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Justin Jacobs, KUALA LUMPUR
THE 18th Asia Oil and Gas Conference kicked 
off in style last night as the industry convenes 
on Kuala Lumpur to discuss how companies in 
the region and beyond can not only survive but 
also thrive through the oil downturn. 

There is little doubt that this is a difficult 
time for the industry. The oil price has rallied in 
recent weeks, but it is still down about 50% on 
prices seen in the first half of 2014. This has 
provided Asia’s oil consumers an unexpected 
windfall, but it has proven challenging for the 
region’s oil and gas producers. The downturn 
has eaten away at national budgets, dented 
profits and forced spending cuts across the 
industry.

But amid the gloom there are reasons for 
optimism, particularly in Asia. The long-term 
outlook for demand in the region looks bright. 
The centre of global oil demand continues to 
shift from Europe and North America to Asia’s 
booming economies and producers from the 
Middle East to Latin America are looking to the 
region. 

That is presenting new opportunities not 
only for producers and refiners, but also 
traders and those in the logistics business. 

Producers in the region are also soldiering 
on. There is a long list of major offshore pro-
jects in the Asia-Pacific region that are going 
ahead. 

On top of this, new technologies con-
tinue to open new frontiers for explorers and 
producers. 

New deep-water, unconventional and 
floating liquefied natural gas technologies will 
be in the spotlight at the conference. So too 
will be ways to effectively share those technol-
ogies and bring down their costs. 

And the downturn could present oppor-
tunities for well-heeled Asian companies 
abroad. Miguel Galuccio, the chief executive 
of Argentina’s YPF, will be part of the CEO 
Strategic Dialogue where he will no doubt 
discuss the huge opportunities in Argentina’s 

INSIDE TODAY: AOGC legacy – page 7 • Know your exhibitors – pages 7-8 • Technology gives the edge – page 9
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Survive and thrive
Optimism high for region’s future as energy industry gathers in Kuala Lumpur 

Vaca Muerta shale, one of the top shale plays 
in the world. In December last year, Petronas 
and YPF signed a $550 million agreement to 
develop a section of the shale play in a deal 

that showed how companies continue to find 
opportunities amid the downturn. As the oil 
price stabilises, Asia’s oil dealmakers could 
be busy. Over the next two days, executives 

and decision makers from around the world 
will discuss ways to manage the downturn 
while positioning themselves to emerge even 
stronger once the upswing gets under way.  

Landmark: like the Petronas Twin Towers, 
AOGC is synonymous with Malaysia’s 

capital Kuala Lumpur 

Daily newspapers at events
Design and production of daily newspapers at various  
events across the world for Petroleum Economist. Once 
the first design was set it became Petroleum Economist’s 
house-style for this sort of project so was re-used (with 
minor tweaks) for other event’s daily newpapers.
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Security first: 
Toshiaki Kitamura 
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RasGas tells Europe to ditch coal

View from the 
top: BC Tripathi  
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Kwok W Wan, Kuala Lumpur

Europe should ditch “dirty coal”, and 
encourage greater use of gas, Hamad Rashid 
Al Mohannadi, the general manager of Qatari 
liquefied natural gas (LNG) producer Rasgas 
told delegates to WGC2012 yesterday.

Coal and European Union (EU) carbon emis-
sion permit prices have slumped in recent 
months, making gas the more expensive fuel 
for power generation. Global coal prices have 
fallen due to lower Chinese imports and higher 
US exports, while carbon prices have crashed 
to all-time lows because of concerns over 
Europe’s economy.

“Despite the recent support for gas from 
European policy makers, one issue has 
become increasingly evident: gas is being 
pushed out of the generation mix in favour of 
coal,” Al Mohannadi said.

He added: “If Europe really wants to walk 
the walk and deliver a sustainable and effi-
cient low-carbon system, policy-makers must 
be sure that companies are sufficiently incen-
tivised to use low carbon forms of electricity 
generation. Coal is a dirty fuel which should be 
consigned to Europe’s past.”

Last year, the UK was the world’s third 
largest liquefied natural gas (LNG) importer, 
with around 85% of that sourced from Qatar, 
according to UK government data. But LNG 
imports have fallen off during 2012, thanks in 
part to lower European gas demand, but also 
because cargoes are being diverted to higher-
paying markets in Asia.

Rasgas also described global LNG demand 
as a patchwork, with bright spots peppered 
across Asia and the Middle East.

“Looking to India, we have seen signifi-
cant LNG demand growth as domestic sup-

plies continue to decline. According to the 
government, LNG import capacity should 
move from around 13 million tonnes a year 
(t/y) today to 50 million t/y by 2017,” Al 
Mohannadi said.

“So the Indian LNG market has great 
potential, but India must make commit-
ments to tackling the bottlenecks, such as 
the need to expand pipelines and determine 
proper pricing policies to ensure the industry 

develops its full potential.”
He added Rasgas already delivers 7.5 mil-

lion t/y to India and is discussing further 
supply deals. India has a number of LNG 
import terminals under construction, including 
Kochi, Ratnagiri, and Ennore. India is also 
expanding capacity at existing terminals at 
Dahej and Hazira.

“The Chinese power market is perhaps the 
biggest demand uncertainty in Asia. Coal has 

been the fuel of choice so far, but as environ-
mental concerns increase, gas has a vast 
opportunity to have an increased role in the 
market,” he said. 

“But while domestic [gas] resources have 
shown promise, they will take time to exploit. 
In the meantime, LNG will have strong 
demand in China.”

He noted Middle East gas demand was 
climbing, with some countries turning to gas so 
they can reserve oil for exports. Already Kuwait 
and Dubai have installed floating LNG import 
terminals with similar plans in Abu Dhabi and 
Bahrain.

“In the next decade, we may even see Saudi 
Arabia import LNG,” Al Mohannadi said. 

Rasgas also expected US LNG exports to be 
limited to 6 billion cubic feet a day (cf/d) of gas 
or around 47 million t/y LNG.

“The Department of Energy report into 
the impact of LNG exports from the US is 
due to be published very soon. Some are 
suggesting this report will lead to a cap, 
perhaps 6 billion cf/d which would see only 
three more projects granted the licence they 
seek,” he said. 

Currently, only Sabine Pass has approval 
to export US LNG to non-Free Trade 
Agreement countries but other projects 
have applied. If all proposed US LNG export 
projects are built then it would have over 
100 million t/y export capacity and will 
knock Qatar off the top spot as the world’s 
largest LNG exporter.

Qatar has 77 million t/y export capacity, 
with Rasgas holding a 37 million t/y share. The 
company operates some of the largest lique-
faction facilities in the world and exports LNG 
to 16 different countries. 
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Investments and investment process

2008 was a watershed year for risk. The collapse of 
Bear Stearns and Lehman Brothers rocked the finan-
cial markets while the exposure of the Madoff fraud 

alarmed investors and placed the spotlight on checks car-
ried out by the SEC and auditors. 

The effect of these high profile collapses and fraud 
cases has been to increase the focus on risk control 
measures and to highlight the fact investors cannot rely 
on external bodies – auditors or regulators – to provide 
evidence of a firm’s bona fides. 

Families have necessarily responded by increasing 
their risk control expenditure. Some of the new checks 
investors are undertaking are quantitative or can be 
addressed through careful review of the documentation. 
This is costly and time-consuming but at least has a basis 
in fact rather than opinion. 

Esoteric topics such as the rehypothecation of assets 
held by custodians and prime brokers have become eve-
ryday concerns for investors, and considerable legal time 
has been spent in reviewing contracts to ensure exposure 
to these risks is limited. Likewise, it is no longer suffi-
cient to know, for instance, the name of a hedge fund’s 
prime broker. Post-Lehmans, hedge funds increasingly 
have multiple prime brokers and families must consider 
each one as a separate counterparty risk and explore 
the terms each offers. Undoubtedly family offices are 
making greater use of legal and accounting advice before 
they approve an investment. Such checks are sensible but 
they only go so far. 

A more significant, and even more arduous, aspect to 
risk control is the importance of knowing the manager, 
the entity and strategy first hand. This cannot be out-
sourced to legal firms or reference checkers; in-depth 
knowledge of a manager can only be obtained by the 
investor or adviser directly. This too is a costly business 
but it is imperative for investors to meet their managers 
– not the marketing team – and to do so regularly. This 
entails visiting the office, talking with them at length, 
visiting any secondary offices, heading out to remote 
industrial estates to view their business continuity site, 
meeting the risk department and interviewing members 
of the team. All this takes time and money but is central 
to building up a true picture of an investment. 

Investigation
Investors should also be making calls to their own con-
tacts to seek references and following up with audi-
tors, demanding to see audit reports not only on a 
fund but any sub-fund where appropriate. This can be 
particularly difficult because auditors are increasingly 
unwilling to have their reports used by third parties 
as evidence of anything and most have so many dis-
claimers, no investor is able to place any reliance upon 

ControllIng rIsk
CharlOtte thOrne, 

partner, Capital generation Partners 

them. Nevertheless investors should demand to see 
these reports and if the auditor is unwilling to share 
them, they should reconsider the investment. 

These steps go some way in allowing families to con-
trol risks where they are invested through funds or 
other investment institutions. However, the other effect 
of the chaos of 2008 has been to encourage families to 
lose trust in the financial sector altogether. We increas-
ingly hear of families looking for club deals, direct 
deals, co-investment opportunities – anything to avoid 
placing cash with a financial institution. This is under-
standable but it must not be seen as a way to reduce risk. 
Indeed, in direct deals the risk remains considerable 
and in some ways is even harder to control. 

There is great temptation to enter into a direct deal 
because a friend introduced it, but the tendency to over-
look the necessary checks is commensurately greater. 
Furthermore, there are risks in direct deals, which tend 
not to be present in fund investments. Many direct deals 
we see involve higher risk development plays, higher 
risk jurisdictions or untested teams. All of these risks 
need to be weighed in the balance before a decision to 
proceed is taken. In addition, investors need to be con-
scious of legislation such as the Bribery Act which will 
be binding on them as direct investors. The risks are at 
least as great in direct deals as they are in fund invest-
ments so the growth in direct deal investing by fami-
lies must be matched by a growth in expenditure on risk 
controls. 

The numbers have to stack-up, 
otherwise even the best talent 
in Hollywood won’t make you 

money.

Family Office Global – 2012 issue 2

Exclusively for family offices
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Thalia Griffiths  
is editor of  
African Energy

LONG seen as stranded and difficult to monetise, West 
Africa’s offshore gas is now much in demand, with enough 
proposed schemes lining up to harness known reserves 
several times over, both for export and for domestic use. 

“There’s a lot of gas in West Africa, but it’s not that easy to 
monetise,” Anish Kapadia of Tudor Pickering Holt & Co told 
a meeting of the Natural Resources Forum in April. He noted 
that, while 1.5 billion cubic feet a day (cf/d) of gas is flared in 
Nigeria, three planned liquefied natural gas (LNG) projects 
remain stalled. 

Busy with the aftermath of the country’s recent general elec-
tion, the Nigerian government was a notable absentee from 
the World Bank’s new initiative to end gas flaring by 2030, 
launched in Washington in April. But Shell, which has signed 
up to the initiative, is reducing flaring with schemes such as 
the Forcados-Yokri Integrated Project and Gbaran-Ubie Phase 
2, and gas is likely to be a key growth area for Nigeria in 
coming years as the power sector finally gets its act together.

There are high hopes that new president Muhammadu 
Buhari can deliver real change and reform, particularly to the 
energy sector. Lack of improvement to power supply was one 
of the key failings of Goodluck Jonathan’s presidency, and 
a push from the top is badly needed to clear blockages that 
have held up progress.

Equatorial Guinea was an early mover in monetising the 
Gulf of Guinea’s gas, with Marathon’s methanol and LNG 
projects, and is looking at a range of schemes to develop 
more recent discoveries. The government has ambitious plans 
for a second train at the EG LNG plant and a petrochemicals 
complex at Riaba, to include a new methanol plant, a fertiliser 
plant, and acetic acid and ammonia plants.

