide investors with the opportunity to participate in the upside
potential offered by a large number of asset classes while simul -
taneously setting a minimum capital value to contain risk. 

Integrated risk management – at all levels of the investment pro-
cess – is indispensable for successfully managing the asymmetric
profile of a dynamic capital-preservation mandate.



Our capital preservation strategies at a glance

We regard dynamic strategies with a wide variation in their level
of hedging as asymmetric mandates. In our active capital preser-
vation strategies, compliance with an agreed minimum value is a
top priority ahead of the long-term generation of risk premiums.

Classic allocation model

Asymmetric capital preservation strategies in which portfolios 
are managed dynamically, do more than successfully prevent 
losses beyond a defined limit. Unlike static strategies, they also
take account of upside potential in the markets. This is achieved
by continuously switching between low-risk and higher-risk assets
depending on the market situation and our assessment of the risk.

The first step is to compare an investor's capacity to assume risk
with the required return. Depending on the outcome, the portfolio
manager then determines the risk budget that is available and 
develops the strategic portfolio alignment. The classic allocation
model devised by Harry M Markowitz is generally used. With the
aid of forecasts for return, volatility and correlation, the portfolio
manager aligns the portfolios with the efficient frontier. The result
is an optimal strategic asset allocation providing the maximum 
return for any given level of risk.

The classic Markowitz model was predominant for a long time, 
despite the risks it entails. Past performance is not always appro-
priate for forecasting future performance, and even minor devia -
tions between predicted returns and actual earnings result in sub -
stantial changes in the 'optimum' allocation. Furthermore, the
predicted returns that are used have a substantial effect on the 
resulting allocation.

Risk-based allocation models

In order to avoid risks of this type, risk-based allocation methods
can be used instead of the classic allocation model. Risk-based
asset-allocation models such as the risk-parity approach (equal
risk contribution) introduce dynamic asset allocation that aims to
distribute risk equally across all asset classes. Such strategies are
based on assumed volatility and correlations that enable them to
be continuously adapted to changing market structures.

Because it does not require any forecast returns, the risk-parity
approach is less dependent on unreliable earnings estimates. In -
stead, more consistent inputs are incorporated into the portfolio
structure. However, the optimum portfolio structure under this 
approach also has drawbacks, such as its focus on fixed-income
investments and scaling the risk-parity portfolio to the desired
level of risk, which may require a leverage strategy that is difficult
for many institutional investor groups to implement.

Our capital preservation strategies

11

Absolute
return

Relative
return

Symmetric
strategies

Static

Asymmetric
strategies

Dynamic

Dynamic asymmetric capital preservation strategies make it 
possible to:

• succeed in preventing losses beyond a defined limit, and

• exploit upside potential in the markets by continuously swit-
ching between low-risk and higher-risk assets.

IMMUNO KONVEXO



The best of both worlds

Union Investment combines risk-based asset allocation with pre-
diction-based asset allocation by adding risk-parity methodology
to the classic Markowitz model. This enables the number of fore-
casting errors to be significantly reduced, and also generates a
more broadly diversified portfolio with truly robust structures that
incorporates all available asset classes.
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Markowitz

+ Established optimisation method
+ Active medium-term forecasts can be integrated
─ Forecasting errors significantly influence
─ Portfolio focuses on least volatile assets

Risk parity (contribution)

+ Risk parity (contribution)
Reduction in input sensitivity as no return forecasts 
are required

+ Diversified asset structures
─ Focus on bonds: underperforms when fixed-income/equity

markets are rising
─ Leverage of risk-parity structure to desired risk level 

often required

• Integration of medium-term 
capital-market forecasts

• Construction of robust, 
diversified portfolios

Union Risk
Contribution

(URC)



Our capital preservation strategies make it possible to capture and
implement individual investment objectives in full. The aim is to
generate medium-term returns that are superior to those earned
on risk-free investments, known as risk premiums, while keeping
risk to a minimum. When markets are both falling and rising, the
asymmetric risk/reward profile achieved by means of capital pre-
servation strategies helps to create greater added value than the
symmetrical profit-and-loss profile of conventional investments.

Portfolio construction as part of the investment process under our
capital preservation strategies is divided into a strategic level and
a tactical level. 

The investment process
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Potential 
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Symmetric

IMMUNO capital preservation startegy

Floor

Conventional 
Investment

Gain/
Loss

Asymmetry limits downside risk

In the chart, the yellow line symbolises a symmetrical relationship between upside potential and downside risk, while the dark blue line illustrates
the principle of asymmetry in which the downside risk is limited.

