
By Sebastian Cheek
Back in May the industry breathed a col-
lective sigh of relief when EU Commis-
sioner Michel Barnier announced the 
Commission would not include propos-
als to introduce new solvency rules for 
pension schemes in the new Directive 
on Institutions for Occupational Retire-
ment Provision (IORP directive).  

Great news for pension schemes, but it 
is worth noting that the proposals were 
only ‘shelved’. As Barnier went on to say 
it will become a task for the next com-
missioner taking office in November 
2014, presumably meaning the Commis-
sion still wants to see a level playing field 
for schemes across the EU.

But there are two conflicting messages 
coming out of the EU because there is 
also an EU Green Paper currently doing 
the rounds on long-term financing, 
which says: “The capacity of the econ-
omy to make such long-term financing 

available depends on the ability of the 
financial system to channel the savings 
of governments, corporates and house-
holds effectively and efficiently to the 
right users and uses. This can be car-
ried out by various intermediaries (e.g. 
banks, insurers and pension funds) and 
by direct access to capital markets.”

The paper is effectively urging institu-
tions to be long-term investors, but the 
Commission is also saying long-dat-
ed asset classes such as infrastructure 
would rate as risky on the ‘holistic bal-
ance sheet’. 

Investors would be forgiven for feeling   
confused at this juncture and will be 
inclined to say “thanks, but no thanks” 
when confronted with asset classes 
such as infrastructure when in fact they 
should be making the most of the illi-
quidity premium as long-term investors  
– especially with banks unwinding their 
balance sheets.

Incidentally, JP Morgan Asset Manage-
ment published research this week say-
ing Solvency II paints infrastructure 
with too broad a brush and misses an 
opportunity to distinguish between the 
diverse styles of infrastructure investing 
that carry very different expected risk/
return profiles. 

Quite right. The bigger issue for the 
Commission is surely the fact that 60% 
of the EU population have no access to a 
workplace pension, not whether or not 
schemes and insurers carry too much 
risk in their portfolios.

Let’s just hope the next European Com-
mission doesn’t 
revive the burden-
some capital require-
ments and that Sol-
vency II remains on 
the shelf for long 
enough to get lost 
under all the dust.

September_27_2013

friday view
Cheek’s Week – Staying on the shelf

Madeline Forrester - Is bigger better?

John Mayr - IBOR: a necessity for the new normal

Valentijn van Nieuwenhuijzen- Revenge of the nerds

Mike McEachern - Bond investing: a more flexible approach

  friday view_Sep_27_2013  1	                                    need More?  portfolio-institutional.co.uk                                              

http://www.portfolio-institutional.co.uk/
http://www.portfolio-institutional.co.uk/


By Madeline Forrester, head of UK institu-
tional, Axa Investment Managers
In the movie ‘Big’, the main character 
makes a wish on a carnival game, believ-
ing his life would be better if he was big-
ger. After getting his wish and growing 
to adult size, he begins to miss elements 
of his life that could only be enjoyed 
when he was smaller but had been over-
looked in his desire to be big. 

This storyline is playing out in the glob-
al pension industry, where there is a shift 
towards consolidation driven by regula-
tory change and pressure to reduce costs. 
In Mexico the number of pension funds 
has decreased from 22 to 12 over the past 
seven years, while in the UK, the govern-
ment is assessing the potential for consol-
idation across Local Government Pension 
Schemes. 

However, is big better? Do bigger funds 
earn higher returns, if they pay lower 
fees? What is the impact of size on risk 
management and risk tolerance?

The return benefit for larger pension 
funds comes from their ability to get di-
rect access to asset classes and invest-
ment opportunities that are not available 
to smaller funds, for example private eq-
uity, catastrophe bonds or infrastructure. 
However, large pension funds can be-
come too big to fulfil target allocations in 
alternatives, and can also experience per-

formance drag in traditional asset classes, 
when the size of their trades gets too large 
to allow for efficient execution. 

Small funds have the option to use mul-
ti-asset or fund of fund solutions to del-
egate asset allocation and due diligence, 
but these present their own challenges, 
with lack of transparency, inflexible al-
locators and an additional layer of man-
agement fees.  A group of small investors 
could overcome these challenges through 
collaboration or by pooling their invest-
ments and resources and directly co-in-
vesting in solutions that meet their com-
mon investment objectives.

