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Background 
Background The Merseyside Pension Fund (the "Fund") is relatively well positioned in 

most aspects of its investment strategy; it is reasonably well diversified 
and has embraced the use of specialist active managers. In order to 
further improve the management of investment risk the Committee has 
agreed an asset allocation framework that would serve two purposes: 
 

1. Control the risk that the Fund is exposed to from the actual 
allocation deviating from its strategic asset allocation 

 
2. Enable the Fund to be able to take advantage of medum term 

asset allocation (MTAA) opportunities  
 

An asset allocation framework works best for assets that have frequent 
market valuations and there is an appropriate derivative market to 
implement the framework. About 75% of the Fund's assets meet these 
criteria and are shown in the table overleaf, together with the Fund's 
strategic allocation. 

The Officers have approached two overlay managers – BlackRock and 
Northern Trust – and requested that they provide proposals setting out the 
service they would provide to the Fund to help it implement its asset 
allocation framework. The Officers requested that the proposals involve 
the use of derivative instruments in order to achieve the objectives without 
disturbing the underlying assets and managers. 
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Asset class Strategic Benchmark Index Strategic 
Benchmark 

Equities  55.0 

UK Equity FTSE All Share 25.0 

Europe FTSE World Europe ex UK 8.0 

USA FTSE North America 8.0 

Japan FTSE Japan 4.0 

Pacific Basin 50% FTSE AW Dev Asia Pacific Ex Japan 
+ 

50% MSCI Asia Pacific ex Japan 

4.0 

Emerging Markets MSCI Emerging Markets 6.0 

Bonds  20.0 

UK Bonds FTSE UK Gilts All Stocks + 50% BoA ML 
Sterling Non gilts 

8.0 

UK Index Linked Bonds FTSE UK Index-Linked Gilts All Stocks 12.0 

Foreign Bonds  0.0 

Cash  1.0 

Property  10.0 

Directly Managed  8.0 

Managed Funds  2.0 

Alternatives  14.0 

Liquid Assets  8.0 

Thematics  3.0 

Hedge Funds  5.0 

Illiquid Assets  6.0 

Private Equity  4.0 

Infrastructure  2.0 
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What makes a good overlay manager? 
Key criteria An overlay manager requires a broad range of skills to carry out its role 

successfully. We have used the following factors to assess the short listed 
managers: 

Experience 

 Number of overlay mandates and experience of providing this service 
to pension plans 

 Assets managed 

Experience of team 

Design of the overlay 

 Structure of the overlay 

 Data requirements 

 Speed of implementing MTAA views 

Reporting 

Implementation 

 Types of instruments the manager proposes to use 

 Knowledge of these instruments 

 Managing basis risk 

Best execution 

Collateral 

 Types of collateral manager will accept 

How the need for additional collateral would be managed 

Risk 

Quality of risk management systems for managing the overlay 

The full questionnaire is included as an appendix. Our assessment is 
based on our understanding of the manager's initial proposal, their 
response to the questionnaire together with subsequent follow up 
questions and Aon Hewitt's existing knowledge of the manager's 
capabilities through our work with them for other clients.  

 



 

Review of the shortlisted managers 
Introduction We set out below our view of the short listed managers based on our 

rating criteria. 

 
Experience 

BlackRock 

BlackRock is the world's largest asset manager with c$2.6 trillion assets 
under management as at 31 March 2013. It has 50 local authority clients 
for whom it manages £11.9 billion of assets. 

BlackRock has over 26 years of experience of managing synthetic overlay 
mandates and currently provides this service to around 100 clients, 85 of 
which are pension schemes. At end March 2013 BlackRock's notional 
derivatives exposure for its clients was £3.7 billion in equity futures 
contracts and £4.6 billion in fixed income Total Return Swaps (TRS).   

The Overlay mandate would be managed using a team-based approach 
overseen by two product specialists within BlackRock's Client Solutions 
group, John Dewey and Rachael Savage. 

