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Key Ideas

•  Forecasts for 2020 abound right now, but market efficiency makes these 
prognostications difficult to exploit in a directional sense. Instead, by 
examining the relative behavior of stocks, we attempt to offer an integrated 
view of equity-market opportunities and risks upon which you can act.

•  Today, we observe that the relative-return dispersion is low in many equity 
markets around the world. And it’s been low for a long time, which has 
engendered increasing overconfidence. Many active managers have been 
required to take larger active bets to maintain their active risk objectives. 
When dispersion reverts to typical levels, it is likely to happen faster than they 
can trim their risk. 

•  At the same time, correlations of stock returns have soared. This combination 
of low dispersion and high correlations points to a “groupthink,” causing an 
unjustified sense of security and leaving fewer places to hide when volatility 
moves higher. 

•  The potential consequences for a changing market regime require your full 
attention on equities right now – irrespective of your policy allocation. We 
believe a defensive mindset is essential, starting with a thorough review 
of your managers’ active bets and the inclusion of strategies offering 
complementary returns and comprehensive risk controls.
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No prognostications here
Generally, the ability of active managers to outperform the market and produce reliable alpha over the long term is 
a function of their skill at managing risk, not just evaluating the sources of active exposure, but also whether these 
risks are compensated. The coming years will be no different. Which tail risks are most likely to materialize? And, 
once they materialize, which ones are likely to be the most disruptive? We hope to shed light on those questions in 
this paper without directionally forecasting.

Which tail risks are most likely to 
materialize?

Conventional outlooks abound
There’s an abundance of traditional forecasts pointing to future opportunities. There were over 120 global strategy 
outlook papers published on the Savvy Investor Network in just the last two months of 2019. Differences in their 
forecasts generally focus on stock characteristics – momentum, value, size, quality, etc., along with rationalized 
assumptions about the global economy.

These views are difficult to capitalize on because, even if market participants exploit them faster than a forecaster 
can publish them, the market may refuse to do the “rational” thing for longer than active managers can maintain 
their bets. We’ve documented the long-term effects of this phenomenon in another paper we published,  “Are You 
Asking the Right Questions About Factor Investing?” 
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EXAMINING STOCK INTERACTIONS 

As Intech’s founder discovered almost 40 years ago, we can attribute portfolio growth into two main 
contributions: stock effects and portfolio effects (Figure 1). The former reflect stocks’ individual growth, which 
tend to be variable and difficult to forecast over the short term, while the latter directly relate to a simple 
measure of portfolio diversification: half the difference between the average stock variance and the portfolio 
variance. By examining stock interactions and combining those that are complementary to each other, we improve 
portfolio diversification per unit of active risk, thus increasing a portfolio’s potential to outperform consistently.

Unconventional view: stock interactions
We offer you a different perspective on the equity markets as you embark on the New Year. Instead of making 
forecasts based on economic assumptions, we take a more integrated view of the equity-market opportunities: we 
focus on the interactions between stocks as they form components of a portfolio. This is consistent, of course, with 
our own philosophical approach to investing (See Sidebar: Examining Stock Interactions).

Fernholz, R., & Shay, B. (1982). Stochastic Portfolio Theory and Stock Market Equilibrium. 
The Journal of Finance, 37(2), 615–624. doi: 10.1111/j.1540-6261.1982 tb03584.x
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Increasing signs of tail risk
Today, we observe that relative return dispersion is historically low in many equity markets around the world. 
Return dispersion is also known as cross-sectional volatility. It measures whether stocks’ returns are converging 
(low dispersion) or diverging (high dispersion) relative to their benchmark. Low dispersion tends to be indicative of 
excessive groupthink, so it’s usually an indicator of underlying market strain.

In Figure 2, we illustrate the percentile rank in dispersion of returns across various global indexes and include 
rankings from a year ago for comparison. In general, the return dispersion for major indexes is well below historical 
medians and is in the bottom quintile for a majority of them. 

