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STRESS TEST:  
EXPOSING THE REAL RISKS  
IN DB PENSION PLANS 

My, how the world of risk management 
has changed. Out of topics ranging  
from high-frequency trading to cyber 
risk, the big message at the 2014 Risk 
Management Conference was just how 
vulnerable investors are to new and 
emerging risks that weren’t even on the 
radar screen a decade ago. 

As cyber risk expert Alec Ross pointed out during his 
keynote discussion on the topic, a 17-year-old in Russia 
recently was able to undermine the confidentiality of retail 
giant Target’s customer data — and that lead to a 46% drop 
in the company’s profits in one quarter. If a lone teenager 
can cause this much damage, larger attacks can be even 
worse — particularly to asset managers, like pension funds, 
if their trading systems are infiltrated. 
 Another new risk bred by technology is the growing 
field of high-frequency trading, which, according to keynote 
speaker Ronan Ryan, a prominent figure in Michael Lewis’s 
book Flash Boys, could have the power to disrupt markets. 
 But, while the risks are changing, plan sponsors are also 
shaking up their approach to monitoring and managing 
them. As a panel of plan sponsors using a factor-based 
approach pointed out, stress testing is now widely being 
used to monitor exposure to key risks, from inflation to 
interest rates to equity market volatility. 
 This year’s risk management conference looks at how 
plan sponsors are managing risks, and the tools and 
strategies that have emerged to support them in a challeng-
ing economic and investment environment. And, as new 
risks like cyber security and high-frequency trading 
emerge, plan sponsors are seeking to position themselves to 
go with the flow without taking a huge hit on funded status. 
 So, while the risk management space appears to be 
undergoing a transformation, the needs and goals of DB 
plans sponsors haven’t changed all that much — the name of 
the game is still to deliver on that all-important pension 
promise at the end of the day. 
 You’ll find summaries of all the conference coverage in 
this special issue of Canadian Investment Review. 
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KEYNOTE SPEAKER

they provide liquidity. We have some high-frequency trading 
firms using us — less than 20% would be classified as high-
frequency trading firms. Those firms trading on our venue 
are providing liquidity. They’re not just trading 100 shares. In 
certain instances, we’re seeing them put up 25,000 shares on 
either side of the quote.
 It stems back to the question of whether it’s good or bad. 
There is good high-frequency and bad high-frequency. There 
was a really good report published last month that shows what 
happened in the Nordic markets as Nasdaq OMX came in and 
introduced updates to their matching engines — software that 
matches buy and sell orders. They made it 10 times faster. 
It was 2.5 milliseconds and they made it 250 microseconds. 
When they did that, they noticed that the spreads widened 
32%. The market got 10 times faster, but spreads widened. 
The explanation is that the low-latency market makers, the 
high-frequency market makers, were getting picked off by 
hyper-frequency bandits. As the market got faster, these 
predatory strategies came into the market and made it harder 
for the true market makers, even though they’re both doing it 
in a high-frequency fashion, to make markets effectively: they 
had to widen their spreads.

CAN YOU ABATE PREDATORY PRACTICES  

BY USING ALGORITHMS?

I think you can abate it, but the problem with an algorithm is 
that it’s just logic. A lot of times, brokers will just call it anti-
gaming logic and all that is institutionalized randomness, if 
you will, and all of that can be discerned. I don’t think you can 
continually abate predatory strategies by using algorithms. 
Our approach to this, both when I worked at RBC and now 
at IEX, is that we’re using technology to fight technology 
and we’re doing it through physics. The one thing that the 
predatory strategy needs is that signal as soon as possible 
so that they can  react to it, whether on that same market or 
on different markets, and the way in which they garner that 
signal is by co-locating in the same room as the exchange. The 
exchange prints the trade. The person right next to them in 
the room clearly is the person who gets it sooner than anyone 
else. What we’ve done is take that out of play and we’ve put 
the front door to IEX in a separate building than where the 
matching happens.

I would say that high-frequency 
trading is very broadly defined — in 

fact, it’s not really defined at all.  The 
whole thing is, it’s about different 

forms of high-frequency trading 
and strategies. There are predatory 

strategies that exist and they use 
technology; that’s one form of high-
frequency trading. Then there are 
high-frequency traders — and this 

relates to Canada — who arbitrage. 

As the market got faster, these 
predatory strategies came into the 
market and made it harder for the true 
market makers, even though they’re 
both doing it in a high-frequency 
fashion, to make markets effectively: 
they had to widen their spreads.

BY SCOT BLYTHE

Ronan Ryan
chief strategy officer, iex group

FLASH BOYS: 
THE TROUBLE  

WITH HFT 

s a central character in Michael Lewis’ controversial 
book Flash Boys, Ronan Ryan has been contributing to the 
debate over high-frequency trading and its impact on markets. 
As keynote speaker, Ryan, who is now chief strategy officer at 
IEX Group  and former head of electronic trading strategy at 
RBC Capital Markets, discussed his role in the book and his 
views on high-frequency trading, and participated in a panel 
discussion on the topic. Ahead of the conference, we asked 
Ronan a few questions about the benefits and risks of high-
frequency trading, and how to spot potential for abuse.

WHAT’S THE PROBLEM WITH HIGH-FREQUENCY 

TRADING?

It took Michael Lewis 80,000 words to explain it in a book! 
What I would definitely say is that we’re not anti-high 
frequency. I would say that high-frequency trading is very 
broadly defined — in fact, it’s not really defined at all.  The 
whole thing is, it’s about different forms of high-frequency 
trading and strategies. There are predatory strategies that 
exist and they use technology; that’s one form of high-

frequency trading. Then there are high-frequency traders 
— and this relates to Canada — who arbitrage. Let’s take an 
example. The symbol for Blackberry is BBRY; it trades in 
Toronto, it trades in New York. There are times when a big 
trade goes off in one market and it puts the price out of skew. 
So, for a fleeting moment of time, the prices are very different, 
even with the exchange rates between those two cities. You 
have high-frequency guys who use microwave networks, 
and everyone thinks they must be doing something bad. But 
they are just racing each other to those cities, they’re taking 
that FX risk and they’re bringing the prices in line. They’re 
actually contributing to an efficient market.