• Medium-term risk premiums
• Individual risk/return profile
• General individual parameters
• Robust portfolios

• Active market view
• Current risk parameters

• Continuous performance and risk
monitoring

• Incorporates current capital-
market inputs

Strategic portfolio alignment

Strategic portfolio alignment

Tactical portfolio alignment

Aktive allocation

Dynamic portfolio alignment

Portfolio analysis

Integrated risk management

Portfolio adjustment
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The first step in our investment process is to establish the stra -
tegic outline data for the portfolio by specifying medium-term risk
premiums, individual risk/reward profiles and general individual
parameters. The underlying strategic allocation is then developed
in accordance with these requirements.

This is followed by the tactical stage of the process, that can be 
illustrated as an integrated cycle of return considerations ('What
do I want to achieve?') and risk considerations ('What can I afford
to achieve?). Based on our ongoing view of the market, the core

strategic allocation is continuously converted into an active allo -
cation with the corresponding displacements. This integration of
an active assessment at both asset-class and asset level is a con -
tinuous element of portfolio management and a fundamental
factor in  an environment of increasingly distorted market prices
('political risk premium').
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The mantra accompanying our capital preservation strategies has always been:
'What happens if I am wrong?' From the outset, our priority has been to
structure our portfolios in such a way that they would not be hit by unsustain -
able losses even if all of our assumptions regarding return, risk and correlations
in the financial markets turned out to be incorrect. The sharp fluctuations during
the financial crisis have made this consideration more relevant than ever.

Thomas Bossert,
Member of the Board of Managing Directors of Union Investment Institutional GmbH



Step 1 – Computation of individual specifications from
which the core strategic allocation is derived

At the beginning of the investment process we record the client's
requirements and check that they are consistent and achievable.

The investor defines the key data needed for the calculation,
which usually includes the following specifications:

• minimum value,

• capital-preservation period,

• medium-term target rate of return,

• capital-preservation level (e.g. confidence level, 
key VaR figures) and/or

• investment restrictions.

We focus on reviewing the required return (medium-term target
rate of return) in relation to the investment universe and minimum
capital value (size of cover pool for potential losses). This key data
forms the framework from which the strategic core portfolio is
then derived.

The ultimate aim when constructing the strategic core portfolios 
is to achieve the desired minimum return by generating long-term
risk premiums. In the first instance, we use classic Markowitz opti-
misation based on our internal estimated returns for the individual
asset classes. Due to the failings mentioned above, we convert the
Markowitz portfolio into a strategic portfolio structure based on
risk-parity considerations. The portfolio has almost identical ex-
pected returns for the same level of risk but is more broadly diver-
sified. This procedure is our proprietary Union Risk Contribution
(URC) approach.

Because the portfolio created in this way is more broadly diver -
sified across a number of asset classes, it responds and behaves
more robustly – particularly in stress situations or during market
turmoil.

Strategic portfolio construction
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Step 2 – Conversion into active allocation

The conversion of the strategic portfolio alignment into active
asset allocation is key to the management of capital-preservation
mandates. The integration of current, implied expected returns and
stress tests formulated in different ways results in deviations from
the medium-term strategic core allocation, some of them signifi-
cant, making utilisation of the risk budget much more flexible.

The implied expected returns are determined in advance with the
aid of Union Investment Committee (UIC) assessments. The UIC
consists of the head of portfolio management and the heads of
the individual portfolio management departments. This high-level
committee meets monthly and also on an ad-hoc basis in order to
evaluate all market views and investment ideas from all areas of
portfolio management. The resulting assessments of the individual
asset classes within the UIC strategy are used as a guide on which
the implied expected returns are based.

This provides us with a robust portfolio that deploys the risk 
budget in line with our active asset allocation where we see the
greatest upside potential at any given time.

Step 3 – Dynamic portfolio management in practice

In dynamic portfolio management, portfolio analysis and portfolio
adjustment are continuous processes supported by our integrated
approach to risk management, with the result that risk budgets
are constantly refreshed and their utilisation is constantly moni -
tored.

The key parameters and, consequently, the overall structure based
on recommendations from portfolio management are scrutinised
on a daily basis. The construction and adjustment of the portfolio
within the calculated risk budget is undertaken by the portfolio
manager who uses various procedures to constantly monitor its
performance and the utilisation of the risk budget on a real-time
basis. 