FLNG
Ophir Energy plans to develop dry gas finds on Block R via 
a floating LNG (FLNG) vessel, in a project targeting a final 
investment decision early next year. Potentially Africa’s first 
FLNG scheme, it will gain a market advantage over East 
Africa’s much bigger land-based LNG projects if it comes on 
stream as planned in 2020. WorleyParsons affiliate Intecsea 
has started front-end engineering and design work, and 
Excelerate Energy has been signed up as a midstream 
partner to supply the vessel.

“In Equatorial Guinea we’ve proved through our programme 
of appraisal last year, including the flow test that we conducted 
at Fortuna, that we have about 3.4 trillion cf of gross contin-
gent resources, which underpins a 3 million tonnes per annum 
floating LNG vessel,” chief operating officer Bill Higgs said in 
an investor presentation in March. “We’ve made good pro-
gress on the midstream provider, in this case the concept of 
having a build, operate and tolling arrangement for midstream. 
We need to finalise the chartering agreement to make that 
project real,” he said.

“In a simple sense, Equatorial Guinea is exactly the right 
place to do FLNG. The quality of the gas is the starting point 
– 99.7% methane. We do not think the gas stream will even 
liberate water when it comes to the surface, so the amount of 

processing that has to be done, and the reduction in the amount 
of capital that’s involved in building the FLNG vessel cannot 
be understated,” Higgs said. “We also have very benign meta-
ocean conditions, and that makes boat-to-boat transfer of LNG 
much easier, which is an important part of the process.”

Noble Energy is developing discoveries to the east of Bioko 
Island and its Cheetah well planned for mid-2015 on the 
Tilapia concession, just over the border in Cameroon, will 
determine whether a cross-border gas development could be 
viable, bringing together the Yolanda discovery on Equatorial 
Guinea Block I and the Yoyo discovery on the Cameroon side.

Meanwhile Golar LNG’s Cameroon project is another can-
didate for the “Africa’s first FLNG scheme” title. Golar signed 
a preliminary heads of agreement with state oil company 
Société Nationale des Hydrocarbures (SNH) in December 
2014 to develop 500 billion cf of gas from Perenco’s Kribi 
fields off the southern coast, using the Golar Hilli vessel cur-
rently under construction at the Keppel shipyard in Singapore. 

Golar says it is targeting a 2017 start-up, but the glacial 
pace of project approvals in Cameroon makes this unlikely. 
SNH and GDF Suez (now known as Engie) first signed an 
agreement in 2008 for an onshore LNG plant at Lolabé, and 
Foster Wheeler completed pre-front-end engineering and 
design studies in 2011. Preliminary commercial agreements 
were signed with international oil companies, but little has 
been heard of the project since then.

However the need to expand domestic energy supply has 
finally got some gas schemes moving. Cameroon has started 
using its gas in power plants, and even a piped gas network 
for industrial clients in Douala, developed by Victoria Oil & Gas, 
using gas from the Logbaba field which lies beneath the city.

Edinburgh-based Bowleven’s development plans for the 
Etinde permit have been held up for years by problems finding 
a market for the gas, but talks are under way with both GDF 
Suez for LNG, and Ferrostaal for a planned fertiliser scheme, 
and ambitious newcomer NewAge (African Global Energy), led 
by former Marathon Oil executive Steve Lowden, has taken 
over the operatorship.

A decade ago, the West African Gas Pipeline (WAGP) was 
supposed to transform the energy landscape of the Gulf of 
Guinea, by taking Nigerian gas to markets in Ghana, Togo 
and Benin. The pipeline was completed in 2008 but has never 
managed to deliver the promised volumes, due chiefly to a 
lack of gas-gathering infrastructure in Nigeria. 

Under the original contract, Ghana should receive 120 mil-
lion cf/d, while another 13 million cf/d is earmarked for Benin 
and Togo. In reality, however, supply is erratic and Ghana 
receives an average of 50 million cf/d, less than half of what it 
had originally expected and planned for. Lack of gas-gathering 
infrastructure and growing demand in Nigeria have limited 
supply, but various other factors have prevented WAGP from 
running at full capacity. Between August 2012 and July 2013 
for instance, gas flow completely stopped due to accidental 
damage to the pipeline caused by the anchor of a pirate 
vessel in Togolese waters.

In Togo, ContourGlobal’s 100-megawatt gas to power plant 

Unlocking West Africa’s gas potential
West Africa boasts large gas reserves and no shortage of project developers eager to exploit them, but 
improved leadership, planning and regional cooperation are needed if the gas sector is to realise its 
potential, writes Thalia Griffiths of African Energy
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THE world needs more energy, even if the oil price decline 
of recent months may give some the impression that the 
opposite is true. According to forecasts from the International 
Energy Agency (IEA) and other experts, a world with economic 
growth needs 35-50% more energy in 2040, depending on 
assumptions on growth rates and energy efficiency.

During past years, the UN has focused on sustainable 
energy for all as a key development goal. Higher population 
and increased prosperity drive the need for electrification, 
transport, heating, cooling, production of consumer goods and 
tourism. About 1.3 billion people currently do not have access 
to electricity. Before 2050 there will be an additional 2.5 billion 
people who will need electricity.

Access to electricity raises the level of education and the 
possibility of development and prosperity for many people. 
Hundreds of millions of people may be lifted out of poverty and 
able to take part in international trade and production. Income 
growth will drive the need for energy-intensive goods and ser-
vices, and energy supplies are a prerequisite for a continued 
increase in prosperity. It is not sustainable, and not right, to 
deny the poor people of the world the economic growth that 
comes with higher energy consumption.

At the same time, global greenhouse gas emissions are 
rising to a level that conflicts with sustainable development – 
global warming will most likely be too high. The impacts are 
uncertain, but serious, and may be dramatic.

One of the main reasons is that the total carbon intensity 
of the world’s energy consumption is too high. The trends 
affecting the global energy mix must therefore be adjusted 
in order to reduce the carbon intensity of energy consump-
tion. US secretary of state John Kerry stressed this serious 
challenge in his speech at last December’s UN-backed cli-
mate change summit in Lima. We can only hope that the US 
Congress and other countries’ decision-makers understand 
the gravity of the situation and act accordingly. Judging from 
the delay in reaching a conclusion to negotiations in Lima, we 
are not there yet.

These two challenges to the world’s energy systems are 
huge. The IEA has pointed out that we must invest more than 
$50 trillion before 2035 in order to meet energy demand, within 
the limits of sustainable development from a climate change 
perspective. Annual investments must be much higher than 

they have been since 2000 – a period characterised by rapidly 
increasing capital intensity and declining profitability in the 
energy industry, despite higher energy prices. A large part 
of the investments must be made in renewable electricity, in 
oil and gas and in energy efficiency. Investments in nuclear 
power must be much higher. Considerable investments must 
be made in the Middle East, China and Russia, but we must 
also develop new oil and gas resources in mature provinces 
like Norway. 

We have reason to worry about the availability of sufficient 
risk capital for such investments. If that is not forthcoming, 
what then? In that case, we will have a sustainability problem 
long before 2040.

It is possible to reduce carbon emissions, while, at the 
same time, providing enough energy. But that requires holistic 
thinking and cost-efficient measures in the main regions of the 
world, and altered direction in climate change policies towards 
higher carbon prices. 

We must invest more in all energy sources apart from coal, 
and stop all investments in coal. We must continue exploration 
for, and development of oil and gas resources, as produc-
tion from existing fields is declining rapidly and will provide 
much less oil and gas than the world will need – even in a 
low-carbon future where oil and gas demand will constitute a 
smaller part of overall energy consumption. 

It requires massive investments in renewable energy – 
wind, water and solar, especially in areas with rising power 
demand. It requires development of new technology for renew-
able energy, batteries and other energy storage alternatives, 
as well as carbon capture and storage. 

Expensive and inefficient measures being implemented in 
various parts of the world are not the right solution, as we do not 
have the economy to solve both challenges that way. The cur-
rent lower oil price environment may intensify the challenge of 
providing enough oil and gas in the future, if the cost reduction 
measures implemented by the oil companies are extensive, and 
demand is rising further as a result of the low prices.

2015 will be an important year. Everybody wants a break-
through in the climate change negotiations, but not at all 
costs. The breakthrough will, therefore, not be made unless 
politicians are able to adopt a global perspective on the double 
energy challenge.

The double energy challenge
It’s possible to reduce carbon emissions, while still providing enough energy to meet the world’s growing 
needs. But doing it requires holistic thinking, cost-efficient measures and a move in climate change 
policies towards higher carbon prices, argues Eirik Wærness of Statoil

Eirik Wærness 
has been chief 
economist at 
Statoil since 2013

Energy conundrum: The energy industry must 
balance greater capacity and cleaner generation 
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THE American industrialist Henry Ford once said that 
“coming together is a beginning; keeping together is pro-
gress; working together is success”. The gas industry already 
comes together regularly at events like the World Gas 
Conference. 

But now the industry needs to work together more. 
Companies in the sector need to do a better job of engaging 
with governments, other industries and civil society to 
ensure that their voice is heard often and clearly. They need 
to help shape the debate about the future of the world’s 
energy landscape.

It’s a critical time for the gas industry’s voice to come 
to the fore, as the world grapples with the challenge of 
meeting rising energy demand, while cutting greenhouse 
gas emissions. This demand, according to the International 
Energy Agency (IEA), is expected to grow 37% in 2040. It 
comes from a global population increasing by around 73 
million people a year, and from an expanding middle-class 
seeking a better quality of life.

A report by the Intergovernmental Panel on Climate 
Change highlights the environmental impact of this growing 
energy demand. It warns that continued emissions of green-
house gases would lead to further global warming and 
long-lasting climate change.

The current global energy mix, in which coal plays such 
a big role, is having a substantial impact on pollution levels 
around the globe. Pollutants include sulphur, nitrogen oxide 
and fine particles, as well as greenhouse gas emissions. In 
2012, 7 million people died as a result of exposure to pol-
luted air, according to the World Health Organisation. That’s 
double previous estimates, and is equivalent to more than 
four times the number of people living in Manhattan. 

The energy system faces other urgent challenges. Today, 
around 1.2 billion people still live without access to elec-
tricity, according to the World Bank.

Yet access to energy is something everyone deserves. A 
stable and affordable energy supply has a positive correla-
tion with almost every measure of human wellbeing, from 
education to healthcare. Without this supply, there are no 
lights to study by in the evenings. No computers and no 
phones. No fridges to store food and medicines. 

Policymakers have many issues to consider when 
discussing energy policies. They can agonise over the 
cheapest energy source. They can look for the most envi-
ronmentally friendly choice. They can also debate the 
merits of substituting one energy source for another, as is 
the case in Europe. 

But beyond these real concerns is the reality that there is 
no electricity available for one in every six people living on 
the planet. Giving access to those without, at the same time 
as meeting rising demand and addressing climate change, 
will require multiple sources of energy.

The world also needs pragmatic thinking. It’s important 
to keep a sense of realism, especially when it comes to 
climate change. I often hear views that ignore the fact that 

energy is fundamental to the personal and professional 
lives of the world’s citizens. 

Renewable sources of energy will be fundamental in the 
transition to a lower-carbon future. But even as their pres-
ence grows, the world will still need other energy sources, 
because growth in renewables also presents challenges. 
These include issues around intermittency, availability, 
volume, storage, system stability, integration and invest-
ment costs. 

Ultimately, there’s the risk that an unreliable and unaf-
fordable energy system evolves. Here’s where natural gas 
comes in. 

Role of gas
Natural gas is abundant. There are enough recoverable 
natural gas resources to last around 230 years at current 
levels of consumption, according to the IEA. It is also 
versatile: a gas-fired plant takes much less time to start and 
stop than a coal-fired plant. This flexibility makes gas an 
ideal back up for other variable energy sources like solar 
and wind power.