APART FROM ARBITRAGE, DOES  

HIGH-FREQUENCY TRADING ADD LIQUIDITY?

That’s a really important question. With high-frequency 
trading firms, their defense is that they’re just market makers 
adding liquidity. There are high-frequency strategies that the 
market makers use and now they’re using technology to do so 
and they make markets. Absolutely, when they make markets, 

A
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he historical outperformance of low-risk stocks is a well-
documented but surprising asset-pricing anomaly. Research 
suggests low-beta and low-volatility stocks tend to earn the 
same returns as higher-risk stocks and stock indexes. And 
they’ve done so with less severe drawdowns — which may 
result in better compounding of returns. This pattern is a 
puzzle for researchers who expect to see clear links between 
investment risk taking and average returns, but it has been a 
benefit to investors who’ve held low-risk stocks.
 Simply creating a low-risk equity portfolio, however, can 
expose investors to unintended risks — not just low-risk stocks. 
That is because such an approach doesn’t consider valuation 
measures. Instead, the optimal way to exploit the low-risk 
anomaly in equity markets involves an actively managed ap-
proach, where stocks are selected on the basis of valuation and 
unintended exposures are actively monitored and mitigated. 
The recent performance of low-risk stocks has focused investor 
attention on their valuations relative to high-risk stocks. But, 
although investors can choose the valuation of their low-risk 
portfolio, a naïve approach to portfolio construction may 
inadvertently create a portfolio that is expensive relative to the 
overall market. Moreover, such a portfolio might be particu-
larly expensive compared to valuation-aware active approaches 
that exploit the wide dispersion that exists in the valuation of 
low-beta stocks. Purveyors of simplistic low-risk portfolios also 
fail to recognize the potential for exposure to risks other than 
equity market risk. For example, an astute active manager can 
help investors navigate sensitivity to major risks, such as inter-
est rates and currency exposures.  
 In their simplest form, low-risk equity strategies exhibit 
negative correlation with interest rates and, as a result, they 
tend to underperform when rates are rising and outperform 
when rates are falling. For example, when U.S. rates unexpect-
edly rose in 1994, lower-risk U.S. stocks underperformed both 
the aggregate equity market and the Capital Asset Pricing 
Model (CAPM)-adjusted expected returns of those stocks. But 
this doesn’t have to happen. Even simple interventions, such 
as holding active sector weights to zero, have the potential to 
attenuate this effect and leave the low-risk equity portfolio 
with much milder interest-rate sensitivity. More sophisticated 
portfolio construction techniques are likely to work even better.

MANAGING CURRENCY RISK 

As noted above, simple implementations of low-risk portfo-
lios fail to address currency risk — and particularly within-
country currency exposure. An example of the potential 
problem can be seen in exposures to the Japanese yen during 
its rapid depreciation in 2013. The actual returns of Japanese 
sectors diverge widely from what an investor might expect, 
given their respective betas. The surprising over- and under-
performance of sectors is attributable to their import/export 
characteristics, and to the resulting currency exposure. With 
a depreciating currency, importers (e.g., Japanese energy) 
faced the headwind of higher input costs while exporters (e.g., 
Japanese consumer discretionary) were the beneficiaries of 
more competitive prices for their finished products abroad. 
Low-risk portfolios can be exposed to importers or exporters 
within a particular country and, therefore, can be exposed to 
changes in that country’s currency.  Again, active managers 
who are aware of currency risks — and are able to mitigate the 
potential negative effects within the portfolio — have the po-
tential to add value relative to a less sophisticated approach. 
 Low-risk equity investing is one of asset management’s 
most promising and yet under-invested areas. While these 
strategies can offer compelling risk-adjusted returns, inves-
tors should be aware of unintended risks and exposures that 
can emerge in naïve low-risk equity approaches. This is why 
thoughtful active management is crucial to mitigating these 
risks and fully exploiting this mispricing.

T

ACADIAN ASSET MANAGEMENT

Brendan O. Bradley
director of portfolio management

IS YOUR LOW-RISK STRATEGY RISKY? 
WHAT INVESTORS NEED TO KNOW ABOUT 
LOW VOLATILITY INVESTING 

SPEAKER

anadian defined benefit (DB) pension plan sponsors are, 
increasingly, seeing the benefits of implementing a liability-
driven investing (LDI) strategy to reduce volatility and 
enhance benefit security for their plan members. In a recent 
survey of Canadian pension plans, 31% were planning to 
introduce or increase their liability driven investments in the 
coming year, as mentioned in the 2014 Sun Life Investment 
Management Defined Benefit Plan Report. Following on 
the heels of the U.K., where £517-billion pension assets are 
managed with reference to their liabilities, Canadian sponsors 
are looking for better opportunities to get higher returns with 
less risk.
 The good news is that the solutions available to the 
Canadian market have evolved to meet this growing demand 
with a full universe of assets, including private asset classes, 
customized benchmarking and reporting capabilities, and 
portfolios that are tailored to a plan’s specific liabilities, 
objectives and constraints. 
 A recent case study with an anonymous employer provides 
an illustration of how a customized LDI portfolio would 
work. The employer had a $100-million DB plan that was 
investing 50% in equities and 50% bonds. The core business 
realized it could better use the cash for capital investments, 
so it began to look for ways to minimize cash volatility and 
purchase annuities in the medium-term. With a portfolio of 
20% equities, 40% public bonds, 20% private bonds and 20% 
commercial mortgages, the results were strong:

•     Interest rate risk was reduced by 70%
•     Equity risk was reduced by 60%
•     Credit risk was better matched to liabilities
•     Expected return on portfolio was decreased by only 12 bps

The case study provides three valuable lessons for anyone 
looking to embark on a customized LDI strategy:

This is a change in philosophy – sponsors will need to 
understand they are playing not to lose instead of playing 
to win.