This enables risks that may have an adverse effect on the perfor-
mance of the portfolio to be identified at an early stage. By com-
paring the current risk budget with the current level of risk in the
portfolio at any time we are able to take any action needed to 
mitigate risk in good time. For this purpose, the specified mini-
mum capital value based on the discounted floor is calculated
every day. This risk budget is compared with the value at risk
(VaR) for the portfolio calculated at a defined confidence level,
which determines the extent to which the risk budget has been
utilised.

Apart from using various VaR approaches to calculate the port -
folio's risk, we stress-test the portfolio by subjecting it to a range
of extreme scenarios and factor the results of these tests into our
risk assessment. In doing so, we take account of the assumptions
and constraints inherent in the use of the various VaR models.
Combining this control process with our constant price updates
means that all the key risk indicators can be computed during the
trading day, which ensures that we are able to react quickly 
during periods of high volatility.

Tactical portfolio construction
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When the strategic allocation has been determined, tactical portfolio alignment is carried out. This includes active prediction-based and
risk-based management of the portfolio, which enables it to respond rapidly to changes in the capital markets at all times – irrespective
of underlying strategic considerations.



Our IMMUNO and KONVEXO capital preservation strategies 
are based on the same investment process, but their various 
key determinants differ in focus.

Union Investment's IMMUNO concept is a dynamic, actively 
managed capital preservation strategy. This approach enables 
investors to limit the risks inherent in their capital market invest-
ments by specifying a minimum capital value. At the same time,
however, the strategy allows them to benefit from the upside 
potential of a wide range of asset classes. 

This active management style, that does not focus on purely 
quantitative mechanisms, differentiates the IMMUNO investment
process from purely mechanistic strategies such as constant 

proportion portfolio insurance (CPPI). Unlike the mechanistic 
process of CPPI strategies, the active management process within
the framework of the IMMUNO strategy enables the portfolio 
managers to respond rapidly to changes in the capital-market 
environment in line with their assessment of the market.

The IMMUNO concept has already demonstrated its particular 
resilience in the face of crises and extreme market conditions that
have occurred in the past. Even in 2008, the year of the global 
financial crisis, all IMMUNO portfolios maintained their minimum
capital values. 

IMMUNO and KONVEXO
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Minimum value

• Capital preservation

• Maximum loss on minimum return

• Flexibility over time possible: 
highest-value guarantee etc.

Capital preservation horizon

• From six months to 15 years

• Revolving option also possible

Investment universe

• Broad, global asset allocation inclu-
ding alternative investments possible

• Customised restrictions possible

• Where applicable, risk premiums on
liquid asset classes

Confidence level

• Flexible confidence level

• Increasing likelihood of higher
returns

• Distribution of opportunities and
risks remains asymmetric

Strategic weightings

• Retention of minimum
weightings for selected risk
drivers 

• Upside potential created by 
efficient use of risk budget

Anticyclicality

• Dynamic handling of risk budget

• Only when strategic signals are 
positive

• Anticyclical (re-)establishment of 
exposures

KONVEXO

IMMUNO

Numerous key determinants are available for customised strategies:



The basic features of KONVEXO are the same as those of the 
IMMUNO strategy. It is ideal for institutional investors who are
looking to prevent losses but do not necessarily need to set a
fixed minimum capital value when doing so. If, for example, 
hedging is reduced from 99.995 per cent of the confidence level
to 99.0 per cent, the weighting of equities in the portfolio can 
be increased by 15 per cent, thereby raising the potential returns
available compared with rigid capital preservation strategies.

The specification of minimum weightings for attractive asset clas-
ses also frees up a portion of the risk budget while at the same
time increasing the upside potential. In the past, the markets for
covered bonds (pfandbriefs) have been characterised by fairly high
bid/offer spreads, heightened spread volatility and limited liquidity. 

Nonetheless, covered bonds are a particularly important asset
class for institutional investors as they are frequently buy-and-
hold assets. Finally, integrating anticyclicality (e.g. more flexible
minimum values in certain situations) enables better exploitation
of market opportunities. This allows risk assets to be more heavily
weighted when tactical 'buy' signals have been sent. 