FIGURE 2

DISPERSION OF RETURN RANKS ACROSS EQUITY INDEXES ARE LOW 
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Consequence of convergence
Lower dispersion typically means that overall market sentiment, rather than individual company results, is driving 
stocks’ returns. It indicates that, despite the euphoria across a broad market segment, the largest and most 
sophisticated investors are reluctant to make large trades and build large positions; they’re anxious and appear to 
“wait for the other shoe to drop.” The higher their anxiety, the more magnified the eventual market’s response to 
either positive or negative news.

Here’s how it potentially unfolds: unexpected events, which investors might normally take in stride, increasingly 
cause some investors to take positions away from consensus in an attempt to anticipate market direction. Investors 
committed to consensus may wait, but their anxiety grows like in a game of musical chairs. As consensus thins, it 
releases pent-up, unrealized drift between stocks, which dramatically magnifies risk exposures faster than most 
investors can manage them.

It’s telling that the last time we saw such low levels of return dispersion was between 2005 and 2007 (Figure 3). In 
such a strained regime, it is important for investors to examine managers’ ability to evaluate risk and dynamically 
adapt their portfolios to rapidly changing market conditions.

FIGURE 3

DISPERSION OF RETURN RANK OVER TIME
  

0

10

20

30

40

50

60

70

80

90

100

1/
19

79

1/
19

81

1/
19

83

1/
19

85

1/
19

87

1/
19

89

1/
19

91

1/
19

93

1/
19

95

1/
19

97

1/
19

99

1/
20

01

1/
20

03

1/
20

05

1/
20

07

1/
20

09

1/
20

11

1/
20

13

1/
20

15

1/
20

17

1/
20

19

R
an

k 
of

 H
is

to
ri
ca

l V
al

ue

S&P 500 Index MSCI EAFE Index MSCI World Index

Source: Intech. Data reflects past performance, which does not predict future returns.

5Welcome to 2020: This is Tail Risk We’ve Seen Before For institutional investor use only



But wait, there’s more
Dispersion describes the absolute magnitude of relative stock price movements, while correlation measures the 
relative alignment between their movements. Today, while we’re observing persistently low dispersion across global 
equity markets, we’re also seeing a dramatic increase in correlations across these same markets (Figure 4). In other 
words, not only are the stocks’ relative returns converging, but they are also moving in tandem! 

FIGURE 4

CORRELATION OF RETURNS RANKS ACROSS EQUITY INDEXES HAVE INCREASED
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Historically, such high correlation, especially when combined with low dispersion, has been useful in identifying 
high likelihood for black swans, like the periods in the mid-1990s and the beginning of 2007, which preceded major 
market disruptions.

The market levels of dispersion and correlations are powerful leading indicators: they belong to a class of equity 
market metrics that are reliably stable over the long term. These metrics comprise the Intech Equity Market Stress 
Monitor® (See Sidebar: Intech Equity Market Stress Monitor Overview). When these measures depart from their 
typical values, they offer a sign of strain in the market. The monitor allows investors to examine equity market 
stability over time. 

Of course, these metrics do not represent a guarantee of market dislocation, especially in the near term. But just as 
Wile E. Coyote won’t start falling until he’s realized he’s stepped over the cliff’s edge, the market can pursue bubble 
dynamics for a while. And the longer and further dispersion and correlations deviate from equilibrium, the more 
potential energy is stored in the market, and the more painful the eventual snap will be.

When these measures depart from their 
typical values, they offer a sign of strain in 
the market. 
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CAPITAL CONCENTRATION

Do winners take all? Capital concentration measures the distribution of capital across stocks 
within an index. Increasing concentration means that investors are allocating more capital 
to larger-cap stocks. Decreasing concentration indicates that capital is moving to smaller-
cap stocks. Our research has shown that the capital distribution among stocks is remarkably 
stable over the long term and tends to revert to median levels.

INTECH EQUITY MARKET STRESS MONITOR® OVERVIEW 

The Intech Equity Market Stress Monitor is a collection of five equity-risk metrics that are reliable indicators of market 
strain. Observed stock interactions, not forecasts, are the basis for these metrics. Identifying departures from their 
typical values generally announces a higher likelihood of tail events. 

