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Investment Strategy
This paper has been prepared for the officers of the Cambridgeshire County Council Pension Fund (“the Fund”).  It should not be released or otherwise disclosed to any third party except as required by law or regulatory obligation or without our prior written consent.  

Introduction
Following a meeting with the officers in March of this year, we were asked to produce a short discussion paper on the potential future opportunities for diversifying the Fund’s investments.  We discuss below the degree of diversification that has been possible (and may be possible) within the existing arrangements, some thoughts on how to consider at a high level the overall strategy of the Fund and examples of opportunities that lie outside of traditional asset classes and mandates but which we believe would merit consideration by the Committee.
Existing arrangements

The vast majority of the Fund’s assets are currently invested in traditional style mandates with appointed investment managers.  Equity, bond and property investments are managed by five investment managers, each of which have specific performance benchmarks based on relevant underlying market indices.
Of these managers, Schroder have most flexibility in terms of managing the assets under their stewardship.   

· They are able to take asset allocation ‘bets’ relative to their benchmark.  Schroder, for example, can take overweight positions in bonds or equities within their mandate.  (In contrast, the other active equity managers are restricted to views across different equity markets, and in any event their investment decisions are generally considered on a sector rather than a geographical basis).    

· They can invest in asset classes not included in the benchmark.  They are able to invest in European property funds, for example, and, within the bond mandate, are able to invest in a wide range of overseas bonds, sub-investment grade bonds, currency contracts and other forms of derivative products and securities within bond markets. 

On this latter point, there is considerable diversification within the Schroder mandate compared to what would have been seen historically in old-style balanced mandates.  Where diversification can be introduced in this way, the advantage to the Fund is that it is the manager that decides whether or not to invest.  The disadvantage is that they will make this decision relative to the specific benchmark index they have for the mandate rather than consider its relevance relative to the Fund’s underlying investment objectives. 
On strategic asset allocation, any decisions that the manager makes will be very modest.  Most managers, including Schroder, tend to concentrate on their ability to pick individual bonds and equities rather than add value from views on asset classes.  The definition of their mandate gives them little incentive to stray into that particularly high-risk area, even though this has most impact on the Fund’s actual returns.  

We believe that medium term asset allocation views are best discussed at the Pensions Committee and implemented through changes to allocations to the various managers, as happens at present. 
The Fund has also made direct investments in pooled funds to gain access to private equity and infrastructure assets.  Under OJEU procurement regulations, direct investment in funds can be regarded as ‘investments’ by the Fund and procurement procedures relating to manager appointments can sometimes be avoided.  (This is something that needs to be checked on a case by case basis with the procurement team, and it is questionable whether this could be applied to private equity where the managers launch funds on a continuing basis.

Rationale for diversification

The general rationale for diversification in terms of improving the overall risk / return characteristics of a portfolio is well known and we will not repeat it here.  Local authority pension funds continue to have a high exposure to ‘risky’ (or ‘return-seeking’) assets, and the emphasis of our advice has been on reducing the heavy historic dependence on quoted equity markets for excess returns.  It is important to remember that ‘risk’ is a good thing for the Fund as it is only by investing in ‘risky’ assets that the Fund can hope to earn attractive returns over the long term and keep contribution rates at an affordable level. 

Unfortunately, over the last two years, the diversification of ‘risky’ assets has provided little protection for pension funds generally.  When investors become extremely risk-averse, there is a flight of capital into cash and government bonds and out of all investments perceived as being risky.  In that event, even a diversified portfolio of risky assets falls heavily in value.   However, we do not believe that the basic principle of diversification has been rendered invalid.  We still believe there is a benefit over time from having a differing pattern of returns across a number of different investments, but the diversification will offer no protection against periodic crises of market confidence.

It might be useful to think of the Fund’s current target investment strategy in the following terms:-

	
	%

	Equities
	69.5

	Bonds
	14

	Alternative Assets
	16.5


We have included the 11.5% target for property and 5% target for private equity under Alternative Assets.