Gas is the cleanest-burning fossil fuel, producing less 
than half the carbon dioxide (CO2) and just one tenth of 
the air pollutants that coal does when burnt to generate 
electricity. With fossil fuels making up 80% of the energy 
mix, and expected to be the dominant energy source for 
decades to come, there is enormous potential to reduce 
short-term CO2 emissions and air pollution by using gas 
instead of coal in power generation. 

Gas is now so widely available that it can also help 
countries deal with short-term supply disruptions. In the 
aftermath of the Fukushima disaster, for example, Japan 
relied on liquefied natural gas (LNG) to make up much 
of its lost electricity supply after its nuclear reactors shut 
down. 

In some cases, the cost of producing gas is now cheaper 
than coal. IEA analysis, for example, states that the invest-
ment cost of the most efficient coal plant is $3,700 per kilo-
watt, compared with $1,100 for the most efficient gas-fired 
plant. Gas-fired power becomes even more competitive 
when you include the long-term costs associated with cli-
mate change and the impact of air pollution on both people 
and the environment. 

Gas also has a growing number of uses, which I discuss 
during a strategic panel session at the WGC on 3 June 
2015. It’s traditionally been used to heat and light homes 
and businesses, as well as to power industries. But other 
markets are opening up, including the use of LNG as an 
alternative to diesel and heavy fuel oil in transport. If all 
heavy transport switched to LNG, for example, it would con-
sume over twice the current global annual supply of LNG. 

Although using LNG to power transport is still an 
emerging sector, it has grown over the last few years. 
China is leading the way, with more than 80,000 heavy-duty 
trucks powered by LNG. For its part, in 2013 Shell acquired 

One industry, one voice
Natural gas is ideally positioned to complement renewable energy, as the world seeks to combat the 
environmental impact of climate change. But to maximise this potential, it is vital that companies in the 
gas sector work together to make sure the industry’s voice is heard, says Maarten Wetselaar of Shell

Maarten 
Wetselaar has 
been executive 
vice president of 
Shell Integrated 
Gas since 
January 2013
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IN DECEMBER 2014, Petrobras 
announced a natural gas discovery 
from the Orca-1 exploration well, in 
the Tayrona Block, in Colombia’s 
Caribbean offshore. Petrobras, which 
holds 40% of the block (in partner-
ship with Ecopetrol, 30%, and Repsol, 
30%) is the operator. 

Non-official sources have estimated 
initial reserves at 1.5 trillion cubic feet 
(cf), which makes it the largest hydro-
carbons discovery in Latin America in 
2014. The discovery is also significant 
for other reasons: 
• It is the first deep-water discovery 
in Colombia (12,000 feet total depth, 
2,211 feet water depth);
• It is the largest gas discovery in the 
country since Cusiana (3 trillion cf, in 
the onshore Llanos basin) in the early 
1990s; 
• Orca is now poised to be the second 
offshore development in Colombia fol-
lowing Guajira’s discovery (3.5 trillion 
cf, remains the largest gas operation 
in Colombia), 42 years ago. 

In the global context, the discovery 
might be considered modest. But 
it could prove to be a turning point 
for Colombia, which like many Latin 

American markets has struggled to 
create a solid domestic gas market. 
In Colombia, this has been due to a 
persistent fear of scarcity. The country 
must now balance contrasting expec-
tations: a possible gas deficit in the 
short-term (2017), and the potential 
for large offshore gas developments 
in the mid-term (six-10 years). If oil 
and gas operators’ estimates for 
Colombia’s offshore plays prove accu-
rate, upcoming developments could 
actually catapult Colombia into being 
an international gas market supplier 
(see Figure 2 for map of actual and 
potential gas plays).

Banishing the scarcity ghost
In recent years, Colombia has had 
to cope with gas shortages during 
periods of drought caused by the 
El Niño weather phenomenon. This 
experience has exacerbated concerns 
about how reliable the country’s 
energy supply may be, although the 
government has been able to limit 
energy rationing. 

Some also worry about Colombia 
losing its gas self-sufficiency in the 
short-term. These concerns drove the 

construction of a completely new gas 
policy and regulatory framework in 
2011. 

The policy seeks to protect the reli-
ability of Colombia’s energy supply, 
create a more transparent gas market, 
and motivate the development of new 
gas supply sources (ie, upstream, 
gas- import  pro jects) .  Thus,  the 
existing regime stems from a “scarcity 
of supply” stance. Statistics have sup-
ported that view.

The most recent available data 
indicates that, as of December 2013, 
Colombia had 5.5 trillion cf of proven 
gas reserves. 

At the time of writing, updated 
figures have yet to be published 
(they usually come out in May), but 
the 2014 aggregated gas supply to 
the market registered 427 billion cf, 
and no major reserves additions were 
reported. 

Thus, one might expect proven 
reserves to have held at around 
5 trillion cf by year-end 2014. That 
estimate brings the gas reserves-
over-production (R/P) index to around 
13 years at current production/supply 
levels – which is a lot better than the 
country’s R/P rate for oil (6.6 years).    

But the domestic gas supply is 
expected to be hampered in 2015 due 
to a production decline from Guajira, 
Colombia’s largest gas supplier, and 
increasing demand.

Cusiana and other fields have been 
able to compensate for this decline in 
the past, but that dynamic could soon 
end. Official projections suggest that 
Colombia’s domestic gas market will 
suffer a deficit by the last quarter of 
2017, if gas producers’ estimates are 
correct (the low-supply scenario in 
Figure 1). 

Colombian law dictates that all 
producers must present an annual 
10-year projection of their fields’ 
gas supply to the Ministry of Mines 
and Energy for fields that produce 
more than 30 million cf/day (cf/d). 
However, such projections might be 
underestimated. To avoid creating 

Colombia: a gas sector 
ready for take off?
Colombia could be on the verge of a gas production boom, but is the country ready for it? John Padilla 
and Maria Claudia Diaz of IPD Latin America look at the sector’s potential and what needs to be done to 
maximise it

John D Padilla is 
managing director 
of IPD Latin 
America

Maria Claudia 
Diaz is senior 
consultant at IPD 
Latin America
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Source: IPD based on UPME data
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DESPITE worries over the oil price, capital expenditure 
(capex) for floating liquefied natural gas (LNG) production 
vessels is expected to total $36.1 billion in the 2015-21 
period, while spending on floating storage and regasification 
units (FSRUs) will total $25.4 billion. That means the com-
bined expenditure for the floating LNG (FLNG) market over 
the period is likely to be around $61.5 billion (see Figure 1).

The dramatic collapse in the oil price from a 2014 peak of 
$111.80 per barrel to a low of $47.80/b in January 2015 has 
had a big impact on LNG prices, especially those in Asia. 
The average price of spot LNG imported into Japan in March 
2014 was $18.30 per million British thermal units (Btu). A 
year on, in March 2015 it was $8.00/million Btu. As the LNG 
price is typically based on the average of the oil price over 
the preceding six to nine months things may get worse for 
sellers before they get better. 

The high oil price over the last few years was driven by 
demand, particularly from China. However, in recent months 
a decline in demand from Asia, Europe and North America 
has led to supply outweighing demand and the fall in prices. 
The other major factor is the surge of US shale oil produc-
tion. The decision of Opec not to restrict output – in order to 
defend its market share, rather than oil prices – has piled on 
further misery. 

Aside from the oil-price impact, new gas supply, such 
as that from Papua New Guinea’s new LNG facility, has 
also contributed to the LNG price decline. In addition, there 
are plans for Japan to restart some of its nuclear capacity, 
potentially reducing gas demand there, while the expected 
commissioning of nuclear and coal capacity in South Korea 
is expected to reduce dependence on LNG there. 

The significant drop in LNG spot prices is causing serious 
concerns amongst FLNG operators, due to the high capex 
involved in vessel development. Weak commodity prices 
are expected to decelerate development in both the LNG 
and FLNG sectors. Douglas-Westwood (DW) expects many 
developers and operators to defer projects, as they wait for 
signs of a sustained price improvement before sanctioning. 

LNG and FLNG developers often have to lock in a certain 
percentage of LNG purchase contracts before going ahead 
with the development, and will be at a serious disadvantage 
with the current depressed gas prices. As a result, there will 
be limited growth over the next few years, with 2018 likely 
to see less expenditure than the two preceding years, as 
projects originally slated for then get deferred. 

The longer-term message is, however, more positive, as 
more LNG will be needed to meet the world’s energy demand 
in coming years. 

Along with depressed oil prices, a high-cost environment 
is expected to slow the progress of FLNG projects in the 
near term. The cost of hardware for developments increased 

threefold from 2010 to 2014, even as the oil price stalled 
at around $108/b. This is something that was identified 
by operators even before the oil price collapse and many 
announced plans to cut capex in 2014.

The oil price collapse represents an opportunity for opera-
tors to delay projects and wait for a constrained market to lead 
to lower equipment costs. Commerciality has been a problem 
for many projects, even with high LNG prices, so lower equip-
ment costs could result in more projects being sanctioned. 

Proposed projects often fail to materialise and a number 
of planned LNG floating production, storage and offloading 
(FPSO) vessels, such as the Lingshui 17-2 have been can-
celled due to high building costs. Typically only a handful go 
ahead as planned and some operators may be more inclined 
to see how pioneering projects, such as Shell’s high capex 
Prelude FLNG project, fare before acting themselves.  

Despite delays to prospective developments, major 
projects that have already been sanctioned should not be 
affected, because expenditure has already been assigned to 
them. 

And, while FLNG capex is likely to slow down, the long-
term forecast for LNG demand militates in favour of the 
continued development of both the LNG and FLNG sectors. 
According to BP’s 2014 Statistical Review, approximately 
24% of global energy needs in 2013 were met through the 
use of natural gas. By 2040, this is projected to increase by 
28%. 

Global gas production is expected to increase by almost 
19% in the 2015-19 period from 4 trillion cubic metres 
(cm) to 4.7 trillion cm. Offshore gas will increase its share, 
accounting for 39% of global gas production by 2019. All 
these statistics point towards a robust long-term LNG market. 

As operators in the energy business tend to look at 
the long-term picture, this should ensure that any drop in 
expenditure will not be as severe as it could have been. 

Asia’s dominance
Over the forecast period Asia will continue to dominate 
the FLNG business with 35% of global capex to be spent 
there over the next five years (see Figure 2). DW expects a 
40%/60% split between liquefaction and import infrastructure. 

Asia will dominate the import market, accounting for 51% 
of all FLNG import expenditure over the 2015-21 forecast 
period. Projects such as Malaysia’s Kanowit development, 
due on stream this year, will mean liquefaction will also make 
up a large majority of spend in the region.

Elsewhere, Australasia will also attract high capex – 20% 
of the global total – driven almost entirely by the export 
market. Much of this will be for the Prelude FLNG vessel, 
which is expected to start up in 2017. 

North America is expected to account for 12% of global 

Long-term demand rise set 
to bolster FLNG market  
High capital costs and low gas prices may cause some FLNG export project developers to rein in their 
plans over the next couple of years. But a projected long-term rise in global LNG demand should ensure 
that this is a pioneering technology with a solid future, say Mark Adeosun and Ben Wilby of consultancy 
Douglas-Westwood

Mark joined 
Douglas-
Westwood in 
2013 and has 
since conducted 
research into 
various Oil & Gas 
projects

Ben joined 
Douglas-
Westwood 
in 2013 and 
primarily works 
on the continual 
updating of the 
firm’s Offshore 
Oil and Gas 
Database
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City financier Terry Smith has launched his latest attack on 
ETFs, not long after a raft of reports from regulators high-
lighting potential issues arising from exchange-traded products.  