Northern Trust 

Northern Trust is one of the world's largest asset managers with $810.2 
billion of assets under management as at 31 March 2013. 

Northern Trust run multiple overlay strategies from their London and 
Chicago offices and currently provides overlay solutions to 45 clients 
including four Local Government Pension Schemes (LGPSs). As at        
31 December 2012 the overlay strategies contained $2.9 billion notional 
of assets under management.  

Northern Trust has 12 clients implementing overlay strategies similar to 
the Fund's requirements. 

Comments 

Both of BlackRock and Northern Trust have been providing overlay 
strategies to a large number of their clients for a number of years. 
Importantly they have both been providing this service to LGPSs. 
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Design 
BlackRock 

 Structure 

BlackRock is able to implement the overlay under both a segregated 
and a Qualifying Investor Fund (QIF) structure.  

A QIF is a pooled fund and the Fund would be the sole investor in it. 
This means the QIF can be tailored to the Fund's needs. BlackRock's 
preference is to use the QIF structure. 

The advantages and disadvantages of the QIF compared to the 
segregated approach are set out in the table below. 

Pros and cons of using a QIF compared to a segregated approach 

Advantages Disadvantages 

 Sufficient flexibility in most 
circumstances 

 There are costs from investing 
via a QIF that do not apply to a 
segregated approach.  

BlackRock's estimate of the 
annual QIF costs is £48,000.  

 Uses the overlay manager's 
derivative documentation, so 
no need for the Fund to 
negotiate its own 
documentation 

 

 Leverage limited to six times, 
however this should be 
sufficient in most 
circumstances 

 The QIF is the entity trading the 
derivatives 

 
 Reduces governance burden  

 

 
 Data requirements 

In order to implement the overlay BlackRock would source asset 
valuation data from the Fund's custodian, Northern Trust, and would 
do so on a monthly basis. BlackRock has stated that it has clients 
with similar overlay mandates who use Northern Trust as the 
custodian.  

To estimate the Fund's actual allocation, BlackRock would use 
audited data from the end of the month prior to quarter end and roll 
the allocation forward using benchmark index returns. This is in line 
with the expressed desires of the Fund. BlackRock is also able to 
trade on unaudited data.  

 Speed of implementing MTAA views 

When the Fund chooses to change the benchmark to reflect its MTAA 
views, BlackRock can implement the new benchmark within 24 hours. 

 Reporting 

BlackRock has stated that it can provide a number of different reports 
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to suit the Fund's needs. These include: monthly valuations, 
performance reports and account summaries. It would discuss with 
the Fund its specific reporting requirements. 

BlackRock can provide data to the Fund's independent performance 
measurer. 

 Fees 

BlackRock's proposed flat fee is £150,000 per annum. This is 
equivalent to 0.375 basis points on c£4billion being monitored. 

Northern Trust 

 Structure 

Northern Trust has indicated that it would implement the overlay using 
a segregated portfolio as it would offer the Fund "complete control 
and greater flexibility". It has not proposed a QIF because: 

o It does not believe a QIF is supported by the Regulator as it is 
a single investor product. 

o Costs would be higher 

o Counterparty risk is the same as via a segregated approach 

Importantly, the Fund would need to be involved in negotiating its own 
derivative documentation if Northern Trust were to provide the overlay 
service. 

It would rebalance quarterly, as stipulated in the mandate and has 
scope to do so more frequently. If any MTAA views were to be 
expressed it would be able to implement the new benchmark within 
24 hours. 

 Data requirements 

To calculate the Fund's actual allocation Northern Trust would receive 
daily valuations from the Fund's custodian where available and 
estimate the value of other asses by rolling forward the last known 
valuation using benchmark returns.  

 Speed of implementing MTAA views 

Northern Trust would expect to implement the new benchmark on the 
following business day. 

 Reporting 

The Fund would receive Northern Trust's standard reports. Monthly 
reporting is available after 10 business days and 15 for quarterly 
reporting. It is happy to discuss with the Fund its specific reporting 
requirements. 

