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Stocks have undeniably been the best performing traditional asset class over the past decades 
in terms of absolute returns. However, the ride has not necessarily been a smooth one. Financial 
markets are unpredictable and market participants have experienced bumps along the road.

As large drawdowns at any point in an investor’s life may 
have long lasting consequences, investors seeking peace of 
mind have resorted to various risk management strategies 
to enhance capital preservation and protect against large 
negative returns. While there are several methods to protect 
one’s portfolio – each with their own benefits and limitations 
– Fiera Capital’s Systematic Investment Strategies (SIS) team 
has developed and deployed advanced Risk Management 
Overlay (RMO) strategies to limit drawdowns, thus helping 
to protect investor capital. 

In this paper, we discuss how an RMO strategy built  
on proven mathematical principles and deep financial 
research is different from common downside protection 
techniques, namely tactical cash allocation and options-
based approaches.

Three Requirements for Success
There are three critical attributes that characterize effective 
defensive strategies in a portfolio:

Speed
Effective defensive strategies must adapt promptly to the 
rapidly-changing environment. In a more globalized economy, 
news from around the world impacts markets swiftly and 
materially, making drawdowns even more frequent, more 
abrupt, and less predictable – the S&P 500 has suffered more 
daily drops of 3% or more over the past 15 years than it had 
in the preceding 50 years. Thus, the speed at which investors 
alter their portfolio’s market exposure is vital to the measured 
efficiency of a portfolio risk management technique.
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S&P 500 daily decreases of 3% or more 

Systematicity
Irrational decisions are often at the core of investors’ inability 
to attain their long-term financial objectives. Case in point, 
the average equity investor underperformed the S&P 500 by 
more than 5% in 2018 due to poor market timing decisions1.  
Thus, beyond speed, defensive strategies must operate 
systematically to remove human emotional interference in the 
investment process.

Cost Efficiency
The strategy must also be the most cost effective possible. 
There will always be either direct or indirect costs involved to 
the deployment of a defensive strategy, but there’s no point 
in protecting a portfolio if the costs of the selected defensive 
approach exceed its purported benefits.  

With these critical success factors in mind, what are the 
common risk management techniques being deployed today 
and how do they measure on each of these criteria?

Tactical Cash Allocation
The most widely utilized approach is tactical cash allocation, in 
which investors attempt to time their move to cash or safer assets 
right before a market drop, and subsequently time an increase of 
their exposure to riskier assets immediately after a market trough. 
Importantly, there are a number of drawbacks to this approach. 
For example, the cash drag caused by fruitless market timing 
decisions can be damaging, especially in the current low yield 
environment. Moreover, rapid selling of less liquid asset classes 
such as small cap stocks or real assets can be very costly.  
However, the primary obstacle facing those who employ 

tactical cash allocation is that its success relies heavily on the 
investor’s ability to call market peaks and troughs. Research has 
demonstrated time and again that investors – both professionals 
and individuals – tend to miss out on the targeted protection 
benefits with this strategy. For example, Sharpe (1975) found 
that investors would need to be right, on average, nearly 75% of 
the time to outperform the market2 , which is incredibly difficult 
to achieve. Moreover, a number of psychological investment 
biases further diminishes the odds of making correct decisions 
consistently, confirming the importance of systematic processes. 

In short, low cash yields, asset liquidity, and a very small 
market timing margin of error render this strategy ineffective. 

THREE BIASES AFFECTING INVESTOR BEHAVIOUR

LOSS 
AVERSION
BIAS

Result: hold too much cash for too long
Loss aversion is the fact that people hate 
losses more than they like gains. In other 
words, investors might be more willing to 
go cash heavy (in order to avoid losses) than 
what would be the rational cash allocation. 

GAMBLER’S 
FALLACY BIAS

Result: hold too much cash too soon
The belief that past events determine future 
ones. For example, investors will bet that a 
given streak – like the last 10 years of a bull 
market – will end and beget a downturn in 
the market.

REGRET 
AVERSION 
BIAS

Result: fall behind the curve 
Investors can’t stand being wrong or having 
regrets. Thus, they will more likely engage 
in the same behaviour – eg buying or selling 
– as the market in general. This may cause 
investors to sell too late in down markets 
and not participate in the initial recovery 
after a sharp market drop. 

1 Quantitative Analysis of Investor Behavior, DALBAR, March 25, 2019, Press Release.
2 Sharpe, W. (1975). Likely Gains from Market Timing. Financial Analysts Journal, 31(2), 60-69. Retrieved from http://www.jstor.org/stable/4477805

Source: Fiera Capital via Bloomberg, as of September 30, 2019. S&P 500 price return index
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Options-Based Approaches
Slightly more complex but still widely popular is the use of 
insurance as a defensive strategy, more specifically put options 
strategies. Put options are particularly effective in limiting 
sudden and significant portfolio drawdowns (i.e. gap risk). 
However, the approach must be calculated and opportunistic 
as options pricing spikes can render it materially destructive 
in volatile markets characterized by market reversals. Since 
option prices are directly linked to market volatility, they are 
not effective in all market regimes. In turbulent markets, for 
example, demand for hedging products soars and put options 
become very expensive – in essence, buying puts after a spike in 
market volatility is tantamount to purchasing home insurance 
when your house has already caught fire. 