CORRELATION OF RETURNS

How similar are stocks’ absolute returns? Correlation of returns measures the market-
weighted average pairwise correlation of stocks in an index. As correlations rise, the 
underlying stocks’ returns tend to move in tandem with each other as the common 
component of return – the market – begins to dominate. As correlations decline, there is less 
commonality between stocks because idiosyncratic components may explain a larger portion 
of to their returns.

DISPERSION OF RETURNS

How different are stocks’ relative returns? Also known as cross-sectional volatility, 
dispersion measures whether stocks’ returns relative to their benchmark are converging 
(low dispersion) or diverging (high dispersion). As dispersion increases, underlying stock or 
portfolio returns begin to diverge from the overall benchmark. We find that the market will 
eventually revert to the long-term levels when return dispersion is substantially low or high, 
which is associated with strain on the market.

INDEX EFFICIENCY

How much beta risk should you take? Index efficiency measures the extent to which 
more or less market beta exposure is required to produce a more efficient portfolio than 
the index. It indicates a greater likelihood for increased market volatility when at extreme 
values, especially when used in combination with the other risk metrics. Stock market indexes 
are typically not the most efficient, as they are generally constructed without taking into 
consideration stocks’ volatilities or correlations.

SKEWNESS OF RETURNS

How fat are tails? Skewness measures the asymmetry of index returns around the mean 
value. Investors tend to feel more urgency to react to unexpected negative news than to 
positive surprises, so logarithmic returns tend to skew heavily towards returns below the 
mean (negative skewness). For example, an arithmetic return of -20% tends to occur more 
frequently than an arithmetic return of +25%.
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What does this mean for  
your portfolio?
The potential risks due to the high levels of strain indicated by 
the low return dispersion and high correlations require your full 
attention on equities – which, even in normal market conditions, 
constitutes the largest source of risk in a typical portfolio. 
Regardless of your policy allocation, a more defensive mindset is 
prudent, including understanding your managers’ active bets and 
considering complementary alpha sources.

Practice risk hygiene
Just because your active managers are taking risks, doesn’t mean 
you’ll get paid for it. Of course, it’s perfectly reasonable to accept 
underperformance in the short term, due to certain risk exposures, 
but it’s also vital to understand thoroughly these drivers of risk and 
the potential downside they create.

We believe that the increasing tail risk in today’s environment 
urgently demands those assessments by asking yourself some vital 
questions:

•  Do I know my sources of risk?

•  Have they skewed to the downside recently?

•  Are these sources still the primary drivers of risk?

•  How likely will they compensate me in different market 
scenarios?

•  Will other sources of risk overtake them?

•  Are my managers constraining their exposures comprehensively?

•  How much downside can they actually create?

Answers to these questions require risk management methods and 
systems equipped to address them. Because risk exposures often 
need to be state-dependent, risk thresholds should be dynamic 
and range-based. Such flexibility is important for navigating the 
potential of shifting risk regimes. Moreover, risk management 
systems need to be extensible enough to immunize you from new 
or emerging risks for which you might be uncompensated. 

Find complementary alpha
Today’s environment is also a call to uncover higher levels of 
portfolio efficiency by assembling an all-weather stable of 
active strategies that complement traditional active and passive 
allocations. After all, we’re big advocates of diversification.

This doesn’t necessarily mean you should change your policy 
allocation. Instead of diversifying away from public equities, you 
can diversify within your equity allocation by including strategies 
that adapt beta-risk exposure to risk regimes, like variable beta or 
low volatility equity strategies. These defensive equity strategies 
seek varying levels of upside equity market participation with 
downside protection.

“Because risk exposures 
often need to be state-
dependent, we contend 
that risk thresholds 
should be dynamic and 
range-based.”
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Conclusion 

Market efficiency makes global strategy outlooks and other directional 

forecasts difficult to use; instead, we recommend taking a more integrated 

view of the equity market based on stock interactions. We believe this 

approach is more reliable for identifying market strain and navigating market 

dislocations.

If history is a guide, the current environment is not likely to sustain itself.  