Educating stakeholders and decision makers are critical 
to getting buy-in.

Sponsors need to stick to the strategy and not be swayed 
by market conditions or “flavours of the month.”

 To get started, sponsors should consider where they 
can get the most return for their risk budget, and decide if 
the potential excess returns from equities are still required. 
They should also not be afraid to ask potential providers for 
illustrations on risk reduction and yield enhancement to help 
them make a decision.

C

ONE SIZE DOESN’T FIT ALL:  
WHY CUSTOM LDI PORTFOLIOS 
ARE THE BEST WAY TO DE-RISK 

SUN LIFE FINANCIAL

Heather Wolfe
fia, fcia, fsa, managing director,  
client relationships
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Steve Morris
cfa, managing director,  

liability-driven investing,  
defined benefit solutions



www.investmentreview.com 7RISK MANAGEMENT CONFERENCE66

SPEAKER

esponsible investing is a method that has been used for 
many years to ensure that investors are meeting their ethical 
and moral values in their investment vehicles, and 
incorporating environmental, social and corporate governance 
concerns into their investment decisions. Approaches to 
responsible investing can be divided into two groups: socially 
responsible investing (SRI) and Environmental, Social, and 
Corporate Governance (ESG). SRI funds focus on avoiding 
certain companies through screens for undesirable businesses 
(alcohol, tobacco) or positive behaviour (policies for human 
rights, reducing environmental impacts, etc.). SRI can also 
include the use of best in class funds or thematic vehicles. 
ESG’s approach to responsible investing mandates that 
incorporate investment be in areas that, traditionally, have  
not been directly related to financial strength.

 These two facets of responsible investing can be solid 
options for investors, as they offer a gamut of overlays and 
approaches to incorporate investor preferences. 

DI is gaining more traction in Canada, and managers are 
changing their main question from “What is LDI?” to “How is 
LDI implemented?” Here are some key considerations to take 
into account when looking to implement an LDI strategy. 

MEASURING THE SUCCESS OF YOUR  
DE-RISKING PROGRAM

A critical component of a dynamic risk management program 
is selecting a benchmark against which to measure the 
performance of liability hedging assets. The right benchmark 
for a hedging strategy evolves with the plan’s glide path 
positioning. At a high level, a typical de-risking journey and its 
associated benchmarks can be divided into three broad stages:

EARLY – At the journey’s early stage, the long duration fixed 
income allocation is relatively low. In this case, traditional  
long bond indices are likely to be adequate benchmarks.

MID – The journey’s mid-stage is where a sizable portion of 
assets are invested in long bonds. At that point, it is  
appropriate to introduce a benchmark that accounts for the 
shape of the liability.

LATE – The late, or end, stage occurs when the plan is near  
or at full hedging. At this point, using the plan’s liability  
as a benchmark will allow the sponsor to track the true 
performance of its hedging program.

ACTIVE MANAGEMENT KEY

Many believe the objective of active asset management is to 
increase portfolio returns, and that this quest for alpha comes 
at the price of additional risk taking (active risk). While this 
conventional wisdom is true for most asset classes, active risk 
actually reduces funded ratio volatility as it relates to long 
duration mandates, in addition to increasing portfolio 
returns. This is due to a few important factors. 
 First, long bond indices are particularly concentrated. 
For example, the top 10 issuers of the FTSE TMX Canada 
Long Term Corporate Bond Index comprise almost 40% of 
the index. Thoughtful active management will allow for 
greater diversification, thereby reducing portfolio risk. 
Second, long bonds tend to have lower liquidity and higher 

 When ESG first hit the scene, it was very much an offshoot 
of SRI that used a checklist of traits that may or may not apply 
to a company or investment. The methodology was used to 
ensure compliance with a given set of rules or values. In many 
circles, this is still the case. A fund may incorporate ESG by 
checking to ensure an investment has a policy for anti-bribery 
and corruption, whistle blowing or a certain standard for its 
suppliers. Also, ESG-type funds usually incorporate some 
degree of engagement with (usually an equity) investment. 
Often, engagement is undertaken by a third party on behalf of 
an asset manager, but sometimes the manager itself speaks 
with the investments on behalf of investors to encourage it to 
undertake better practices or improve in certain areas, such as 
health and safety. Whatever this process is called, it is still a 
compliance check – a means of ensuring that investments 
meet pre-determined requirements. 

BEYOND THE CHECKLIST 

In some circles, however, ESG has evolved from being a 
compliance check to an integration phase. Here, the focus is 
not on a prescriptive SRI-type list of must-haves or must-not-
haves for companies. Instead, the emphasis is placed on the 
material risks that are specific to the underlying investment. 
This methodology is highly tailored to each investment and 
requires a holistic understanding of each investment’s key 
problem areas, as well as its related opportunity set. It can be 
a much more accurate indicator of an investment’s stability 
and longer-term outlook. 
 Ultimately, integration involves the assessment of an 
investment from a risk perspective, engaging the investment 
or company on how it perceives its own risks and comparing 
them to those identified by the investment manager. 
Engagement between the investment and the manager then 
focuses on any difference in risk perception, as well as on the 
group’s targets to mitigate risk going forward. Central to the 
conversation is the manager’s encouragement for the 
investment to improve its transparency on risk-related issues 
(as required) and its requirement that the investment publish 
its risk matrix on an annual basis.  
 In this way, the integration of ESG factors becomes a tool 
for managers to more effectively understand and engage with 
their investments on material risks and related opportunities. 

