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Over the last decade, institutional investors across much of the
developed world have gradually reduced their exposure to equity
markets.  This has led to an increase in bond allocations alongside
growing allocations to alternative assets.  While much of this activity
has been motivated by a desire to reduce both liability-relative risk
and exposure to equity market volatility, many investors have
introduced allocations to alternative assets on an “opportunistic”
basis; that is, where there exists an opportunity to invest in assets
offering attractive (or very attractive) prospective risk-adjusted
returns.

The word “opportunistic” does not imply that such investments are necessarily made on
a short term basis – while some opportunities will be relatively short-lived, others will be
longer-term in nature – rather, it is meant to suggest a willingness and ability to react to
changing market conditions.  It is also worth making a distinction between the capture of
new ideas in a relatively timely fashion and dynamically tilting the strategic asset
allocation (which can be achieved without adding new managers or asset class
exposures).  Both types of behavior could be thought of as opportunistic, but the former
activity arguably presents the greater governance challenge.

Since the financial crisis, institutional investors have introduced allocations to convertible
bonds, recovery property, emerging markets debt, high yield, mezzanine and real estate
debt. The timing of investments in these areas has reflected a desire to capture strong
positive returns with margins of safety (either due to the nature of the investment or the
extremity of market pricing).  However, many investors have struggled to respond quickly
enough to capture market opportunities or have not had the governance budget to
accommodate new managers in unfamiliar asset classes.

This begs the question: how can institutional investors behave more dynamically while
managing the challenges associated with speed of response and the governance burden?
In this paper, we discuss two possible approaches to introducing a greater degree of
flexibility in the investment strategy and outline some of the key considerations when looking
to develop a robust framework for responding to future opportunities.



THE NEED FOR SPEED

The basic steps involved in taking an idea from opportunity to investment are as follows:

For a typical trustee group to take an idea through to investment, following each of the
stages above could take anywhere from a few weeks to a few months, depending on the
nature of the opportunity and the governance structure in place. In practice, many trustee
groups would sit at the longer end of that timescale, making the implementation of an
opportunistic investment approach extremely challenging.  Broadly speaking, there are
three possible responses to this issue:

1. Accept that your governance arrangements do not allow for an opportunistic approach
to investment strategy and adopt a largely static, long-term approach to asset
allocation.  Such an approach need not preclude dynamic behavior entirely; for
example, relatively low governance investors should be able to incorporate an
appropriate rebalancing process around a long term strategic asset allocation and
might wish to consider the relative attractiveness of different asset classes as part of
this process.

2. Delegation of some decision-making power (in relation to asset allocation and/or
manager selection) to a sub-group of the trustees, such as the formation of an
investment sub-committee (or “ISC”).  This sub-group will typically have a greater
degree of investment expertise and a willingness to meet on a relatively frequent basis
(and on an ad-hoc basis in order to address time-sensitive decisions).  If there already
is an ISC which hasn’t been able to increase dynamism effectively, there might need
to be further delegation to an implementation sub-group or equivalent.  We will refer to
this type of structure as an “in-house” approach.

3. Delegation of some decision-making power (in relation to asset allocation) to an
investment manager or a fiduciary manager. We will refer to this as a “delegated”
approach.
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We discuss the in-house and delegated approaches in further detail below.

IN-HOUSE APPROACH

The creation of an ISC can help improve an investor’s reaction time while ensuring that the
trustee body retains decision-making control. However, for such an approach to capture
attractive opportunities successfully, the ISC must be able to commit a certain amount of
time and resource to evaluating and implementing new ideas.

The key issues to address under an in-house approach are as follows:

Terms of reference: Clear guidelines and constraints need to be established at the
outset. What are the objectives of the more opportunistic investment approach and how
much flexibility is to be delegated to the ISC? How frequently will the ISC meet and how
should opportunities that arise between meetings be addressed?

Portfolio structure: While it is perfectly possible to consider new opportunities as and
when they arise, without any formal structure in place, it may help to allocate a certain
portion of growth portfolio assets to an ‘opportunistic allocation’ that is available to be
moved at short notice. In order to enable relatively quick action, liquidity and low trading
costs will be desirable features of any earmarked assets. In particular, derivatives (e.g.,
synthetic equity exposure) may be a helpful tool in enabling quick execution at very low
cost.

