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ON DIGITAL DISRUPTION &
AMBIENT ORGANISATIONS

A S THE PE N N Y DROPS
The string of money laundering scandals involving at least two of the
biggest banks in Scandinavia have
forced a reassessment of an industry long lauded internationally for its
supposed probity. As events connecting the scandals unfold at breakneck
pace, it is becoming increasingly irrefutable that local irregularities have
had international causes and global
consequences. In addition, the financial crimes in question have a human
rights dimension. But how did the systematic whitewashing that took place
over a decade on a hitherto unprecedented scale come this far without
raising red flags, and what are the implications beyond the banks’ immediate woes?

GOVERNANCE

GOVERNANCE

“I think the most serious thing here is that trust is
so important in the Nordics but it is invisible. I am
scared that it has been damaged by the bank in ways
we can’t see. We need to take that incredibly seriously”
- senior Danske official.
by Glenn Leaper, PhD

THE GREAT NORDIC MONEY LAUNDERING SCANDAL
A Tale of Two Banks
“We still have confidence in our CEO and her ability to
lead and manage the bank’s work against money laundering,” read the mid-March press release from Lars Idermark, the now former chairman of the board of directors
at Swedbank. That confidence was not to last: a week later,
on March 28, the board forced Swedbank CEO Birgitte
Bonnesen to step down. That month, the bank was raided
by authorities and was revealed to have purportedly participated in laundering approximately €135 billion in questionable funds from Russia and other ex-Soviet countries
through its Estonian branch. These dramatic events were
not the last fallout of a money-laundering scandal whose
tentacles have enveloped the Nordic banking industry.
The general perception of Nordic financial institutions as
a bulwark against corruption has certainly taken a beating.
“We need to focus on rebuilding trust,” Anders Karlsson,
Swedbank’s CFO said. Quite. But the Swedbank scandal
looks more like one link in a chain reaction rattling the
entire industry than an - even geographically - isolated incident. The Swedbank events mirror a preceding scandal
at Danske Bank almost perfectly, with both banks alleged
to have been involved in a scheme systematically allowing oligarchs and criminals from Russia to move money
through their Baltic branches and into the Western financial system. The €200 billion worth of money laundering
discovered in Danske’s Baltic operations similarly forced
the resignation of Danske CEO Thomas Borgen. Both
Mr Borgen and Ms Bonnesen had reached the top of their
profession in part thanks to the healthy profits from the
banks’ respective Estonian branches.
It is also likely that other institutions will be drawn into
the vortex as probes spread to other countries and banks
– and not just Nordic ones. Swedbank itself has an even

larger presence in the Baltics than Danske as the largest
bank in Estonia, Latvia and Lithuania. Regulators in Estonia and Latvia have expressed concern that Swedbank
and SEB, the two remaining Nordic banks with a sizable
presence in the region, could be forced to withdraw entirely due to the fallout. Meanwhile, Fitch Ratings put Swedbank on Rating Watch Negative and S&P Global Ratings
is considering downgrading the bank’s AA- long-term
credit rating. What led to this unravelling?