It is often assumed that bigger funds are 
charged lower fees, but this generalisa-
tion needs challenging. In addition, more 
complex structures like performance 
based fees, instrument based charging 
and fees based on liability values make 
it difficult for funds considering consoli-
dation to assess the cost reductions that 
might be realised post-merger.

To leverage the cost savings that come 
with size, without pursuing formal con-
solidation, small funds can take proac-
tive steps. These include ensuring a fee 
quote reflects the potential for future as-
set growth, confirming the fee schedule 
reflects all relationships a pension fund 
and its sponsor has with a manager, and 
considering partnering with funds to ne-

gotiate a collective fee agreement or cre-
ate a common investment fund.

While size of a pension fund may un-
lock access to different strategies, new 
risks unique to large investors can be in-
troduced. For example, the capacity for 
banks to transact large derivative trades 
has declined, suggesting that there is a 
point when pension funds become ‘too 
big’ to implement interest rate and infla-
tion hedging at the times and pace they 
may wish. 

Meanwhile, pooled fund structures that 
spread the costs of administration and on-
going management across investors have 
opened up derivatives to smaller funds.

The short answer to the question, ‘is big 
better?’, would be ‘not always’. Collabora-
tion rather than consolidation might al-
low small funds to capture some of the 
benefits of being bigger without giving up 
their flexibility or agility.

So for smaller pension funds that discov-
er an old carnival game that promises to 
make their wishes come true, perhaps 
instead of wish-
ing to be big, they 
should wish to find 
other funds willing 
to work alongside 
them to produce 
superior results.
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By John Mayr, marketing and partner 
development, SimCorp.
This September marks the fifth anniver-
sary of the collapse of Lehman Broth-
ers. Half a decade later the asset man-
agement industry is still adapting to 
the events of that autumn, which repre-
sented a turning point in the industry’s 
approach to risk management. 

One of the issues the bankruptcy high-
lighted was the disparity between dif-
ferent firms’ capability to ascertain their 
counterparty exposure to the failed bank. 
Some took days or even weeks to com-
plete this process, which amid severe 
market volatility and demands for in-
formation from panicked investors, was 
plainly insufficient. 

As the financial crisis unfolded, this pau-
city of timely, accurate data about eve-
ry part of an investment manager’s risk 
exposure has come to represent a more 
significant problem for a number of rea-
sons. Despite its importance, accessing it 
quickly and easily is still not straightfor-
ward for many firms. This is because re-
cording trading information and position 
keeping have historically been fragment-
ed processes within investment manag-
ers, with front, middle and back offic-
es often operating separate systems. To 
complicate matters further, some func-
tions are handled by outsourced provid-
ers which generally feed in data in non-
standardised formats.

This process has usually been under-
pinned by what is today referred to as 
a Trading Book of Record (TBOR) and 

a separate Accounting Book of Record 
(ABOR). TBOR, as suggested by the 
name, holds information on front office 
trading activities, recorded as they hap-
pen and building on start of day positions 
uploaded from the ABOR each morning. 
Overnight, the ABOR takes the end of day 
TBOR and supplements it with further 
data from those other disparate systems – 
data on corporate actions, collateral move-
ments, derivatives resets and so on.  

So, throughout the day the TBOR and 
ABOR are out of sync: neither offers a full 
and comprehensive view of positions nor, 
consequently, risk exposure. 

What is required is not a TBOR or ABOR, 
but an Investment Book of Record 
(IBOR). IBOR integrates multiple sourc-
es of data to provide an automated, timely, 
comprehensive overview. It incorporates 
both trading and non-trading information 
that nevertheless affects investment posi-
tions, combining the functions of both 
the TBOR and ABOR. It synchronises da-
ta from the front, middle and back office, 
including from outsourced providers (if 
they can provide it intra-day), to present a 
single version of the truth. As trading and 
other events evolve intra-day, the IBOR 
gives investment managers a significant-
ly fuller picture of their positions and a 
much better understanding of risk.   

The Lehman Brothers collapse marked a 
tipping point from which the IBOR be-
came an essential tool for robust risk 
management – and not just for purpos-
es of assessing counterparty exposure, 
but as a result of the wholesale shift in 

nearly every aspect of the investment en-
vironment. Ongoing market volatility, for 
example, means it’s imperative for invest-
ment managers to possess an up-to-the 
minute picture of their positions and fore-
casts to make well-informed decisions. 