Implementation: From a practical perspective, issues such as signatory lists, delegated
authority and good lines of communication will be important in ensuring that decisions
can be implemented quickly and efficiently.

Monitoring: Measures of success (such as return and/or risk targets) should be agreed
at the outset and the impact of any opportunistic changes should be reviewed on a
periodic basis.



DELEGATED APPROACH

A delegated approach is likely to offer the possibility of greater flexibility and responsiveness
to market conditions and a more streamlined implementation of new ideas.  However, under
a delegated approach the investor gives up a degree of control to a third party and there will
be fees associated with the fiduciary or investment manager’s role.

The key issues to address under a delegated approach are as follows:

Mandate specification: As for an in-house approach, clear guidelines and constraints
need to be established up front. In particular, investors should ensure they are
comfortable with the degree of flexibility around liquidity (and any associated lock-up
periods), the use of derivatives and leverage, and the overall ‘fit’ with the wider strategy.

Portfolio structure: Delegated approaches come in a wide range of forms. In broad
terms: a fully-implemented fiduciary approach is likely to offer both the capture of new
ideas (new asset class exposures may be added opportunistically) as well as dynamic
asset allocation; a bespoke tactical overlay (on a segregated basis) will typically be
limited to dynamic asset allocation within certain limits; and pooled fund approaches
might offer both the capture of new opportunities and dynamic asset allocation (to
varying degrees depending on the strategy).  Where pooled fund approaches are
adopted, the sizing of the allocation together with the degree of flexibility inherent in the
approach will be the key determinants of how meaningful the dynamic behavior is at a
total portfolio level.

Implementation: As well as fiduciary approaches and segregated overlays, manager
strategies that might provide a degree of opportunistic or dynamic behavior include
diversified growth funds (DGFs), multi-strategy hedge funds, multi-asset credit
strategies, and long-only absolute return-focused strategies1.  The risk/return objectives,
range of assets that can be invested in, and the use of leverage and derivatives will vary
widely across such strategies

Monitoring: Measuring the success of a delegated dynamic strategy can prove
challenging and benchmarks will vary from one approach to the next.  Investors should
look to assess the impact of changes in asset allocation over time on a net of fees basis
and ensure that they have a good understanding of the flexibility and complexity
inherent in the strategy. Transparency will clearly be helpful in developing an effective
monitoring process.

1 It should be recognized that any single-manager strategy will be limited in the extent to which it can consider the full opportunity set (for
example, most DGFs will invest largely in liquid asset classes and multi-asset credit funds will be limited to the fixed income universe).
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CONCLUSIONS

Given the challenging outlook for growth across much of the developed world together with
unattractive yields across large parts of the fixed income universe (arguably driven by the
massive injections of liquidity by central banks), generating real returns in the future may
require a greater degree of dynamism on the part of investors.  There are a number of
approaches to introducing an opportunistic component into the investment strategy, from in-
house structures to a range of delegated strategies.  The right approach for a given investor
will depend on the objectives and constraints around the overall investment strategy as well
as their governance arrangements.

Arguably, the most important condition for success in opportunistic investing is adopting the
right mindset. In many cases there will need to be a willingness to invest in relatively
untested assets or strategies with limited historical evidence.  According to a dictionary
definition, plants or animals are described as opportunistic if they are “able to spread quickly
in a previously unexploited habitat”.  While some opportunities will arise in traditional asset
classes (for example, investment grade credit in early 2009), to the extent that opportunities
arise in previously unexploited areas of the market (such as niche/exotic strategies), a
degree of delegation to experienced investors may be helpful.

We have focused in this paper primarily on approaches to incorporating an opportunistic
mind-set as a tool for return generation.  However, investors should also consider whether
the investment strategy as a whole should be set within a dynamic framework so that the
asset allocation is responsive to changes in an investor’s financial position (typically the
funding level for defined benefit pension plans). We have addressed the key issues to
consider when developing a framework for a de-risking flight plan in a separate paper.2

August 2013

2 See Best Ideas in Liability Hedge  (March 2013)
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