A potential regime change necessitates preparation, beginning with a 

thorough review of your managers’ active share and risk management 

processes, and the inclusion of complementary equity exposures. We believe 

these are important first steps in establishing a more defensive posture for 

tomorrow’s equity markets.
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Disclaimer
United States Investors
The views presented are for general informational purposes only and are not 
intended as investment advice, as an offer or solicitation of an offer to sell or 
buy, or as an endorsement, recommendation, or sponsorship of any company, 
security, advisory service, or fund. Nor do they purport to address the financial 
objectives or specific investment needs of any individual reader, investor, or 
organization. The views are subject to change at any time based upon market or 
other conditions, are current as of the date indicated, and may be superseded by 
subsequent market events or other conditions. The information, analyses and/ 
or opinions expressed are for general information only, and are not intended 
to provide any specific financial, economic, tax, legal, investment advice, or 
recommendations for any investor. It should not relied on as the sole basis for 
investment decisions. While every attempt is made to ensure that all information 
is accurate, there is no representation or warranty, express or implied, as to the 
accuracy and completeness of the statements or any information contained 
herein. Any liability therefore (including in respect of direct, indirect, or 
consequential loss or damage) is expressly disclaimed. Past performance is no 
guarantee of future results. Investing involves risk, including fluctuation in value, 
the possible loss of principal, and total loss of investment. 

Europe and Middle East Investors
The views presented are as of the date published. They are for information 
purposes only and should not be used or construed as investment, legal 
or tax advice or as an offer to sell, a solicitation of an offer to buy, or a 
recommendation to buy, sell or hold any security, investment strategy or 
market sector. Nothing in this material shall be deemed to be a direct or 
indirect provision of investment management services specific to any client 
requirements. Opinions and examples are meant as an illustration of broader 
themes, are not an indication of trading intent, are subject to change and may 
not reflect the views of others in the organization. It is not intended to indicate 
or imply that any illustration/example mentioned is now or was ever held in any 
portfolio. No forecasts can be guaranteed and there is no guarantee that the 
information supplied is complete or timely, nor are there any warranties with 
regard to the results obtained from its use. Janus Henderson Investors is the 
source of data unless otherwise indicated, and has reasonable belief to rely on 
information and data sourced from third parties. Past performance does not 
predict future returns. Investing involves risk, including the possible loss of 
principal and fluctuation of value. 

Not all products or services are available in all jurisdictions. This material or 
information contained in it may be restricted by law, may not be reproduced 
or referred to without express written permission or used in any jurisdiction 
or circumstance in which its use would be unlawful. Janus Henderson is not 
responsible for any unlawful distribution of this material to any third parties, 
in whole or in part. The contents of this material have not been approved or 
endorsed by any regulatory agency. 

Janus Henderson Investors is the name under which investment products and 
services are provided by the entities identified in the following jurisdictions: (a) 
Europe by Janus Henderson Investors International Limited (reg no. 3594615), 
Janus Henderson Investors UK Limited (reg. no. 906355), Janus Henderson Fund 
Management UK Limited (reg. no. 2678531), Henderson Equity Partners Limited 
(reg. no.2606646), (each registered in England and Wales at 201 Bishopsgate, 
London EC2M 3AE and regulated by the Financial Conduct Authority) and Janus 
Henderson Investors Europe S.A. (reg no. B22848 at 2 Rue de Bitbourg, L-1273, 
Luxembourg and regulated by the Commission de Surveillance du Secteur 
Financier); (b) Singapore by Janus Henderson Investors (Singapore) Limited 
(Co. registration no. 199700782N). This advertisement or publication has not 
been reviewed by Monetary Authority of Singapore; (c) Hong Kong by Janus 
Henderson Investors Hong Kong Limited. This material has not been reviewed 
by the Securities and Futures Commission of Hong Kong; (d) South Korea by 

