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Opportunistic 
investing creates 
governance 
challenges, 
particularly for an 
in-house approach, 
which should 
be addressed in 
advance.

I N T R O D U C T I O N

The relatively stable market environment of 2013 through mid-2015 
gave way to a period of market volatility in the third quarter of 2015, 
as concerns over the growth outlook in China and the prospects 
of Fed rate hikes destabilized risky assets globally. This volatility 
has continued in 2016, and we expect to see more such disruptions 
in the coming years as market participants react (and overreact) 
to ongoing macro uncertainty. Meanwhile, low interest rates and 
above-average equity valuations present a challenging environment 
for meeting long-term return objectives, making alpha generation 
all the more important. An opportunistic approach to investing can 
take advantage of market volatility and mispricings to add alpha at 
the total portfolio level.

The issue at hand is how institutional investors can behave more 
dynamically while managing the challenges associated with speed of 
response and the governance burden. There are a number of ways 
to build more dynamism into investment portfolios, which will be the 
focus of this paper. Plans can seek to do this in house, which means 
opportunistic ideas or dynamic tilts are evaluated and approved 
by trustees or their delegates (investment subcommittee, internal 
staff, or fiduciary manager). This could include dynamic asset 
allocation whereby tilts are applied against a strategic allocation, 
and more opportunistic approaches, such as adding new asset 
classes and strategies to take advantage of market dislocations. 
External investment managers could also be given more flexibility.  
A few options we consider here are:

• Broader investment mandates.

• Idiosyncratic multi-asset funds.

• Hedge fund strategies.

Opportunistic investing creates governance challenges, particularly 
for an in-house approach, which should be addressed in advance.

With the proper governance, we believe the best way to introduce 
more opportunism into a portfolio is by implementing an in-house 
process to capture market opportunities and by giving external 
managers more flexibility. An in-house approach can exploit the 
long-term time horizon of most institutional investors, including 
through illiquid investments. In addition, particularly attractive 
opportunities can be “sized up” to drive a more significant impact at 
the total portfolio level. Flexible external investment strategies are 
better positioned to capture more granular market opportunities 
expected to be realized over shorter time horizons, although “best 
ideas” will likely have a diluted impact at the total portfolio level, 
depending on position sizing.
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I N  H O U S E

When contemplating in-house approaches, the word “opportunistic” 
doesn’t imply that such investments are made on a short-term 
basis. Although some opportunities might be relatively short-
lived, others will be longer-term in nature. Opportunistic is meant 
to suggest a willingness and ability to react to changing market 
conditions. It’s also worth making a distinction between dynamically 
tilting the strategic asset allocation, which can be achieved without 
adding new managers or asset class exposures, and the capture 
of new or innovative ideas in a relatively timely fashion. Both types 
of behavior can be thought of as opportunistic. The latter activity 
presents the greater governance challenge and, arguably, the 
greater potential reward.

D Y N A M I C  A S S E T  A L L O C A T I O N
Dynamic asset allocation (DAA) is often used to supplement a 
long-term strategic asset allocation (SAA). It usually involves 
establishing medium-term (one- to three-year) views on major 
asset classes and tilting the strategic asset allocation accordingly. 
The factors Mercer uses to establish asset class views and tilts 
include valuations, macro environment (economic growth, monetary 
policy, fiscal policy, etc.), and market behavior (for example, money 
flows, sentiment, and momentum). The advantage of DAA is that 
it incorporates current market conditions and expected returns 
while retaining the long-term SAA as the base. A constraint is 
that by being anchored to the SAA, some of the flexibility to take 
advantage of new opportunities may be lost, since changing the 
SAA may mean overcoming substantial inertia.

The governance hurdles necessary to implement DAA tilts are 
relatively low. DAA doesn’t involve introducing new asset classes or 
managers. The trustees can establish a range around asset classes 
(for example, +/-5%) along with a risk budget for the total portfolio 
(for example, 1% tracking error). The medium-term nature of DAA 
views means that a quarterly meeting cycle is usually sufficient, 
although there may be times when the ability to act quickly after 
extreme market moves is additive. As such, the delegation of 
DAA decision-making to an investment subcommittee, staff, or a 
fiduciary manager is worth considering.

