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1 Please see our “2016 Economic and Market Outlook” for further detail. 

As we enter 2016 investors are faced with many sources of 
uncertainty in the economic and political environment. However, as 
well as being a source of risk, uncertainty also has the potential to 
create interesting opportunities.

The nature of the current opportunity set is largely a byproduct of the extended 
rally in asset prices since the financial crisis — we would describe very few assets 
today as “cheap”. One of the major drivers of this asset price inflation has been the 
ultra-stimulative monetary policy pursued by developed world central banks over 
the past seven years. Although monetary policy is expected to remain supportive 
in the year ahead, we are likely to see an increased divergence between a gradual 
“normalisation” in the US and the UK set against further easing in Europe and Japan. 

The long-term economic consequences of this experimental monetary policy are still 
unclear, but in the short term there are concerns around the monetary authorities’ 
ability to offset any downturn in economic activity with rates hovering around (and in 
some cases below) zero. We believe that a global recession is unlikely — our central 
case is for the developed world recovery to remain broadly on track in 20161 — but 
this is an important risk for investors to consider. 

Other sources of uncertainty in the world economy include the pace and impact 
of China’s deceleration, heightened geopolitical risks (around the Syrian civil war, 
for example), and increasingly nationalist politics in Europe and the US. So while a 
continued “muddle through” is our best guess for the global economy in the year 
ahead, there are few excuses for complacency.
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2 Source: Thomson Reuters Datastream. Total returns shown. 
3 For example, Amazon, Alphabet (Google), Netflix, Facebook, and Microsoft were the five largest contributors 

to the S&P 500 total return over the year (Source: BlackRock), rising by an average of c.70% over the year, 
compared to 1.4% for the S&P 500.  

W H A T  C H A N G E D  I N  2 0 1 5 ?

While many investors will have 
seen relatively unspectacular 
total portfolio returns over 
2015, this masks a high degree 
of dispersion and volatility 
beneath the surface. In equity 
markets, an investor’s base 
currency and currency hedge 
policy will have had a material 
impact given the relative 
strength of the US dollar against 
most other major currencies. In 
local currency terms, European 
and Japanese markets were 
up around 10%, the US and 
UK markets returned around 
1%,2 and emerging markets 
suffered the double whammy of 
falling asset prices and falling 
currencies. In China, investors 
saw the rapid emergence and 
bursting of a bubble in the local 
equity market (China A shares). 
Dispersion was also significant at 
the stock level, with a handful of 
big tech stocks outperforming 
strongly3 while energy and 
commodity stocks suffered. 

In the run-up to the widely 
anticipated announcement of a 
substantial quantitative easing 
programme by the European 
Central Bank in January 2015, 
bond yields across large 
parts of the eurozone fell into 
negative territory, breaching 
the now defunct “zero lower 
bound”. Government bond and 
credit assets in the developed 
world produced returns not far 
from zero over the year (some 
in positive, some in negative 
territory), with a widening 
of credit spreads during 
the latter half of the year 
offsetting much of the return 
from coupon income. 

Looking forward, investors 
continue to face a challenging 
environment with relatively 
few attractively priced assets. 
Against this backdrop, we 
believe that investors will be 
well-served by incorporating a 
patient mindset with the ability 
to act opportunistically when 
markets move to extremes. 

An emphasis on patience is 
intended to guard against 
sacrificing portfolio resilience 
in search of higher returns, 
as well as seeking to avoid 
knee-jerk reactions to periods 
of negative performance (at 
the asset class or manager 
level). At the same time, we 
believe that some degree 
of opportunistic behaviour 
(which may well be delegated 
to underlying managers with 
flexible mandates) may be 
necessary to capture the 
return opportunities created 
by bouts of (potentially severe) 
market volatility. Both of these 
principles run through the 
investment themes discussed on 
the following pages.
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T H E M E S  A N D  O P P O R T U N I T I E S

In many ways, the investment environment at the start of 2016 
is not radically different to that faced at the start of 2015. 
Our 2016 themes reflect this view — we have retained (with a 
slight shift in emphasis) two of the themes discussed in last 
year’s note and added two “new” themes that capture what we 
believe are important changes in market conditions. 