The impact of market volatility on option pricing becomes 
particularly important when put options expire and need to be 
rolled. If this occurs during a market volatility event, investors 
are forced to buy new, exceedingly expensive options contracts, 
resulting in material portfolio costs, especially if the volatility 
eventually subsides. 

Astute portfolio managers often seek to mitigate the cost of 
put options when their premiums surge by selling call options 
(i.e. a collar). However, this introduces an opportunity cost 
since the portfolio is now capped on the upside; essentially, the 
investor would be paying a portfolio manager to perform deep 
fundamental analysis and select the best companies that will 
outperform over time while also limiting potential gains on those 
very same investments through the sale of call options.  
Thus, while options-based approaches can be beneficial in certain 

circumstances, their cost inefficiencies tend to make them a less-
than-ideal solution for investors seeking protection at low cost.

Fiera Capital’s Risk Management  
Overlay Strategy
The Risk Management Overlay (RMO) strategy developed 
by Fiera’s Systematic Investment Strategies team employs 
advanced forecasting techniques to identify and validate the 
on-going volatility regime and market risk conditions. Applied 
as an equity portfolio overlay, the RMO operates independently 
of the underlying stock portfolio. It primarily sells index futures 
to calibrate the required protection (i.e. the hedge ratio) to a 
level that adequately protects the portfolio in the prevailing and 
forecasted volatility regime.

How does the RMO predict and profit from volatility? The 
aforementioned behavioral biases often lead to waves of panic 
selling as investors exit their positions to prevent further losses, 
or mass buying in times of market euphoria as investors fear 
missing out. These patterns can last for days or even weeks, 
leading to observable trends within volatility. Specifically, we 
find that the greatest predictor of volatility on any given day is 
the previous day’s volatility. In other words, we can use today’s 
volatility level to forecast and profit from tomorrow’s volatility 
level. Essentially, as volatility increases, in order to limit potential 
losses, market exposure (i.e. beta) is reduced by short selling 
index futures or, less often, by buying index put options. When 
volatility returns to a normal state, the futures and/or options 
positions are reduced or even eliminated, thereby increasing 
market exposure so the portfolio can participate in gains.

Payoff of an Options Strategy Using Puts and Calls

Source: Fiera Capital, for illustration purposes only
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Although there will inevitably be days on which equity 
markets may have positive returns along with high volatility 
– which would be detrimental for an RMO strategy – history 
demonstrates that over time, higher volatility is more often 
accompanied by a decline in equities. Since 1999, the S&P 
500 has returned -0.68%, on average, on days of very high 
volatility, and average gains of 0.25% on low volatility days. 
The RMO leverages this pattern and aims to provide investors 
with smoother, superior long-term returns by hedging equity 
portfolios against volatility events. 

 Importantly, the RMO does not intervene in the underlying 
security selection, or the Portfolio Manager’s alpha generation 
capabilities, allowing investors to remain fully invested 
throughout the economic cycle. For instance, a portfolio 
that returns -0.8% on a day on which the S&P 500 returns 
-1% would have benefited from 0.2% of alpha generated 
through astute security selection. An RMO which was hedging, 
for example, 30% of the portfolio on that day, would have 
added 0.3% to the return. Effectively, the portfolio return 
would have been -0.5% (i.e. market return + alpha of security 
selection + alpha of RMO), resulting in a mere downside 
capture ratio of 50%.  

Admittedly, on an equivalent positive day on which the S&P 
500 returns 1% and the portfolio generates the same alpha 
of 0.2%, an RMO hedging 30% of the portfolio would have 
detracted 0.3% of value. In that case, the portfolio return 
would have been 0.9%, still representing a noteworthy upside 
capture ratio of 90%. 

Returning to the initial evaluation criteria, is the RMO an 
effective defensive strategy? 

Speed
Using state of the art algorithms to determine the appropriate 
hedge ratio, the RMO gathers thousands of intra-day data 
points – S&P 500 1-minute tick data, for example – that allow 
the model to evaluate and anticipate the rapidly changing 
dynamic of volatility. The model is constantly analysing its 
inputs and adjusts the portfolio’s market exposure within 
seconds for optimal positioning. The exposure can vary by as 
much as 50% in a very short period of time.
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 A highly volatile month of February 2018 provides an  
ideal example. Early in the month, markets were sharply down 
across the board with large intraday swings – the VIX index reached 
levels not seen in almost three years at the time. But just a few days 
later, volatility had returned near its long-term level and markets 
quickly recovered. The previous chart shows how quick the Fiera 
Defensive Global Equity Strategy’s RMO was to react during this 
period, decreasing its exposure as markets fell with high volatility. 
The result was an outperformance of its benchmark by 1.52%.

Systematicity
From data harvesting to the investment decision, every  
step of the investment process relies solely on the algorithms 
and codes thoroughly developed by Fiera’s experienced financial 
engineers and data scientists. The RMO does not need, under 
any circumstances, human intervention – and the emotional 
biases that come with it – to determine the ideal hedge ratio.