Over time, we expect pension schemes’ allocations to alternative assets to continue rising towards 20-25%.  A number of local authorities have already reached these levels.  The broad aim is to reduce exposure to equity markets.  As the potential returns from private equity and infrastructure compare favourably with equities, these investments can be funded from the equity weighting without foregoing expected return.  However, there are also alternative investments which are relatively low risk which would more sensibly be funded from the Fund’s bond allocation.     

We believe there is considerable recovery potential in mainstream asset classes from current levels, so in some senses the urgency to diversify has lessened in the last year.  However, we still recommend that the Committee endorse the principle of increasing exposure to alternative assets over time, enabling the officers and ourselves to bring opportunities and recommendations forward as appropriate.
Opportunities

Individual investment opportunities do arise which do not fit neatly into traditional asset allocation or mandate categories.  This has meant that historically many pension funds have missed out on opportunities because investments have not fitted within rigid target allocations.
As an aside, one of our clients is considering a notional allocation of 5% of their fund to be available for such opportunities outside of the fund’s core investment strategy.  

As examples, we have commented briefly below on two specific products currently available and generic types of product which are also gaining support.
· M&G Financing Fund 

As the fallout of the “credit crunch” continues, banks have been cutting back their lending programmes.  As a result, there are a number of long-term and viable firms which require finance.  M&G is launching a UK Companies Financing Fund to help fill this gap in the market.

M&G’s fund will provide finance for UK quoted companies.  In return for this, M&G aims to generate a return of LIBOR plus 4%-6%p.a., as well as the potential for equity market upside from warrants issued in conjunction with the loans.  M&G expects its fund to provide finance to between 20-40 companies, averaging around £50m per loan.

The commitments to the fund will be drawn down over a period of 1-2 years, with returns expected in years 5 to 10.  M&G have already raised around £1bn, largely from UK pension fund investors, including an internal allocation of £500m from its parent, Prudential Plc.  A further £500m is believed to be in place for further closings in the second half of 2009.

· BGI Global Screened Corporate Credit Fund

Yields on corporate bonds have widened to levels that are very high by historical standards and seem to be more than compensating for the increased level of defaults that will undoubtedly occur.  The principal attraction of this fund is the diversified exposure to global credit issuers.  
Active management is focused on avoiding bonds which BGI believe to be most at risk; the strategy thereby captures the added yield available from corporate bonds while minimising the risk of specific credit events.  BGI aim for rating and sector neutrality, although there will inevitably be some small tilts.  BGI include bonds denominated in £. US$ or €, with an initial issue size of more than US$500m, investment in any one issuer is capped at 1% and sector allocation is capped at 45%.  Tier 1 and Upper Tier 2 financials are excluded.  This results in a portfolio spread across US (54%), UK (6%) and Europe (40%).

Unlike the M&G fund above, an investment in this fund could be appropriate for anything from 6 months to 5 years, depending on how soon credit spreads return to what we would regard as more reasonable levels.  The timing aspect of the investment is therefore more critical. 

· Absolute and target return approaches

A number of managers have products which aim to deliver a target rate of return expressed as a margin over cash (LIBOR) or RPI.  The aim is to produce a more stable pattern of returns than traditional equity investment through a combination of active allocation across asset classes, selling upside potential, locking in gains, etc.  The products vary widely in their approaches though none sit easily into a traditional pension fund strategic allocation.  
An example of a longstanding fund is the Capital Absolute Income Grower, which targets a yield of 5%p.a. growing at 5% p.a. through investing in a combination of equities and bonds.  The asset allocation tends to drift over time, away from equities as their yield moves lower and back into equities as their potential yield rises.  This type of approach can produce very attractive returns over time though short term performance measurement presents a challenge.
· Property funds focused on residential property or housing land banks
Ideally, this type of fund would be researched and managed through the Fund’s property manager, though large managers can be put off by the small size of some specialist funds and the difficulty in spreading any investment across their client base. 

There is a governance issue which arises with investments of this nature.  The size of investment with the manager is small in relation to the overall Fund so the manager is unlikely to appear before the Pensions Committee, even at the time of the initial investment.  Therefore, there is a higher degree of delegation to the officers, albeit for a small investment in Fund terms.  The overall number of manager relationships also tends to increase. 

