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Absolute returns could
lure battered investors

The immediate aftermath of
a drastic fall in stock prices
is a good time to talk to
investors about absolute
returns. Even those whose
fund managers shielded
them from the worst of the
losses are likely to be sting-
ing from having to pay
hefty fees for losing money,
so the idea of a product
promising to target a posi-
tive return regardless of
market direction is very
enticing.

“You can eat absolute
return; you can’t eat rela-
tive return,” is the saying
quoted by Bob Reynolds,
chief executive of Putnam
Investments, which has
recently moved into
the absolute return space.

Traditionally fund manag-
ers have expected clients to
rate their performance in
comparison to a bench-
mark, usually the main
index of the market the
fund is invested in. This
means a fund losing 30 per
cent when the market
plunged by 40 per cent
would still have outper-

formed by 10 percentage
points.

In contrast, absolute
return products claim to
target returns a certain
amount above a fixed rate,
often cash or whatever is
considered the local risk-
free rate. Although they do
not come with guarantees,
they are usually marketed
as likely to make money
even when general invest-
ments are losing money.

“Absolute return is the
idea of producing returns
superior to cash and doing
it with as little volatility as
possible,” says Dawid
Konetey-Ahulu of Reding-
ton Partners.

This could be construed
as applying to products as
wide-ranging as money
market funds and hedge
funds, acknowledged as the
inventors of absolute return
investing.

These products can
achieve their target in a
number of ways: short-sell-
ing can mitigate market
falls or derivatives can pro-
tect against unwanted vola-
tility. The underlying assets
can be any of the tradi-
tional asset classes – funds
promising 200 or 300 basis
points above Libor (the
London interbank offered
rate, commonly used as a
benchmark for absolute
return products) are likely
to use fixed income assets,

while funds aiming for a
higher return use equities
or a multi-asset approach.

The key difference
between absolute return
products and their tradi-
tional relative return prod-
ucts seems to be a more
precise focus on risk man-
agement. While relative
return managers aim to
maximise returns, given an

investment strategy, abso-
lute return managers, in
theory at least, aim to
deliver a precise return.

Over the past two years,
however, not all managers
have delivered as promised.

In continental Europe,
absolute return funds were
popular before the financial
crisis hit, as investors tradi-
tionally wary of risky prod-
ucts such as equities saw
them as a way to access
higher returns without the
same levels of risk.

“There’s nothing going on
there now,” says Bella Fer-
reira-Caridade of Lipper
FMI. “The absolute return
funds did very badly over
the last couple of years.”
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Assets under manage-
ment in European absolute
return mutual funds fell
from a peak of €151bn in
2006 to €86.4bn at the end of
2008 as investors pulled
money out of funds that
were losing money.

In the UK, where such
products had not caught on
in time to disappoint, she
says, there was some inter-
est earlier in the year, par-
ticularly in BlackRock’s UK
Absolute Alpha fund, but
that has since died away.

This may be an example
of why absolute return
investing is not a panacea
for all asset management
woes – investors change
their minds about what
they want as the market
environment changes. As
Mr Reynolds puts it:
“Nobody likes the down
years but everyone loves
the big up years.”

Last month, Putnam
launched a family of target
date funds, intended to
manage defined contribu-
tion pension savings for
people intending to retire at
a particular time, which
will allocate assets to its
absolute return funds.

Although Mr Reynolds
claims Putnam’s fund with
the highest target return (it
aims to provide annually
seven percentage points
more than US Treasury
bills) is “the equivalent of

an equity portfolio with
half to a third of the volatil-
ity”, Putnam is neverthe-
less continuing to include
relative return funds within
the target date portfolio.

As retirement approaches
and for investors no longer
working, the Putnam target
date funds will shift assets
from volatile equity funds
to a combination of abso-
lute return and fixed
income in order to provide
more secure and more sta-
ble income.

Another place absolute
return products can be use-
ful is for pension funds.
“It’s a fundamental building
block once you start trying
to control returns

relative to liabilities,” says
Mr Konotey-Ahulu. He
describes a two-step proc-
ess: “Number one is to fix
the liabilities.” Typically
this involves using swaps to
convert liabilities into a
cash benchmark.

At this point, a well
funded pension plan could
simply put its assets in
cash. However, such plans
are the lucky few, while
most are looking for ways
to make their assets catch
up with their liabilities.

Mr Konotey-Ahulu thinks
absolute return products
can be ideal in this situa-
tion. “You want some rela-
tively safe asset base that
will pay an excess return
over cash. You don’t have

to do it through an
absolute return fund,

but it can be very
helpful.”