Northern Trust can also provide data to the Fund's independent 
performance measurer. 

 Fees 

Northern Trust's proposed fee is 0.75 basis points on the assets being 
monitored with a minimum fee of £50,000 and a maximum in the first 
year of £300,000. On the c£4billion being monitored this would 
equate to a fee of £300,000 per annum. 
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Comments 

In our view the reduced governance from the QIF structure outweighs the 
additional costs and offers most of the flexibility of a segregated 
approach.   

Both of the managers have expressed their ability to implement changes 
to the asset allocation in order to express MTAA views within 24 hours of 
receiving the updated benchmark. 

Northern Trust will have a very small advantage over BlackRock as it is 
the Fund's custodian but in our view it is marginal. 

BlackRock's fee is more competitive than Northern Trust's. Furthermore, 
there may be some room for negotiation. 

 
Implementation BlackRock 

 Types of instruments to implement the overlay 

BlackRock would use a mixture of futures and Total Return Swaps 
(TRS) to implement the overlay: 

 

      Blackrock range of hedging instruments 

Asset Hedging instrument 

Equities Futures or TRS 
 

Fixed-interest 
gilts 

Futures or TRS 
 

Index-linked 
gilts 

TRS on a basket of individual index-linked gilts 
because this will be cheaper than using one TRS 
on the index-liked gilt index 
 

Corporate 
bonds 

TRS and can tailor to suit the needs of the Fund. 
BlackRock have highlighted that liquidity using 
credit/fixed income TRS is limited and so there may 
be significant costs involved in trading these. 
Therefore, BlackRock prefers the iBoxx Sterling 
non-gilt index as it is more liquid than the Merrill 
Lynch Sterling non-gilt index 

 

 Its proprietary multi asset risk model would be used to determine the 
most cost efficient portfolio. BlackRock has stated that the 
instruments it would use can be traded within its QIF. 

BlackRock has a significant amount of experience in trading these 
instruments. The total notional exposure within the derivatives 
solutions mandates as at 31 March 2013 is set out in the table below: 

      Total notional exposure as at 31 March 2013 

Instrument Notional exposure 

Equity futures £  3.7 billion 
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£  1.4 billion Equity TRS 
£  4.6 billion Fixed income TRS 
£10.8 billion Repurchase agreements 
£25.8 billion Currency forwards 

 

  Basis risk 

Based on the information given to BlackRock it has estimated the 
basis risk as: 

 Equities 0.53% 

 Fixed interest gilts 0.17% 

 Index linked gilts 0.86% 

 Corporate bonds 0.04% 

When using a corporate bond index, BlackRock prefers the iBoxx 
Sterling non-gilt index (used to provide the above estimate) as it 
is more liquid than the Merrill Lynch Sterling non-gilt index.  

 Trading costs 

BlackRock has provided sample transaction costs for trading equity 
futures and TRS. Due to the amount of trading in derivative and 
physical markets, BlackRock has the 'buying power' to attract 
competitive pricing. Our experience is that BlackRock tend to be quite 
prudent in estimating costs and actual costs can turn out to be lower.  

It does not expect a material difference in transaction costs from 
rebalancing at the quarter end or mid quarter. 

 Best execution 

Trading is carried out by BlackRock's dealing desks and all price 
quotes are retained. BlackRock informs the brokers that they are 
competing for its business to get the best price. BlackRock receives 
regular pricing from a number of counterparties for different derivative 
instruments to help it understand where prices are before it goes to 
the market. 

BlackRock has a committee that reviews the performance of the 
brokers it has used and execution venues across asset classes. 

BlackRock has a list of 11 counterparties it is able to trade OTC 
derivatives with within the QIF structure. 