R E D U C E D  L I Q U I D I T Y  
I N  “ L I Q U I D ”  M A R K E T S

T I LT  F R O M  “ B E T A ”  
T O  “ A L P H A ”

A  M A T U R I N G  
C R E D I T  C Y C L E
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A combination of increasingly 
burdensome regulation and a banking 
sector still in retreat has reduced bond 
market liquidity since the financial 
crisis.4 This is particularly apparent in 
the credit markets but also applies to 
those markets usually assumed to be 
extremely deep and liquid, such as the 
US Treasury and German Bund markets 
(evidenced by the “flash crash” in US 
treasuries in October 2014 and the 
sharp sell-off in German Bunds during 
late April and early May 2015). Equity 
investors have also commented on 
reduced liquidity conditions, with an 
increasing proportion of transactions 
taking place at the very start and 
end of the day (dominated by high-
frequency traders). 

The reduced role of banks in market-
making activity has been accompanied 
by the arrival of large pools of retail 
money into the credit and equity 
markets, largely via exchange-traded 
funds and mutual funds. These 
funds typically offer daily liquidity to 
investors, despite the illiquidity of 
some of the underlying assets — a 
phenomenon that has been described 
as “liquid funds holding illiquid assets”. 
The danger created by this situation 
is that a minor sell-off could lead to 
a vicious cycle, in which outflows of 
retail money (due to the pro-cyclical 

behaviour of such investors) create 
forced selling of assets into thinly 
traded markets, leading to a much 
larger sell-off.5

A number of important implications 
follow from these observations:  

• The nature of market volatility is 
changing — investors should prepare 
for periodic bouts of elevated price 
volatility and sizeable “gap moves” 
(more likely to be down than up). 
Such moves are likely to require a 
smaller volume of asset flow in one 
direction than would have been the 
case in the past.  

• Volatility-sensitive or “path 
dependent” investors should 
consider the potential impact of 
substantial falls in asset prices 
over a short period. In particular, 
investors making use of leverage — 
for example, within pension scheme 
liability-hedging portfolios — should 
understand the impact of a sudden 
sharp rise in yields on collateral 
positions and consider the potential 
consequences of stress in the swap 
or repo markets. 

• Any mismatch between the 
liquidity terms of a pooled fund 
and the liquidity of the underlying 
investments could create 

4 We discussed this topic in more detail in our paper “Bond Investing in a Liquidity Constrained Environment” 
(July 2015).

5 This dynamic played out in December 2015, when two high-yield bond funds (Third Avenue and Stone Lion) 
were forced into liquidation due to difficulties in meeting investor redemptions. See related paper “High Yield 
Bonds Under Stress?” (December 2015).

R E D U C E D  L I Q U I D I T Y  I N  
“ L I Q U I D ”  M A R K E T S1

http://www.mercer.com/insights/point/2015/bond-investing-in-a-liquidity-constrained-environment.html
http://www.mercer.com/content/dam/mercer/attachments/global/investments/high-yield-bonds-under-stress-mercer-2015.pdf
http://www.mercer.com/content/dam/mercer/attachments/global/investments/high-yield-bonds-under-stress-mercer-2015.pdf
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6 For example, if a pooled fund chooses to meet redemption requests by selling down the most liquid holdings in 
the fund, the remaining investors could be left holding a much less liquid portfolio than they had anticipated. 

problems in stressed market 
conditions.6 This is an important 
issue when considering different 
implementation vehicles — for 
example, vehicles offering monthly 
or quarterly liquidity may be 
preferable to those offering daily 
liquidity because they force co-
investors to be more patient. 