Market strategies
An emphasis on
risk management is
key to the concept,
says Sophia Grene

Dawid
Konetey­
Ahulu:
absolute
returns can
be a ‘safe
asset base’

Needed: a new species of retirement plan

It is not the strongest of the
species that survives, nor
the most intelligent, but the
one most responsive to
change – Charles Darwin,
On the Origin of Species.

In the genus pension,
defined benefit and defined
contribution are two
species struggling for
survival. Our societies
have changed dramatically
since their origins.
Adaptation to the new
environment is crucial for
the needs of today’s people.
What we are witnessing is
that the ill-prepared
approaches are becoming
obsolete.

DB and DC are
widespread in the UK.
They are also the least
adapted. Globally there are
variations that are likely
to be more resilient, but in
the end they all suffer

from the same genetic
deficiency. What we need
is a new species – the
mammal in the age of
dinosaurs – that is more
responsive to change.

A series of financial
innovations, improved
governance, alternative
investments, and especially
new legislation have
purportedly come to the
rescue of DB. These will
all be fruitless, because DB
is not the quality scheme
it is perceived to be.

There is indeed the
promise to members of a
comfortable pension, but
over the years we have
failed to adequately assess
the associated risk and the
true pension cost has not
been charged but rather
shifted forward through
time. To make DB look
affordable it can be argued
that it has elements of a
Ponzi scheme; it works as
long as new participants
continue to enter and it
shatters when new arrivals

refuse to play ball as the
true cost of the game
becomes clear to them.

But DB looking ugly
does not imply that the
other species, DC, looks
pretty. There is a limit to
what individuals can do by
themselves to avoid
poverty after retirement.
Sometimes it is the refusal
to take the right decisions,
but often it is the inability
to put money aside.
Retiring means living from
one’s investments. That is
expensive and only
possible for the well off.

In some countries,
taxation and coercion are
used to make minimum
contributions to pension
savings arrangements.
However, there is no
remedy against the bad
investment decisions of a
layperson and the
uncontrollable curse of the
starting year, which has a
great impact on success.

In view of the
shortcomings of DC, it is

not at all guaranteed that
tax-privileged individual
savings plans will provide
an adequate subsistence
level. Hence, it is likely, at
some point in the future,
that the government will
have to bail out the
unfortunate.

So why not provide a
basic, but sufficient, state
pension to everyone?
Collective arrangements
are more efficient anyhow
and they make transparent
the cost that will burden
our children.

When workplace
pensions originated, people
used to be in lifetime
employment, and left to
their own devices without
much of a social safety
net. Today, we move jobs
regularly. So what is the
special role of the
employer in the provision
of workplace pensions?

The current pension
system presumes
homogenous needs and
similar circumstances for

all. This is clearly false: we
have different preferences,
different risks, and
different life-cycles.

Put workplace pensions
aside for a while and
assume we are free to
make any provision we
like, only having the
security of a basic, perhaps
even funded, state pension
at a certain age, likely to
be beyond age 65 and
floating as life expectancy
increases.

A few years ago, an
interesting social
experiment took place in
the Netherlands, when a
new system was introduced
for health insurance. Under
the new law, each
insurance company was
required to provide the
same package of basic
care. Almost instantly, and
remarkably without
government
encouragement, individuals
organised according to
comparable health risks
and presented themselves

as a group to the
insurance companies to
bargain for competitive
premiums. I wonder why a
similar idea would not
work for retirement
provision. We should at
least give it a go.

The new genome has
pension funds morphing
into friendly societies
consisting of similar
groups of individuals. They
have comparable lifecycles
and similar risks, and
choose to save together.

Within such collectives a
number of highly desirable
characteristics become
achievable: professionally
managed investments,
affordable financial
planning, risk transfers at
fair value, and life
insurance at competitive
rates. The result: a new
species that is responsive
to change.

Lucas Vermeulen is UK
managing director of Ortec
Finance

Pensions debate
LUCAS VERMEULEN
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New funds

● Allianz Global Investors
plans to change the
investment objective, policy
and name of its existing
Allianz RCM UK High Alpha
Fund to form the new
Allianz RCM UK
Unconstrained Fund. The
new fund will have a more
concentrated portfolio (15 to
30 stocks instead of 25 to
50) and aims to return 4 to
6 per cent above its
benchmark, the FTSE
AllShare, over three years. It
will charge a 1.5 per cent
annual fee.