Cost Efficiency
The RMO minimizes direct hedging costs as it uses mainly index 
futures to hedge the equity portfolio against market downturns. 
Index futures have low transaction fees and their cost is not 
correlated with market volatility like option premiums are. 
Nevertheless, the RMO does utilize put options occasionally if 
and only if the model determines the price is worth it. Buying 
put options within the RMO approach protects the portfolio 
specifically against unexpected tail-risk events which have a 
small probability of occurring but have major consequences 
and send shock waves through financial markets. Moreover, the 
RMO does not impact the value added coming from active stock 
selection, as is the case with option strategies using covered 
calls; thus, there are minimal indirect costs. 

The cost efficiency of the RMO, which is the result of both 
low direct and indirect costs, helps compound superior returns 
over time. The chart below, though created through a back-test, 
uses the Fiera U.S. equity strategy as the underlying portfolio. 
The chart demonstrates how the defensive strategy would have 
outperformed the S&P 500, providing important downside 
protection while capturing nearly 100% of the upside.

Source: Backtested returns of Fiera Capital US Equity Strategy representative account +  the Risk Management Overlay data via Fiera Capital; S&P 500, Total return index, based on actual 
index performance from Jan. 2007 to Jun. 2019. Please see important disclosures regarding hypothetical returns at the end of this document  
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Bottom Line:  
Seek Effective Defence Against Volatility
New realities in equity markets, including more frequent and 
severe corrections, require more advanced management 
techniques to help protect portfolios. There is no one perfect 
solution to provide downside protection, as there will always be 
either direct or indirect costs involved. The use of tactical cash 
allocation or options-based strategies certainly can provide 
some benefits, but history has proven that they do not fulfill 
all the requirements of an effective defence against volatility. 
The Fiera Capital Risk Management Overlay, however, is at the 
cutting edge of financial innovation. It leverages state of the 
art techniques to evaluate and anticipate volatility. Operating 
quickly, systematically, and at a minimal cost, the RMO helps 
limit losses while allowing the investor to fully participate 
in market gains. In short, Fiera’s RMO puts portfolios at the 
forefront of financial risk management thereby helping  
investors navigate the market cycle while staying invested.

IMPORTANT DISCLOSURES
This document may contain certain forward-looking statements. In some cases, forward-looking statements can be identified by terminology such as “may”, “will”, 
“should”, “expect”, “plan”, “anticipate”, “believe”, “potential”, “continue”, “target” or the negative of these terms, or other comparable terminology. By their very nature, 
forward-looking statements involve inherent risks and uncertainties, both general and specific, and a number of factors could cause actual events or results to differ 
materially from the results discussed in the forward-looking statements. In evaluating these statements, readers should specifically consider various factors that may 
cause actual results to differ materially from any forward-looking statement. This document is intended only to provide general information and is not intended to be 
and should not be construed or relied upon as legal or other professional advice. Fiera Capital Corporation assumes no liability by providing this guidance to its clients 
or any other person or entity. The information provided herein may or may not apply in any particular situation. Users should carefully review the guidance included 
here to determine applicability. The information and opinions herein are provided for informational purposes only and are subject to change. The information provided 
herein does not constitute investment advice and it should not be relied on as such. It should not be considered a solicitation to buy or an offer to sell a security. 
Views expressed regarding a particular company, security, industry or market sector should not be considered an indication of trading intent of any funds managed 
by Fiera Capital Corporation. Performance figures pertaining to composites are aggregations of the performance of one or more client portfolios or pooled funds that 
represent similar investment strategies. Further information on the investment strategy of composites and pooled funds managed by Fiera Capital Corporation or its 
affiliates can be found at www.fieracapital.com. All performance data is time weighted and assumes reinvestment of all distributions or dividends and does not take into 
account other charges or income taxes payable that would have reduced returns. Valuations and returns are computed and stated in Canadian dollars, unless otherwise 
noted. Past performance is no guarantee of future results and other calculation methods may produce different results. Individual account or fund performance will vary. 
Unless otherwise noted, index returns are presented as total returns, which reflect both price performance and income from dividend payments, if any, but do not reflect 
fees, brokerage commissions or other expenses of investing. The index comparisons in this presentation are provided for informational purposes only and should not be 
used as the basis for making an investment decision. Furthermore, the performance of the composite and the index may not be comparable. There may be significant 
differences between a composite and the indices referenced, including, but not limited to, risk profile, liquidity, volatility and asset composition. Information pertaining 
to Fiera Capital pooled funds is not to be construed as a public offering of securities in any jurisdictions of Canada or otherwise. The offering of units of Fiera Capital 
pooled funds is made pursuant to the funds’ trust agreement and only to those investors in jurisdictions of Canada who meet certain eligibility or minimum purchase 
requirements. Important information about Fiera Capital pooled funds, including a statement of the fund’s investment objective, is contained in their trust agreement, 
a copy of which may be obtained from Fiera Capital Corporation. Unit values and investment returns will fluctuate. Please read the trust agreement of the pooled funds 
before investing. Pooled funds are not guaranteed, their values change frequently, and past performance may not be repeated.
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