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Absolute return: 
Seeking positive returns independent  
of the market direction

• Absolute-return concepts aim to produce positive returns  
regardless of the underlying market condition. They can invest in  
a variety of asset classes and include e.g. long/short equity and  
global macro strategies.

• Long/short equity strategies, including market-neutral and relative-
value strategies, use valuation differences between related capital 
investments. 

• Within the long/short equity strategy, equities are purchased when 
their prices are expected to rise, and those whose prices are predicted 
to fall are sold.

• Global macro strategies focus on particular macroeconomic 
developments and try to profit from them when the prices of  
certain securities rise or fall.
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Absolute-return concepts target a return independent of broad equity market trends and  
can use market-neutral strategies to achieve this objective. Market-neutral strategies can be a 
component of absolute-return portfolios that try to combine different investments with a positive, 
negative or neutral market correlation. For example, some investments are neutral in relation  
to equity market performance as reflected, for example, by the Euro Stoxx 50; others add to 
performance when equity markets rise (risk-on), and yet others profit especially when equity 
markets decline (risk-off). 
 
In the past, investors and the media have often associated absolute-return concepts, especially 
market-neutral strategies, with consistently positive returns over all time periods. However, this  
is an unrealisable aspiration because even market-neutral strategies are subject to volatility –  
and can also fail or generate temporary losses, just like traditional investments in a portfolio of 
equities and bonds, for example. The gains and losses from these strategies are simply influenced 
by other factors and are therefore typically not positively correlated with traditional investments. 
 
The toolbox of absolute-return strategies stems from the world of hedge funds, which – as 
unregulated products – have generated many complex and innovative investment strategies. 
However, market-neutral strategies have also long been used successfully by mutual funds  
in strictly regulated conditions. Multi-asset funds, in particular, are making increasing use of 
market-neutral strategies in their mix of asset classes as they offer greater opportunities for 
diversification. In this way, multi-asset products aim to better achieve their objectives for 
investors, even in times when traditional asset class allocations are dominated by equity risk  
with its typically high volatility, which bonds can hardly offset due to their low yields. 
 
Absolute-return concepts become relevant particularly in sustained periods of low interest rates.  
In such an environment, investors who typically invest in bonds when interest rates are higher 
increasingly look for alternatives. Absolute-return concepts with a specific focus on low volatility 
can offer investment opportunities aiming to fulfil many of these investors’ requirements.  
 

500,000 euros for retirement, 40,000 euros for the children’s education 
– investors often have a very specific objective in mind when they invest 
capital. As a result, they are primarily interested in the absolute returns 
their investment is generating and less in relative information such as 
“outperformance of equity markets.” More than anything, investors want  
to be able to plan ahead. This is where absolute-return concepts come in. 
Their objective is to achieve steady capital growth in every possible market 
phase – with the lowest volatility possible. In order to achieve that, these 
concepts also employ market-neutral investment strategies – such as 
relative-value, long/short equity and global macro strategies. In this paper, 
you will learn how they work. 

Market-neutral 
strategies: Decouple 
from market risk

Figure 1: Market-neutral strategies 
Focus on specific investment risks: Basis for greater investment flexibility

Source: Invesco. Simplified schematic representation for illustrative purposes.
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Market-neutral strategies score points by decoupling from market risk and can help provide 
absolute-return concepts with lower volatility than pure equity investments offer, for example. 
Their benefits for investors therefore become clear especially at times of high market volatility. 
However, complete independence from the market is, in practical terms, difficult to achieve. 
Market-neutral strategies also often generate lower returns than pure equity or bond investments 
during bull markets. 

There are many types of market-neutral investing. Among the classics is the relative-value 
strategy. Its basic idea: If overvalued and undervalued securities can be found in the same 
market, an investment strategy can be implemented in which the market’s development is 
“cancelled out.” Theoretically, the amount of overvalued securities that are sold just has to be 
the same as the amount of undervalued securities that are bought. The practical challenge is 
naturally to find out exactly which securities those are, and when the markets will again 
balance out the temporary valuation differences.  
 

Relative value:  
Focus on the spread

Insight

Market-neutral strategies
There are a whole series of different market-neutral strategies. They are generally implemented 
through a combination of long and short investments as well as derivatives. In order to identify 
overvalued or undervalued investments, either a fundamental approach is chosen with funda- 
mental analysis of the relevant company, country, currency etc., or a quantitative approach  
in which the decision is made on the basis of computerised algorithms. However, a typical 
commonality is that specific risks – not general market risks – are used as a source of return.
Market-neutral strategies can therefore benefit (not guaranteed) from rising or falling prices in 
one or several markets – regardless of the general market risk. The ideal case is a correlation of 
zero to the general market, which can’t really be achieved because of constantly changing market 
conditions.

Figure 2: Relative-value strategies

Source: Invesco. Simplified schematic representation for illustrative purposes.

Overvalued security
(short position/sell)

Undervalued security
(long position/buy)

Profit, if the prices 
develop in such a way 
that the valuation 
differences are 
balanced out

Pr
ic

e

Spread

Time

Insight

Relative-value strategies
Relative-value strategies aim to exploit price differences that are considered unjustified between 
related investments. In this case, the investor assumes that the differences will disappear and the 
prices will again return to their “correct” level. It is therefore vital to monitor the price differences 
(spreads), not the absolute price of an investment and its performance (market development). 
Relative-value strategies are implemented through the buying and selling of equities, bonds, 
derivatives or other investment products. 
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Various sub-forms of relative-value strategies exist, such as fixed-income arbitrage strategies 
which concentrate on price differences between bonds; equity market-neutral strategies with 
the buying and selling of individual stocks and hedging against market risk; as well as arbitrage 
strategies with a focus on convertible bonds. In the latter case, the rationale is that convertible 
bonds – meaning bonds that are exchangeable for equities – are often priced too cheaply in 
relation to the same company’s stock. As part of the convertible-bond arbitrage strategy, 
convertible bonds are usually bought and equities are sold short. 
 