Janus Henderson Investors (Singapore) Limited only to Qualified Professional 
Investors (as defined in the Financial Investment Services and Capital Market 
Act and its sub-regulations); (e) Japan by Janus Henderson Investors (Japan) 
Limited, regulated by Financial Services Agency and registered as a Financial 
Instruments Firm conducting Investment Management Business, Investment 
Advisory and Agency Business and Type II Financial Instruments Business; 
(f) Australia and New Zealand by Janus Henderson Investors (Australia) 
Limited (ABN 47 124 279 518) and its related bodies corporate including Janus 
Henderson Investors (Australia) Institutional Funds Management Limited (ABN 
16 165 119 531, AFSL 444266) and Janus Henderson Investors (Australia) Funds 
Management Limited (ABN 43 164 177 244, AFSL 444268); (g) the Middle East 
by Janus Henderson Investors International Limited, regulated by the Dubai 
Financial Services Authority as a Representative Office. This document relates to 
a financial product which is not subject to any form of regulation or approval by 
the Dubai Financial Services Authority (“DFSA”). The DFSA has no responsibility 
for reviewing or verifying any prospectus or other documents in connection with 
this financial product. Accordingly, the DFSA has not approved this document or 
any other associated documents nor taken any steps to verify the information 
set out in this document, and has no responsibility for it. The financial product 
to which this document relates may be illiquid and/or subject to restrictions on 
its resale. Prospective purchasers should conduct their own due diligence on the 
financial product . If you do not understand the contents of this document you 
should consult an authorised financial adviser.No transactions will be concluded 
in the Middle East and any enquiries should be made to Janus Henderson. We 
may record telephone calls for our mutual protection, to improve customer 
service and for regulatory record keeping purposes. 

For use only by institutional, professional, qualified and sophisticated investors, 
qualified distributors, wholesale investors and wholesale clients as defined 
by the applicable jurisdiction. Not for public viewing or distribution. Marketing 
Communication. 

Janus Henderson, Knowledge Shared and Knowledge Labs are trademarks of 
Janus Henderson Group plc or one of its subsidiaries. © Janus Henderson  
Group plc.

Australia Investors
This information is issued by Intech Investment Management LLC (Intech) 
and is intended solely for the use of wholesale clients, as defined in 
section 761G of the Corporations Act 2001 (Cth) and is not for general 
public distribution. Intech is permitted to provide certain financial 
services to wholesale clients pursuant to an exemption from the need 
to hold an Australian financial services licence under the Corporations 
Act 2001. Intech is regulated by the United States Securities & Exchange 
Commission (SEC) under U.S. laws, which differ from Australian laws. By 
receiving this information you represent that you are a wholesale client. 

For educational purposes ONLY. This document does not constitute and should 
not be construed as investment, legal or tax advice or a recommendation, 
solicitation or opinion regarding the merits of any investments. Nothing in the 
document shall be deemed to be a direct or indirect provision of investment 
management services or an offer for securities by Janus Henderson Investors 
and its subsidiaries (“Janus Henderson”) and is not considered specific to 
any client requirements. Anything non-factual in nature is an opinion of the 
author(s), and opinions are meant as an illustration of broader themes, are not 
an indication of trading intent, and are subject to change at any time due to 
changes in market or economic conditions. Janus Henderson is not responsible 
for any unlawful distribution of this document to any third parties, in whole or in 
part, or for information reconstructed from this document and do not guarantee 
that the information supplied is accurate, complete, or timely, or make any 
warranties with regards to the results obtained from its use. It is not intended to 
indicate or imply that current or past results are indicative of future profitability 
or expectations. As with all investments, there are inherent risks that need to be 
addressed. 
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The distribution of this document or the information contained in it may be 
restricted by law and may not be used in any jurisdiction or any circumstances 
in which its use would be unlawful. This document is being provided on a 
confidential basis solely for the information of those persons to whom it is 
given. Should the intermediary wish to pass on this document or the information 
contained in it to any third party, it is the responsibility of the intermediary to 
investigate the extent to which this is permissible under relevant law, and to 
comply with all such law. 

This document may not be reproduced or used for any purpose other than 
evaluation of a potential investment in Intech’s products or the procurement of 
its services by the recipient of this document or provided to any person or entity 
other than the recipient of this document. We may record telephone calls for 
our mutual protection, to improve customer service and for regulatory record 
keeping purposes. 

Past performance is not a guarantee of future results. There is no assurance that 
the investment process will consistently lead to successful investing. 