Other asset classes

We would not want to ignore further diversification into existing asset classes.  We would advocate higher exposure over time, for example, to private equity and infrastructure.  Although returns are currently suffering from the fallout in equity markets, arguably this could be a very good time to be committing new money for draw down over the next few years.  New investments are likely to be made at keener prices than historically.
By contrast, we believe that commodities are suited only to periodic investment on a medium term tactical basis, rather than an asset class for permanent representation within the Fund’s strategic allocation.

Following discussions with the officers, we have also been asked to comment specifically on a number of other potential types of investment:

Regional venture capital  

The Fund currently invests in private equity on a fund-of-funds basis.  Some of these private equity investments are specifically invested by the managers in ‘venture’ or ‘development’ capital vehicles designed to fund new or young businesses, though the assets are invested on a global basis.

Venture capital funds have been raised periodically within the UK with the aim of helping to develop new businesses on a regional level.  These funds have often been launched in conjunction with local enterprise bodies or similar organisations and have often been supported at least partially by government funds.

We have some concerns that the managers of such funds are not necessarily of the same calibre as those employed by specialist private equity managers.  In addition, the objectives of the funds can be combined with a general political dimension to promote economic development, which can potentially conflict with other performance objectives.  Past performance data on such funds is not readily available.  We would have some doubts as to whether the likely returns from such a fund would be comparable, on a risk-adjusted basis, with more widely invested and unconstrained funds.       

In the instance of a fund based in or around the Cambridgeshire area, it is important that the Committee differentiate between the interests of Cambridgeshire County Council and the members of the Pension Fund.  In this sense, the investment would need to be justified on its own merits alongside other investment opportunities available to the Fund.        

Direct property investments
Historically, many pension schemes made direct investments in property in order to obtain their core property market returns.  There are two important issues that need to be addressed when considering investments of this nature. 

· Can the Fund establish a sufficiently diversified portfolio to avoid reliance on any one region or type of asset?
· Does the Fund have the necessary expertise to manage the properties efficiently, or should this be outsourced? 

Against this background, there has been a trend for all but the very largest pension schemes to move to a position where core property exposure is gained through pooled vehicles of professional property managers, such as the Fund’s existing arrangement with Schroder.

If one is considering ad-hoc property investments to be held in addition to the Fund’s core property investments (currently managed by Schroder), then arguably the issue of diversification is not so pressing, as the aim is to add an additional asset to an already diversified portfolio.  However, it would be necessary for the Council to produce its own assessment, or obtain a professional opinion, on the suitability or attractiveness of the specific investment.  

We would also reiterate the point we made above, namely that the investment should be attractive in the context of the other types of investment opportunity available to the Fund, and be made in the best interests of the members.  The Fund would want to avoid the perception that the investment was designed to be advantageous to the Council.     
Commercial loans

We understand that there may be opportunities for the Fund to be involved in taking on an existing commercial loan book and potentially making further loans under a banking arrangement.

This kind of project would require a very high degree of due diligence in terms of the quality of the loan book being taken on, and a high level of reassurance on the calibre of personnel to be involved going forward.  
The reluctance of the banking sector to lend is presenting opportunities in the market for providers of capital, and this is the rationale behind the launch of the M&G Financing Fund which we discuss earlier in this paper.  In the case of this fund, the underlying credit analysis is undertaken by the experienced credit research team at M&G.  However, the Fund would need to be very careful that it did not find itself making loans that the private sector was ‘correctly’ turning down on quality grounds.  

Manager skill products
These would include hedge funds, including specific vehicles such as TAA (Tactical Asset Allocation) funds, as well as other funds relying predominantly on added value through manager skill.  We have more reservations on these types of fund as manager skill has been a difficult component of added value to identify and profit from in recent years.  The hedge fund sector in particular needs to settle down following the ravages of the last 18 months.
We look forward to discussing these issues in more detail.
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General Risk Warning

Please note the value of investments, and income from them, may fall as well as rise. This includes equities, government or corporate bonds, and property, whether held directly or in a pooled or collective investment vehicle.  Further, investments in developing or emerging markets may be more volatile and less marketable than in mature markets.
Exchange rates may also affect the value of an overseas investment.  As a result, an investor may not get back the amount originally invested.  Past performance is not necessarily a guide to future performance. 
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