Smith weighs in on regulators’ concerns over synthetically-
replicated ETFs and picks up on the daily compounding 
of inverse and leveraged types, but his diatribe against the 
products in general takes an almost scattergun approach. His 
points on the development of ETPs and the potential for mis-
selling are arguably issues with which many providers agree, in 
terms of enhancing transparency and ensuring products do not 
become too complicated. Yet his subsequent comment that there 
is a “more pernicious danger” is somewhat muddled.

How is an ETF’s hybrid nature, as a vehicle combining the 
open-ended feature of unit creation and redemption with the 
ability to trade the fund like a stock on the secondary market, a “danger”? Smith then merges this point 
with his concerns over the distinctly different issue of short-selling. 

 However, analysts and industry commentators disagree with his assessment of shorting ETFs, if only 
because it does not make sense. Smith says in an ordinary equity, short-selling is limited by the ability of 
the short sellers to borrow the stock so that they can deliver it to complete their sell bargains. He says in an 
ETF, a short seller “can always rely on the process of creating shares in the ETF to ensure he can deliver.”

Yet, ETF short-selling is also limited by the ability of the short seller to borrow the ETF and shares 
cannot just be created without having a basket of stocks delivered. 

It is important – and positive – that the wider financial industry is discussing the development of the 
ETF market. But it is also equally vital that these discussions are correct. 
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Investors have been keen to exploit Russian stock indices 
via ETFs, with funds tracking the country gaining traction 
over the last six months. Inf lows picked up in October of 
last year as the price of oil broke out of the $70 to $80 range 
in which it had been languishing.

European investor inf lows amounted to €126m in 
October. They dropped back to €44m in November, before 
climbing to €143m the following month. In January this 
year, they crossed the €200m barrier.

BlackRock data suggests strong interest in the emerging 
market. Global inf lows to Russia ETFs were $585m in Jan-
uary, a quarter of the total for the previous year and more 
than the total in 2009.

Ben Johnson, director of European ETF research at 
Morningstar, says: “We have witnessed some really heavy 
inf lows in recent months. Investors are looking for pure 
exposure to energy.”

The Russian stock market and indices that track it are 
dominated by oil, other energy and basic materials stocks. 
Johnson says the giant gas firm Gazprom and oil company 
Lukoil make up over 41% of the MSCI Russia index, while 
almost three quarters are linked to energy or materials.

Oil prices continue to climb as investors and traders 
fret about events in the Middle East. That has been good 
news for Russian energy firms exporting their products to 
Europe and beyond. It is also good news for the wider Rus-
sian economy as state coffers fill with extra roubles.

Rising stocks
Russian stock prices and ETFs have reaped the rewards. 
Over one year, returns have ranged from 14.87% for the db 
x-trackers MSCI Capped index product to 23.50% for the 
Lyxor ETF Russia fund. Over six months, all returns have 
been over 20%.

Morningstar counts nine distinct products tracking Rus-
sian stocks, comprising a mix of narrow, capped and broader 
index-based products that are primarily synthetically repli-
cated. Varied index construction allows investors to concen-
trate or diversify their exposure to energy.

The EasyETF Russian Titans 10 product has concen-
trations of 73.16% in energy and 22.61% in materials. The 
remaining 4.23% of the portfolio is in financials, according 
to EasyETF’s latest figures.

The ComStage ETF MSCI Russia 30% capped product 
is 57.3% weighted to energy, with Gazprom accounting for 
just over one quarter of the whole index. Johnson says that 
given a handful of selected stocks dominate free indices, the 
use of caps by ComStage and db x-trackers has no dramatic 
effect on overall sector exposures.

Liquidity in Russian markets can be an issue. Johnson says 
investors should be wary that ETF products are large enough 
to allow investors to exit when they need. He says the Lyxor 
Russia Titans 10 product has an AUM of €1bn. After that, 
asset size falls away. The db x-trackers product has around 
€470m, while RBS Market Access Daxglobal Russia has 
assets of just €72m. Recent trading volumes hovered around 
the €500,000 mark. Johnson warns: “Liquidity is roughly 
proportional to the size of the fund.”

There are plenty of other issues to trip up investors in 

From Russia with love
Russia ETFs have been pulling in new investors keen to play the rising oil price and materials theme. Yet 
choice is limited and returns can be volatile, as Paul Burgin reports

Russia. Political risk and opacity should always be front of 
mind, just as they are with direct investment and joint ven-
tures in the country.

There are also discrepancies and liquidity issues 
behind index construction. Many Russia ETF indices 
are based on American Depositary Receipts or Global 
Depositary Receipts, listed in the US or London. Pre-
miums and discounts can appear against the quoted 
price on Russia’s main exchanges, the Russian Trading 
System (RTS) and the Moscow Interbank Currency 
Exchange (MICEX).

There are also discrepancies and time lags between the 
local exchanges. Quoted prices can vary. Components are 
given different weightings within each main index, while 
stock purchases and cash payments are treated as separate 
transactions, which can also cause problems.  

These issues led iShares to opt for swap-based replica-
tion when it launched its MSCI Russia Capped product in 
September last year. Martin Bednall, director of product 
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The first ETF listings
The first ETFs in Europe were listed by Merrill Lynch 
on 11 April 2000, when the f irm unveiled two LDRS 
ETFs tracking the Eurostoxx 50 and Stoxx 50 indices on 
the Frankfurt Stock Exchange. Shortly after on 28 April, 
iShares created and listed the first ETF in the UK, with the 
launch of its FTSE 100 fund on the London Stock Exchange 
(LSE). By the end of August that year, the UK’s inaugural 
ETF had garnered over £110m in net new assets, a substan-
tial amount for a brand new product. 

Rory Tobin, head of iShares International, said the fund 
now stands as the fifth largest ETF in Europe, with over 
$5bn in assets under management. “The iShares ambition 
when we started the business was to ‘build a better world of 
investing’,” said Tobin. “One that was founded on some key 
principles such as transparency, multi dealer approach to pro-
vision of liquidity, choice in relation to availability of invest-
ment options and cost effectiveness in relation to the value for 
money proposition”. Tobin added: “We have continued to 
fulfil this promise by launching over 400 products in the past 
10 years, empowering investors with core building blocks to 
implement their investment strategies in a f lexible and cost 
efficient way.” 

Regulatory developments
Arguably one of the most significant factors inf luencing 
the development of the European ETF market has been the 
Undertakings for Collective Investments in Transferable 
Securities (Ucits) directives. The arrival of Ucits III guide-
lines, which were passed as law in 2001 and underwent 
implementation from 2002, paved the way for issuers in 
Europe to create ETFs using swaps and other derivatives.

Manooj Mistry, head of db x-trackers UK, said prior to 
Ucits III, the industry lacked clear rules on whether Ucits 
funds including ETFs could utilise swaps. Consequently, 
Mistry said the use of derivatives within these funds was 

10 years of ETFs in the UK and Europe
The arrival of the new millennium saw the birth of ETF markets in the UK and Europe. Emma Dunkley looks at how 
this ETF landscape has been shaped by certain events over the last 10 years

not consistent, varying among issuers across Europe. He 
explained regulators in the UK and Ireland typically 
tended to be strict about funds using derivatives, whereas in 
Luxembourg and France, ETFs were already using swaps 
through the synthetic replication method. 

Indeed, Mistry said the implementation of Ucits III 
served to create a more level playing field for all issuers 
across Europe, in terms of how they could establish funds 
and how they could use derivatives. 

The process of passporting funds domiciled in one 
country to another was also simplified by Ucits III. Mistry 
said: “Before Ucits III there was some inconsistency in terms 
of registering your fund in jurisdictions.” He explained the 
process of passporting the first ETFs into Italy took the 
LDRS team at Merrill Lynch around 18 months in order 
to register them, although this process was reduced to two 
months following Ucits III. He added: “Ucits IV, coming 
in 2011, will simplify the process even further and should 
bring the time to register down to 10 days.” 

  
Synthetic replication
Under the clarif ication of Ucits guidelines, Lyxor Asset 
Management developed the synthetic replication method 
in 2001 by using a swap to deliver the performance of the 
respective benchmark. Since then, numerous issuers have 
followed suit by launching swap-based ETFs, and this has 
evolved to produce multi-swap provider models, as exempli-
fied by ETF Exchange and Source. 

BlackRock global head of ETF research and implementa-
tion strategy Deborah Fuhr said: “In the early days, man-
agers of ETFs were all asset managers and they bought 
underlying securities; that was the way it worked. With 
regulatory changes through Ucits, ETFs and funds were 
launched using listed and over-the-counter derivatives, so 
we saw the emergence of swap-based ETFs come into being, 
from banks and brokers primarily.”

“The events 
of 2008 and 
everything 
else that fol-
lowed helped 
strengthen the 
level of com-
munication 
we have with 
our clients”

Claus Hein 
Lyxor ETFs
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As the life-blood of ETFs, liquidity 
is vital. While robust trading vol-
umes show a sanguine outlook for 
ETF liquidity, unforeseen market 
pressures in the future could put 
this to the test. 

Indeed, average monthly volumes 
of ETFs traded on Xetra, Europe’s 
first trading venue in Germany, have 
seen spectacular growth since 2000, 
reaching over $21bn so far this year. 
Assets under management on the 
platform grew nearly 30% in the 
year to the end of February 2011, 
reaching $116.2bn, according to 
Blackrock. 

This paints a very positive picture 
for ETFs, whose tradability is also 
ultimately ensured by their struc-
ture and regulation. 

“Liquidity is the biggest phantom 
issue in the ETF market,” said 
Michael John Lytle, managing 
director at Source. “ETFs are gov-
erned the same way as other funds 
and all have daily liquidity in the 
primary market and intraday 
liquidity on the secondary market. 
Even during crisis periods they have 
proved to be as liquid as any fund 
from a primary perspective.”

Market forces
Nothing tests how theory translates 
into practice better than a period of 
severe market stress. Recent events, 
including the Japan tsunami and 
uprisings in the Middle East and 
North Africa have highlighted both 
the limitations and vast potential of 
ETF liquidity.

After the tsunami hit Japan, Société 
Générale, the only official market 
maker for Lyxor’s Japan (Topix) 
ETF, failed to post bid/offer prices 
for significant chunks of time during 
Monday 14 and Tuesday 15 March. 
When prices were quoted, spreads had 
dramatically widened, reaching over 
700 basis points, up to 50 times the 
amount seen on Thursday 10 March. 
Normal market making was then 
resumed by Wednesday 16 March.

However, only the London listing 
for this ETF was affected. All other 
listings traded actively, ref lecting 
the issue of fragmented liquidity in 
the European ETF market.

“A key lesson from the Japanese 
tsunami, and also the flash crash, 
is that market makers are a crit-

Preserving the liquidity pool
Emma Cusworth looks at how liquidity has been impacted by recent crises in Japan and the Middle East

ical cog in the wheel of the ETF 
machinery”, said Ben Johnson, 
Morningstar’s director of European 
ETF research. 

“When there is uncertainty in 
the markets bid/offer spreads on 
the underlying shares widen, which 
ultimately manifests itself in ETF 
shares. This is more pronounced 
in instances like we saw for Lyxor’s 
ETF because there was a single 
market maker who was essentially 
asleep at the wheel during that 
period of time. 

Johnson added: “The greater the 
number of market makers paying 
attention to an ETF at a given time, 
the greater the likelihood they will 
be fiercely competing to get trade 
flow in the shape of the bid/offer 
spread.”

BlackRock’s iShares MSCI Japan 
ETF, the largest listed in Europe 
tracking the Japanese market with 
over $2.2bn in total assets and five 
on-exchange market makers, saw 
continuous quotes at much tighter 
spreads. 