The Dirt at Danske
The saga of revelation began in 2018. Prosecutors began
investigating Danske after the head of the Baltic trading
unit from 2007 to 2014, Howard Wilkinson, filed a complaint. The whistle-blower had already flagged issues at
that bank’s Estonia branch during his tenure – warnings
that repeatedly went unheeded. Mr Wilkinson had examined the three most profitable accounts involving British
limited liability partnerships (LLPs) in January of 2014.
“They were all fake,” he later testified to the Danish parliament. “Not just that, they basically all looked the same.
And it turned out they all had the same registered office in
a suburb in North London […] I passed those on. By April
none of the accounts […] had been closed down.” Though
Danske’s board of directors, chairman and audit committee were later exonerated in a September 2018 review,
which showed that an internal Danske report at the end
of 2013 had found no red flags, ex-CEO Borgen, who had
executive responsible for Estonia from 2009 to 2012, had
no choice but to step down.
Meanwhile, suspicions intensified as the supposedly missing red flags began to (re-)appear. A report released in May
2018 by the Danish Financial Supervisory Authority (FSA)
assessing the role of Danske’s management in the suspi-
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cious transactions at its Estonian branch found that Russian and other non-Baltic customers generated 35% of the
branch’s profits - while making up only 8% of the customer
base. Then, the September 2018 report found the approximately €200 billion in suspicious transactions by thousands
of non-resident customers predominantly from Russia and
ex-Soviet countries. The report, following a year-long investigation by Brunn & Hjele, a Danish law firm, found
that the success of the money laundering operation was due
to the “near-complete failure” of Danske’s Estonian branch
to implement acceptable anti-whitewashing measures, and
Danske’s inexplicable failure to recognise the warning signs
that should have compelled it to react.
Howard Wilkinson then testified before the Danish Parliament and the European Parliament’s Special Committee
on Financial Crimes, Tax Evasion and Tax Avoidance on
November 19 2018. According to his testimony, non-citizen
clients, including British LLPs, Russian companies, and individuals with ties to the Russian government, had channelled the funds from four Russian banks through Danske’s
Estonian branch. The funds were then transferred from
there to three corresponding banks (“large U.S. bank 1”,
“large U.S. bank 2”, “large European bank 1”), and reinserted into the global financial system. “No one really knows
where the money went. All we know is that the last people
to see it were these three large banks [...]. They were the last
check, and when that failed, the money was into the global financial system,” Mr Wilkinson testified. Sources have
since confirmed that the banks Mr Wilkinson was referring
to were JPMorgan, Bank of America, and Deutsche Bank.
Danish prosecutors filed preliminary charges against Danske the following week for violations of the Danish Anti-Money Laundering Act. Swedish, German, French and
UK authorities also announced formal investigations. The
U.S. Department of Justice and the U.S. Securities and Exchange Commission opened a criminal investigation into
Danske. Estonia’s Central Criminal Police detained ten
former employees of the Estonian branch in December, including the division head and client relationship managers
suspected of helping clients transfer the suspicious funds,
seizing over $1.14 million in assets tied directly to the employees. In February 2019, Danske announced it would close
its operations across the Baltics and in Russia, in response to
a request from the Estonia Financial Supervision Authority.
Meanwhile, the European Banking Authority's Anti-Money Laundering unit, began investigating the actions of
Denmark’s and Estonia’s own Financial Services Authorities and the regulatory failures that allowed the Danske
bank transactions to continue unimpeded for a decade.
In addition, Danske is being sued by shareholders in New
York for allegedly defrauding investors by not stopping,
and then hiding, the Estonia branch money-laundering
scheme, with more lawsuits likely forthcoming. Danske’s
share price slumped by about 50% over that year of investigations, wiping approximately $18 billion off its market
value.

Shade at Swedbank
The Danske scandal proved to be a preamble, not a conclusion. On February 21 2019, Swedish public television channel SVT broke the story that Swedbank had allegedly helped
to transfer $4.3 billion in illicit funds from Danske. These
transactions took place in the same 2007 to 2015 time period as the alleged Danske money laundering, prompting
new investigations into Swedbank by the financial supervisory authorities of Sweden, Estonia and Denmark. In a
bid to put out the fire, Swedbank CEO Bonnesen acknowledged the possibility that suspicious transactions could have
passed through the bank, but stood by the bank’s safeguards
against money laundering.
On March 27, Sweden’s state prosecutor said it would investigate insider information allegations against Swedbank after it reportedly informed its 15 biggest shareholders
about another planned SVT exposé two days ahead of its
broadcast. Ms Bonnesen continued to deny any link to the
Danske scandal, even as SVT said it had seen thousands of
pages of documentation linking Swedbank to the Danske
whitewashing. This misstep proved to be Ms Bonnesen’s undoing. That same day, Ekobrottsmyndigheten, the Swedish Economic Crime Authority, raided Swedbank’s offices,
and Ms Bonnesen was fired the following day. Earlier that
day, SVT had reported that Swedbank was also misleading
U.S. authorities about problematic customers and suspicious
transfers, including cash flows from former pro-Russian
Ukrainian President Victor Yanukovych - and U.S. President Donald Trump’s former campaign manager Paul
Manafort (now a convicted felon). A paradigmatic example of the malfeasance was that of Iskandar Makhmudov,
a Russian oligarch, which the Estonian publication Postimees found had transferred at least €1.4 billion through a
network of at least 20 Swedbank accounts.
Simultaneously, the amount thought to have been whitewashed through Swedbank snowballed from €95 to €135
billion in its latest internal investigation, which also identified 653 suspicious foreign customers (up from 50). That report also found serious breaches of money laundering rules
that should have been impossible to ignore. Swedbank’s
share price slumped by more than 20%, wiping almost $6
billion off its market value in the immediate aftermath.
Jens Henriksson, a financial industry veteran, will take over
in October to “rebuild trust in the company”.