In addition, new financial market regula-
tions, such as Dodd-Frank, MIFID, EMIR 
and Solvency II, demand increased re-
porting to both clients and relevant au-
thorities. It is simply too resource inten-
sive and time consuming to have to pull 
this information from several different 
sources with no guarantee of accuracy or 
completeness. Central counterparty clear-
ing (CCP) for derivatives, for example, 
has introduced much more demanding 
requirements for collateral management, 
which alter asset managers’ cash and se-
curities positions, current and forecasted, 
intra-day. An IBOR will reflect these.

In general terms, there is an overall shift 
in regulation towards implementing a 
full and timely overview of risk. Rather 
than attempting to comply with each in-
dividual piece of regulation with a sepa-
rate solution, implementing an integrat-
ed approach to risk management will give 
investment managers greater oversight 
helping to pre-empt regulatory require-
ments in this area. 
The IBOR is the most efficient solution, 
not only to comply 
with this regulato-
ry impetus, but for 
asset managers to 
meet the challeng-
es of the “new nor-
mal.”
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By Valentijn van Nieuwenhuijzen, head of 
strategy, ING Investment Management
Investors were able to enjoy their sum-
mer holiday this year without losing too 
much sleep. Of course, that wasn’t to say 
that nothing has happened on the mar-
kets. In fact, we see some interesting 
developments that have created the oppor-
tunity to add some notable underper-
formers of the past few years to the port-
folio.

In contrast to previous years, the mar-
kets have been sailing in calmer waters 
this summer. Last July, ECB president 
Mario Draghi was making waves with his 
now famous “whatever it takes” speech 
to stave off the growing euro crisis. Since 
then, equity and bond markets have been 
characterised by a period of relative calm 
and strong performances. In May, Fed 
president Bernanke threatened to throw 
a spanner in the works after announcing 
that the central bank would start to wind 
down its highly accommodative mone-
tary policy in the short term. In the wake 

of some reassuring words from central 
bankers and growing evidence of a recov-
ery in the developed economies, the panic 
died down and markets entered smooth-
er waters. Thanks to strong economic fig-
ures and pledges by central banks to keep 
interest rates “low for longer”, the market 
outlook for the coming months looks fa-
vourable.

Equity markets are showing the most 
promising prospects. Following the 
“search for yield” in all corners of the fi-
nancial markets that has been so typical 
of the past few years – and which led to 
a huge increase in investor interest for 
bonds – investors are climbing ever high-
er on the risk curve. More and more, (in-
stitutional) investors are setting their 
sights on stocks, especially now that the 
economic figures for the developed econ-
omies are clearly improving. This is strik-
ingly demonstrated by the fact that flows 
to equity funds have now surpassed those 
in the direction of bond funds for the first 
time since 2007 and this is a trend which 

has continued with even greater intensi-
ty over the last few weeks. The inflow in 
bond funds is only moderate and – not co-
incidentally – concentrated in high yield: 
bonds with marked equity-like character-
istics.

In an environment of accelerating eco-
nomic growth, cyclical stocks thrive best. 
While sectors such as consumer discre-
tionary and industrials have been per-
forming well for some time, it now looks 
as though commodities and related stocks 
are making a comeback, too. Commodi-
ties have lagged behind substantially dur-
ing the search-for-yield period, given the 
fact they earn you no ‘carry’. A prolonged 
recovery in the global economy and espe-
cially the better than expected figures re-
ported for China in July provide support. 
Year-to-date, the materials sector has un-
derperformed the MSCI World by almost 
20% and is, with the exception of utilities, 
the most unloved sector among investors. 
The sector can expect a strong upturn in 
earnings growth thanks to the improved 
prospects for the global economy.

As far as the regions are concerned, things 
are starting to look up for Europe. For 
obvious reasons, European shares have 
been unloved in the past years. This has 
resulted in a discount of around 35% com-
pared with US equities, which now occu-
py the largest overweight position in the 
portfolios of institutional investors in 10 
years. Now that European economic data 
are clearly improving – and the eurozone 
is showing growth again for the first time 
in six quarters – the tide seems to be turn-
ing for European equities. Investors have 
put the systemic risk of the eurozone on-
to the back burner, while the recovery of 
the European economy is being bolstered 
by persistently accommodative monetary 
policy, a declining fiscal drag and an in-
crease in global growth.

