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T
he post-financial crisis period has not been kind to 
trustees and their investment committees. Dif-
ficult financial markets have increased pressure 
to improve performance and reduce risk – a 
difficult task at the best of times. How does an 

organization make gains in the face of historically low inter-
est rates and stubbornly high liabilities? Pension plans, endow-
ments, and foundations all have varying degrees of financial 
commitments and discussion around the asset mix and the num-
ber one driver of performance remains a dominant topic. 

The focus of this article is on defined benefit plans, but the 
challenges relate to any investment organization that is contem-
plating a strategic shift in its asset mix, particularly as it relates 
to fixed income and illiquid alternatives. 

Challenging Environment
The challenging environment has given rise to a dichotomy 

of strategies. On the one hand, we have witnessed a gradual 
increase in the allocation to fixed income and a lengthening of 
the duration, often referred to as a liability friendly, de-risking 

strategy. On the other hand, there is a more venturesome, higher 
risk shift toward illiquid alternative investments in search of 
better returns. On the surface, it might appear counter-intuitive 
to pursue both strategies simultaneously, but each has a unique 
purpose and a distinctly different risk/return profile. 

The early adopters of de-risking strategies benefited signifi-
cantly from the decline in interest rates that ran parallel with 
lacklustre equity markets. With full knowledge that ‘perform-
ance’ is not typically part of the nomenclature that we associ-
ate with de-risking, it has nonetheless been an attractive and 
welcome benefit. 

Today we find ourselves in a different economic environ-
ment and investors who opt to pursue de-risking would be wise 
to proceed with caution. This is because de-risking strategies 
are not without their own risks. With interest rates at historical 
lows, the bond market has run out of steam and is entering a 
new phase. The stellar performance, which has come princi-
pally from capital gains, will be virtually impossible to dupli-
cate. There is far more risk in the bond market today than at any 
other time in recent memory. It is difficult to predict when rates 
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Practical Approach
We believe that a successful invest-

ment program requires a comprehensive 
and practical approach and well-reasoned 
strategies that reflect an investor’s unique 
objectives and tolerance for risk. For the 
vast majority of small and mid-sized insti-
tutional investors, a global, multi-asset 
portfolio diversified across a range of 
equity, fixed income, and, in some cases, 
marketable alternatives continues to be the 
most effective strategy. How these expos-
ures are achieved will vary among clients 
and influence risk adjusted performance. 

In closing, I don’t want to leave the 
readers with the misconception that I 
am not in favor of investing in illiquid 
alternatives when, in fact, I have worked 
on a variety of investments in this area. 
The challenge is that this segment of the 
market is very complex and a variety of 
factors – such as accessing deal flow, the 
quality and experience of the leadership, 
fees, carried interest and the structure of 
the agreements, to name a few – all play 
an important role in determining the out-
come.  And, as I mentioned earlier, the 
spreads between first and fourth quartile 
are extremely wide.  It is an area that 
is better left to the larger, more sophis-
ticated institutional investors that have 
commensurate resources. Partnering 
with an organization that has an excel-
lent reputation and access to attractive 
deal flow is an alternative.  The question 
that one needs to ask is what will the 
results look like in 10 years, net of fees?  
Another alternative that an investor may 
consider is to piggyback or co-invest 
with a larger, like-minded investor who 
has the resources and where there are 
common objectives. 

Independent thinking is essential to 
creating value and following the crowd 
leads to mediocrity at best. BPM

risk or a pension plan that is very mature 
or closed. These are situations where an 
organization has overriding objectives 
and regulatory issues that need to be 
addressed. 

Parallel with the pursuit of de-risking 
strategies has been a growing interest 
in illiquid alternative investments as a 
means to improve performance. These 
alternative strategies are often recom-
mended in the context of providing a 
low correlation to marketable securities 
and with the potential to improve the 
portfolio’s risk adjusted returns. The 

reality, however, is that many of these 
investments have attributes that make it 
difficult for the average organization to 
access economically and add value. This 
is due to a number of factors includ-
ing high fees, complexity, and a lack 
of required skills to name a few. The 
spreads between first and fourth quartile 
are extremely wide and, therefore, get-
ting it wrong is a very painful experience 
given the illiquidity and long time hori-
zon. 

It is possible, given recent trends, 
to have a scenario where an organiza-
tion finds itself with a larger allocation 
to fixed income and duration product as 
well as an increased allocation to illiquid 
alternatives. In this situation, if interest 
rates rise and the alternatives don’t pan 
out as anticipated; such an organization 
will have effectively gone out the frying 
pan and into the fire. 

will rise, but in our view it is more likely 
that the bond market will experience 
negative returns in the coming years. 

A dynamic approach to de-risking 
offers a better process with respect to 
timing the shift in allocation toward 
fixed income, but does not eliminate the 
inherent risk of the strategy. Most invest-
ment practitioners would agree that it is 
more effective to de-risk when a plan is 
closer to meeting its funded ratio. The 
challenge, however, is that investors 
get caught up in the moment and are 
unduly influenced by the recent past as 
was the case in the late 1990s, a period 
when equity markets were strong and 
most pension plans were fully funded. 
In retrospect, this would have been an 
excellent opportunity to de-risk, but de-
risking was not part of the consultant’s 
arsenal at the time. In fact, investors 
were being encouraged to increase their 
equity allocation in light of the ‘new 
paradigm.’ Times have indeed changed. 

Balanced Manner
Given the circumstances, it appears 

that the benefits from increasing fixed 
income and extending duration won`t 
be as effective going forward. This is 
not to say that fixed income should not 
continue to play an important role in the 
asset mix, but we believe that it should 
be applied in a balanced manner, rec-
ognizing where we are in the economic 
cycle. In an organization where there are 
other monetary considerations, such as 
benefits, contributions, and, in the case 
of endowments and foundations, spend-
ing requirements, it would be unwise 
to overlook the equity risk premium as 
an important tool in helping investors 
meet their objectives. The fact that this 
premium has not been as prevalent over 
the past several years should not be a 
deterrent. One could argue that the lack 
of an equity risk premium makes it more 
likely to be prevalent going forward; a 
reversion to the mean. Market reversions 
usually play out over long cycles inter-
spersed with rapid movements as we 
witnessed with the recent run-up in the 
U.S. equity market. 

There are, however, situations where 
a liability driven investment framework 
is preferred. This could include, for 
example, a corporation where manag-
ing the balance sheet and volatility of 
returns is the singular and predominant 
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