● French
multi­management
alternatives company Eraam
has launched Eraam Pure
Alpha, a fund of European
hedge funds chosen on a
quantitative basis, with a
target volatility of 8 per
cent. Aimed at institutional
investors, it will offer
monthly liquidity and charge
a 1 per cent management
fee and a 10 per cent
performance fee.

● Burford Capital plans to
list on London’s Alternative
Investment Market, hoping
to raise £200m ($318m) to
finance commercial litigation
in the US.

● Threadneedle has
completed the integration

and restructuring of the
World Express funds
business that it acquired
earlier this year. As a result,
it has launched a
Luxembourg­based Sicav
platform, with 16 funds
managed by Threadneedle
and a further seven
managed by sub­advisers.

● Old Mutual Asset
Managers is planning to
add an absolute return
global bond fund to its
Dublin range. The Old
Mutual Global Bond Fund
will be managed by Stewart
Cowley.

● Silk Invest has launched
the Silk Road Income Fund,
a fixed income fund
investing in frontier markets.
It will hold around 60 to 80
securities across 25
countries and at the time of
launch was showing
portfolio yields over 16.5 per
cent with duration of 3.4
years.

● 3A has launched a Ucits
fund of hedge funds, the 3A
Dynamic Ucits III. The fund
aims to return 6 to 8 per
cent a year, with a volatility
of 2 to 4 per cent. It will
charge a management fee
between 1.0 and 1.5 per
cent and a performance fee
of 0.75 per cent.

Cesr call to clarify merger tax obstacles

The Committee of European
Securities Regulators has
warned the European Com-
mission about possible tax
obstacles to cross-border
fund mergers once the
future Ucits IV directive is
implemented.

Management companies
may be deterred from using
cross-border mergers –
aimed at bringing huge
economies of scale –
because of “potential
adverse tax implications”,
Cesr says in a draft techni-
cal advice document.

The European advisory
body, which will take on
new powers in 2010, adds
that Brussels must “keep
this issue under review”.

Cesr’s warning is the lat-
est call – and arguably the
most influential – to sort
out the sensitive Commu-
nity taxation issues that
threaten the application of
the Ucits IV directive.

Management companies

say some countries will con-
sider mergers as tax events,
potentially penalising inves-
tors on unrealised gains.
This would simply stop
fund companies rationalis-
ing their ranges because
investors would be scared
away from the merged
funds.

Trade bodies – with the
backing, earlier this year, of
the European Parliament –
have supported action from
the European Commission,
be it a simple recommenda-
tion, amendments to the
merger directive, or the cre-
ation of a new directive.

The Commission has
hinted at amendments to
the directive on mergers to
include Ucits funds.

In May, a spokesperson
for the taxation and cus-
toms union directorate-
general at the Commission
pointed to a potential
amendment in the 1990
merger directive.

He said: “The Commis-
sion services are preparing
documents and technical
work to have further dis-
cussions with delegations
from the national ministries
of finance. If appropriate, a
new proposal of the
[merger] directive could be
tabled.

“In doing so, we will care-

fully consider the issue of
the directive’s coverage,
since it is our aim to extend
it as much as possible.”

Charlie McCreevy, com-
missioner for internal mar-
ket and services, said in
January an examination of

the issue would take place.
However, nothing meaning-
ful, such as to add Ucits
funds to the list of compa-
nies that should be tax neu-
tral when a merger occurs,
has been undertaken so far.

Cesr does not go as far as
to ask the Commission to
clearly state that cross-
border fund mergers are not
taxable events, but it has
already recommended that
a review on cross-border
mergers should take place
after the directive is imple-
mented in July 2011.

It says: “Cesr notes that
the [Ucits IV] directive pro-

cedure for cross-border
mergers is as yet untested,
and that experience may
indicate the need for addi-
tional implementing meas-
ures or refinements to those
proposed in this paper.

“Cesr recommends that
the Commission should
carry out a post-implemen-
tation review of the effec-
tiveness of the mergers
regime after a suitable
interval, or once a sufficient
number of mergers has
taken place, to determine
whether improvements
could be made.”

Cesr’s comments come as
part of draft technical
advice on cross-border
mergers, which it will send
to the Commission later
this year. Industry partici-
pants were given the oppor-
tunity to provide their
views earlier this year,
some highlighting their
concerns on tax.

German fund industry
association BVI said: “We
would like to point out that
with regard to cross-border
mergers severe difficulties
in practical implementation
are to be expected from det-
rimental tax treatment at
national level.

“Therefore, it should be a
top priority for the Commis-
sion to work on the aboli-

tion of these drawbacks, at
least by means of an EU
recommendation.”