The day has now dawned that investors 
are shifting their faith from yield to value 
in the market. In the first instance, this 
will favour equities. At a subordinate lev-
el, those regions and 
sectors which have 
clearly underper-
formed over the last 
few years are mak-
ing a comeback. Re-
venge of the nerds!
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By Mike McEachern, portfolio manager, 
Muzinich & Co.
Fixed income investing may be reach-
ing an inflection point: markets are jit-
tery about US quantitative easing end-
ing and with ultra-loose monetary policy 
from the Fed no longer to be relied upon 
we could be looking at the end of the 
30-year bull market fixed income inves-
tors have enjoyed amid long-term falling 
interest rates. 

Against this backdrop, many investors 
are looking beyond traditional long-
only strategies to flexible solutions 
designed to perform during different 
market conditions and deliver meaning-
ful return during periods of rising inter-
est rates. The hedge fund world has long 
been home to flexible, absolute return 
approaches to credit investing which are 
free from benchmark and sector con-
straints and now their appeal is growing, 
giving rise to a newer breed of strategies 
where performance fees and leverage 
are absent and more robust risk controls 
and regulatory frameworks present.

Key features of next generation credit
A good multi-asset credit portfolio 
should be able to generate returns from 
a wider number of sources than a tra-
ditional strategy, using a range of tech-
niques to capture attractive risk-adjust-
ed returns, avoid out-of-favour sectors, 
dampen volatility and hedge risk. The 
absence of standard benchmarks is cru-
cial because they carry interest rate sen-
sitivity by being tied to duration param-
eters. Removing these gives managers 
greater flexibility to control interest rate 
risk and boost returns by allocating to 
less duration-sensitive assets.
Benchmark-free managers are also more 
able to navigate between credit sectors; 
the dispersion of returns from major 
fixed income indices globally underlines 
how being tied to one or two markets 
may hamper return potential. Europe-
an high yield went from being the worst-
performing fixed income asset class in 
2011 to the best in 2012. 

However, this wider scope risks invest-
ment managers dabbling in sectors 
where they lack expertise. The global 
behemoths may be resourced to cover 
the entire credit universe, but boutiques 
should focus on where they can add the 
most value. In our case, by tactically allo-
cating between global credit markets we 
can fully leverage the proprietary, in-
depth, bottom-up research which under-
pins all of our credit selection and fulfil 
our investment and risk tolerance tar-
gets without needing to consider assets 
where we do not have the same high lev-
el of expertise. 

Hedging
Hedging is important to many glob-
al multi-asset credit strategies, creating 

opportunities to bolster returns through 
shorting or to dampen volatility and neu-
tralise market beta ultimately improving 
risk-adjusted and absolute returns.
Growing demand for more nimble, mul-
ti-asset fixed income strategies does pose 
some problems for investors, such as 
how to evaluate an investment with no 
benchmark. The simplest way to do this 
is to assess whether the strategy delivers 
on its investment goals, typically X per-
centage points above the risk-free rate, 
within stated risk parameters. For our 
next-generation strategy, Global Tactical 
Credit, we are targeting Libor plus 5-7% 
while also protecting capital in weak or 
falling markets. 

Institutional investors are also puzzling 
over where multi-asset credit strategies 
fit into their overall fixed income alloca-
tions. At one end of the spectrum they 
can be seen as anchors around which 
a portfolio can be built, or even a one-
stop-shop for global credit exposure that 
obviates the need for portfolio-level asset 
allocation; at the other end, those with 
a more active approach may view mul-
ti-asset credit as a component of a wid-
er fixed income allocation designed to 
enhance overall portfolio returns and 
reduce volatility. This versatility is really 
a testament to just how precisely tailored 
multi-asset credit strategies can be.

How investors will deploy multi-asset 
credit strategies remains to be seen, but 
the big question is whether these strat-
egies will deliver? We believe that with 
the right investment manager and strat-
egy they can and that next generation 
multi-asset credit solutions will play 
an increasingly integral part in fixed 
income portfolios moving forward.  
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