• Large funds may find it more difficult 
to implement substantial changes 
to portfolio positioning without 
incurring significant transaction costs 
or moving market prices. Prudent 
capacity management policies, the 
flexibility to use derivatives where 
appropriate, and strategies that 
require less frequent trading (such as 
buy and maintain credit approaches) 
should therefore be preferred in the 
current environment. 

• Periods of market stress may create 
opportunities for investors who 
are willing and able to behave in 
a contrarian manner. This could 
involve action at the strategic 

level (for example, introducing an 
opportunistic allocation within 
the growth portfolio), but it also 
supports the case for dynamic 
strategies (in both growth and 
defensive portfolios) that may be 
well-placed to capture opportunities 
created by market dislocations.  

Aside from the impact on market 
liquidity, one consequence of bank 
deleveraging is the reduced role of 
banks in private lending. This created 
an attractive opportunity, especially 
in Europe, for institutional investors to 
provide capital directly to businesses 
at very attractive yields (due to the 
mismatch between the demand and 
supply of capital). Private debt remains 
one of the few compelling return 
opportunities for investors who are 
willing to tolerate a moderate degree 
of illiquidity.

Periods of market stress may create 
opportunities for investors who  
are willing and able to behave in  
a contrarian manner.
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The past seven years have been a 
period of healing for the financial 
system following a severe credit crisis. 
Credit conditions have evolved broadly 
as follows, over this period:

• Credit spreads widened to extreme 
levels in 2008/2009 as investors and 
banks with leveraged exposure to low 
quality credits suffered large mark-
to-market losses.

• Central banks injected huge 
amounts of liquidity into the system 
in order to ease credit conditions 
and enable the financial system to 
continue to function.

• Credit spreads gradually tightened, 
the financial system reduced 
leverage, and lending to high-quality 
credits resumed.

• Credit spreads continued to tighten 
and investors gradually moved down 
the credit quality spectrum in search 
of higher yields.

• More recently, companies have 
increased leverage (taking 
advantage of the low-yield 
environment), credit standards 
have started to fall (as evidenced 
by increasing levels of “covenant-
lite” issuance7), and merger and 
acquisition activity has increased.

This pattern of events broadly mirrors 
the typical progression of credit 
cycles over time. The final phase (that 
is, the “late cycle”) usually results in a 
buildup of leverage until a tightening of 
monetary policy places a brake on this 
activity (by raising debt service costs), 
leading to higher credit standards 
and wider spreads. Although it is 
difficult to be confident in stating 
exactly where we are in the credit 
cycle (and every cycle is different), 
when comparing current conditions 
against prior cycles we see clear signs 
that the current cycle is maturing, as 
evidenced by the recent widening in 
credit spreads. We therefore believe 
that investors should start to prepare 
for the conditions and opportunities 
that may present themselves in the 
latter stages of this cycle. 

Against the backdrop of a maturing 
credit cycle and a fragile global economy 
reliant on extremely supportive 
monetary policy, we believe the following 
issues warrant discussion:

• Investors should ensure that the 
risks inherent within their strategies 
remain appropriate given their 
tolerance for risk. Simple tools 
such as scenario analysis and stress 
testing can be helpful in identifying 
the outcomes that are likely to place 

7  Covenant-lite loans typically involve fewer restrictions on the debt-service capabilities of the borrower. The 
level of covenant-lite issuance as a proportion of total loan issuance is now well above 2007 levels (Source: 
Morgan Stanley Research, 30 October 2015).

A  M AT U R I N G  C R E D I T  C Y C L E2
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the greatest strain on an investor’s 
ability to meet their objectives. 
In particular, liability-hedging 
strategies (for defined benefit 
investors) and currency-hedging 
policies should be reviewed given 
the potential for large moves in fixed 
income and currency markets. 