A Tangled Web
The allegations all point to a broader network of banks
used by Russian criminals to funnel vast amounts of money into the West as recently as 2015. Leaked documents in
March found that Nordea, the largest bank in the Nordics,
handled €700 million in suspicious transactions originating from companies registered in tax havens such as the
British Virgin Islands, Panama and Belize between 2005 and
2017. Nordea’s headquarters in Copenhagen were searched
by Denmark’s state prosecutor on June 12 in relation to new
developments in its money-laundering investigation. Phys-
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ical and digital documents and emails were seized during
the search and the bank is now subject to a criminal investigation, having taken a €95 million provision in April for
a possible fine for money laundering. The bank has now
struggled with revenue for several quarters in a row. This
past September, Nordea announced a new CEO, Frank
Vang-Jensen, to replace Casper Von Koskull (who left for
unrelated reasons, according to the bank), and the departures of its CFO, Christopher Rees, alongside the deputy
CEO and Head of Human Resources, under the auspices of
a “restructuring” under Mr Vang-Jensen.
The actions against Nordea followed a criminal complaint
filed last October by investor and Hermitage Capital Management co-founder Bill Browder. Mr Browder, who also
brought criminal complaints against Danske and Swedbank and was an integral part of the case against Danske,
has said he has even more evidence pointing to more banks
in the Nordic and Baltic regions. Mr Browder has been an
anti-corruption and anti-money laundering activist since
the mid-2000’s, when he was expelled from Russia and
was declared a “threat to national security” for speaking
out against the culture of corruption under Russian President Vladimir Putin. His Hermitage investment fund was
consequently raided by Russian authorities, resulting in
trumped-up charges leading, he says, to the theft of $230
million from his fund via orchestrated fraud. The scheme
was uncovered by Mr Browder’s lawyer and business partner, Sergei Magnitsky, who was consequently imprisoned
by Russian authorities and murdered in jail, setting Mr
Browder on his quest to expose Mr Putin’s regime. Mr
Browder has subsequently lobbied for the Magnitsky Act,
which was passed by the United States Congress in 2012
(see: What is the Magnitsky Act).
Mr Browder filed a criminal complaint alleging that Swedbank was used to launder $176 million connected to the
tax fraud case Mr Magnitsky was killed trying to investigate. The Swedish Ekobrottsmyndigheten, however, said
it would not open an investigation, suggesting that the
transfers in Mr Browder’s criminal complaint are judged to
have taken place so far back in time that the notified acts
are now obsolete. Mr Browder responded that the decision
wouldn’t stop him from pursuing other avenues, and that
he would challenge the technical definitions used by the
authorities in their ruling (authorities also limited their
review to transactions in Sweden, when the issue is the supervision of the transactions in the Baltics by Swedbank
personnel - in Sweden). Mr Browder then took a criminal
complaint against Swedbank to Latvian authorities and
is planning further criminal complaints related to Swedbank’s activities across the Baltics. Meanwhile, based on
these complaints, Estonian law enforcement authorities
confirmed an investigation into Swedbank and combined
it with their Danske investigation. The revelations are unlikely to end here.