Analysis
The tsunami highlighted the 
importance of analysing market 
making arrangements as part of 
the due diligence process. Lytle 
said: “Before the Japan crisis, inves-
tors did not look at the number of 
market makers and who they were, 
but that is likely to be a greater 
focus now. Investors were shocked 
by the lack of liquidity and, even 
where they were not trying to sell, 
they were effectively flying blind in 

terms of marking-to-market.”
In the majority of cases, ETFs 

tracking Japan stood the test of 
acute liquidity calls. 

“Initially we did see quite large 
redemptions as clients re-exam-
ined their risk budgets and we were 
able to provide that liquidity,” said 
Dan Draper, head of ETFs at Credit 
Suisse. “In the subsequent weeks 
many of the same clients reinvested 
in our ETFs, resulting in a net 
inflow as confidence returned. By 
providing the liquidity to allow cli-
ents to express those views, which 
can change as fast as intra-day, 
ETFs have done exactly what clients 
want them to do.”

It is worth noting, however, that 
this test applied to a liquid, devel-
oped market. With the prolifera-
tion of ETFs tracking less liquid 
underlying assets, there is a danger 
that investors may assume a greater 
degree of liquidity than is ulti-
mately available. 

“Investors need to be clear,” 
Draper said. “Major ETFs tracking 
liquid markets can absorb a lot of 
volatility. They may think the same 
is true of other exchange-traded 
products tracking obscure markets 
or asset classes, but that is not the 
case as they may be more suscep-
tible to big swings in demand.”

In no small part, this is because 
the underlying indices are con-
structed differently, with lower 
l iquidit y requirements for 
emerging markets, for example. 

Tony Raw, FTSE Europe man-
aging director, said: “For frontier 
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Demand for swap-based ETFs is high, as seen by the 
growth in assets among swap-based providers entering the 
market. For example, assets at db x-trackers have mush-
roomed to £22bn in less than three years since the firm’s 
launch. Since Source, the joint venture founded by Morgan 
Stanley, Goldman Sachs and Bank of America Merrill 
Lynch, launched its f irst swap-based ETFs in April, its 
assets have grown to $1.8bn. 

The 2001 directive also made an important change in 
how much a fund may invest in other investment vehicles, 
a development that has made it easier for standard funds 

to invest in ETFs. Until eight years ago, a Ucits fund could 
only invest up to 5% of its assets in other funds, which ham-
pered investment in ETFs. Now funds may invest up to 20% 
of their assets in other funds, provided they do not own more 
than 25% of the fund in which they are investing. “That 
change has meant that people are using ETFs in their port-
folios much more,” said BGI’s Fuhr.

Ucits III also differs from earlier Ucits legislation by 
allowing investment in a much wider range of underlying 
asset classes, although certain restrictions still exist. Chief 
among these is the ‘5/10/40’ rule, under which no single 
security may exceed 10% of the ETF’s net asset value and 

European legislation might not sound like much to set 
the average investor’s pulse racing, but without the Euro-
pean Parliament’s ground-breaking series of legislation on 
Undertakings for Collective Investments in Transferable 
Securities (Ucits), the ETF industry in Europe today would 
be almost unrecognisable. 

The series of directives, designed to safeguard investors 
and increase market confidence, is widely seen as respon-
sible for making the $192bn European ETF market what it 
is today. “The current form of the ETF industry is based 
around Ucits,” said Michael John Lytle, marketing director 
at ETF provider Source. 

Ucits is a stamp of EU regulatory approval for standard 
funds and ETFs across all 27 member states. Leading 
ETF providers recognise it as the mark of a stable, well-
regulated investment product. Jean-Michel Loehr, chief 
industry and government relations off icer at RBC Dexia, 
said: “Since their founding directive was launched in 
1985, Ucits funds have won a huge and appreciative audi-
ence among global investors.”

It has become accepted practice for almost every ETF in 
Europe to have the hallmark of Ucits status. Deborah Fuhr, 
global head of ETF research at Barclays Global Inves-
tors (BGI), said: “Ucits is a recognised brand everywhere 
outside the US and that has done the ETF industry a lot 
of good. Ucits is a set of regulations that people know and 
understand.”

So successful is the Ucits hallmark that its inf luence has 
spread outside of Europe. Over 40% of net new Ucits sales 
are outside the EU, notably in Switzerland, South America 
and Asia. 

Manooj Mistry, head of db x-trackers UK, said people 
take Ucits status now as a given. He added: “If anyone 
wants to launch an ETF business in Europe, it has to be 
Ucits-compliant. It gives you the ability to passport and list 
your funds in different jurisdictions.”

Ucits III – the rise of swap-based ETFs
The 2001 directive known as Ucits III, an addition to 
earlier regulations, is credited with the inexorable rise of 
swap-based ETFs, many of them provided by newer market 
entrants such as banks and brokers, which are challenging 
the traditional dominance of passive asset managers. The 
latter group of ETFs typically hold physical assets rather 
than derivatives to underpin their products.

“Prior to Ucits III, funds could only use derivatives for 
efficient portfolio management,” said db x-trackers’ Mistry. 
By allowing funds a maximum 10% exposure to derivative 
counterparty risk, Ucits III effectively ushered in a new type 
of ETF provider and opened the door to different industry 
participants. 

Lyxor Asset Management and db x-trackers are respec-
tively the second and third largest ETF providers in Europe, 
with a joint 37% market share, according to BGI. Both run 
exclusively swaps-based ETFs. “The banks and brokers who 
have entered the market recently using swap-based ETFs 
could not have done products in that way prior to Ucits III,” 
said BGI’s Fuhr. Lyxor is owned by French bank Société 
Générale and db x-trackers by Deutsche Bank.

The regulatory road to efficiency 

“If anyone wants to launch an ETF business in 
Europe, it has to be Ucits-compliant”

Manooj Mistry, db x-trackers UK

The Ucits legislative framework has shaped the ETF industry within Europe and beyond. With the next phase of 
Ucits on the horizon, the market is set to become even more efficient, as Helen Fowler reports
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“When two tribes go to war, a point is all you can score,” 
apparently. Good old Frankie Goes To Hollywood. There 
are “two tribes” in the ETF sphere as well – one is the 
full replication tribe and the other is their swap based 
brethren. For a long time now the full replication tribal 
elders were saying that their products were best, because 
they were more transparent and easy to understand. Pro-
ponents have been saying they offer excellent tracking 
despite obvious shortfalls in how dividends or corporate 
actions affected performance and did not preclude certain 
clients from investing in their funds because of their com-
plexity and structure.

iShares, the biggest ETF provider by far, with around 
46% of total ETF assets under management (AUM) as at 
May 2010, have but only a handful of European swap-based 
funds in their selection of over 440 ETFs worldwide. How-
ever, it is widely believed iShares, having once been the f lag 
bearer for full replication ETFs, is now moving towards 
embracing the swap culture used by so many of their peers. 
This isn’t necessarily bad news, but speaking personally, 
I for one would definitely miss the full replication ETFs if 
they were ever entirely replaced.

Why would I miss them? In my role as head of exchange 
traded products (ETP) at Charles Stanley, I very fre-
quently get enquiries as to what ETFs can track, such an 
index, or how does an ETF work? Given the relative com-
plexity of swap-based ETFs over their in specie cousins, it 
is much harder to explain how the derivative relationship 
works with swap-backed funds over fully replicated ETFs 
in the retail environment and, indeed, harder for the retail 
investor to understand in turn. 

It boils down to a matter of transparency. Additionally, 
swap-backed ETFs introduce more counterparty risk into 
the mix with the possibility of default from the other side 
of the swap. Rules are in place under Ucits III to reduce the 
exposure to swaps in an ETF to just 10% of Net Asset Value 
(NAV). However if and when a default occurs, it would still 
be quite damaging to the ETF and to the reputation of the 
ETF provider as well.

What are swaps?
It would probably be a good idea at this stage to brief ly 
explain what a swap is and how they are used in the ETF 
context. At its most basic, a swap is an agreement between 
two parties to swap future cash f lows, and this is where the 
swap-backed ETF has an advantage over the full replica-
tion ETFs. 

For example, swap-backed ETFs come into their own 
when the underlying index has a large amount of constitu-
ents, such as the MSCI World. One big issue with ETFs is 
their total expense ratio (TER). If a full replication ETF 
had to buy every constituent of an index, the ETF pro-
vider would find it very diff icult to keep TERs low due to 
the complexity of running such an onerously large fund. 
With swap-backed ETFs this is not an issue, as the per-
formance of one set of holdings, be it stocks, bonds or cash, 
is being substituted for the performance of the benchmark 
the ETF is following. Therefore, for example, one might 
have a selection of European equities whose perform-
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ance is being substituted for the performance of the MSCI 
World index. 

Why so many providers?
According to Blackrock’s most recent ETF Landscape Global 
Handbook, there were around 150 exchange-traded product 
(ETP) providers globally. With rules being introduced to 
prohibit banks engaging in proprietary trading – the Vol-
cker rule – there are obvious synergies with some banks 
to introducing ETFs. For example, one benefit for a bank 
with swap-based ETFs is that a proportion of your market 
maker’s holdings, which is usually difficult to lend out, may 
well be used as part of a swap’s collateral instead. With 
politicians and regulators now clamping down on banks’ 
proprietary trading, an ETF might well now offer oppor-
tunities to hedge against unfavourable changes in the rules 
being implemented, through expanding the range of issues 
available to a client. Indeed, word on the grapevine is that a 
major US investment bank is looking into the possibility of 
an ETF launch in the near future.

Natural evolution, why swap?
Since the humble beginnings of ETFs back in the early 1990s 
with the introduction of the SPDR, ETFs have come a long 
way. As with anything manufactured by man, we will be for-
ever looking to improve on the original. We now have ETFs 
that enable retail investors to trade markets which were tradi-
tionally only open to corporate clients because of their high 
cost barriers to entry. You can trade anything from pork bel-
lies to inverse DAX ETFs with up to 300 times leverage. 

As we move toward a bright future in the ETF invest-
ment space, the introduction of ever more complex or eso-
teric listings makes the issue of education on these products 
ever more pertinent. This in turn leads to a greater need 
for transparency with these products, otherwise a whole 
investment community might not understand what they are 
about and shy away from them. In a recent article written 
by yours truly, I theorised that in my opinion there were far 
too many ETFs and providers all offering a similar or same 
product, and that I hoped Darwinian ‘natural selection’ 
would see these numbers reduced naturally. 

With recent theories about investment banks using them 
as a kind of hedge against unfavourable laws being intro-
duced against their proprietary businesses, this might not 
now be feasible. If these banks adopt the swap-based model, 
which I think would be highly likely, is it the full replication 
ETF that will be extinct? I do hope not. As ETFs started in 
the 90s let’s finish as we started; in the immortal words of 
Frankie, “Relax, don’t do it”.

John Fletcher, head of exchange-traded products at 
Charles Stanley, discusses the rise of swap-based ETFs  
and the implications for the industry
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Plugging the holes in portfolios

The consultant’s latest Pension Funds & Insurance 
Asset Allocation Survey found 46% of pension funds 

planned to increase their equity exposure over the next 12 
months. In contrast, 35% anticipated a decline. 

In addition, 42% of schemes said they foresaw a 
decrease in their fixed income exposure over the coming 
year – while only 25% expected an increase in their bond 
exposure. bfinance said, since its last survey last year, 
44% of pension funds had seen their allocation to fixed 
income increase.

According to bfinance chief executive David Vafai the 
survey indicated a “surprising change of sentiment from 
investors” with almost half of the respondents expecting 
an increase in their equity exposure in the next 12 months 
compared with only 19% in the consultant’s survey last 
October. The results seem to suggest that investors think 
that the worst of the financial crisis is over.

Investors also seemed to be more favorably disposed 
towards active management compared to last October. 
bfinance said 20% of investors said they would increase 
active management.

Massive outflows from equity allocations in 
pension fund portfolios have taken place all 
over the world. Schemes looked for protection 
against the volatility of markets, but despite 
that, the losses were remarkable across the 
board. Efforts were focused on limiting 
losses and this implied a rebalancing of 
pension funds’ portfolios, which severely 
affected equity allocations.