Opportunistic is 
meant to suggest 
a willingness and 
ability to react to 
changing market 
conditions.

Dynamic asset 
allocation 
incorporates current 
market conditions 
and expected returns 
while retaining the 
long-term SAA as  
the base.
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Floating Asset Allocation 
A disadvantage of the SAA plus DAA structure is that the SAA may 
not be reviewed and altered frequently enough to properly reflect 
shifting conditions. For instance, it would generally not allow the 
exit from an asset class that has become particularly unattractive 
unless the SAA itself is altered. Asset classes that offer compelling 
reward-to-risk due to a market dislocation could be limited by the 
SAA upper range. Mercer has implemented an alternative approach 
called “floating asset allocation” with some clients, which replaces 
the SAA and DAA framework with a more fluid asset allocation 
strategy with fewer constraints.

The benefit of this approach is that it’s less anchored to the SAA. 
Furthermore, it isn’t limited to a fixed, infrequent review period 
(for example, every one to three years). Finally, it can adapt more 
quickly as the market and economic environment change. One 
disadvantage is the need for a stronger governance framework. 
It also becomes more difficult to distribute performance between 
“long-term thinking” and shorter-term dynamic/market views.

O P P O R T U N I S T I C  I N V E S T I N G
Opportunistic investing shares characteristics with DAA. Both 
approaches react to changing market conditions. However, 
opportunistic investing is more flexible because it isn’t necessarily 
constrained by asset classes and managers or strategies in 
the existing portfolio. In addition, opportunistic investments 
can be illiquid, which broadens the opportunity set and allows 
institutional investors to monetize long time horizons. Governance 
is a challenge with opportunistic investing. Not only must the 
opportunity be identified and considered, the strategies to capture 
the opportunity must be evaluated. Private market investments in 
particular will often have a limited window of opportunity to make 
decisions and undertake the necessary due diligence, making them 
available only to the most proactive and flexible investors.

Examples of opportunistic investments in the past would be 
situations where temporary market dislocations led to attractive 
opportunities or new strategies. This includes credit-oriented 
strategies during the Global Financial Crisis, such as high-yield 
and convertible bonds at the liquid end, to senior bank loans and 
the US government’s TALF/PPIP programs at the illiquid end of the 
spectrum. One potential area for consideration would be private 
debt in Europe to take advantage of the current capital deficiency 
in banks as they reduce lending to meet solvency requirements and 
rebuild their balance sheets.

Opportunistic isn’t 
constrained by asset 
classes, managers, 
or strategies and 
can invest in 
illiquid assets, 
which broadens the 
opportunity set.



5

From an asset allocation standpoint, opportunistic investing could 
be accommodated within the existing SAA if diversified across major 
alternative asset classes (real assets, hedge funds, private equity/
special situations, private debt) with flexible ranges around target 
allocations. For instance, investors with an allocation to growth 
fixed income and/or private debt would have been able to capture a 
wide range of credit-oriented strategies during the GFC within the 
existing asset allocation, along with private European debt in the 
current environment. A private equity/special situations allocation 
can encompass a diverse set of opportunities, including secondary 
investments in private partnerships (in periods when some other 
investors are forced sellers for liquidity) and distressed debt. On 
the marketable side, broader asset class categories are more likely 
to accommodate opportunistic investments. A policy allocation to 
“global equities” can capture a range of opportunities arising in 
public equity markets, whereas allocations that are sliced and diced 
into a number of sub-asset classes could be unduly confining.