• A maturing credit cycle arguably 
justifies a more cautious stance for 
investors who are willing to adjust 
their market exposure dynamically 
over time. Actions to reflect such a 
view could include tilting portfolios 
towards less volatile or income-
focused components of the growth 
portfolio, such as low volatility 
equity, high-quality credit, absolute-
return fixed income strategies, or 
income-generative real assets. 
Investors who are particularly 
sensitive to short-term volatility (or 
those keen to tailor the shape of the 
return profile) could also consider 
the merits of explicit forms of 
downside protection, such as equity 
option strategies. 

• In an environment of low to moderate 
risk premia, with the prospect of 
bouts of elevated volatility, the 
opportunity cost of holding cash 
is arguably reduced, whereas the 
option value of having some “dry 
powder” to deploy in stressed market 
conditions is greater. Although many 
institutional investors will struggle 
to put in place a sufficiently robust 
decision-making framework to 
manage tactical allocations to cash, 
such decisions may be delegated to 
strategies that are willing and able to 
use cash as an asset-allocation tool. 

• The weaker lending standards that 
tend to arise in the later stages of a 
credit cycle typically lay the ground 
for a period of higher default rates 
and opportunities for distressed 
debt investors.  Although this phase 
of the cycle could yet be a few years 
away,8 investors wishing to capitalise 
on such an opportunity may want to 
start considering the asset class and 
possible implementation approaches 
during 2016. 

8 Stressed energy-related borrowers in the US may provide a preview of the broader distressed debt 
opportunity to follow.

A maturing credit cycle arguably justifies 
a more cautious stance for investors 
who are willing to adjust their market 
exposure dynamically over time.
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As we noted at the start of 2015, the 
exceptionally strong returns seen 
across a wide range of markets since 
the financial crisis has created a 
scarcity of “easy beta”. To be clear, we 
do not believe that equity markets are 
in bubble territory and credit spreads 
(having widened over 2015) are not 
unreasonably low. However, given the 
current level of bond yields and equity 
market valuations, we believe that 
portfolios dominated by traditional 
beta (that is, equities, credit, and 
government bonds) offer a relatively 
unattractive risk/return trade-off. 

One way to address the challenge 
of a “low return world” is to seek a 
greater contribution from alpha (that 
is, manager skill). This approach will 
clearly fit best for investors who are 
confident of finding and accessing 
managers capable of adding value, 
who are able to tolerate the fees 
associated with active strategies, and 
who have the governance capacity 
to manage and monitor a portfolio of 
active managers effectively. 

It is important to recognise that alpha 
is challenging to find and is not a single 
homogeneous return source that may 
be captured by appointing one or more 
active managers. In reality, alpha is a 
multifaceted concept that describes 
returns deriving from a number of 
possible sources: 

•  “Factor investing” offers the 
prospect of generating returns 
from a systematic strategy of 
biasing towards certain “styles” 
or “factors”, such as value and 
momentum (which can be applied 
across a wide range of asset 
classes). Although such approaches 
are often described as “smart 
beta”, we would argue that the 
identification, definition, and 
implementation of factor strategies 
require genuine skill and therefore 
represent a form of “systematic 
alpha”. A broader definition of factor 
investing could also include more 
exotic return drivers, such as legal 
process risk (in distressed debt or 
activist investing), deal failure risk 
(in merger arbitrage investing), or 
catastrophe risk (in insurance-
linked investing).9

• In many private markets, investors 
have the ability to fundamentally 
reshape the underlying cash flows 
from an asset (whether a private 
company or an infrastructure asset). 
We might describe this as “hands-on 
value-creation”, which is arguably an 
attractive and durable form of alpha, 
assuming it can be accessed at a 
reasonable cost. 

• Finally, investment insights that are 
attributable only to a manager’s 
unique perspective — what most 
people think of when they discuss 

T I LT  F R O M  “ B E TA ”  T O  “ A L P H A ”

9 These factors are sometimes described as “alternative betas” or “exotic betas”.

3
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alpha — might better be described 
as “idiosyncratic alpha.” Although 
this form of alpha will be available in 
the traditional “long only” space, it 
might be more plentiful in the hedge 
fund arena, where managers have 
more flexibility.  