Traditionally, investments in equities 
have been regarded as the portion of the 
portfolio both providing the necessary 
returns to cope with the fund’s liabilities 
and an inflation hedge through dividend pay-
ments.

Dutch, UK, Irish, Canadian and US pension 
schemes have traditionally had a high allocation to 
equities, which could make up over 50% of their port-
folio. From the second half of 2008 well into the second 
quarter of 2009, the balance changed for many pension 
funds which decided to shrink the share of their portfolio 
allocated to equities to the benefit of other asset classes. It 
is unclear, at this stage, whether this trend will continue in 
2009 or whether equities will gain ground again.

A recent survey by Mercer – which polled around 
1000 schemes from 11 countries – found schemes were 
increasing their allocation to non-traditional asset classes 
in a bid to manage their risks more effectively.

The consultant’s latest European Asset Allocation 
Survey found 35% of UK schemes and 60% of European 
schemes (excluding the UK) expected to introduce new 
investment classes into their portfolio to help manage 
future investment risk. 

Findings showed UK schemes favoured hedge funds, 
global tactical asset allocation and active currency. The 
survey found over 50% more UK schemes have allocated 
to these asset classes in the last year.

In the rest of Europe, schemes favoured hedge funds, 
commodities and high yield bonds. Bonds continued to be 
the dominant asset class in most European countries since 
mid last year.

In addition, the survey showed exposure to equity mar-
kets remained low across Europe. 

Mercer principal Crispin Lace said: “Both in the UK and 
Ireland the move away from equities is driven by both the 
market downturn and the increasing maturity of schemes. 

“As schemes close they tend to reduce their exposure to 
equities in favour of bonds with the average closed scheme 
having a bond exposure that is around 10 percentage 
points higher than the average open scheme.”

In April, a different survey by bfinance pointed out 
European and North American pension schemes were 
set to increase equity allocations at the expense of  
fixed income.

“Both in the UK and Ireland the move away from 
equities is driven by both the market downturn and 
the increasing maturity of schemes”
Crispin Lace, Mercer

Equity allocations are causing massive 
outflows in pension fund portfolios. Giovanni 
Legorano considers the efforts focused on 
limiting these losses
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The world of currency management 

What is the difference between currency overlay and currency 
alpha?

Monica Fan: The defining feature of a currency overlay, 
whether passive or active, is that a separate and formalised 
investment decision is made about a fund’s overall currency 
risk. The aim of a passive currency overlay is to reduce the 
inherent currency risk in a fund’s underlying investments 
whereas active overlays and alpha programmes both aim to 
add excess returns. 

An active overlay seeks to add excess returns relative to 
the underlying currency exposures in the fund. 

In contrast, a currency alpha programme seeks to max-
imise the currency returns on a fund that may, or may not, 
have underlying currency risk in its investments. This can 
broaden a fund’s currency exposure, for example, by adding 
emerging market currencies. 

Diane Miller: Currencies can be traded without buying any 
underlying assets such as equities or bonds, so it can be said 
that the currency management process is overlaid onto the 
existing pool of assets, hence the term currency overlay. 
Currency alpha is the value that can be added through 
actively managing a portfolio of currencies. 

In the past, investors who used a currency manager did 
so through a segregated account (also known as a managed 
account) and the structure was called a currency overlay. In 
recent years, currency funds have become popular as they 
are simpler for both the investor and the manager. 

If the currency fund has a target of generating 10% alpha 
with 20% risk, and 10% of the assets are invested in the 
fund, then the effect for the investor is the same as having 
a currency overlay with a target to generate 1% currency 
alpha with 2% risk.

There are several different styles of currency management, what 
are they, and what do they offer pension funds? 

Monica Fan: Currency managers use a combination of quan-
titative, discretionary, fundamental and technical strategies. 
For example, quantitative managers may incorporate some 
discretion in their investment decisions while the views of 
discretionary managers may be based partly on their quan-
titative models. Commonly used quantitative strategies 
include:
• Fundamental models based on macroeconomic data, for 
example, interest rates and industrial production;
• Valuation or mean reversion models that assume currencies 
revert to their long-term fair values over time;
• Momentum or technical trend-following models; 
• Carry or forward rate bias strategies that buy high-yielding 
currencies and sell low-yielding currencies; and
• Volatility models that buy short or long-dated options.

The main advantages of a quantitative style are that the 
approach is well defined and more transparent than a discre-
tionary approach that is based in large part on a manager’s 
judgement. 

A panel of experts consider the issues surrounding currency management and assess the 
different styles available

The systematic nature of a quantitative approach tends 
to result in more consistent and predictable performance in 
a known market environment. However, a model’s perform-
ance is only as good as its assumptions and historical data 
inputs which, by nature, are backward looking. 

Quantitative strategies tend to produce the best returns in 
markets that are trending and less volatile. In non-trending 
or highly volatile and rapidly changing market environ-
ments, discretionary strategies tend to outperform quanti-
tative strategies because they can respond more rapidly to 
changes and event risks such as currency devaluation in the 
Baltic states. 

The downsides of the discretionary approach, which is 
heavily affected by the experience and judgement of the 
investment manager, are that its performance tends to be 
less consistent and more vulnerable to the manager’s behav-
ioural biases.

Diane Miller: There are many styles of currency management. 
They range from an emphasis on fundamental factors, such 
as relative rates of economic growth, to analysis of price 
based data. Many managers use a combination of both. 

Manager styles also vary from systematic, computer based 
processes (also known as quantitative, or quant) to discre-
tionary approaches based on the portfolio manager’s judg-
ment. In practice, systematic models include some judgment 
at the model building stage and discretionary approaches 

“The currency market evolves quickly and it is 
important that managers are proactive in identifying 
and implementing new strategies”
Monica Fan, SSgA
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China’s star in ascension
Scroll back to the end of last year and pension fund trustees 
would have raised their eyebrows and scoffed with incredu-
lity at the suggestion that they should invest their scheme 
members’ hard-earned funds in China.

Six months ago it looked like the pessimists had won 
and the hope that China’s economy was decoupled from 
the West seemed no more than an overly optimistic pipe-
dream.

But as the dust settles on the global financial crisis, it is 
becoming clear that while China certainly felt the tremors, 
its long-term growth plans have not been derailed.

Ashmore Investment Management head of research 
Jerome Booth said: “The global financial crisis caused col-
lateral damage to the Chinese economy rather than major 
harm.”

Booth believed that the global financial crisis has worked 
in China’s favour and has increased this economy’s ability to 
stand on its own two feet.

He said: “The rate at which the export market collapsed 
gave the Chinese government a shock. But it was a useful 
shock – it encouraged the Chinese government to pump 
money into infrastructure projects to stimulate the domestic 
economy.”

At the end of last year the Chinese government announced 
it would spend four trillion yuan over two years on 10 dif-
ferent areas including low-income housing, water and tech-
nological innovation. China still lacks basic utilities from 
enough clean water to an adequate transport infrastructure.

Booth said: “This stimulus package is already working; 
China’s economy is recovering strongly from the shock of the 
global financial crisis.”

Over the medium term Booth said China’s economy will 
continue its transition from its reliance on exports to one 
driven by domestic consumer demand. “China’s current eco-
nomic state could be compared with the US at the start of the 
mass consumer boom in the 1920s so there is plenty of room 
for expansion.”

China growth 
Schroders Investment Management’s head of global and 
international equities Virginie Maisonneuve concurred: “By 
investing in China, you are investing in one of the world’s 
largest and fastest growing middle classes. The last time we 
saw such a huge growth in consumer demand was the birth 
of the baby boomer generation.”

“The Chinese middle class will rise from 43% of the urban 
population today to 76% in 2025. This is an increase of 350 
million people – more than the current US population – to a 
total of nearly one billion people.

“At the same time the urban population will rise from 43% 
of the total population to around 59%. Combining these two 
figures implies the urban middle class will go from 18.5% of 
the total population to almost 45%,” she added.

This makes the economic growth prospects for the country 
of a quality that simply can not be found in the more mature 
economies of the world.

Towers Perrin Shanghai’s managing principal Haichuan 
Wu said: “The OECD said recently that it expected China’s 
economic growth to be 7.2% this year. That’s not bad for a 
supposedly slow year.”

It is the extraordinary growth of China that makes it such 

an appealing investment opportunity for pension funds that 
are struggling to get the kind of returns needed to meet the 
liabilities of a workforce that is living much longer.

But such returns are not without their risks. RCM’s 
Asia Pacific chief executive Mark Konyn said: “Like other 
emerging markets, China’s share prices will experience 
periods of high volatility. This is further exacerbated by the 
dominance of retail investors in this market.”

At the end of last year, in the teeth of the global financial 

On the back of recent growth, China is increasingly 
attracting new investment, but many schemes 
remain hesitant as Charlotte Moore reports

“China’s current economic state could be compared 
with the US at the start of the mass consumer boom 
in the 1920s so there is plenty of room for expansion”
Jerome Booth, Ashmore Investment Management
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Japanese institutional defined benefit pension funds have 
not been immune to the shocking fall in investment returns 
seen in 2008. Corporate pension funds saw double-digit 
losses in the Japanese financial year that ended on March 
31. Funds have reacted in several different ways: some 
have terminated mandates with underperforming active 
equity managers in favour of passive strategies, others 
have terminated mandates and not reinvested the cash that 
resulted, and others have moved to de-risk their assets alto-
gether by increasing their allocation to fixed income at the 
expense of equity allocations.

Some asset consultants report clients are looking to 
sophisticated strategies to minimise market beta, but other 
industry professionals worry that the majority of pension 
fund managers are planning to curtail liability risk with a 
continued shift away from higher risk/higher return strate-
gies to the safety of lower-risk/lower return investments, like 
fixed income. But with Japanese 10-year government bonds 
only yielding 1.5% and the average pension fund seeking 
an annual return of 2.5% to 3%, industry professionals are 
deeply concerned that pension funds are making investment 
decisions that will result in long-term shortfalls that cannot 
be met unless plan sponsors contribute extra cash.

The average corporate pension fund lost 17.1% in the year 
ended March 31, according to research from Watson Wyatt. 
This figure is reflected by the observations of other asset 
consultants.

“Let me explain the status of our clients,” said 
Mercer Japan’s head of investment con-
sulting Yoshinori Kouta. “Based on 

the asset allocation of our clients, the performance range was 
widely spread with a variance of over 20%. It really depends 
on the asset allocation. One or two of our clients didn’t have 
any equities in their portfolio, so they suffer from slightly 
negative numbers in their performance. The average was  
-17% to -18%.”

In response, pension funds have become defensive – either 
moving to rebalance in line with the pre-set asset allocation, 
or doing nothing at all, according to Tokio Marine Asset 
Management’s president Akiyoshi Oba.

“The reaction has been largely defensive in nature, rather 
than one that has sought solutions through innovation,” he 
said. “About 70% of plan sponsors are trying to keep the 
base asset allocation agreed before the economic upheaval. 
The remaining 30% think that this is a one in a 100-year 
occurence, and are being much more conservative. As such 
they are waiting to see how events unfold and are generally 
not taking any action just yet”

Asset allocation
Fixed income has come to represent a higher proportion of 
the overall asset allocation, but that can be as much a func-
tion of falling equity values relative to fixed income values 
as it is a choice by pension funds to sell equity assets and 

reinvest in fixed income.
“The proportion of fixed income and equities are 

completely different from the original starting 
point. Some Japanese sponsors didn’t change 

their allocation, but just didn’t rebalance 
their portfolio after the value of the 

Japan: down but not out
Despite having the second highest public debt in the world and taking a significant beating 
in the economic downturn, Japan’s investment community is looking ahead to long-term 
investment, as Rachel Alembakis reports
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Building a more efficient machine 
Countries around the world are trying to tweak their pen-
sions regulations to keep funding requirements from 
weighing down companies already under pressure from a 
weak economy. 

