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Since setting up an advisory team in 2002, Liability Solutions has conducted 14 assighments covering in
excess of $5 billion of assets up to end July 2006.

Why it pays to split the pot, or how

Equity Insurance Group chose Union
Bancaire Privée for hedge funds, and
JP Morgan for long-only, for its £500m
mandate in May. Solomon Teague
investigated how the deal was done

Following the recruitment af
Andrew Gibeon by Equity Insur-
anee Grovp (E1G)as firance direcar
in Oictober last year, the compamny
has been warking on ways ta better
utilise the company's risk xdget,
to improwe performance without a
subatmtial incorease in wiatility.

The group was irvested almast
entirely in fized-income agsets,
Gitaon (pictured below] saya, but
he felt & rearganisation af it asset=,
in line with similar changes he bad
macke at previcus emplover, Higtmeny
Irsurance, could result in similar
improvemnents to performance

In May this year, zays Andrew
Gibeom, EIG awarded Union Ban-
caire Privee [UBF) a mardate to
marage approximately balf af
its £500m poctfalio, awarding JP
Morgan the other half, the senond
mandate aking effect in June.

Gib=on was no stranger to hedge
funds, taving been at Highway
Irsurance when the UK firm alla-
cated & portion of its irsurance
asseis to hedge fmds, with the belp
af Lomdons Libility Salutions,
urder head of advisory Phil Trvine,

[Irvine also assisted Egquity
Ireurance Group as the consuliant
for the selection.)

Gitsom says EIGs mandate
was “very carservative” mach as
Higtmay nsurances phns bad beer,
and aimed o improve EIGE Sharpe
ratiowi thaut Eking on mane risk.

UBF and JP Morgan had com-
peted as two af a rumber of aesat
managers vying to win one of wo
mandates awarded by the insurer.
Gibson says he saw 15 marages
in total, whittling this down to the
fimal oo,

Target returrs and voltility
kvels were s2t for hopeful institu-
tors to present plans outlining
how they would achieve the
desired performance. The bwo win-
ning instituticms provided very dif-
ferent ideas for how they plarmed
to marage their mardates.

LOMNG AND SHORT OF IT

Cme key difference was UBFs
assertion that it would utilise
hedge funds as part of it part-
folio, in contrast bo the JP Margan

poctiolia, which will not be expased
tohedge furds.

UBP has been mamaging maney
on an absalute-reiures basis since
1969, traditionally maraging
money for wealthy industrialists,
typically selfmade individuals
with little regard far performance
expressed relative to a benchmark.

Italready mamaged a number of
tespoke investment programmes
far inatitutions clients

These tended o be conservative
irmestars, with Jow-risk budgets and
an appetite for aesdlite rehores.

ElG's mandate was typical of
the requirements of many instib-
ticms: it specified the need for con-
gistent, conservative and positive
returees, secomd anly to the nesd for
mimnimal volatility. UBP responded
to the challenge with an absalute-
return asset allocation targeting
Libor phis a spread.

The manchte is foomded on siric
riek control amd a very professional
appraach, says Mickael Perothi,
chief imvestment afficer of UBPs
Lordon branch, and as an insur-
ance camparny, it was attracted
ta a portolio with a risk profile
gimilar o that of a traditiomal
fed-inome mardate.

*These dients terd to com-
pare us with mare than one
benchmark and rightly so”
gays Perothi, *Of course, they
‘tbenchmart us agairet an abeahite-
rebrn benchmark of Libor-plus, but
they atsa keep an eve on how the LK
short- or medium-term fixed-income
markets are perfarming as this i
the opportuety cost of imple
menting an

ahsolute-refurn meandate ke oors

“Irvestars are tolerant of shart-
term under-performance relative
to this *oppartunity cost” bench-
mark but mare prolanged periads
af underachievement would cavse
dissatisfaction.”

EIG has long believed in the
impartant place hedge funds can
play inthe ddivery af this gral.

‘The exact mature of the portfialio
depenck on thespecifics of the man-
date tut typically will imvolve thnes
ar four asset classes, of which ooe
will be hedge fimds. The hedge furd
allomtion typically inchades anound
35 umderlying managers, braadhy
diversified by sirategy.

Comservative partfolice with
lightly mamaged risk parameters,
UBPs mandates are designed o be
adaptabie tomarkst condibiors.

Hedge fumd alloca tors are fluid
and urderlying maragers can also
change according to their per-
formance ar the market's outlook.

*We are looking ta deliver posi-
tive returrs from the hedge funds
and we expect them o act a8 a

dampener on walatility,” Perattt
says “Oppartupistically, we want
to deliver returns to clients. IF we
believe, as we did last year, thata
significant amoont af the refurns
in the hedge fimd industry wiould
be from directioeal, then within pe-
agreed risk tolerances we will Lt
aur poctolio allocations to benedit.
We won't keep clients exclusively
in pon-equity investments for the
gake of low correlation to tradi-
tiomal markets.”

‘The foundation af the partiolio
remains fixed-income agsets. Other
irvestments inchae equities and
emall doses aof nom-investment-
grade bomds, thess two classes
together corstituting a ‘special-sif-
ations' dazs.