transaction costs. Tactical active trading will reduce costs 
both at purchase and at selling. Third, liability discount curves 
are magically unaffected by bonds that default or are 
downgraded – a luxury that portfolio managers obviously 
don’t have. Therefore, fundamental research and active 
management will help avoid defaults and downgrades; 
arguably, the most important objective when attempting to 
keep pace with liability growth.
 Finally, past performance analysis suggests that active 
management has worked. More than 75% of active Canadian 
long bond managers have beaten the FTSE TMX Long Term 
Bond Index over a five-year annualized period.
 Even for large Canadian plans, empirical evidence suggests 
that long bond assets are very concentrated, and are often 
invested with only one or two LDI managers. But, there are many 
reasons why the increased diversification of LDI managers would 
benefit both sponsors and plan participants. The most obvious 
argument is that diversification limits the idiosyncratic risk of a 
manager’s operational failure. Another valid reason is the fact 
that hiring managers who have complementary management 
skill sets is likely to provide smoother overall performance over 
time. Lastly, adding a few LDI managers to a plan’s roster is not 
very difficult to do, and it provides the sponsors with additional 
LDI think tanks and resources. 
 Summarized simply, the same arguments that are valid 
for diversification of equity managers hold true for LDI 
managers. After all, diversification is still the only free lunch. 

R

L

In some circles, however, ESG has evolved 
from being a compliance check to an 

integration phase. Here, the focus is not on 
a prescriptive SRI-type list of must-haves 

or must-not-haves for companies. 

BEYOND THE ESG CHECKLIST: 
WHERE RESPONSIBLE INVESTING 

MEETS RISK MANAGEMENT 

EMBRACING LDI? DON’T FORGET YOUR 
FREE LUNCH: WHY DIVERSIFICATION STILL 
PAYS — EVEN WHEN YOU’RE DE-RISKING  

SPEAKER

ABERDEEN ASSET MANAGEMENT 

Cindy Rose
head of research,  
responsible investing

PYRAMIS GLOBAL ADVISORS 

François Pellerin 
fsa, ea, cfa, cera, ldi strategist



www.investmentreview.com 9RISK MANAGEMENT CONFERENCE88

he world of smart beta continues to advance rapidly. And, 
while the wave of smart beta innovation ultimately benefits 
investors, it is important to emphasize that smart beta 
strategies are not complete investment strategies in and of 
themselves. Rather, they should be viewed as components of a 
broader portfolio, alongside traditional active and passive 
strategies using a process that involves design, construction 
and management.
 While the term “smart beta” elicits a wide range of 
reactions, most investors generally agree it falls somewhere 
between traditional active and passive strategies. Smart beta 
strategies introduce an active risk element by deviating from 
market capitalization weighting, but they retain some key 
features of traditional indexes, such as transparency and 
systematic rebalancing. Smart beta strategies have evolved 
significantly as index providers move beyond broad market 
exposure to alternative weightings and more focused factor 
exposures. They’ve also gained from criticism that the 
performance of traditional active strategies is due to systematic 
exposures. For example, an active value manager’s excess return 
may largely be a result of the value premium, and not 
necessarily be the result of the manager picking better stocks.
 Investors can gain additional beta through broad market 
exposure, and alpha through stock picking. However, the 
toolkit has expanded, and they can now also strategically and 
dynamically control other systematic factor exposures with 
smart beta indexes. 
 While there are a range of strategies, the more popular 
smart beta approaches come in one of two forms: strategy-based 
or factor-based. Strategy-based smart beta uses alternative 
weighting schemes, like equal- or fundamental-weighting, or 
more complex models, such as risk parity or minimum variance, 
to exploit market inefficiencies or anomalies. Factor-based 
smart beta indexes attempt to isolate specific factor exposures 
so that investors can manage them discretely.

USES OF SMART BETA  

A survey on smart beta usage conducted by Russell 
Investments in the first quarter of 2014 shows that the three 
primary uses of smart beta are return enhancement, risk 
reduction and diversification. These results indicate that 
investors perceive smart beta strategies as broadly applicable, 

and not solely as a niche product with limited use. To that end, 
there are a number of use cases where investors are using 
smart beta indexes. While the spectrum of potential use cases 
is not limited to these examples, they do represent some of 
the more common applications of smart beta strategies: 

T

HOW SMART IS YOUR PORTFOLIO?  
THE DIFFERENT WAYS INVESTORS  

ARE USING SMART BETA STRATEGIES 

RUSSELL INVESTMENTS 

Rolf Agather
managing director,  

research & innovation

STRATEGIC	ALLOCATIONS	– Investors can decide to use smart beta 
strategies within their strategic allocations as a meaningful way 
to enhance returns or manage volatility. In one case, a Russell 
client combined a strategic allocation with a fundamentally 
weighted strategy to enhance returns, and also made a strategic 
allocation to a low volatility strategy as a way to reduce risk.

RISK	MANAGEMENT	– In general, active strategies tend to increase 
exposure to the volatility factor. When active strategies are 
combined, it can cause an undesired overweight to volatility that 
an investor may wish to remove. Allocation to a low volatility 
strategy can help reduce overall exposure to the volatility factor.

FEE	BUDGET	MANAGEMENT	– By providing the investor the ability 
to manage factor exposures directly, smart beta strategies can 
make better use of the investor’s active fee budget. Systematic 
factors can be accessed at lower cost through smart beta 
products, allowing more of the active fee budget to be used to 
compensate skillful active managers. 

he global financial crisis reinforced the need to think 
seriously about tail risks, especially as traditional risk systems 
failed to warn of extreme losses and contagion spread across 
asset classes and markets. Plan sponsors would do well to 
consider a new forward-looking approach to scenario analysis 
and embrace a framework that allows them to explore 
potential portfolio weaknesses and tail risks. This is an 
integral part of ensuring that portfolio performance is robust 
in a diverse range of states of the world.
 To implement a forward-looking scenario framework, 
it’s important to create a rich set of extreme but plausible 
outcomes in which to incorporate expert judgement. By 
integrating investment experts with scenario construction, 
investors can benefit from richer scenarios, more complex 
views, and an additional layer of oversight. 
 In order to capture sudden and persistent changes (regime 
shifts) and non-linear interdependence between financial 
assets, it is necessary to move beyond traditional single-
regime models and the assumption that returns are normally 
distributed and consider a multi-variate regime model. 