Institutions with less breadth in their SAA could consider a 
dedicated opportunistic allocation to avoid the need to change the 
SAA when new allocations are introduced. The minimum on such an 
allocation should be zero so that trustees don’t feel compelled to 
allocate when such opportunities are limited; the maximum should 
be set based on the risk tolerance balanced against the desire to 
add meaningful value for the total portfolio.
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E X T E R N A L  I N V E S T M E N T  M A N A G E R S

In comparison to an in-house approach, using external investment 
managers to invest more opportunistically should offer greater 
flexibility and responsiveness to market conditions and a 
streamlined implementation of new ideas. However, the investor 
gives up a degree of control to a third party, and there will be fees 
associated with the investment manager’s role. Furthermore, the 
impact of ideas at the total portfolio level will be constrained by the 
size of the allocation to the manager.

B R O A D E R  I N V E S T M E N T  M A N D A T E S
Giving managers more flexibility through broader investment 
mandates should introduce more dynamism, and Mercer generally 
recommends broad over narrow investment mandates. In an 
extreme instance, moving from strategies constrained to equity-
style boxes (for example, US small-cap growth), which remains 
common in the US, to a global equity mandate should increase the 
scope for a skilled investment manager to add value. Likewise, 
substituting a high-yield strategy with a multi-asset credit strategy 
expands the opportunity set to include debt securities across 
a company’s capital structure, securitized bonds, loans, and 
distressed securities, while also providing opportunities to hedge.

Some managers will be more inclined to take advantage of a 
broader investment mandate than others just by the nature of their 
investment processes and risk controls. This should be addressed 
in the manager selection process. Of course, broader investment 
mandates within a defined asset class, such as global equities or 
credit, limit the ability to capture cross-asset-class views.

I D I O S Y N C R A T I C  M U LT I - A S S E T  S T R A T E G I E S
Multi-asset strategies (or diversified growth funds) take the 
previous approach a step further by giving managers the latitude 
to allocate across asset classes. Mercer categorizes multi-asset 
funds into three sub-universes: 1) core, 2) idiosyncratic, and 3) risk 
parity. Idiosyncratic multi-asset strategies tend to place emphasis 
in tactical/dynamic asset allocation (albeit with a long bias) and 
idiosyncratic trade ideas (with a lesser focus on the long-term 
asset allocation) than their core and risk parity counterparts. As 
such, they are most suitable for diversifying a traditional stock/
bond portfolio and tend to give more bang for the buck when 
seeking opportunistic allocations. The sizing of the allocation to 
such strategies, 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.

Using external 
investment managers 
should offer greater 
flexibility and 
responsiveness to 
market conditions 
and a streamlined 
implementation of 
new ideas.
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We believe these strategies are worth considering even in 
portfolios with the governance in place for in-house opportunistic 
investing. Many of the tactical and idiosyncratic trades implemented 
within these strategies cannot be realistically captured by trustees 
(or a subcommittee) because of the time horizon and/or specialized 
expertise required to both identify and implement.

H E D G E  F U N D S
The category of hedge funds includes a disparate collection 
of investment strategies, but their investment mandates and 
structures tend to give them far more flexibility than traditional, 
long-only investments. Institutions with a material allocation 
to hedge funds will therefore tend to have more opportunistic 
investing embedded in the portfolio than those without. Most long/
short hedge fund strategies (equity and credit) have variable beta, 
so they can go net long or short depending on their outlook and 
bottom-up investment process. Some strategies look to capture 
cross-asset-class opportunities. Global macro funds and multi-
strategy hedge funds stand out in this regard. Global macro funds 
seek to capture cross-asset-class opportunities, mostly in liquid 
markets. This includes positions across interest rates, credit, 
equities, and currencies. Many of these trades would be outside the 
scope of what trustees can act upon directly. Multi-strategy hedge 
funds have the scope to shift capital among hedge fund strategies 
as the opportunity set changes. Many multi-strategy funds will also 
seek to capture opportunities in less liquid securities.
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G O V E R N A N C E

There is no one right approach to address governance challenges 
with an opportunistic investment program. An in-house approach 
will tend to require the most investment expertise, resources, and 
time commitment. The governance demands for using external 
managers are less onerous, but could still prove challenging for 
trustees less familiar with flexible mandates, especially for multi-
asset strategies and hedge funds.