"Within the portfolics, we are
relatively quick and respormive o
market conditions to increase ar
rechice market sepoaureasand when
wescs appropriate.” sys Peroth.

Far example, in a rising in terest
rate environment, the cash alloca-
tiom might rise. *If we believed there
was vahe an the medivm ta longer
gitke af the curve, then we wauld be
quickt o inmasse allocabions, At first
glance, it might look like the asset
allocation has not changed much,
It effectively, the portiolio bas been
vy actively mamaged within the
varimeassst franches”

[t i equally oppociumistic in spe-
dal situatiors, (eguities and high
yield) where it moves in and out of
opporhmities quickhyas theyanize.

UBP secs ome of its key sirengths
as its crossasset class know-bow
and its ability o integrate assets
intoa sirgle partfalic

"We are trying tocreate a robust
porticlio that is well-diversified and
can deliver competitive Telurns in
varying markst conditiors wi thaut
these returns being too dependent
an ary ane market Arioe”

SET RESPONSIBILITIES
Each asset class is the resporsi-
bility of the redevant partfalio man-
agement team, but the eams wock
dozely together and make co-ardi-
nated imestment decisions acrass
the clagses.

"Typically, decigimsare mada
in cme aszet class corscious of
what is gaing on in anather.
This integrated approach
allows, for mample, decisions
tobe taken ag a ficeckinoome
marager within a multiasset
portfalio, such as reducing
the amount allocated to that
asset class, which you might
not have the convicton to
take with a standalone fired
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to hedge your pension fund’s bets

income portfolin.” Th ersure no oo
flicts af interesis arise between the
managers of the varios assets usad
in UBF= hespake absalute-return
partfalics, managers are remune-
ated] independently of the levd of
capital maraged within their owm
asset class, but acrording ta the per-
formance of the portfilioasa whole.

The firancial incentive far man-
agers o falk up their own asset
class o menimise their own allc-
tian is therefore removed, allowing
the team members ta view the poct-
falio halistically.

The key, zays Peratti, i flexibility.
It iz impartant to have an idea of
the market cutloak and to prepare
fiar it bt it is more impoctant not to
be fcated o thoss expectations

If the partiolio is run ana day-
by-day basis with tight risk man-
agement and stop-losses, you can
afford ta be wrong in expectations
af future economic conditiors,
a#s long ag the target is clear and
pasitions can be cut quickly. URP
ig quick ta cut positions and hae a
amall owerall tolerance for losses in
it abeclube portiolics, Peratti adds,

“There is no daubt thers are cer-
tain extreme market conditions
where liquidity dries up and where
there will be @ certain amount aof
dewngide valatility inall asset dass
bezides cashy” he nates.

VOLATILE TIMES

The lack of liquidity in June bas
made valatility ureveidable in the
peartfalia but Perott does not view
recent manthe’ equity market coeedi-
tioms a8 comparabke with mare pro-
lorgged carrectiors such as in 1994,

*Thi= waz evidenced in 199
where there was nowhere o hide,
Such perinds will result in downside
volatility even in a conservative,
aolutershurn mardate.

"But with encugh flexibility ta
re-alloeate across the asset dasses,
you st actively position the part-
falio orservatively and pressrve
capital. But, degpite this, we met
remember that an absalutershorm
approach does pot equate to guar-
amtes returng”

“That mid its segregated, inst-
tutioral track recond, dating back to
Oitober 2003, has cutperformed its
clients’ benchmarks and delivered
anly three negative manths.”

Research is an impartant part of
the process, Peroth notes. Picking
the right instrumenits is vital as the
market can discormect from fune
damentals. He regards one of the
reatest strengtte of UBP as iz will-
ingness to challenge accepted norms
and presumptions in the market,
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THE ADVISOR'S TALE
Because the typical temmlife of aninsurance paligy is 18 manths

tobwe years the industry hias tended ta gravitate towards
particlics cansisting af shart-dated bonds to match this
liakility, says Phillrvire, head of advisory at Londan's

Lizhikity Solutians.

Regulziary requirements force insUrance mmparies o
keep c@pital in reserve for any mismatch of ther liabiities.
Mo dversified portfolias affera mare Ewourable risk!

retum prafie.

Hawseer the search for mproved efficiendy in
partiolics has nat been limited ta insurance. Invne
says he has seen the same pattem in many of the
irestitutional mardates Liability Sakbtiors has seen
inclding pension funds, private banking and strudt ured
ooucts

"fau can't get a lower vol atility than cash. But asyou blend nio
ather asset dasses you get more payback,” he notes. EIG's Ardew

frecinyg it from fear of investing in a
different way toils peers.

ROBUST DISCUSSION
Meither is it afraid to challenge the
client setting the mandate. *We
believe we irmpress institutions such
as E1G by a willingness ta challerge
prescanceived asset-management
appraaches, where we balieve such
an appreach i pat in our clients”
intereats,” Peratti smys.

Although the client ultimately
bas the final ward an irvestment
criteria, setting thaose parameters
inwvohves a dialogue.

Peratti nates URFE clients umder-
stand they tave expertise in asset
Allocation and vsually appreciate
all the advice they can get, sven if
contrary o their opinions.