 By using Monte Carlo simulations to create the 
market model as well as an efficient numerical process (a 
methodology known as entropy pooling), investors can re-
value all option-like positions for each simulation outcome. 
 This approach allows co-movements between assets to 
be modelled as a non-linear function of the magnitude of 
the shock applied. Put together, the approach is more able to 
capture the pernicious nature of tail risks, and helps ensure 
that portfolio performance is robust to a comprehensive 
range of possible states of the world. 
 The value of successful forward-looking scenario analysis 
should not lie in the exact specification of portfolio gains and 
losses in a specific scenario. Results should be intuitively 
correct but not spuriously accurate. Rather, forward-looking 
scenario analysis should used to explore potential portfolio 
weaknesses through the interaction of subject matter experts 
who specify scenario shocks, risk managers who model the 
inferred losses, and fund managers who can use the results to 
challenge and enhance their intuitive understanding of the 
behaviour of their portfolios in extreme scenarios. An entropy 
pooling methodology helps to achieve this.  

T

STANDARD LIFE INVESTMENTS INC. 

Rahul Khasgiwale
investment director

THE UNKNOWN UNKNOWNS:  
FORWARD-LOOKING STRESS  
TESTING AND THE FUTURE OF  
RISK MANAGEMENT  

SPEAKER SPEAKER

To implement a forward-looking 
scenario framework, it’s important to 

create a rich set of extreme but plausible 
outcomes in which to incorporate expert 

judgement. By integrating investment 
experts with scenario construction, 

investors can benefit from richer 
scenarios, more complex views, and an 

additional layer of oversight.
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isk management is top of mind for pension plan sponsors 
in the wake of 2008—and it will be even more important moving 
forward, according to a 2014 BNY Mellon survey of more than 
100 institutional investors. A panel discussion highlighted the 
results of the survey, as well as plan sponsors’ reactions to them. 
The panel was comprised of Catherine Thrasher, managing 
director of BNY Mellon, and Asif Haque, director, investments, 
with the CAAT Pension Plan, and was moderated by Caroline 
Cakebread, editor of Canadian Investment Review. Panel 
members focused on five key findings from the survey results:

growth in importance of risk management; 
increased concerns about unintended bets;
greater focus on achieving targeted returns over alpha;
increased use of alternatives for diversification;
use of quantitative computer-based models to evaluate risk.

RISKS AND BENEFITS

Institutional investors see risk management as a key concern, 
with the majority expecting to allocate more time to it and 59% 
saying it has benefited their organization. Haque agreed that 
risk management is a priority for CAAT. “We feel that we have 
worked to advance our own risk management processes over the 
last five years—not only on the investment side, but in all facets 
of the organization—and that work has brought benefits to us.”
 However, where institutional investors are focusing their 
energies is changing. The survey results show that investors 
expect to spend more time on investment and operational 
risks and less on political risk.

WAKE UP!

The market events of 2008 and the following recession were 
the greatest influences on this new risk focus, according to 
68% of respondents, followed by increased management 
awareness and knowledge (63%).
 “The events of 2008 were the awakening; it was the wake-
up call that maybe we didn’t know as much about our portfolios 
as we thought,” Thrasher explained, adding that investors 
today are demanding more information. When it comes to 
market risks, critical concerns for institutional investors are 
interest rate risk, the low-yield environment, extreme market 

shifts and financial market contagion. “It’s a very, very difficult 
environment for plan sponsors,” Thrasher acknowledged. “And 
we’ve seen that in the amount of discussion around LDI.”

BETTER BETS?

Looking specifically at investment risk, unmanaged and 
unintended bets are a leading concern, followed by unintended 
leverage. While it’s not as broadly discussed, liquidity is 
another risk that can have a significant impact, Haque noted, 
referring to the margin calls in 2008. “All of this cash had to 
come from somewhere. Those were trying times just from 
a pure liquidity perspective, and we’ve evolved our liquidity 
management—our cash management processes, the way we 
run those overlay programs—significantly in response to that.”
 To combat some of these risks, the panel explained, 
institutional investors are turning to strategies such as 
LDI, and are increasingly looking at alternatives such as 
commodities, hedge funds, private equities and real estate, 
for diversification purposes.
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he global monetary system is not immune to instability, 
and frequent crises since the 1971 end of the Bretton Woods 
system have allowed countries to let their currencies to 
float freely. Over the past two decades, financial crises have 
not only become more frequent, but have had an increasing 
impact on the global economy. 
 Against this backdrop, several trends have emerged that 
will create headwinds against longer-term growth. These 
trends include high debt-levels in much of the developed 
world, aging populations, and declining liquidity in both equity 
and credit markets. Those trends mean asset price and market 
volatility will persist for years to come — and that will require 
institutional fund managers to focus on strategically and 
tactically managing that volatility, and the associated risks.
 Whether you are a pension investor responsible 
for securing employee benefits, an individual saving for 
retirement, an endowment or foundation facing liquidity 
needs, or any other type of investor, volatility in your 
investment presents risk. Not all risk is bad — in fact, it may 
be required to generate long-term growth. But unexpected or 
unplanned risk levels present enormous challenges. 
 There are many tools to help investors manage volatility 
depending upon their needs, objectives and individual 
circumstances. The decision to manage volatility can be 
made at two levels: the policy level (governance) or within 
investment strategies. Implementing volatility management 
can emphasize investment strategy level decisions, or it 
can emphasize policy level decisions, which are made at 
the governance level. Each must be recognized as very 
different techniques.  At the policy level, there exist several 
strategic approaches and dynamic policies available to asset 
owners, generally at the overall portfolio. Strategy level is 
differentiated from the policy level in that it represents a 
series of techniques that are generally employed on specific 
parts of a portfolio in a more flexible manner.