The index returns are provided to represent the investment environment existing 
during the time periods shown. For comparison purposes, the index is fully 
invested, which includes the reinvestment of dividends and capital gains. The 
returns for the index do not include any transaction costs, management fees or 
other costs. Composition of each individual portfolio may differ from securities 
in the corresponding benchmark index. The index is used as a performance 
benchmark only, as Janus does not attempt to replicate an index. Because Janus’ 
sector weightings are a residual of portfolio construction, significant differences 
between sector weightings in client portfolios and the index are common. 

The opinions are those of the authors are subject to change at any time due 
to changes in market or economic conditions. The comments should not be 
construed as a recommendation of individual holdings or market sectors, but as 
an illustration of broader themes. 

Data source is Intech throughout unless otherwise indicated. 

Janus Henderson Investors US LLC serves as investment adviser. Janus 
Henderson, Knowledge Shared and Knowledge Labs are trademarks of Janus 
Henderson Group plc or one of its subsidiaries. © Janus Henderson Group plc.

Asia Investors
The information expressed herein is subject to change based on market and 
other conditions and is issued by Intech. The views presented are for general 
informational purposes only and are not intended as investment advice, 
as an offer or solicitation of an offer to sell or buy, or as an endorsement, 
recommendation, or sponsorship of any company, security, advisory service, 
or fund nor do they purport to address the financial objectives or specific 
investment needs of any individual reader, investor, or organization. This 
information should not be used as the sole basis for investment decisions. 
All content is presented by the date(s) published or indicated only, and may 
be superseded by subsequent market events or for other reasons. Past 
performance is no guarantee of future results. Investing involves risk, including 
possible loss of principal and fluctuation of value. Indexes are unmanaged and 
cannot be invested in directly. 

Not all products or services are available in all jurisdictions. This material or 
information contained in it may be restricted by law, may not be reproduced 
or referred to without express written permission or used in any jurisdiction 
or circumstance in which its use would be unlawful. Intech is not responsible 
for any unlawful distribution of this material to any third parties, in whole or in 
part. The contents of this material have not been approved or endorsed by any 
regulatory agency. 

For use only by institutional, professional, qualified and sophisticated investors, 
qualified distributors, wholesale investors, and wholesale clients as defined by 
the applicable jurisdiction. 

S&P 500 Dow Jones Indices LLC and/or its affiliates make no express or implied 
warranties or representations and shall have no liability whatsoever with respect 
to any S&P data contained herein. The S&P data has been licensed for use by 
Intech and may not be further redistributed or used as a basis for other indices 
or any securities or financial products. This material has not been approved, 
reviewed, or produced by S&P Dow Jones Indices LLC. For more information on 
any of S&P Dow Jones Indices LLC’s indices, please visit www.spdji.com. 

This document has been developed solely by Intech and is not in any way 
connected to or sponsored, endorsed, sold or promoted by the London Stock 
Exchange Group plc and its group undertakings (collectively, the “LSE Group©”). 
FTSE® and Russell® are trademarks of the relevant LSE Group© companies and 
are used by any other LSE Group© company under license. All rights in the FTSE/ 
Russell indexes or data vest in the relevant LSE Group© company, which owns 
the index or the data. Neither LSE Group© nor its licensors accept any liability 
for any errors or omissions in the indexes or data and no party may rely on any 
indexes or data contained in this document. No further distribution of data 
from the LSE Group© is permitted without the relevant LSE Group© company’s 
express written consent. The LSE Group© does not promote, sponsor, or 
endorse the content of this material. 

MSCI makes no express or implied warranties or representations and shall have 
no liability whatsoever with respect to any MSCI data contained herein. The MSCI 
data may not be further redistributed or used as a basis for other indices or any 
securities or financial products. This material has not been approved, reviewed, 
or produced by MSCI.  
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governments, endowments, foundations, and other institutional investors worldwide. 

Having pioneered the application of Stochastic Portfolio Theory in 1987, Intech continues 

to seek distinctive alpha sources for clients in five continents. Today, Intech provides 

investment solutions encompassing ESG, absolute return, defensive equity, and 

traditional long-only strategies.
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