The ability and willingness ta
forcefully express its judgement in
investment matters is an impartant
part of the mandate itzf UBP
values its entreprensaurial approach,
which runs throaghout the fabric of
the bank, ard blends a priarity on
imitiativeand freedam from bureauc
racy within a culbhure of rigk control
through all strata af the group

He believes this played a part.
alongeidk its invest ment plars: them-
selves, inattracting EIG ta UBE.

“At this paint, the ahsalute-return
conceqt bes had most sucress with
pecple who have to be reltively
corservative, effectively the insur-
anee indusiry,” says Peratti.

*The hillion dallars of assets we
bave in absalutereturn mandates
from UK institutioes beve been can-
servalive mandates,

*That i nat to say that gaing for-
ward we wouldn't be interested in
runring mandates far peaple with
a less-comservative outloak, who
want an abeohiteraturn mandate
with higher walatility. We would
achieve this with a different mix of

Gitrsan did nat wark 1o significantly inoease volatility in the

partiaiio sothe chdlenge was o inmeass rebumswith a minima
irerezrse in walatility. "Histarically you might have been

Phil indre,
thIE Salutins

armset dass”

ahle o get that increased return by meving along the yield
curs of maving down the medit spectum but those ey
gare don'texist anymare, * Inine sy

Inire had been enlisted by Gitssan, in his previaws roke
atHighmey Irrance, whene the bwp had worked an the
ireLrance portfolia in thisway, hedge funde moretituting
ane of the assets used. Ivine says theywere "ore of the
frst imsurers to think abaut hedge funds asa diversifying

Highwaay's sacess with this ower the pericd since it
changed its asset alocation stetegy has been "quie
dramatic,” Irvie says. Even a small mprovement in retuims can

agset classss, not with a different
underlying philosapty:”

T an extent, the concept of abec
lute returre impliss a coreervative
dispesition as it redates to inwes-
tars wishing to strip market risk
from their partfolics Regulatory
oonstraints play a major role in the
settingaf risk parameters and invest-
ment guidelines for many of URFs
iretitutional clients, EIV induoded.

Rigk-memagement criteria, position
limit= and target reburrs mustall &l
within puideines set by Lloyds and
the F5A. These specify the propar-
tiom af funde which can be allom fed
to umreguilated callective imeestment
schemes, as well as the maximum
alloation ba one urmegula ted collc-
tive irmvestment scheme.

*Obwicusly, if there are regula-
tary restrictions, there is o debate,
but we wsmlly sit down with the
client and discuss the restrictions
ard farmal risk budget and irwest-
ment framewoark,

“W bt we wantis tohave the flex-
ibility ta be able to deliver returrs,
while giving the client the peace of
mird that they won't wake up ane
thy to find their portfolio allaca-
tons have significantly diverged
from their expectations.”

With the guidelines set, a degres
of flexibility is retained far UBP o
alleeate between assets as it sees
apprapriate in arder to maximise
returns, Posifion sizes are limited o
prevent any inmvesiment in any assat
clags, including cash, dominating
the partfolio. Peratti says there are
mow miare realistic expectations of
the equity markets and an under-
gtanding of the benefits of diver-
sifying inta hedge funds, making
them meare willing to embrace abea-
lutereturns, he says.

In the late 19508, it was bard ©
raisz money in absohie-refurns
programmes, be notes: i the eguity

mean a sgrificant improvernert 1o the battom-lire, he says, whichin
Highresay's @ hes approcimately doubled aver thres years.

markt is delivering strorg double-
digit retures, it is hard bo explain the
benedits of making irvestments not
oarrelated ba this perfarmemoe.

“Everybody was benchmarking
against the equity markets, espe
cially Masdhg. I you were't fully
invested in the equity mard=ts (in
the late 1860), you were perceived as
taking marerisk by being imested in
lowver-class agsets,” Perothi says.

“The carrection in equity marksts
made people focs more on shsalute
returns. The fact that the potential
equity markets reburrs are not likely
to be similar to the heady eharns
of the late 19508, bt will probebly
be samething a little mare realistic,
makes people more conscious and
mere willing toembran: theatadhute-
returns approach,” Perott adds,

Despite three years of strong
markets before the EIG deal, UBP
remembers kessons learned when
the late 19808 bull run ended.

“At the end of 2005, we had seen
three years of strong equity mar-
lebs” notes Perotti, “That’s quite a
long time in the markets; to gener-
alize, if peaple were going to forget
the pain of 2000-2003, they would
tewe by now, althaugh with interest
ra tes wee are seging in abeolute-return
sirategies, that is not the @se”

Peratti says the equity markets
are entering a phase of fair valu-
ationz and mare sustairable per-
formance, with expectatiors of
compourded anmul reburns near
2% are unrealistic. He blames
recent distrurbances an technicals:
intercst rabes are rising, he pates,
while, perhaps crucially, the recent
change in Fed governar has made
mmarket participants j tery.

“From bime to time, the market dis-
cormects from fundamentals so o
tewe o take risk off the @ble even
though fundamentally you might like
the investmenis in question”
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