GOVERNANCE

Follow the Money
Mr Browder’s concerns certainly raise the question of why
Nordic banks and others have been so compliant (or at
least, negligent) in handling suspect funds from suspect
customers with provable ties to a hostile foreign regime.
Others, such as Anders Åslund, a Swedish economist and
senior fellow at the Atlantic Council, ask why smaller intermediary banks such as the Baltic branches are punished,
but not the bigger culprits – the state banks in Moscow
driving the illicit flows of money in the first place. Absurdly, Russia is a member of the ruling global body for money laundering, the Financial Action Task Force (FATF),
which is headquartered at the Organization for Economic
Cooperation and Development (OECD) in Paris - which
Russia is not part of. While the FATF commends Russia
for having implemented its own anti-money laundering
system, Mr Åslund asks how this can be consistent with
Russia being the main money-laundering risk for smaller
EU countries, like the Baltics, Cyprus, and Malta.
In addition, when these countries lose their corresponding banking relation in dollars with Deutsche and other
large banks due to scandals like the current money-laundering web, it forces them to turn to Moscow for their
correspondent banking in dollars, in turn benefiting Russian banks like VTB, a state bank allegedly often involved
in big fraudulent financial operations and designated by
Mr Åslund as a “Kremlin slush fund supposed to provide
financing for whatever aim the Kremlin might suggest.”
“When a major problem arises, such as money laundering
from Russia, the focus should be on the root problem, the
big crooked state banks,” Mr Åslund says. “Western banking authorities should go after the real culprits of money
laundering, such as VTB… the U.S. Treasury should deprive
VTB of the rights of corporate banking in U.S. dollars, and
EU banking institutions should do the same. As long as
Russia is too crooked to qualify for OECD membership, it
should no longer be accepted as a member of FATF.”
And this goes to the heart of the issue. The money laundering scandals have rightly thrown shade on the Nordic
banking industry, but the investigations at this point still
appear to be more an exercise in local containment than
an attempt to uncover the true breadth and depth of the
scandal. What were the objectives of the whitewashing in
the first place, where would the money conceivably have
gone once it disappeared into the global financial system,
and why aren’t the Russian institutions and individuals
that were the source of the funds subject to audits by international financial authorities? What answers can those
at the Nordic banks who either turned a blind eye or
were complicit provide? How far will the scandal spread,
as it is likely to do, beyond the Nordics? Efforts like Mr
Browder’s can take a long time – even decades – to yield
material efforts from authorities, and these have their own
mechanisms to make such complaints “obsolete”. It seems
indefensible that answers within the reach of international banking authorities that could be provided now in the
wake of a mountain body of evidence should take as long.
In the meanwhile, authorities in Sweden, Estonia, Latvia
and Lithuania are set to conclude their investigations into
Swedbank later this year.
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“I’m living rent-free in Putin’s head.”

What is the Magnitsky Act?

The Magnitsky Act, the brainchild of Hermitage
Capital co-founder and investor Bill Browder, is a
law that freezes the assets of those suspected of
financial crimes and human rights abuses. Named
after Mr Browder’s lawyer and friend, Sergei
Magnitsky, who was tortured and murdered in a
Russian jail after being arrested for investigating
a scheme in which Russian authorities raided Mr
Browder’s fund of $230 million, the law has been
adopted in the United States and has since been
expanded upon. Mr Browder continues to lobby
European countries and the European Union for
its adoption, while investigating what happened
to the millions of dollars that disappeared when
his fund was raided – investigations that led him
to file criminal complaints against Nordic banks
for money laundering in their Baltic divisions (see
main article).
Hermitage Capital is a $4.5 billion fund that was
the largest foreign investment fund in Russia in
the mid-1990’s. Mr Browder soon fell afoul of
Russian president Vladimir Putin, however, for
speaking out against the culture of corporate
corruption that Mr Putin and his cronies – with
the help of Western investors – were perpetuating, leading to his expulsion from the country
in 2005, the raid of his fund and the death of
Mr Magnitsky. Mr Putin, for his part, labelled Mr
Browder a “threat to national security” and a tax
evader, and has consequently appealed to Interpol seven times for Mr Browder’s arrest.
Mr Browder instead embarked on a lifelong mission to expose corruption, lobbying for the Magnitsky Act, which was passed by the U.S. Congress in 2012 and initially targeted 18 Russian
individuals, barring them from entry to the U.S.
and from U.S. bank dealings. It was upgraded to
the Global Magnitsky Human Rights Accountability Act in 2016, which empowered the executive branch of the U.S. to impose targeted sanctions and visa bans on individuals committing
human rights violations anywhere in the world.
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Mr Browder continues to actively lobby the European Union, and any country where lawmakers express interest in the law’s adoption, or the
adoption of proposals based on it.
“Russia is a country, where […] a thousand individuals have stolen a trillion dollars over a 20
year period… and the other 145 million Russians
are in destitute poverty,” Mr Browder told al-Jazeera earlier this year. “What the Magnitsky act
does […] is go after those 1,000 people. If they
are ready to kill for money there’s nothing more
painful for them than to have their money frozen. And even if you haven’t frozen their money,
just the idea that their money could be frozen
is like a sword of Damocles hanging over their
head. And that’s why Putin hates the Magnitsky
Act so much: because he is a kleptocrat first and
foremost.”
Laws inspired by the Magnitsky Act are now gaining traction in the European Union, the Baltics,
the United Kingdom and several other countries
in the process of adopting provisions. Opposition
MPs in Romania, for example, recently tabled a
human rights sanctions law named after Mr Magnitsky, symbolically boosting EU-level sanctions
while Romania holds the EU presidency. In retaliation to Mr Browder, Mr Putin suggested in 2018
that he would grant U.S. authorities access to 12
indicted Russian intelligence officials in exchange
for access to a number of Americans, singling
out Mr Browder in particular. In 2016, a Russian
lawyer lobbied for the repeal of the Magnitsky
Act and the indictment of Mr Browder in a Trump
Tower meeting with members of Donald Trump’s
campaign team.
“Putin [hates this law] so much, and that’s the
reason why he hates me. And the fact that this
law is causing him so much grief, is something
which shows that we’ve got him back… I’m living
rent-free in Putin’s head,” Mr Browder said.