In Canada, the US and the Netherlands, governments have 
in some way instituted or proposed measures that can ease 
the burdens of mounting liabilities. The short-term pro-
posals, though, don’t wipe out companies’ need to keep 
their pension funds solvent in the long-run. 

“I don’t think (the solvency relief regulations) will resolve 
these issues in the long-term,” said Association of Cana-
dian Pension Managers’ president Scott Perkin. “What 
I think these temporary solvency measures will do is 
help during this time when (companies) are struggling to 
remain as a going concern.” 

Canadian fund relief
In Canada, the Ontario government and federal 
government have proposed a number of measures 
to provide temporary funding relief. 

“The rationale is the same everywhere,” said 
Hewitt Associates senior retirement consultant 
Jerry Lotterman. He explained that Canadian provinces, 
all of which dictate their own pension rules, are generally 
working to keep companies from crumbling in an attempt 
to stave off rising pension liabilities. 

Almost across the board, provinces are allowing pen-
sion schemes to amortise their pension deficits for a longer 
period of time or are permitting funds to roll previous def-
icits, already in repayment, into new deficits and re-set the 
payback schedule. 

In June, Ontario approved regulations allowing compa-
nies 10 years to become solvent, instead of five, or a year 
long deferral of catch up payments to provide some cashflow 
relief. In order to extend the payments to ten years, the com-
pany needs member and retiree consent, a move that could 
make it difficult for plan sponsors to take advantage of this 
provision, observers say. 

Active employees concerned about their job security – and 
by extension, the welfare of the overall company – will be 
more likely to approve the extension than retirees, who have 
nothing to lose by opposing, said Lotterman. 

Ontario Ministry of finance spokesman Scott Blodgett 
said: “The consent requirement ensures that these meas-
ures are taken in partnership with workers, their unions, 
and retired members. Where a pension plan’s governance 
structure currently provides a strong voice for its mem-
bers, as is the case for jointly-governed plans, the consent 
requirement is waived.”

The extension can make a significant dent in a company’s 
cash flow. 

For example, a company that was making no solvency pay-
ments before the crisis, but now has to pay US$5m per year 
over the next five years can decrease its yearly payments by 
40% by doubling the pay-back period, said Lotterman. 

Ontario will also allow plans to smooth assets using 
market values above the current 110% limit, which will sta-
bilise short-term fluctations. 

Raquel Pichardo-Allison looks at the different approaches that the US, Canada and the 
Netherlands are taking to improve regulation in light of the economic crisis

More than a third of all pension funds in Canada – 4,100 
of 11,000 – are domiciled in Ontario so changes in Ontario 
will have an impact on more schemes than in any other 
province. The new pension regulations were introduced as 
part of Ontario’s spring 2009 budget. 

Restricting American assets
Just south of the border in the US, former president George 
Bush enacted the Worker, Retiree and Employer Recovery 
Act (WRER). The WRER was passed in December and 
allowed plans to phase-in strict funding targets put in place 
with the Pension Protection Act of 2006 (PPA) which went 
into effect last year. 

The WRER also allowed 24 month asset smoothing and 
eases the requirements that restrict the accrual of benefits. 

But pension experts in the US say it was a finer and more 
recent change made by the Internal Revenue Service (IRS) that 
will have the greatest impact on corporate plan sponsors. 

In March, the IRS announced that pension funds could use 
the interest rates at the end of January 2009 or any of the four 
preceding months to calculate yield curves. The PPA allows 
various ways to calculate liabilities and one of those had 
been to choose January rates – this has now been widened. 

Mercer financial strategy group principal Adrian Hart-
shorn said the ability to use the higher interest rates avail-
able in October to calculate yield curves could result in fewer 
plan freezes and lower contributions. 

Companies using higher interest rates to calculate their 
liabilities will report lower liabilities. 

“Some companies would have fallen below the 60% target 
that forces them to seize benefit accruals. This alleviates those 
trigger points,” said Hartshorn adding the resulting lower lia-
bilities will also ease the need for an immediate cash call. 

“Law-
makers 
have yet 
to come 
out with 
bold relief 
action”
Joe McDonald, 
Hewitt
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Dear Editor,
Funding relief  is desperately needed, but it 
is only a short-term fix while we need deep 
structural pension reform in the US .

The current (re)funding crisis in the US 
is a result of  contradictory pension regula-
tions that punish pension plans for being 
underfunded as well as being or becoming 
overfunded. Because of  the reversion tax 
on excess pension assets and because of  the 
non-deductibility of  excess contributions, 
plan sponsors have no incentive to overfund 
their plans. 

Substantial overfunding in good economic 
times, however, is necessary if  plan sponsors 
want to pursue risky investment strategies 
with higher expected returns. The introduc-
tion of  the reversion tax in 1985, for instance, 
effectively changed the ownership structure 
of  excess pension assets and led to trapped 
excess capital. 

Advised by consultants, plan sponsors 
then adopted minimum funding policies and 
took contribution holidays whenever possible. 
This directly increased long-term funding 

costs. Plan sponsors have faced a typical time 
inconsistency problem: short term tax optimi-
sation contradicted their long term interests 
of  sufficiently funding their plans to weather 
bad times. 

Funding deficits, on the other hand, are 
exacerbated by ongoing benefit payments and 
prolonged by the simultaneous deterioration 
of  business conditions and refunding ability. 

This leads to a saw tooth behaviour of  
funding levels over time. With funding levels 
capped on the upside, average funding levels 
over time are well below 100%. 

Yet whether an eventual equity risk pre-
mium can be turned into lower funding 
costs crucially depends on whether the 
average funding levels of  the risky invest-
ment strategy are similar to those of  lower 
returning, but safer investment strategies. 

So with its patchwork of  pension regula-
tions, Congress basically killed the viability of  
equities in DB pension plans. Unfortunately, 
no one has noticed that and the current 
funding crises is the logical result of  failed 
investment policies. 

Without deep structural reform, DB pen-
sions will sooner or later be a relic of  the past. 

Tax regulations made them non-competi-
tive with other retirement vehicles and plan 
sponsors reacted accordingly. However, it is 
also their and their consultants fault to not 
have realised that under these pension regu-
lations, the recommended and implemented 
investment strategies were bound to fail in 
the long run. 

Most likely we will face at least one if  not 
more recessions and/or financial crises over a 
15-year time horizon, let alone a 30-year amor-
tisation period. 

Thus, any bill that stretches funding relief  
over such a substantial time horizon also needs 
to mandate substantial risk reduction in the 
implemented investment strategies, otherwise 
plan sponsors will find themselves in a similar 
if  not worse funding situation in the future.

Dr. Norman Ehrentreich
Ehrentreich LDI Consulting & Research

See related article on page 9

Dear Editor,
I was interested to read Raquel Pichardo-
Allison’s article – Looking into the crystal 
ball: The relationship between pension funds 
and consultants is set to become more symbi-
otic article in the February edition of  Global 
Pensions.   

Some of  the comments made within it 
provide a good insight into how the industry 
reacts rather than thinks ahead and conse-
quently why pension fund trustees become 
frustrated with the advice that they receive. 

There has always been a need for proac-
tivity. It has just not been delivered because 
the industry is too focused on billing time and 
building complicated mathematical models to 
derive a solution. Being proactive is not about 
calling the markets over the short-term, ana-
lysing manager performance to the nearest 
basis point, or producing a “spate of  research 
reports”. None of  these things adds value, 
unless by luck. 

At the same time, proac-
tivity is not about constantly 
repackaging the same services 
within the same organisation 
in an attempt to appeal to the 
latest concerns of  trustees. 

The fact is that large 
organisations tend to fall 
short when it comes to 
delivering proactive, for-
ward-thinking advice. They 
can be hampered by slow 
internal communication, 
a herd mentality, and the 
need to appease a large number of  
clients. Ultimately, it is a firm’s agility that 
enables it to provide truly proactive advice. 

The answer, however, is not to have two 
or three providers involved in the discus-
sion process, creating competition among 
advisers and complicating the advice that 
trustees receive. Instead, trustees should seek 

one investment adviser, free from conflicts, 
who can demonstrate both their expertise 
and agility. 

Mark Hodgson 
Managing director; Gatemore Capital 
Management LLP

If you want to have your say write to: Editor, Global Pensions, Incisive Media, Financial Services Division,  
Second Floor, Haymarket House, 28-29 Haymarket, London SW1Y 4RX 

or email: raquel.pichardo-allison@incisivemedia.com

The need for agility

Funding relief is only a short-term solution
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Looking into the crystal ball
Industry experts say a fundamental shift is under way in the way pension funds make use of their consultants. In 2010, schemes will rely more than ever on their advisers, requesting more services, and more proactive advice. Consultants around the world agreed that pension fund managers want their advisers to come to them with more for-ward-thinking innovations. 
But questions arise about whether or not consultants have the capability to offer more forward-looking anal-ysis. This could lead to an increased use of third-party providers to work alongside consultants. Furthermore, some industry experts questioned the validity of demanding analysis regarding short-term opportunities from those meant to provide the scheme with long-term stability. 

When asked what the biggest change will be in the relationship between pension funds and their consultants, industry experts believed there is a real need for increased proactivity. Mercer head of European investment consulting Tom Geraghty said: “We’re going to have to be much more proac-tive in the advice that we put forward to plans... There’s a clear need on the part of clients for advice on what some of these short-term opportunities are... We haven’t done enough of that in the past.”Outside observers noticed the same trend. Schroders head of strategic solutions Neil Walton said: “Consult-ants’ interaction with pension funds is changing dramatically. There is a strong move to increase proactivity and lead pension clients to be more oppor-tunistic in their asset allocation. The aim is to make clients more responsive to investment opportunities as market conditions change.” 

Working hard
Pension funds only had to look at the spate of research reports on corporate bonds and convertible bonds in 2009 to see that consultants were taking advantage of the dislocation in the markets to get their clients’ assets working harder for them. 

For nearly every consultant to be telling clients to buy corporate bonds “partly reflects the extent of the dislo-cation in the markets, but also a drive 

The relationship between pension funds and consultants is set to become more symbiotic. 
Raquel Pichardo-Allison asks if consultants are ready for the challenges ahead

to be more proactive,” Walton added. KPMG partner and head of investment advisory Patrick McCoy said: “In diffi-cult times they need more handholding, analysis and proactive, clear advice.”McCoy recently received a request for proposals from a pension fund looking to replace its investment con-sultant. He said the wording was 

typical of the types of request for pro-posals the firm has been receiving lately: “We found the advice increas-ingly reactive instead of proactive and are looking for other services.” McCoy declined to name the scheme. At least one pension fund manager said this will lead to a long-term shift in the way consultants operate. 
California Public Employees’ Retire-ment System fixed income port-folio manager Eric Busay said: “The market is forward-looking more than backwards looking. Consultants have 

typically been study-oriented, which implies backward looking. The skill set of the future will have to include a for-ward looking component. I think you will see consultants being more for-ward looking because of this.”
Busay anticipates more pension funds will incorporate the use of third parties to work alongside consultants when making investment decisions. In some cases it could be the asset managers, or other types of analytics providers.Walton’s team at Schroders works with consultants and pension funds in what he calls a “tripartite approach” that brings together the skills of the three parties to develop a strategic investment plan for the pension fund. He said interest in Schroders serv-ices has come from both consult-ants and pension fund clients, and that “inquiries have gone up. It has increased, definitely.” 

Other providers have benefited from the increased need for deeper analysis on asset manager performance. As pension funds take stock of their losses, recent studies have shown that man-ager replacement activity is on the rise. In a survey of 63 plans across Europe and North America, the inde-pendent financial consultant bfinance found 62% had either reviewed their 

managers or put them on a “watchlist” for an average of over one-fifth of their total assets under management.And while an average of just 7% of assets under management have been switched to date, bfinance managing director, head of research and develop-ment Olivier Cassin said he expected this figure to increase in 2010 as reviews were completed.

