
HELENFOWLERfindsthat a flurry of activity in alternative indicesoverthe
pastyearshowsthesestrategiesarebecomingmuchmoremainstream

Alternativeindices
continue to rise

N° and issue date : 110922 - 22/09/2011
Circulation : 12572
Frequency : Weekly
PROFESSIONALPE_110922_36_304.pdf
Web Site: http://professionalpensions.com

Page : 36
Size : 95 %
1360 cm2

Copyright (Professional Pensions)
No reproduction without authorisation

1 / 5

Tobam UK

http://professionalpensions.com


Traditionalindicesmaynotyetbe
in

their
death throes

,

buttherearesignsthattheir
tyrannyonpensionfundinvestment is

weakening ,

asboundariesbetweenactive
andpassive investmentcontinue to blur.
Alternative indicesrangingfrom
fundamentalindices to minimumvolatility
strategiesarebecomingmuchmoremainstream
withlargepensionfundsembracingthese
strategies ,

andleadingconsultants
recommendingthem to clients.

Thevastmajority of indices estimated at

morethan95%% of allpassive investment - are
stillcalculatedviathetime-honoured route of

multiplyingthenumber of outstanding shares
bytheirprice.

Butcriticism of themethod - knownas
market-cap-weighted (

MCW
)

indices has
spawned a host of rivalindicesthatrelyon
differentcalculationmethodsandclaim to

providebetterperformance.

Signs of disillusion
Thelargestpension fund in theUShas
allocated a sizeablechunk of itsglobal
equitiesportfolio to

a so-called ' alternative'
index . Themoveprovidesevidence of the
extent of investordisillusionwithtraditional
indices.

Sacramento-based pensionscheme
CaliforniaPublicEmployees'Retirement
System ,

(

Ca1PERS
,

$237bn
[

S151.2bn
]

in

assets at end-June
) , managesaround5%%

of its$120bnglobalequitiesportfoliousing
fundamental indexing . Thetechnique
measurestheweight of stocksaccording to

theireconomic fundamentals
,

ratherthan
thecompany' s

shareprice.
DanBienvenue

,

Ca1PERS' seniorportfolio
manager , says :

" Thesealternative-type
indicesaregrowing . Theirhistoricpath is

growth . Weenvisionlots of thesealternative
betastreams . Eachonehasefficacybuteach
onewillunderperform at somepoint . By
having lots of them

,

weensure a diversified
stream. "

Afterdiscovering thatsecuritieswith
lowervolatilityexperiencedhigherreturns

,

Bienvenueandhisteam at Ca1PERSare
looking to run a pilotschememanagingmoney
bytracking a customisedvolatility index.

Theyarealsolooking to
run a similar

projectbasedon a variant of smallcapand
momentumstrategies .

" Wethinkthere' s

somethingthere
,
although it' s notas
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iaif

compellingasforthefundamental and
volatilityspace ,

"

saysBienvenue.
In June

, leadingindexproviderFTSE
Groupannounced it wasteamingupwith
FrenchassetmanagerTobam to launch a

range of

' anti-benchmark' indices . Tobam
,

spunoutfromLehmanBrothersAsset
Managementtwoyearsago ,

hasalready
amassedmorethan$2bn in assets . Morethan
90%% of theseassetsarepensionfundmoney.

TheFTSETobamMaxDiversification
IndexSeriesaims

to buildthemost
diversified indexpossiblebasedon a quantitative
strategy .

In April ,

Tobamwon a $150mglobal
equitiesmandate fromCa1PERS to berun
using a techniqueaimed

at maximising
diversification.

FTSEteamedupwithfellow indexprovider
ResearchAffiliatessixyearsago to offer
fundamentalbenchmarks .

It is nottheonly
mainstreamindexproviderbranchingout
intoalternativeproducts.

MSCI is alsokeen to capturesome of the
assetssearching formoresophisticated
benchmarks . Theindexproviderhas
launched a series of indicesknown
asMinVol

,

basedonthevolatilit
\

of theircomponents . The
theory is thatinvestors
receivelittlereward
forenduringhigh

volatility ,

sothereshouldbeinterest in

minimisingexposure to thepeaksandtroughs of

investing.
In Novemberlastyear ,

MSCI launched
a
seriescalledValuated

,

whichbasedthe
weight of individualstocksontheir
fundamental variables

,

suchassalesandearnings.
Thelaunch of itsrisk-weighted series
followed in January.

Theshiftfrommarketcapindices
According to TheodoreNiggli ,

MSCI'
s
head

of indices
,

investorsaretakingfundsfrom
theactivepart of theirportfolios to

allocate to newer
, passive

strategies . SaysNiggli :

"

If you
have a convictionthere
is

a valuepremium in

thesestrategies ,

youmightwant

V.