GOVERNANCE

BRAZIL: COMPLY OR EXPLAIN
Transparent explanations are as important as the
good practices of corporate governance
by Heloisa Bedicks
CEO
the Brazilian Institute of
Corporate Governance (IBGC)
A transparent company is one that provides all its stakeholders with relevant information, and not just information required by law or regulation. A transparent company
also communicates more than just its economic and financial performance. It addresses all the factors that generate
value for the organization, including intangible ones. And
how do we find these companies?
Since 2019, more than 400 companies authorized to issue
shares in Brazil have been required to prepare and disclose
the report on the Brazilian Corporate Governance Code
- Listed Companies. Last year, the 95 issuers of the shares
with the highest liquidity ratio on the Brazilian stock exchange (B3) were required to produce the report for the
first time.
The information disclosed in this document follows the
“comply or explain” model used in 44 out of 49 jurisdictions reviewed by the Organization for Economic Cooperation and Development (OECD). This means that
companies have to report whether they apply the code’s
54 practices and justify those they don't. There is a lot of
expectation about the information that will be published.
This is not just because so many more companies are involved, but also because, as in any new process, we are still
on a learning curve.
The Brazilian Securities and Exchange Commission
(CVM) has decided the report must be produced and disclosed by the end of July of each year. This means we will
be able to regularly monitor how committed some of the
country’s largest companies are to transparency. For example, how does a company with a track record of involvement in corruption explain its enforcement structure and
internal controls to the market. We will also be able to see
whether the compensation policies at a company known
for its generous bonuses are approved by the board of directors.
The information registered in 2018 raised a number of
concerns, such as the fact that almost half of the companies involved do not have formal CEO succession plans in
place. Around 40% do not assess the board's or its advisory committees’ performance. The quantitative (https://
bit.ly/2YYmQez) and qualitative (https://bit.ly/2XBFBEb)

analyses in the reports produced by the Brazilian Institute
of Corporate Governance (the IBGC), in partnership with
TozziniFreire Advogados and Ernst & Young (EY Brasil),
concluded that the explanations generally fail to offer the
desired level of clarity and transparency about the governance structures these companies have adopted.
Many justifications are based on the fact that there are no
legal requirements to adopt certain practices. Only rarely
did companies use the report to signal their future plans to
adopt additional recommendations. However, there is still
a positive outcome. By adopting the “comply or explain”
model, the Brazilian capital markets have taken a major
step forward, taking a more mature approach to corporate
governance and transparency. We need to remember that
the document is not just new. It also addressed sensitive issues such as shareholder agreements, related-party transactions and risk management.
The process of producing the report is by itself an exercise
in change. The reflection needed to answer the questions
about whether or not a company has adopted recommendations of good governance helps to find gaps – even if, in
some cases, it only gives an impression that there is room
for improvement or that some practices should be documented.
Brazilian companies have to be convinced that the transparency and objectivity involved in explaining what they
are doing are just as important as actual compliance with
principles of corporate governance. A consistent justification for a particular issue can be better than a positive, yet
vague response. As the “comply or explain” model matures,
it will not just increase the number of companies adopting
best practices (64.6% last year), it will also shift the focus
much more onto the explanations.
The report can be seen as an essential tool to identify companies really willing to communicate with the market and
those that simply fill out the form to comply with the regulations. Reliable, relevant and transparent information
can boost confidence and generate value.
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The routines around AGMs have gotten better, but in
many cases still leave a lot to be desired. Information about
the Directors to be elected is sometimes missing, often
only names are given, without a bio. Voting is sometimes
done by showing of hands with no weight given to how
many shares different voters hold. If an institution votes
against a resolution in China the vote will be rejected, several members of ACGA have reported. “If the institutions
ask why their vote was rejected, the answer will be that
they didn’t give enough information as to why they were
voting against,” Allen says.
Rules and guidelines on ESG reporting are starting to develop. Some companies are following international standards. Australia and Japan have no guidelines but are the
countries where most companies produce ESG reports in
the region. “There is not a great understanding of materiality, not a lot of focus on climate change, and no focus
on the role of the board. Reports are often produced but
not read or discussed by the board. Most reports are not
relevant for investors, who in most cases use data from data
providers,” Allen states. In Malaysia, Thailand, Singapore
and Taiwan regulators have been pushing for improved
corporate governance reporting. In general, quite a lot
of money, time and effort are being put into improving
sustainability reporting but very little into corporate governance.