Under analysis
Consulting firm Inalytics is benefiting from the increased scrutiny on man-ager performance. The firm works alongside traditional investment con-sultants and uses quantitative analysis to sift through the asset managers’ holdings and trade data to get a better sense of what drove performance. “Over the last 18 months,  pension fund clients have come to realise that the current tools used by their invest-ment consultants to analyse their portfolio diversification, risk profiles and investment manager performance need to be augmented by newer tools that enhance the discovery process. We pick up where investment consult-ants leave off, creating understanding of skill through forensic evidence,” said Inalytics chief executive of North America Lisa Manuele. 

Company-wide, she said revenues were up 95% in 2008 and 50% in 2009, with the number of clients up by a quarter last year. Firm-wide, 65% of Inalytics’ clients are pension funds, with the rest being investment man-agers and hedge funds looking for anal-ysis on their investment strategies. Despite the chance consultants may have to share the stage with third parties, industry experts agreed their roles would not be decreased or reduced. On the contrary, many have said their roles have been enhanced and pension funds depend on them more than ever.
Towers Watson head of investments for the Europe, Middle East and Africa regions Paul Trickett said the schemes most likely to use third parties will be large, sophisticated pension funds with the capabilities to cope with multiple strands of information. 

“The picture’s quite complicated. There are quite a number of funds growing their own investment teams and as a consequence, growing into themselves,” he said. 
For the rest, however, they’ve come to increasingly rely on consultants to deal with complex issues like lon-gevity risk, mortality hedging, options strategies, and generally looking for new asset classes. 

“More and more our services are being requested,” agreed Wilshire Associates president Julia Bonafede. At least 50% of Wilshire’s new business in 2009 came from pension funds that hadn’t used a consultant in the past. She said clients are also increas-ingly demanding the use of the firm’s analytics capabilities. “It’s been more of a priority for our clients right now. It’s looking at how risk is managed throughout the operation. You can do that on a returns level, but now clients are saying, ‘we really need you to dig into this’.” 

Exploiting asset classesIn response, at least one consultant has reorganised its staff and operations to develop expertise in individual asset classes. In April, Mercer announced it had divided its manager research team into individual boutiques that would specialise in specific asset classes. 

“Internally within Mercer we are becoming increasingly specialised. This reflects the growing need we see across our client base for more in depth expertise in research across various asset classes,” said Geraghty. 
But the focus on additional services and more forward thinking advice has led to a blurring of the lines between consulting and money managers. Some industry players cautioned against placing money-management type-

demands on advisers meant to position a scheme for long-term health. “It’s very easy to say consultants have been reactive. During the dislo-cation, nothing was pricing... We were trying to help clients navigate those losses,” said Bonafede. 
“We look at all asset classes over a ten-year period. Nobody knows what the next big investment is going to be. Consultants are not money managers. We’re not out there trying to decide where the next alpha is,” she said. Managing clients’ expectations will also become harder, said Busay. “Con-sultant always need to have an answer, and it has to be an answer that’s defen-sible... That may be trickier in a for-ward looking world …The critical issue will become, not only are you right, but are you right within a cer-tain period of time.” 

Geraghty described the new relation-ship between consultants and pension funds as a balancing act. 
“(Clients) want more of a partner-ship, they want more innovation in our consulting with them and to hold us more accountable,” said Geraghty. “We’re either going to be accused of not being proactive enough, or being proactive and getting it wrong... I’d rather be accused of proactivity rather than not putting the idea to our clients,” he said. 

“Nobody knows what the next biginvestment is going to be. Consult-ants are not money managers. We’re not out there trying to decide where the next alpha is”
Julia Bonafede, Wilshire

“The market is forward-looking more than backwards looking. Consultants have typically been study-oriented, which implies backward looking”Eric Busay, CalPERS
For more on 
consultants, visit 
the features section 
of our website, at: 
globalpensions.com
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In times of market uncertainty, skill becomes an even more highly prized commodity. October 
will see Global Pensions invite readers to send in their nominations for the Global Pensions 
10th Anniversary Awards – a timely invitation to reward talent in the world’s only truly global 
pensions industry awards.
 
As well as recognising skill across all sectors of the pensions industry, the 2009 awards will 
also include special categories to mark the tenth anniversary of Global Pensions, which falls 
in January.
 
Nominations will be accepted from pension funds throughout the month of October before 
the nominees are shortlisted and announced in the December issue of Global Pensions. 
The shortlist will then be put to a panel of judges consisting of senior names and faces 
from the global pensions industry who will decide on the winners.
 
The winners will be announced at the Global Pensions 10th Anniversary Awards, which 
will be held on the evening of 17 March at The Dorchester Hotel in central London. As 
in years gone by it promises to be a spectacular evening, so please mark the date in 
your diaries now.

Intelligence for the sophisticated scheme investor

www.globalpensions.com/events

To sponsor a table, contact Haydon Bambury 
Tel: +44 (0)207 004 7559  Email: haydon.bambury@incisivemedia.com

For more information on the event, contact Mary Bowditch 
Tel: +44 (0)207 484 9729  Email: mary.bowditch@incisivemedia.com
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Q&A
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Clearing deficits – what represents a reasonable
funding objective under Scheme Specific Funding
Bruce Mackay, Baker Tilly

Managing investment risk
Keith Jecks, ABN Amro Asset Management

The effective use of alternative investments
James Tanner, Morley Fund Management
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Liability driven investing – short term 
fix or long term solution?
Keith Swarbey, 
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Kerrigan Procter, Legal & General Investment 
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long term strategies
Paul Craven, PIMCO Europe Ltd
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Tactical asset allocation – opportunities 
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Scheme funding and strategy have always been inextricably linked. Today those ties have been brought into
even sharper focus by a welter of regulatory changes which affect funding and management – and the advice
that trustees need. 

The Pensions Regulator has set out a timetable for clearing deficits while the department for work and 
pensions has scrapped the much-maligned minimum funding requirement and replaced it with a scheme 
specific regime. In addition, sponsors and trustees also have to contend with funding issues relating to the
Pension Protection Fund and its risk-based levy. These demands inevitably raise questions about scheme 
management and, in particular, investment strategy. One such approach being expounded by many experts is
liability-driven investment, but with many other options available, and faced with so much conflicting advice,
it is not easy to know what is best.

It is against this backdrop that the Pension Scheme Management & Investment Forum will be examining many
of the key issues facing those that run and administer pension schemes in the UK today. 
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e would like to

invite you and your

pupils to a new and

exciting open-air production

of William Shakespeare’s fab-

ulous comedy ‘Much Ado

About Nothing’. 

Come and help us celebrate

the end of World War Two.

Don Pedro and his soldiers are

returning home from the war

and find love and laughter,

banter and bickering and per-

fidious plots in the offing.

AlterEgo are giving a

special performance of one

of Shakespeare’s best

loved classics and trans-

porting both the play and

its audience into post-war

Britain. So make sure your

seams are drawn straight,

your picnic hampers are

packed and your flags are

ready for waving as you

enjoy one of the most

famous battle of the sexes

ever written.

Join us in the beautiful set-

ting of Hopehill, overlooking

the North Downs.  The per-

formances will take place just

outside the Outdoor Chapel

Garden – and we’ll perform

come rain or shine, so bring

something to sit on, a picnic

and, if the weather’s not great,

a bag load of blitz spirit.

Let us entertain you in this

fast paced, fun and moving

production that will have you

laughing and crying in turns.  

AlterEgo is a Kent based

theatre company run by pro-

fessional actors Sean &

Philippa McGrath.  We wish

to bring fresh and exciting the-

atre to an area that we know

recognises the beneficial

experience of Drama. 

We believe that theatre –

both new and old – is an

essential part of society and

should be enjoyed by every-

body! Through an integrated

programme of both classical

and modern texts we hope to

entertain and enrich the lives

of our audiences and, on the

odd occasion, challenge their

preconceptions of what theatre

is.   Our aim is to

take inventive,

accessible, pro-

fessional pro-

ductions into a

range of com-

munity, educational, outdoor

and fringe venues. 

With this production we

also hope to give a fantastic

opportunity for schools to see

a local, professional company

perform a play that is studied

on many secondary school

curriculums for both SAT’s

and GCSE’s. 

With the updated setting

and vigorous text work we

set our actors we aim to

give your students plenty

of ideas on staging and on

the handling

of the text.

We want

them to see

the play

brought to

life through performance

and promise to make it a

worthwhile and beneficial

learning aid ideal for stu-

dents that are studying the

play for this year’s exams,

students that are studying

the text next year and

would like a great intro-

duction to it or even stu-

dents that are just taking

drama and would benefit

from seeing the play on its

feet.

If you are considering bring-

ing a group of students please

also be aware that we are

happy to come in to your

school in the weeks before the

show to talk about the play,

the rehearsal process and the

performance.  

We are very keen to build up

a working relationship with

local schools in order to better

meet their needs in future. 

MUCH ADO
ABOUT NOTHING

“A special
performance of one
of Shakespeare’s

best loved classics” 

12 Shrubbery Road • Windmill Hill • Gravesend • Kent • DA12 1JW
Tel: 07920 118 088 – Email: admin@alteregotheatre.co.uk

18th, 19th, 20th & 21st June 2008 – Hopehill Scout Camp, Meopham, Kent 

Admission £10 (children under 16: £5) – Performances start at 7.30pm

We will perform come rain or shine... hopefully shine!

W
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Other work
Single page adverts/leaflets and a wedding invitation.

Telephone: 07717 177 881         Email: jwvetphysio@hotmail.com
Jennifer Wright   Bsc (Hons)  PG Certificate in Veterinary Physiotherapy

Member of the National Association of Veterinary Physiotherapists (NAVP)
Accredited to the European School of Veterinary Postgraduate Studies (ESVPS)

webaddress

Veterinar y Physiotherapist

Jennifer WrightJennifer Wright
Veterinar y Physiotherapist

Could your animal benefit from the expertise and 
care of a trained physiotherapist? 

l Treatments can help with muscle strain, wounds, soft-tissue injuries, gait 
abnormalities, changes in behaviour or performance, pre/post surgery conditions, 
neurological problems and degenerative diseases.

l Physiotherapy reduces pain and helps the healing process. I specialise in 
non-invasive techniques, such as massage, rehabilitation exercises/stretches, 
hydrotherapy, hot and cold therapy, laser, pulsed magnetic therapy, to treat and 
help prevent soft-tissue injuries.

l I can provide rehabilitation programmes – for equines and canines, from pets 
to athletic performance animals – tailored to individual needs. 

If you would like to know more, please call me with your questions. 

All treatments are subsequent to veterinary referral and are covered by Full 
Professional Liability Insurance. 

Jennifer Wright   Bsc (Hons)  PG Certificate in Veterinary Physiotherapy

Member of the National Association of Veterinary Physiotherapists (NAVP)

Accredited to the European School of Veterinary Postgraduate Studies (ESVPS)

Phone: 07717177881     Email: jwvetphysio@hotmail.com

www.websiteaddress.com

Your local Barnardo’s store is competing 
against the rest of London Barnardo’s stores 

to raise the most money for children
 

Help us do Chiswick proud!!!
 

Spoil yourself and your family in the name of 
charity: win a National Trust Family ticket, 
a manicure or a massage, or Name the Bear 

and Guess the Sweeties in the Jar
 

72 Turnham Green Terrace, Chiswick

Store 
WarS
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Claire Soulsby 
& Chris Cassidy

request the pleasure  
of the company of

................................................

at their wedding at 
the Leigh Park Hotel,  

Leigh Road West,  
Bradford-on-Avon,  

Wiltshire, BA15 2RA

at 12 Noon on  
Wednesday 27th  

October 2010

RSVP: chrisandclairewedding 
@yahoo.co.uk