MANAGING VOLATILITY — POLICY VS. STRATEGY 

Institutional investors usually have a long-term strategic 
asset mix policy that they formally revisit every three years 
or so. However, with changes in accounting regulations, the 
freezing of DB plans to new entrants and increased market 
volatility, investment time horizons have been decreasing,  

and many institutional investors have modified their 
investment approach. Many DB plans are now using asset 
forecasts and a wider array of diversifying asset classes 
in an effort to manage volatility and exploit investment 
opportunities. Other strategic policy management approaches 
include risk parity, and outsourcing or insourcing.
 Dynamic policy approaches are more fluid in nature 
and may include dynamic de-risking, opportunistic asset 
allocation, tail risk management and hedging, and they 
generally have a short- to medium-term orientation. Unlike 
the more strategic long-term asset allocation approaches, 
these involve a level of nimbleness and flexibility that can help 
mitigate volatility and enhance potential return outcomes.
 Once a policy-level approach has been established, 
the question then turns towards which implementation 
alternatives to use at the strategy level to manage volatility. 
These options, in order of increasing impact or influence on 
managing volatility, include: indexed and managed tracking 
error, yield or valuation sensitive fundamental management, 
liability-driven investing, and managed volatility and absolute 
return portfolio management.
 It is a given that market uncertainty and market volatility 
will remain a constant. Given this reality, institutional 
investors are increasingly adopting a formal approach to 
managing volatility. It is important for investors to create 
a framework for managing their discussions around risk. It 
is equally important for fiduciaries to distinguish between 
policy-based and strategy-level considerations. As such, 
it remains imperative that institutional investors educate 
themselves on the array of tools to manage volatility, 
regardless of the specific measures they decide to adopt.
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KEYNOTE SPEAKERSPEAKER

mart beta presents a beguiling prospect to investors: 
a set-and-forget investment approach that can regularly 
outperform market-capitalization-based indices. But, there 
are hidden risks. Specifically, smart beta automates the 
investment process through the investment cycle and only 
considers specific characteristics. Such a robotic response 
to the investment cycle can result in concentrations in the 
portfolio, and sudden and dramatic changes in investment 
themes on rebalance dates. This type of response to changing 
market conditions neglects the important role portfolio 
management plays in constructing efficient portfolios. 
 Portfolio management is about skilful portfolio 
construction, efficient implementation and good risk 
management. These skills cannot be outsourced to 
transparent, rules-based approaches that automate the 
responses to the market with minimal (or no) human oversight. 
By marketing smart beta as an index-like product, investors 
may think that they don’t need to apply the same due diligence 
that they would for an active manager. Unfortunately, this 
opinion may be misguided, as automated rules could lead to a 
buildup of unexpected risks in portfolios. That could result in 
outcomes that the investor may not expect. 

CONCENTRATION PROBLEMS 

What types of concentration issues can be seen in smart beta 
products? One issue is that minimum volatility strategies 
have a tendency to converge on low volatility sectors or 
countries, but that low volatility in a company, sector or 
country may turn out to be a transitory attribute or a poor 
reflection of underlying strength. For example, many financial 
stocks exhibited low volatility prior to the global financial 
crisis, but analysis of their fundamentals highlighted real 
underlying risks in the form of excessive leverage and elevated 
funding pressures. Such a strategy is, therefore, only likely to 
perform well in certain market conditions. It can also lead to 
buying or selling in areas of the market just when it is most 
inappropriate for a defensive strategy. 
 An additional concern with automated processes like 
smart beta is there is no human navigating the portfolio 
through the investment cycle. This may mean sudden 
and dramatic changes in portfolio characteristics at the 

rebalancing dates, radically altering the portfolio’s investment 
themes. None of this would be considered acceptable in an 
actively managed strategy. Rapid changes in asset allocation 
can dramatically change the characteristics and drivers of a 
portfolio’s performance while ignoring the changing nature of 
risk through the investment cycle. 
 Accordingly, investors should closely monitor smart beta 
products to ensure the risks they are taking are appropriate, 
and that they maintain positions that match their expectations. 

 The art of portfolio management is about skilful 
portfolio construction, efficient implementation and good 
risk management. Neglecting these issues through a set-and-
forget, rules-based strategy may increase investment risk by 
ignoring the changing nature of risk through the investment 
cycle. Investors should overcome these limitations by 
overlaying highly diversified portfolios with an active stock 
selection focused on company fundamentals designed to 
highlight value and quality. The goal of such an approach is 
improved consistency through the investment cycle. 
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Low volatility in a company, sector 
or country may turn out to  

be a transitory attribute or a poor 
reflection of underlying strength. 

hile pension fund managers are used to considering 
risks from many sources, cyber risk might not be on their 
radar. But it should be, argued Alec Ross, former senior 
innovation advisor to Secretary of State Hillary Clinton, and 
keynote speaker at the 2014 Risk Management Conference in 
Muskoka, Ontario, held August 13-15.
 “The world is not changing; the world has changed,” he 
advised, adding, “90% of all of the world’s data has been created 
in the last two years, and that’s increasing by 50% a year.”
 This accelerated access to information is creating a whole 
new world of opportunities and risks for the pension industry. 
“We live in a hyper-connected world,” said Ross. “Iron was the 
raw material of the industrial age; data is the raw material of 
the information age.”

KNOWING THE RISKS

In 2014, the cyber security industry will be about $95 billion—
and it’s estimated to reach $155 billion in the next five years, 
Ross explained. In fact, he believes that five-year figure could 
actually reach $175 billion.
 Pension funds should be concerned about hackers who 
are trying to displace their assets, he said. Ten years ago, it 
took 10 seconds to clear an average trade; today, it takes eight 
ten-thousandths of a second. In the U.S., the annual loss of 
intellectual property is $3 billion a year, he added.
Interestingly, the risks to businesses and networks are 
not necessarily going to come just from big government-
sponsored entities going forward, he explained. “Power is 
increasingly devolving and being available to citizens and 
networks of citizens.”
 According to Ross, there are three kinds of cyber attacks 
to watch for: confidentiality, availability, and integrity attacks.