Northern Trust 

 Types of instruments to implement the overlay 

Northern Trust would also use a mixture of futures and Total Return 
Swaps (TRS) to implement the overlay: 

 

      Northern Trust range of hedging instruments 

Asset Hedging instrument 

Equities Futures 
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Fixed-interest 
gilts 

TRS on the FTSE UK Gilts All Stocks Index 
 

Index-linked 
gilts 

TRS on FTSE UK Index-Linked Gilts All Stocks 
Index 

Corporate 
bonds 

TRS on the Merrill Lynch Sterling non-gilt index 

 
 

 Northern Trust would use an optimisation process to minimise the 
tracking error or basis risk from implementing the overlay. 

The notional exposure managed by the Northern Trust overlay team 
as of March 2013 was $2.6 billion. Between November 2012 and April 
2013 over $104 billion in derivatives were traded by Northern Trust, of 
which circa 8% were OTC instruments.  
 
However, when asked to provide specific TRS exposure at end June 
2013 Northern Trust held none. 

 
 Basis risk 

Northern Trust will use futures for replicating equities but provided 
little information on expected basis risk. 

Northern Trust has stated that the basis risk will be zero for bonds 
because the TRS are based on the underlying index. However, the 
funding rate of the swap may fluctuate resulting in a minor tracking 
error. 

 Trading costs 

Northern Trust has provided sample transaction costs for trading 
equity futures and fixed income TRS.  

It does not expect a material difference in transaction costs from 
rebalancing at the quarter end or mid quarter. 

 Best execution 

Northern Trust provides only two counterparties for trading TRS and 
the documentation will be Merseyside's responsibility to review and 
sign. 

Comment 

BlackRock's rationale for which derivatives it would use is more thought 
through in our opinion (e.g. using individual index-linked gilt TRS and 
recognition that more liquidity using the iBoxx index compared to the 
Merrill Lynch index). This is likely to be because of its greater experience 
of delivering risk management mandates. 

This is further evidenced by Northern Trust having no TRS exposure for 
their clients at end June. 

BlackRock's proprietary multi asset risk model (see section on Risk) is 
one of the best in the industry and is very well suited to estimating the 
optimal mix of derivatives to bring the Fund's asset allocation back to its 
benchmark.  
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Given BlackRock's greater trading presence in both the physical and 
derivative markets and its greater diversity of business, its expertise in 
liability driven investment (LDI) and transitions, we would expect it to 
achieve trading costs that are at least as low as those of Northern Trust. 

BlackRock have a bigger and stronger list of counterparties compared to 
Northern Trust. 

 
Collateral BlackRock 

 
BlackRock has indicated that the Fund's current cash holding of about 
£50 million should be sufficient to support hedging a 5% deviation from 
the strategic asset allocation back to a neutral position. Further 
rebalancing beyond 5% would require access to more collateral. This 
estimate is based on its view of a requirement of 5%-10% of notional 
exposure for initial margin and 10%-15% on variation margin, based on 
historic analysis of maximum daily market changes. 
 
For futures, initial margin can be provided using either cash or gilts, while 
variation margin can only be provided with cash. TRS would not require 
any initial margin while variation margin can be provided using either cash 
or gilts.  
 
BlackRock manages collateral requirements using its derivatives collateral 
management system DECO, which is incorporated into its firm wide 
Aladdin trading system. DECO provides comprehensive automated 
collateral management, running overnight calculations to enable margin 
statements and calls to be sent early the next day.  
 
If collateral were to fall below a pre-determined threshold then BlackRock 
would contact the Fund directly. 
 
Northern Trust 
 
Northern Trust also expects the £50 million cash holding to be sufficient 
initially. The need for additional capital will depend upon market 
movements.  
 
It expects collateral to be in the form of cash, though other assets could 
be posted depending on the assessment of the adequacy of the 
counterparty. What these other assets are is not specified. Any cash held 
by Northern Trust would be swept using its NT Sterling Cash Fund.  
 
Margin management is carried out by its derivative operations who advise 
portfolio managers on a daily basis of any margin payment requirements. 
 
Comments 
 
Both of the managers are able to use the Fund's cash allocation to meet 
the initial collateral requirements for the overlay. They both highlighted 
that more collateral would need to be available depending on market 
movements and the extent of rebalancing with physical assets over time. 
 