.4
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traditional

book

Ossiam
,

anaffiliate of NatixisGlobalAsset
Management ,

earlierthisyearannounced
thelaunch of exchangetradedfunds

(

ETFs
)

offeringaccess to equal-weighted indices.
In doingso

,

Natixisbecame thefirstfirm to

offer thistype of ETF in Europe.
Equal-weighted indicesworkbyattributing

thesameweight to eachof theunderlying
stockconstituents

, eliminating thebias
towards largecompanies found in market-cap
indices .

In addition
,

Ossiam is using
quantitativeandfundamentalresearch to selectand
weightcompanies basedonreducingrisk.

Citingdemand from investorsfor
alternatives to thedangerous concentrations found
in market-capweightedbenchmarks

,

Ossiam
launched itsMinimumVarianceETFsthat
willselectandweightsecurities fromthe
S&P500andStoxxEurope600basedon
mitigating risk.

"

Passiveproviderswillbecome
moresophisticated . Theywillprovide

streams of returnthat in
thepast

activemanagerscouldclaimwere
theresults of

theirskill "

NickSykes ,

Mercer

"

"Alotof
investorsareaskingfor

alternatives to marketcap-weightedbenchmarks
andtheyareseekingdiversification

,

"

says
IsabelleBourcier

,

head of business
development at Ossiamandformerglobalhead of

ETFs at LyxorAssetManagement.

Activedisappointment
Driving thedevelopment of so-called '

alternative' indices is disappointment withactive
investing .

"

If youare a very largesovereign
wealthfund

,

it is increasinglydifficultforyou
to investactively ,

"

saysGWA' s Morris.
Thecrisisalerted investors to thefactthat

many of thereturnsgenerated by ' active'

managementcamefromnothingmore
complicatedthanmakingallocations to

smallercompanies.
Peoplerealised theycouldachievethesame

effectsthemselvesmorecheaply ,
byinvesting

in theright indices
.

"

Peoplearesayingwe
don' t need to payactivefees

,

wecangetthis
effectpassively ,

"

saysMercer' s Sykes.
MSCI' s Nigglicallstheindicesthat

encompassbothpassiveandactiveelements
`strategic' . SaysNiggli :

" Therewillbean
acceleration in theuse of thesestrategic
indices . Theyseem to beseenas a proxyfor
someactivestrategies.

"

PredictsMercer' s Sykes :

" Passiveproviders
willbecomemoresophisticated . Theywill
providestreams of returnthat in thepast
activemanagerscouldclaimweretheresults
of theirskill. "

Whenfundamentalindicesfirstappeared
in themiddle of thelastdecade

, theywere
considerably moreexpensive to licensethan
theirmarket-cap-weightedrivals

.

" Thefees
werequiteexpensive ,

"

saysSykes .

" Now
there is morecompetitionthere is less of a

premium.
" Feeshavereportedlydropped

fromaboutten to twelvebasispoints ( bps)

on
somefundamentalindices

,

to just a fewbps.
Althoughtraditional indicesstilldominate

pensionfundinvestments
, servingas a

yardstickforthemajority of
a

scheme' s

portfolio ,

therearesignsthatmayeventually
nolongerbethecase.

to putsome
of youractiveallocationinto

theseproducts.
"

Mercer
,

theinvestmentconsultant
,

is

advisingitsclients to switch fromusing
market-cap weightedindices .

" There is merit
in trying to

besmarterthannaivelyfollow a

market-cap-weighted index
,

"

sayspartner
NickSykes.

Theresponse fromclients to Mercer' s

advice is mixed
,

butmany of
themare

respondingbyswitchingindices . Says
Sykes :

" Wehavebeentalking to clients for
about a yearaboutwhywethinkthemarket
capapproach is

flawed .
Pensionfundsare

embracingthis to someextent. "

In
commonwithmanyotherconsultants

,

Sykesdistrustsmarket-cap-weighted indices
,

arguing theyareprone to assetpricebubbles
,

biased to pastsuccess andriskexcessive
concentration .

" Webelievethatmarket
capitalisation indicesarebytheirverynature
flawed

,

"

saysSykes.
TheFTSEAll-Share indexprovides a

graphicillustration of
thedangers of

concentration .
Mercer' s Sykescitesthefactthat

halftheindex is held in just a dozen or

sostocks
, bypassingopportunities in

smallercompanies.

According to Sykes ,

research proves that
fundamental indicesperformbetter than
traditionalapproachesovermost
timeframes .