We suggest that investors first test their 
level of conviction in these different 
categories of alpha; second, consider 
the relative attractiveness of the 
opportunity set for different types of 
active approach; and finally, seek to 
ensure that the allocations from their 
risk budget and their manager fee 
budget (if they have one) are aligned 
with their conviction levels. 

One way to address the  
challenge of a “low return  
world” is to seek a greater 
contribution from alpha. 
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Although many institutional investors 
describe themselves as long-term 
investors, relatively few behave or 
invest with a genuinely long-term 
mindset. This in part reflects the fact 
that most investors do not have a 
single time horizon — they are faced 
with both short-term needs (cash flow 
requirements, regulatory pressures, 
and solvency concerns) and long-term 
objectives (delivering a stream of 
cash flow to meet liabilities far in the 
future). But a bias towards short-term 
thinking is also driven by behavioural 
factors, such as an excessive focus 
on short-term benchmark-relative (or 
peer group-relative) performance; 
career risk (the fact that your 
employer might have less tolerance 
for short-term underperformance 
than you); and an often unspoken 
preference for liquidity way beyond 
what might be required for ongoing 
cash flow management purposes. 

It is clearly unrealistic to expect all 
investors to adopt a Warren Buffett-like 
investment philosophy, but we do believe 
that institutional investors can benefit 
by addressing the bias to short termism 
that is implicit in many portfolios.  

From a return-generation perspective, 
we highlight the following actions:

• Long-term investors who are willing 
and able to tolerate some illiquidity 
in portfolios have access to a vast 
and diverse opportunity set in 
private markets (including private 
equity, infrastructure, real estate, 
and private debt). Although private 
assets have not been immune to 
capital flows and asset price inflation 
in recent years, the size and relative 
inefficiency of these markets suggest 
that opportunities for attractive risk-
adjusted returns remain. “Illiquidity 
budgeting” is a sensible first step 
when considering private markets. 

• We caution against any knee-
jerk reaction to the painful 
underperformance of emerging 
market assets over recent years. 
Emerging markets have become a 
large part of the global economy and 
represent an important component 
of the investment universe (c.10% of 
the global equity and bond market10). 
We believe that they remain a sensible 
part of a globally diversified strategy, 
and the indiscriminate nature of the 
sell-off in 2015 may have created 
pockets of opportunity.11

T H I N K  L O N G  T E R M

10 Source: MSCI, Ashmore.
11 See our paper “Revisiting Emerging Market Debt” (November 2015) for further discussion. 
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• Finally, at the risk of stating the 
obvious, we believe that genuinely 
long-term investors should seek out 
fund managers with a similarly long 
investment horizon. Such strategies 
are more likely to consider the 
risks and return opportunities 
arising from technological 
advances, demographic trends, and 
environmental risks (for example), 
and are more likely to engage with 
their underlying portfolio companies 
in a meaningful (and return-
generative) way. 

From a risk management perspective, 
we believe that long-term investors 
need to adopt a broader perspective 
that incorporates consideration of 
environmental, technological, social, 
and geopolitical risks alongside the 
economic risks that have traditionally 
been the focus of attention.12

12 For futher discussion of this important topic, see our paper 
“Ignorance Isn’t Bliss” (November 2015).

12

We believe that genuinely long-
term investors should seek out 
fund managers with a similarly 
long investment horizon.
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The ideas outlined in this paper represent our observations on the 
challenges and opportunities present in the current investment 
environment. We provide these ideas with the aim of provoking 
useful discussion, but the appropriate response at an investor-level 
will be heavily influenced by the specific beliefs, objectives, and 
constraints of each investor. We look forward to helping investors 
adapt their strategies as new risks and opportunities arise over the 
course of 2016. 

T A K I N G  A C T I O N  I N  2 0 1 6
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For further information, please contact your local  
Mercer office or visit our website at: 
www.mercer.com
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