In addition to the familiar IMMUNO key determinants, these three
key determinants can be combined at will under the KONVEXO
strategy, which means that KONVEXO offers much greater flexi -
bility in terms of its ability to adapt to individual needs.
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Flexibility in level of hedging
Dynamic

Flexibility in asset classes
Efficient

Flexibility in capital preservation limit 
Anticyclical

Flexible risk
management increases

upside potential

Increase the portfolio's upside potential by reducing hedging

Loss Gain
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ty

Illustrative Example only

99.995%
• Same risk budget
• Higher equity weighting
• Greater upside potential

Level of hedging reduced by lowering
confidence level

Portfolio
structure

Wertunter-
grenze 97% 97% 97%

Volatility 3.3% 5.5% 7.5%

Confidence 99.995% 99.0% 95.0%

99.0%

95.0%

15% 30% 50%

50%85% 70%

•Bonds    •Equities/Commodities

97%               97%            97%Floor

Addition of key determinants for active risk diversification: KONVEXO



Our capital preservation strategies can be implemented in a wide
range of formats, for conventional segregated funds as well as for
a variety of retail funds in a range of versions and for different
asset classes, including overlay management. 

• Segregated funds

• Institutional funds

• Balancing IMMUNO as a risk-overlay strategy

• Institutional asset management and advisory

• Mutual funds

The format that can be customised the most closely to investors'
individual preferences is segregated funds. Clients benefit from
the full flexibility of the strategy and can specify their own mini-
mum return, the minimum value and the investment universe.
Portfolio management can also be tailored to a specific liability
structure.

For smaller mandates we offer institutional funds of various types,
which all feature an attractive risk/return profile.

The investor's individual needs will determine which is the most
appropriate format in each case. 

The wide range of formats for our capital preservation 
strategies makes everything possible
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The task of institutional investors has always been to exploit up-
side potential, generate returns and largely avoid losses, which
becomes a daily challenge for all asset managers in periods of 
low returns and tough market phases. Robust capital preservation
portfolios can offer substantial added value. Since introducing
them in 1995, Union Investment has continuously developed
them in line with customer needs. Our capital preservation strat -
egies can be tailored to each investor's individual capacity to 
assume risk and managed accordingly.

Risk-based asset allocation methods enable investors to become
less reliant on unreliable return forecasts and to generate broadly
diversified risk premiums. Ideally, these techniques should be com-
bined with active management based on forecasts, which makes 
it possible to use two independent asset-allocation methods with
twice as much potential for diversification and superior returns. 
As a result, every investor can invest in virtually every asset class –
a crucial criterion in the current low-interest-rate environment.

Our capital preservation strategies are particularly suitable for 
institutional investors who are

• subject to strict risk-management requirements

• looking for opportunity-oriented assets with limited downside
risk 

• looking for an asymmetric vehicle for broad-based asset 
allocation

• seeking a diversified absolute-return component for their 
portfolio.

In summary, our strategies meet your needs
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"The basic motivation for capital preservation strategies is always the fact that avoiding losses also
avoids the subsequent, laborious recovery process with its high level of risk. This concept remains
persuasive and is the precise starting point for our strategies."

Thomas Bossert,
Member of the Board of Managing Directors of Union Investment Institutional GmbH
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Contact

Union Investment Institutional GmbH
Weissfrauenstrasse 7
60311 Frankfurt, Germany

Fon: +49 (0)69 2567–7652
Fax:  +49 (0)69 2567–1616

www.union-investment.com

Last revised: October 2015

Disclaimer

The capital preservation strategies, investment processes
and funds mentioned in this document are intended for
professional clients only as defined in section 31a, 2 of 
the German Securities Trading Act (WpHG). For extensive
product-specific information on aspects such as the funds'
investment objectives, basic investment principles/ invest -
ment strategy, risk profile and the opportunities and risks
they present, please refer to the latest sales prospectus,
the relevant investment terms and conditions, and the
annual and half-yearly reports that can be obtained, free
of charge, from Union Investment Institutional GmbH.
These documents constitute the sole binding basis for the
purchase. Details of funds' performance and the classifi -
cation of Union Investment funds and other products in

the form of risk categories or colour schemes are based on
past performance and/or volatility. Consequently, this
information gives no indi - cation of future performance.
The content of this marke ting material does not constitute
a recommendation to take a specific course of action; it is
not a substitute for personal investment advice or for
expert personal tax advice. Although Union Investment
Institutional GmbH has compiled and produced this
document with due care and attention, we accept no
liability for the information therein being up to date,
accurate or complete.

All information, illustrations and explanations are
presented as at October 21 2015 unless stated otherwise.