 

Both offer capable collateral management suitable for Fund's needs. 
However BlackRock's response suggests a more robust and efficient 
system for managing margin requirements. 

 
Risk BlackRock 

 

BlackRock has developed a proprietary enterprise investment system 
called Aladdin. It integrates fixed income and equity risk analytics with 
BlackRock's trading platform. It also provides straight-through processing 
of compliance checking and trade confirmation. Risk management for 
derivatives instruments is included within Aladdin. 

The Risk and Quantitative Analysis (RQA) team is responsible for the 
measurement and management of BlackRock's fiduciary risks including 
investment and counterparty risk. This team comprises over 130 
professional as at 31 December 2012 and works closely with BlackRock 
Solutions, the team that would be responsible for managing the Fund's 
overlay. 

Northern Trust 
 
Northern Trust has a single operating model and uses leading edge 
technology to service its clients.  All activities – custody, reconciliations, 
accounting, performance measurement and asset management and 
overlay mandates all sit under the risk management and quality control 
framework. 
 
The systems used for managing risk while managing the strategic overlay  
are: 

 Portfolio Management Workbench – a proprietary investment 
platform developed within NT to meet its portfolio management 
needs. 

 Charles River – to enable post trade oversight 
 BarraOne – an industry tool for risk measurement and monitoring. 

 
There is also a Risk team responsible for developing and implementing 
the appropriate infrastructure, policies and controls to effectively indentify, 
evaluate and manage risks to investors and the business. 

Comments  

BlackRock's Aladdin investment system is widely used and highly 
regarded within the asset management industry. It is seen as setting the 
industry standard in fixed income risk management. 

BarraOne is also a well used risk management system by number 
investment managers. 

In our view BlackRock offers the stronger risk management systems. 
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Summary and conclusion 
 Both overlay managers have a long track record of running overlay 

mandates for institutional clients. Each has a culture that puts the 
interests of their clients first and has the capabilities to manage the 
overlay mandate. 

However, having considered each key criterion, we believe BlackRock 
would provide a stronger overlay partner for the Fund for the following 
reasons: 

 It is keener to offer a QIF solution, which will significantly reduce the 
governance of managing the Fund's risk framework, particularly 
regarding OTC derivatives documentation 

 Its risk management system, Aladdin, is the industry leader in our 
view. This gives BlackRock an advantage in optimising the overlay 
strategy to minimise the tracking error against the strategic asset 
allocation 

 It has significantly more experience of using TRSs in the fixed income 
space and has significantly more counterparties with which to trade 

 It has displayed a deeper understanding of the trade-off between risk 
and cost, for example its reasoning for which instruments it would use 
to implement the overlay  

 We expect trading costs under BlackRock to be at least as low as 
Northern Trust 

BlackRock's fee is competitive 

 



 

Appendix – questionnaire used 
 

Experience 

1.1. Please provide evidence of your experience in implementing similar overlays for other 
pension schemes and specifically for local authority pension schemes. 

1.2. Describe any additional issues that you encountered for local authority pension schemes. 

1.3. Please provide a short summary of the key team members involved in the management 
of the overlay and their relevant experience. 

Design 

1.4. How do you propose to maintain knowledge of the client's actual asset allocation in order 
to keep it to the MTAA benchmark on a quarterly basis? Please detail expected 
timescales. 

1.5. How quickly are you able to implement changes in the overlay if the MTAA benchmark is 
changed during a quarter? How do you propose to maintain knowledge of the client's 
actual asset allocation in order do this? Please detail expected timescales. 

1.6. Under what structure would you choose to implement the overlay (segregated or through 
some pooled mechanism)? Explain the pros and cons for a UK pension scheme of your 
proposed structure. 

1.7. Please give an example of the client reporting you propose to provide including the 
information you will provide to the performance provider (WM). 