CONFIDENTIALITY—The target in his example was undermined 
by a 17-year-old in Russia, who exposed 40 million customers’ 
credit and debit cards, and the personally identifiable 
information of 70 million customers. This lead to a 46% drop  
in the company’s profits in Q4 of 2013.

AVAILABILITY—These attacks involve taking down a website:  
a strategy for which the (in)famous group Anonymous has 
become renowned. While they can result in a loss of company 
revenue, Ross added, the systems themselves tend to be resilient.

AVOIDING ATTACKS

For the pension investment industry, the greatest risk is having 
its trading platforms infiltrated, said Ross, who closed with five 
recommendations for mitigating risk in a hyper-connected world:
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Include someone with cyber capabilities on your board.

When assessing companies or funds for potential investment, 
ask what they, or the board of directors, are doing about cyber 
security.

Build a protective layer of insurance into your business models.

Back up your critical data with machines that aren’t connected 
to the Internet.

Understand your own cyber security.

INTEGRITY—These attacks are aimed not just at stealing 
intellectual property, but also at seizing control of the system. 
Ross told the story of how the largest company in the world, Saudi 
Aramco, was also the victim of the largest cyber integrity attack 
ever, thanks to a piece of malware that took the company offline. 
The attack destroyed 30,000 computers—and for every day the 
company was offline, the price of gas at the pump went up by  
7 cents. Ross noted that if they were vulnerable, then anyone is.

Alec Ross
former senior innovation advisor, 

secretary of state hillary clinton

 Ross concluded by noting 
that no one is immune to cyber 
attacks. “If they want to get 
you, they’re going to get you,” 
he added. “There’s always 
someone smarter and more 
capable than you.”



www.investmentreview.com 15RISK MANAGEMENT CONFERENCE1414

BY ALYSSA HODDER 

editor, Benefits Canada WHAT’S YOUR FACTOR 
EXPOSURE?  

RETHINKING RISK ACROSS 
PENSION PORTFOLIOS 

A panel discussion—with Terri Troy, CEO, HRM Pension 
Plan; Eric Fechter, director, treasury, Teck Resources Ltd.; 
and Yasir Mallick, senior portfolio manager, total portfolio 
and risk, Ontario Power Generation—looked at risk factors 
and how pension funds are using them. 
 Here are a few highlights of the discussion.

Q: WHAT ARE FACTORS, AND WHY ARE  

YOU USING THEM IN YOUR PLANS?

Terri Troy: Traditionally, portfolios were viewed as a 
combination of alpha and beta. But today, investors are looking 
at factors persistent in alpha that you can replicate on a more 
cost-effective basis than pursuing alpha, Troy explained. “At a 
high level, these include equities, interest rates, credit and 
inflation. And, underneath all those different levels, are 
secondary factors,” such as value, momentum and growth for 
equities, or yied curve and duration for rates, she added.
  The HRM Pension Committee’s objective is to minimize 
contribution increases and/or benefit reductions on an annual 
basis, since it is required that actuarial valuations be filed on an 
annual basis.  “We finally obtained ‘permanent exemption’ from 

funding on a solvency basis…now, our objective is going-concern, 
so it’s more of an absolute-return focus,” she said.

Eric Fechter: As a corporate, Teck’s plan is always subject to 
solvency funding. And, although the plan currently is fully 
funded, “we’re always looking at things like interest rate 
sensitivities for our liabilities,” said Fechter. He explained that 
the plan aims to have consistent contribution rates, and uses 
factors such as rate sensitivity and duration. Since the company 
is itself a commodity producer, it also uses factors to avoid 
“doubling down” on commodities, he added.

Yasir Mallick: OPG has a large investment program but fewer 
resources, so it’s essentially a time management exercise, 
Mallick explained. “We looked at primary factors, because we 
thought the investment team was really the one responsible for 
looking at style and sector rotation and all those other things.” In 
terms of primary factors, he said, the equity factor dominated 
the portfolio, so the plan was looking for ways to bring down the 
equity factor without compromising returns or significantly 
increasing the cost of financing the benefits under the plan.. This 
led to a new focus on stress testing and scenario analysis.

Q: HOW DO YOU USE SCENARIO ANALYSIS 

AND STRESS TESTING? ARE THERE ANY   

        CHALLENGES WITH IT?

YM: “We wanted something that was built into our risk 
infrastructure, that was automated, that was seamless, and that 
produces meaningful information at the total fund level.  This 
resulted in daily and monthly risk dashboards …we include our 
assets, our liabilities and our risk benchmark, in addition to our 
peer portfolio,” said Mallick.

EF: Teck Resources has a different approach. It stress tests 
every couple of years as part of optimization exercises, but “with 
a small staff, we’d rather spend our time on a few other things 
that would bring more value to the company” said Fechter.

TT: “The challenge is always with the data,” Troy added. She 
explained that the HRM pension plan is using proxies for its 
private investments, which can lead to inaccurate risk 
measurement.  “In our case, our risk system is currently 
overstating market exposure, which isn’t a bad thing, since we 
are being more conservative from a risk perspective.  Actual 
market exposure is less.” 

Q: WHAT ARE THE CHALLENGES WITH 

USING FACTORS?

EF: “Monitoring can be a challenge,” acknowledged Fechter, 
noting that it took almost two years to educate the executive 
committee, bring it on board and train it on the plan’s low-
volatility strategy.