Peter Head, director of
funds compliance at Black-
Rock, added: “We would
ask Cesr to provide for a
consistent approach with
no differentiation between
cross-border Ucits mergers
and those undertaken
within the same member
state. It is important to
ensure that a sound tax
framework is included in
the arrangements regarding
mergers of Ucits.”

The Ucits IV directive
aims to streamline the
mutual fund market in
Europe by facilitating econ-
omies of scale. The prolifer-
ation of funds has plagued
the European industry in
recent years, and compares
unfavourably with the US
market.

Being able to ease merg-
ers between cross-border
funds is considered a signif-
icant reform of the forth-
coming Ucits IV directive,
alongside creation of mas-
ter-feeder fund structures
and fund notification rules.

Baptiste Aboulian is
associate editor of Ignites
Europe, a Financial Times
publication, where this
article first appeared

Europeandirectives
Community tax
issues threaten the
application of
Ucits IV, says
Baptiste Aboulian

Trotting ahead of the big beasts

Having just breached £100m
(€110m, $160m) under man-
agement this month, Troy
Asset Management’s Trojan
Income fund is something
of a minnow in a pond
dominated by the likes
of Invesco Perpetual and
Newton Investment
Management.

But big is not always
best, as income-focused
investors in Trojan Income
will have discovered over
the past year.

While many of the IMA
UK Equity Income peer
group’s star managers have
announced distribution
shrinkage, Troy managers
Francis Brooke and Sebas-
tian Lyon quietly delivered
a July interim dividend of
2. p, 4.5 per cent larger
than 2008’s first-half
payment.

Mr Brooke says he is on
track to deliver a final divi-
dend “at least in line” with
January 2009’s figure of 2.9p
at the start of 2010.

However, its capital
growth has been less
remarkable since March’s
cyclical rallies. Year to
date, the FTSE All-Share is
up 24.4 per cent, which
would have added £244 to a
£1,000 investment, while
Trojan Income would have
added £93 through a 9.3 per
cent return.

The fund’s warlike name
belies its cautious mandate.
Mr Brooke and Mr Lyon
insist they will not own
highly leveraged or struc-
turally risky companies,
instead preferring liquid
blue-chip names such as
Unilever and British Ameri-
can Tobacco.

Although the portfolio
holds just 41 names, its
mandate also restricts the
managers from putting
more than 6 per cent into
any one share, meaning per-
formance is damper when
markets are driven by small
clusters of companies.

Unsurprisingly, Mr
Brooke and Mr Lyon are
keen to see companies with
above-average dividend
yield and whose business
models will sustain divi-
dend payments over time.
Like other UK equity
income managers they
place heavy emphasis on
fundamental analysis, tak-
ing a strong interest in

firms’ balance sheet
strength and free cashflow
per share.

The portfolio’s 3 per cent
stake in Tesco, 2.9 per cent
stake in Diageo and 2.9 per
cent stake in BAT may offer
only modest upside, but Mr
Brooke describes their aver-
age price-to-earnings ratio
of 13 times as “undemand-
ing” given they yield
between 3.1 per cent and 4.7
per cent and offer healthy
dividend cover.

Mr Lyon says the Bank of
England’s gilt repurchasing
programme, and 14-fold rise
in government debt issu-
ance to £203bn in 2009/10,
have created “an artificial

credit market”, making
medium-term economic
prospects unpredictable.

“The FTSE 250 index has
increased in value from a
price-to-earnings ratio of
nine times five months ago
to more than 22 times
today,” he adds. “These
companies need a huge
recovery in profits to justify
such valuations. The rally
has been based on
increased liquidity rather
than an improvement in
fundamentals.”

Mr Lyon argues further
waves of recapitalisation
will make larger, slower-
moving companies safer
places to be as shareholders
in more volatile stocks are
likely to see stakes diluted.

Annualised turnover is
about 30 per cent. Mr
Brooke and Mr Lyon sell
shares when they believe a
valuation exceeds funda-
mentals, or when a com-
pany’s structure changes
significantly for the worse.

Recent additions to the
portfolio include Coca-Cola,
bought on a p/e of 16 times,
and retail baker Greggs,
which was bought on a p/e
of 12. Mr Brooke hopes for
double digit dividend
growth from both.

Oliver Shah is a reporter
on Investment Adviser

Fund focus
Troy AM’s income
fund is cautious by
nature but effective
in action, writes
Oliver Shah

Charlie McCreevy said the tax issue would be examined MaxPPP

’It should be a top
priority for the
Commission to
work on abolition of
these drawbacks’
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