"

Peopleassumethere is something
sacrosanctaboutmarket-cap-weighted
indices

,

"

saysSykes .

" Yetalmostanyother
sensible indexdoesbetterthanthem . That' s

thebigrevelation to
a lot of people.

"

Yetsomefundsprovereluctant to
abandon

thefamiliarity of market-cap-weighted
indices .

" Somepeopleget it straightaway ,

"

saysSykes .

" Sometake a while to be
persuaded.

"

Weightymatter
Afterlaunchingone of theworld '

s
first '

alternative' indices in conjunction withFTSE in

2005
, advisoryfirmGlobalWealthAllocation

(

GWA
)

hassucceeded in

attracting$6bn to its
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wealth-weighted
indices

.
Thesere-weight

eachcomponent of
traditional

indicesbyassessing
theirability to

\

generate
wealth

,

based
onfactors
includingbook

value
,

cashflow
andnetprofit .

" Weare
not a newindex

,

"

saysGWAfounderandchief
executiveDavidMorris .

" Wearere-weighting
anexistingmarket-cap-weighted index. "

According to GWA' s Morris
,
take-up of

alternativeindices is increasing .

" Theseproducts
arebeginning to takeoff

,

"

saysMorris.
"

Uptake is growingandso is interest. " All of

GWA' s clientsarepensionfunds
. Theyare

more than150 in number
,

based in
countries

includingJapan ,

Australiaand theUK.

Ossiam
,

anaffiliate of NatixisGlobalAsset
Management ,

earlierthisyearannounced
thelaunch of exchangetradedfunds

(

ETFs
)

offeringaccess to equal-weighted indices.
In doingso

,

Natixisbecame thefirstfirm to

offer thistype of ETF in Europe.
Equal-weighted indicesworkbyattributing

thesameweight to eachof theunderlying
stockconstituents

, eliminating thebias
towards largecompanies found in market-cap
indices .

In addition
,

Ossiam is using
quantitativeandfundamentalresearch to selectand
weightcompanies basedonreducingrisk.

Citingdemand from investorsfor
alternatives to thedangerous concentrations found
in market-capweightedbenchmarks

,

Ossiam
launched itsMinimumVarianceETFsthat
willselectandweightsecurities fromthe
S&P500andStoxxEurope600basedon
mitigating risk.

"

Passiveproviderswillbecome
moresophisticated . Theywillprovide

streams of returnthat in
thepast

activemanagerscouldclaimwere
theresults of

theirskill "

NickSykes ,

Mercer

"

"Alotof
investorsareaskingfor

alternatives to marketcap-weightedbenchmarks
andtheyareseekingdiversification

,

"

says
IsabelleBourcier

,

head of business
development at Ossiamandformerglobalhead of

ETFs at LyxorAssetManagement.

Activedisappointment
Driving thedevelopment of so-called '

alternative' indices is disappointment withactive
investing .

"

If youare a very largesovereign
wealthfund

,

it is increasinglydifficultforyou
to investactively ,

"

saysGWA' s Morris.
Thecrisisalerted investors to thefactthat

many of thereturnsgenerated by ' active'

managementcamefromnothingmore
complicatedthanmakingallocations to

smallercompanies.
Peoplerealised theycouldachievethesame

effectsthemselvesmorecheaply ,
byinvesting

in theright indices
.

"

Peoplearesayingwe
don' t need to payactivefees

,

wecangetthis
effectpassively ,

"

saysMercer' s Sykes.
MSCI' s Nigglicallstheindicesthat

encompassbothpassiveandactiveelements
`strategic' . SaysNiggli :

" Therewillbean
acceleration in theuse of thesestrategic
indices . Theyseem to beseenas a proxyfor
someactivestrategies.

"

PredictsMercer' s Sykes :

" Passiveproviders
willbecomemoresophisticated . Theywill
providestreams of returnthat in thepast
activemanagerscouldclaimweretheresults
of theirskill. "

Whenfundamentalindicesfirstappeared
in themiddle of thelastdecade

, theywere
considerably moreexpensive to licensethan
theirmarket-cap-weightedrivals

.

" Thefees
werequiteexpensive ,

"

saysSykes .

" Now
there is morecompetitionthere is less of a

premium.
" Feeshavereportedlydropped

fromaboutten to twelvebasispoints ( bps)

on
somefundamentalindices

,

to just a fewbps.
Althoughtraditional indicesstilldominate

pensionfundinvestments
, servingas a

yardstickforthemajority of
a

scheme' s

portfolio ,

therearesignsthatmayeventually
nolongerbethecase.
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