Experience has shown that relative-value strategies don’t deliver good results consistently in  
all market phases. They mainly do well in markets with low volatility and sideways movements. 
If volatility increases, it becomes more difficult to identify genuine mispricing. 
 

A typical market-neutral strategy consists of a combination of long and short positioning,  
or the buying and short-selling of investments. But what does short investing actually mean? 
Short investing ultimately means investing with inverse signs. If the underlying asset, such as  
a stock, performs negatively, the related short investment gains in value and vice versa. 
 

Long/short equity: 
Focus on falling prices 
as well

Figure 3: Long/short equity strategies
100-euro portfolio in a hypothetical, successful long/short equity strategy

Source: Invesco. Simplified schematic representation for illustrative purposes
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Long-/Short-Equity
A long/short equity strategy is characterised by going long in (buying) equities whose prices  
are expected to rise, and to go short in (short-sell) those whose prices are predicted to fall.  
The success of such a strategy therefore strongly depends on the investor making the correct 
assessment of future market developments. Long/short strategies are not necessarily market-
neutral, but instead generally consist of many long and few short positions, and are similar to 
long investments in terms of volatility and market risks. However, they can also be used to invest 
in a market-neutral way: For this, the long portfolio must be just as large as the short portfolio –  
market developments are therefore cancelled out. A positive return remains if the value of the 
long positions rises more strongly than the value of the short positions, or the long positions lose 
less in a falling market than the short positions – just like in the hypothetical example in the 
illustration. 
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Long/short equity strategies can relate to many markets, including different countries or 
regions, industries or investment approaches. Some examples are Europe versus the US, 
emerging markets versus developed markets, the technology sector versus the healthcare 
industry, or value versus growth stocks. One variant is the so-called pair trade, in which a  
long position in a company from a particular industry is combined with a short position in 
another company from the same industry. 
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Global macro 
strategies: Focus  
on macroeconomic 
developments

Absolute return:  
No allrounders, but an 
important set of tools

However, there are still other approaches that also aim to achieve a particular absolute return, 
independently of the general market risk. Another example is the global macro strategy, which 
also has its origins in the hedge-fund world. 
 

The most well-known example of a global macro strategy is believed to be the one that George 
Soros followed with his Quantum Fund, which in 1992 bet against the British pound because  
he considered it to be overvalued. As a result, the European Monetary System (EMS), which  
had fixed exchange rates within specific ranges, began to unravel. Great Britain’s attempt to 
stabilise Sterling failed and the currency had to be removed from the EMS. Sterling then 
depreciated sharply. The global macro strategy was successful. A more recent example was  
the – less successful – speculative bets against the euro before the outbreak of the Greek debt 
crisis at the end of 2009 and the beginning of 2010. 
 
Global macro strategies can be divided into those relating to currencies, emerging markets, 
market timing and commodities. The advantage of the global macro strategy is the large amount 
of freedom. However, that’s exactly where the dangers lie, namely when developments are 
wrongly predicted by portfolio managers and the strategies fail. 
 

Overall, there’s something to be said in favour of absolute-return concepts, but they aren’t 
allrounders. Therefore, investors shouldn’t generally expect any guarantees from absolute-return 
products such as multi-asset funds that also use market-neutral strategies. Their targeted returns 
provide some guidance, but they aren’t firm commitments, least of all for individual years. These 
strategies generally aim to realise their targeted returns as an average over a longer time period. 
A period of three or five years is often taken as a basis. 
 
In addition, if the markets are doing well, the return on the absolute-return strategies usually lags 
behind traditional equity or bond investments. Generally, they also don’t aim for outperformance, 
but for more stable returns. Investors must keep that in mind. Furthermore, the use of derivatives 
can in principle reduce risk, but it can also increase risk, just like the use of leverage. The success 

Figure 4: Global macro strategies 

Source: Invesco. Simplified schematic representation for illustrative purposes.
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Global Macro
Global macro strategies focus on particular macroeconomic developments. For example, if one  
is confident that European countries will experience a boom and the US will go into a recession 
during the strategy’s intended time period, one can buy European equities or indices and sell  
US equities or indices. In order to form an opinion, it is important to closely monitor economic, 
political and social trends, such as interest rate developments, inflation or economic cycles as well 
as elections: at a national, regional and global level. The success of the strategies depends on the 
correct interpretation of these developments. Global macro strategies can be pursued with equities, 
bonds, currencies or commodities. This usually involves the use of instruments like futures or other 
derivatives. Global macro strategies are barely subject to any rules – one can basically try to 
forecast price developments in quite different securities markets based on the most diverse 
considerations. 
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of absolute-return strategies also depends – more than for any other forms of investment –  
on the right strategy, meaning the skills of the investor or fund manager and the quality of  
his research. 
 
Nevertheless, the advantage of absolute-return strategies is that they allow for the implementation 
of negative as well as positive expectations in investment decisions. In addition, these strategies 
can be easily leveraged. 
 
Especially in periods of high market volatility, absolute-return strategies can demonstrate their 
strengths by cushioning declines and bringing an element of stability to an investor portfolio. 
Precisely because of their high – though not perfect – independency from the market, they can 
for example be used as an addition to existing, diversified equity and bond portfolios.


