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Introduction


Rather than switching investments via cash markets, professional investment managers regularly use the futures contracts available on the world's financial derivatives exchanges in order to change weightings between equities and bonds or between one geographical region and another. The process is known as asset allocation. It is rare however for such investment managers to use options in a similar way, and yet they can offer extra advantages that are not available when using futures contracts. In this article Trevor Robinson outlines how one of his firm's clients used derivatives in this way with very positive results.


Background

In recent years it has become more and more accepted by pension fund managers that the most efficient means of making an asset allocation switch is not to buy and sell the underlying investments, but instead to use the relevant futures contracts. When a fund manager decides that he dislikes the outlook for one market compared to another market over the next few months, why should he sell the stocks that he does like, just because he doesn't like the market? If he doesn't like the market he should be selling the market - or in practice the market index - not the individual stocks. This is an increasingly important strategy decision for pension fund managers, particularly those who focus on smaller company stocks in their portfolios. The use of options on stock market indices is another stage in that process, and until recently, one that has been little used.

The ITB Pension Fund, which manages the pension schemes of the former UK Industrial Training Boards was able to beat its benchmark dramatically a few years ago by using an options-based asset allocation strategy. The outperformance of over 1000 basis points was the result of using options to make a strategic switch out of equities and into UK gilts. 

The background to this switch contained various fundamental elements; firstly, for this "mature" scheme the trustees wished to provide to the pensioners an immediate increase in the level of pension benefits coupled with index-linking of those benefits thereafter; secondly, in recent years good performance from the equity holdings and less good performance from the bond and property holdings had meant that the total portfolio had developed a significant imbalance, overweighted towards equities; and finally, the trustees also wanted to make sure that the scheme would be able to meet, at an early stage, any "solvency" requirements laid down in the UK Government White Paper on pensions reform.



Action Taken

In principle, the asset allocation strategy involved reducing equity exposure in the UK, the USA, Europe and Japan. At the same time the scheme wanted to increase its cash holding and also invest heavily in UK index-linked gilts. 

A slight complication was introduced by the fact that, in view of the significant impact that this asset allocation could have on the scheme's future growth, the trustees felt that it would be appropriate to consult the pensioners and explain the reasons behind this change. Of course, the major problem of such a delay was that the equity market had the potential to fall at the same time as the gilt market had the potential to rise. This would have significantly changed the degree of "overfunding" of the pension scheme at the same time as making the switch less appropriate for the scheme beneficiaries. If the traditional cash markets or futures contracts had been used to make the switch the scheme would then have had the reverse problem if the pensioners had made it clear that they did not want to make the change.

Accordingly, after extensive discussions between the trustee and the fund manager it was decided to implement an asset allocation strategy based on options. 

Put options were purchased on the major stock index contracts around the world (giving the scheme the right to sell equities, if it wanted, at an optimal price) and call options were purchased on three different index linked gilts via the "over the counter" market (giving the scheme the right to buy gilts, if it wanted, at an optimal price). This gave the scheme the opportunity to make the asset allocation switch at the end of the three month consultation period but only if it then wanted to do so. Alternatively, if the decision was subsequently made not to make the switch then the scheme could sell the options back in the market at whatever price could be realised at the time. The amount returned would clearly depend upon market movements during the period. As all the equity options were to be cash settled but all the gilt options were to be settled by physical delivery a degree of cash flow scheduling also had to take place. All the options were purchased in early February for periods of between three and five months. The total notional value underlying the equity put options was £144 million whilst the underlying value of the gilt call options was £70 million.

Ironically, having discussed the principles of the strategy over a period of two to three months, the Board of Trustees finally agreed to go ahead at almost exactly the same moment as Mr Alan Greenspan announced an increase in American interest rates! Accordingly, the actual purchases of the options had to be delayed for a few days until the level of volatility in the markets had subsided.

Over the period that these options were in place a detailed presentation of the benefits of the new fund structure was given to the pension beneficiaries around the country, who subsequently formally agreed to the new arrangement.

At the end of this consultation period both equity and bond markets were found to have fallen sharply. Equities were sold at the new low level in the cash market, but the realised loss was exactly offset by the profit on the equity put options, which settled into cash; the gilt call options expired worthless. The total amount of cash raised from equity put options and sale of equities could then be used to buy index-linked gilts at the new lower market price. The scheme had effectively protected its assets from a sharp fall in the equity market (which it wanted to sell), whilst at the same time allowing itself to benefit from a sharp fall in the gilt market (which it wanted to buy).
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Explanation of the diagram:

The diagram above (which was created in advance to illustrate to the trustees the benefits) shows the potential reward profile of the strategy, should it be held to maturity. If the markets had not moved significantly, there would have been a cost to the scheme, as denoted by the pink coloured area in the diagram. This reflects the fact that all the options were bought. Such a very low-risk approach was felt to be appropriate for the first ever transaction in derivatives in the pension scheme. This strategy can be thought of as being akin to paying an "insurance premium" during the period of consultation with the beneficiaries.

However, if the markets moved at all, in whatever direction, the area outside the pink coloured diamond applies and the scheme would gain a benefit in terms of improved performance relative to rival schemes and the benchmark. In practice, of course, most world equity markets and world bond markets fell, so producing a benefit in the bottom left quadrant of the graph, outside the shaded area. The actual outcome is denoted by the yellow dot. 


Conclusion:

The use of options in asset allocation is by no means as developed as the use of futures contracts. Nevertheless, the non-linearity of returns generated by options can be used to great advantage either to improve the timing of such a strategic switch or when there is some uncertainty of the very need for that switch.

At a time when derivatives seemed to be getting more bad publicity than good, the scheme's trustees were naturally concerned about the potential results of this new way of implementing the investment policy. However, when the returns were calculated and the scheme could be seen not to have lost money in a falling equity market and also to have then bought gilts at a significantly lower price than expected, the trustees became much more positive in their attitude towards derivatives.
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