I N  H O U S E
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 four possible responses to 
this issue:

1. Accept that your governance arrangements don’t allow 
for an opportunistic approach to investment strategy and 
adopt a 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 a flexible 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.
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2. Delegate decision-making power (in relation to asset allocation 
and/or manager selection) to a subgroup of the trustees, such 
as the formation of an investment subcommittee (or ISC). This 
subgroup 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).

3. Delegate decision-making authority to investment staff. This 
would be similar to the above, except investment staff would 
have greater flexibility in altering the asset allocation (within 
ranges) or adding new asset classes and managers within a 
threshold. A combination of an ISC and internal staff could 
provide both nimble decision-making and oversight without the 
full trustee body’s involvement.

4. Delegate some of the decision-making power to a fiduciary 
manager, which would reduce some of the governance burden 
on the trustees. A fully implemented fiduciary approach is 
likely to offer the capture of new ideas (new asset class 
exposures may be added opportunistically) as well as dynamic 
asset allocation.

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 resources 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 (or staff)? How frequently will the 
ISC meet, and how should opportunities that arise between 
meetings be addressed?

• Portfolio structure: As discussed previously, institutions with an 
SAA that includes major alternative asset classes (real assets, 
hedge funds, private equity/special situations, private debt) and 
flexible ranges should be able to capitalize on new opportunities 
as they arise without altering the allocation, as most could be 
reasonably classified within one of the existing allocations. 
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Institutions with less breadth in their SAA could create an 
“opportunistic allocation” available to be allocated on short 
notice. In order to enable relatively quick action, it’s helpful to 
have “dry powder” within the portfolio while recognizing it could 
be a drag on performance. If earmarked assets are invested 
elsewhere, liquidity and low trading costs will be desirable 
features. In particular, derivatives (for example, synthetic equity 
exposure) may be helpful tools 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 decisions can be 
implemented quickly and efficiently.

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

M O N I T O R I N G  E X T E R N A L  I N V E S T M E N T  M A N A G E R S
Measuring the success of external strategies can prove 
challenging, and appropriate benchmarks will vary from one 
approach to the next. Investors should assess the impact of 
changes in asset allocation over time on a net-of-fees basis and 
ensure 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.

With broader long-biased mandates (for example, global equity 
or multi-asset credit), identifying an appropriate benchmark or 
blend of benchmarks is usually fairly straightforward, although it 
could prove challenging to draw the line between excess returns 
arising from security selection and allocation shifts (for example, 
geographical, factors, sector, etc.).

Benchmarking may not be as straightforward for idiosyncratic 
multi-asset funds and hedge funds. Managers may have their own 
preferred benchmarks, which may or may not be appropriate for 
the risk they take. It could also be useful to compare performance 
of a program against what otherwise might have been done with 
the money, such as allocated proportionally across the rest of the 
growth portfolio. Ultimately, the goal of introducing more dynamism 
is to add value (absolute or risk-adjusted) relative to a long-term 
strategic allocation.
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C O N C L U S I O N

We believe the challenging outlook for growth across much of 
the developed world, elevated equity valuations, and unattractive 
yields across large parts of the fixed-income universe (arguably 
driven by massive injections of liquidity by central banks) mean 
that generating a targeted return in the future may require a 
greater degree of opportunism 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 external investment strategies. Ultimately, we believe 
implementing an in-house process and giving external investment 
managers more flexibility offer the best potential to create value. 
An in-house approach is best suited to take advantage of longer-
horizon and illiquid opportunities, whereas investment managers 
are best positioned to capitalize on short-term dislocations and 
more granular opportunities.

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.” Although some opportunities will arise in 
traditional asset classes (for example, investment grade and high-
yield credit in early 2009), to the extent that opportunities arise in 
previously unexploited areas of the market (such as niche or exotic 
strategies), a degree of delegation to experienced investors may 
be helpful.

The most important 
condition for success 
in opportunistic 
investing is adopting 
the right mindset.
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