1.8. Please provide detail of any fees and costs to the client not included in 
commissions/costs quoted below. 

Implementation 

1.9. Please provide exact detail on what instruments you will use to rebalance for each asset 
class and index used in the benchmark. Where more than one instrument is available for 
any one asset class/asset allocation decision, please explain your process for deciding 
which instrument to use. 

1.10. Provide an estimate of basis risk for each asset class/index and how you derive it.  

1.11. Please provide evidence of your track record in trading the instruments proposed for use 
within the overlay, including those traded in the OTC market. Provide the size of the 
notional exposures for each of these instruments held for clients on your book and 
monthly volumes traded for each of these instruments for clients over the past 6 months. 

1.12. Provide the broken down trading costs, including commission and ongoing running costs 
for each instrument proposed, including currency hedging costs where appropriate. 
Provide estimated difference of costs for rebalancing at quarter end and mid quarter. 

1.13. Please describe, for all asset classes, how you demonstrate that best execution has been 
achieved. Include how you monitor pricing and liquidity in the market ahead of the trade 
and evidence of your ability to negotiate favourable transaction costs for the instruments 
proposed. 

1.14. Does the firm have a committee that reviews execution quality?  If so, who is on the 
committee, what are their qualifications and how often does the committee meet to review 
executions? 
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1.15. Provide which counterparties you will use for each instrument including OTC. Explain 
what contractual structure you would use for this client. 

1.16. Describe your counterparty approval process. To what extent is the financial soundness 
of counterparties considered? Please provide details of your due diligence programme for 
counterparties including your procedures for setting and monitoring counterparty 
exposure limits and OTC documentation. 

1.17. How would you ensure no gearing? I.e. No net short or long positions, total exposure 
should add to 100% (may allow small buffer for settling overlay etc). 

1.18. Please describe the steps you have been taking in order to comply with European Market 
Infrastructure Regulation requirements. 

Collateral 

1.19. How much capital would you require to meet collateral requirements? How did you 
calculate this and what are the limitations?  

1.20. What form would you expect this collateral to be in? 

1.21. How would collateral be managed? How could you link with cash management program 
(e.g. using external liquidity funds, the Fund's cash sweep program and private equity 
capital calls etc). Explain how this would work. 

Risk 

1.22. Please describe your risk management systems that will be used for this mandate 

1.23. Please describe your risk analytics that will be used for this mandate for: 

1.23.1. Equities 

1.23.2. Fixed income 

1.23.3. Foreign exchange 



 

Disclaimer 
This document and any enclosures or attachments are prepared on the understanding that it is solely 
for the benefit of the addressee(s). Unless we provide express prior written consent, no part of this 
document should be reproduced, distributed or communicated to anyone else and, in providing this 
document, we do not accept or assume any responsibility for any other purpose or to anyone other 
than the addressee(s) of this document. 

Notwithstanding the level of skill and care used in conducting due diligence into any organisation that 
is the subject of a rating in this document, it is not always possible to detect the negligence, fraud, or 
other misconduct of the organisation being assessed or any weaknesses in that organisation's 
systems and controls or operations. 

This document and any due diligence conducted is based upon information available to us at the date 
of this document and takes no account of subsequent developments. In preparing this document we 
may have relied upon data supplied to us by third parties (including those that are the subject of due 
diligence) and therefore no warranty or guarantee of accuracy or completeness is provided. We 
cannot be held accountable for any error, omission or misrepresentation of any data provided to us by 
third parties (including those that are the subject of due diligence). This document is not intended by 
us to form a basis of any decision by any third party to do or omit to do anything. 

Any opinions or assumptions in this document have been derived by us through a blend of economic 
theory, historical analysis and/or other sources. Any opinion or assumption may contain elements of 
subjective judgement and are not intended to imply, nor should be interpreted as conveying, any form 
of guarantee or assurance by us of any future performance. Views are derived from our research 
process and it should be noted in particular that we can not research legal, regulatory, administrative 
or accounting procedures and accordingly make no warranty and accept no responsibility for 
consequences arising from relying on this document in this regard. 
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