YM: “From a monitoring perspective, risk decomposition 
doesn’t line up with performance,” said Mallick, explaining that 
the challenge for the risk and investment team is 
communicating risks that don’t add up, such as the currency risk 
factor. He added that hedge fund mandates can also be an issue 
as they cross multiple risk factors. 
 “From a monitoring perspective, risk decomposition 
doesn’t line up with performance,” said Mallick, explaining that 
the challenge for Teck is communicating risks that don’t add up, 
such as the currency risk factor. He added that hedge fund 
mandates can also be an issue.

TT: “Troy agreed. “Because it’s so complicated, I don’t bring this 
level of detail to the Pension Committee,” she said, explaining 
that they review traditional asset classes, which capture some 
high-level exposures, but not detailed factor exposures. “It just 
comes back to the data. That’s the biggest challenge.”

Q: HOW CAN FACTOR-BASED INVESTING 

ELEVATE THE DISCUSSION ON RISK?

YM: Mallick said OPG has created risk tolerance guidelines, 
which means the board isn’t required to be experts on the plan’s 
strategies. However, he added, factor-based investing has 
“opened us up from a transparency perspective.”

EF: For Teck Resources, factors are really part of an ongoing 
discussion around risk in the portfolio. Fechter explained how 
the plan has tried to move the discussion to governance—why it 
uses certain asset classes or different styles, the funded ratio and 
how to manage it—rather than whether to hire or fire a 
particular manager. “We’ve tried to elevate the discussion 
through this whole education process,” he said. 

TT: “I keep it very, very high level,” Troy added, explaining that 
it’s more important for the Pension Committee to understand 
the probabilities of not meeting their objectives, rather than the 
detailed factor exposures.

Q: HOW DID YOU EDUCATE YOUR BOARD?
 

EF: “Since 2008, Teck has had both board and executive 
turnover, and used it as an opportunity to get the new 
individuals up to speed,” explained Fechter. And when it 
comes to education, simplicity is key. “We stay as far away 
from technical jargon as we can. We never refer to it as 
tracking error; it’s, ‘how far away from the benchmark are 
we?’” he explained, adding, “I’d suggest using simple language 
and small, topical pieces.” 

YM: For OPG, training is a multi-phase process. Mallick said 
there were pension committee meetings held almost weekly 
over a five-month period to look at aspects such as portfolio 
construction, investment philosophy, et cetera. In addition, the 
company worked with large-scale investment managers to offer 
education on specialized investment topics, such as hedge funds. 
“That allowed us to leverage those partnerships—we chose a 
strategic partner to work with throughout all phases of our 
project and ultimately as an integral part of our team.”

PANEL DISCUSSION
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WHEN OPPORTUNITY SETS KNOCK:  
RISK ALLOCATION HELPS ADD ALPHA  
IN GOOD TIMES AND BAD  

isk capital allocation has received little attention in 
discussions about asset allocation, in spite of its importance 
to investment performance. Its relationship to performance 
can be seen first through a qualitative lens, and then through a 
quantitative one by using the Mahalanobis distance, a concept 
first introduced by Mark Kritzman in an article he wrote 
with Yuanzhen Li, “Skulls, Financial Turbulence, and Risk 
Management” (see Financial Analysts Journal, vol. 66, no. 5).     
 From a qualitative standpoint, if looking back at the 
period of low volatility from 2005 to 2006, investors sought to 
fulfill a fixed risk budget and were forced to increase exposure 
to assets that had little historical volatility. Many fixed income 
managers bought riskier positions, such as credit default 
obligations (CDOs) or non-conforming mortgage-backed 
securities (MBSs). Then, in 2008, as markets dislocated, 
volatilities spiked and spreads widened indiscriminately 
across credit sensitive securities, the reward for holding such 
credit-sensitive investments improved markedly. However, 
investors working with a fixed risk budget were forced to 
offload such securities at heavily discounted prices. 
 For investment managers, the definition of good times 
and bad times depends on our ability to seize investment 
opportunities — the opportunity set — in a given risk 
environment. When the opportunity set is large, we see 
mispricing that can be exploited and we take risk. However, 
when the opportunity is small, there is little mispricing and 
we reduce risk. Unless we face the exact same opportunity 
set in each period, we need to pay attention to managing and 
allocating this risk budget across multiple horizons because 
this process creates risk in and of itself. This is known as 
endogenous risk. 

QUANTITATIVE LENS 

From a quantitative standpoint, if we want to reach a 
certain risk budget over time, then we need to allocate risk 
across different periods. Variations through time in an 
asset’s expected excess returns and expected covariance 
matrix imply changes in the level and shape of the efficient 
frontier and, thus, changes in the opportunity set and risk 
environment that investors face with the asset.  

 The risk one should take in each period is directly and 
linearly related to the expected Sharpe ratio of the portfolio. 
When the Sharpe ratio is low, we want to take less risk. 
When the Sharpe ratio is high, we want to take more risk, 
making the ex-ante Sharpe ratio a perfect measure to assess 
exactly how much risk we should take. The Sharpe ratio 
corresponds to the Mahalanobis distance of the alphas. 
Using Mahalanobis distance allows us to understand how 
investment opportunities are created at security level and 
how those opportunities aggregate at the strategy level, taking 
into account both volatility and correlations. 
 Take the MSCI U.S. and Canada, for example. These are 
two highly correlated markets, so a large expected return in 
one market coupled with a small or negative expected return 
in the other creates a large investment opportunity, because 
an investor can go long one market and short the other. This 
keeps the risk low and expected return high. 
 If investors can decompose the source of the 
opportunities to get a general sense of how much value-add 
comes from variations in the opportunity set and the level 
of the opportunity set, they will see that 80% of alpha has 
come from allocation across assets, and 20% has come from 
allocation across periods.  In order for risk allocation across 
periods to work, it is of course a prerequisite that allocation 
across asset classes work. One can’t leverage negative alpha 
with time allocation, but one can enhance an asset allocation 
strategy that adds value by deploying risk capital wisely across 
investment periods. 
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