SERIOUS GOVERNANCE & REGULATORY RISKS IN ASIA
by Kim Hansson

At a lunch event hosted by East Capital at the start of the
summer, Jamie Allen, Secretary General, and Nana Li,
Senior Research Analyst of the Asian Corporate Governance Association (ACGA), gave some fascinating insights
into the world of corporate governance in China and the
rest of Asia.
“One of the major reasons behind the Asian crisis in the
late nineties was lack of governance”, Jamie Allen explains. “After that, we felt Asia needed an independent
agency doing research on corporate governance, producing comments, analysis and reports. So we founded ACGA
to do just that as well as advocacy work with regulators
and also education. A lot of the work is done behind the
scenes since we need to develop a level of trust”. The organisation also publishes several reports, one of which is
the yearly “CG Watch” where ACGA ranks 12 markets
in Asia according to their corporate governance systems.
In ACGAs ranking Australia comes first, then, after a big
gap, Hong Kong and Singapore.

Asia, of course, is a very diverse region and so corporate
governance systems are very different. “In some ways, governance is going backwards in Asia, but overall we definitely feel that progress is being made”, says Jamie Allen.
ACGA focuses more on the quality of public governance
and how the regulatory system is set up. How effective financial regulators are, depends a lot on how much independence and funding they are given by the government,
so it varies a lot.
“Governance is viewed as a compliance issue”, says Allen,
“and they are still not embracing it as a business development tool to create a better organisation. A lot is still
box-ticking,” he says. Except for ACGA’s members, not
many shareholders are asking companies questions about
corporate governance and sustainability. “The quality of
audits in the region varies substantially, and unless you
happen to know the auditor, there is no way of knowing
how good the audit is,” Allen remarks.
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Recently ACGA also published a report on the system of
corporate governance in China, where they try to explain
what is unique about the Chinese system, how it works,
the role of the party government in enterprises, the role of
party committees et cetera.
“There is a lot of geopolitical concern about China in
Asia. Since the term limit was dropped for the Presidential system, China has become even more autocratic and
totalitarian than it has been for years. Hong Kong is still
a unique place, but there is an erosion of freedoms,” Allen
explains.
Party committees now have to pre-approve material issues.
“The newly enforced rules will probably have the largest
impact on the private sectors where party committees are
now being set up, also with western multinationals such
as Loréal, for example,” says Nana Li. She explains how
the party committees have always been a part of the stateowned enterprises (SOEs) and were doing some meetings
and some decision making, but now “If the party committee has made a decision, the board has no right to reject it”, Li clarifies. The composition of the committees
and how they function is not disclosed, so it is difficult to
fully understand. It’s difficult for some companies to understand how the process should work and what to do if
there is a conflict between the party committee and the

board. “Each company has to come up with its own solution”, she says. It’s clear, however, that instructions for the
party committees come directly from senior government,
Li clarifies. The whole decision process becomes more bureaucratic. It’s also “important to remember that the core
loyalty of the party members is to the party and not to
the company. This is something investors need to think
about.” as Jamie Allen points out.
When Xi Jinping came to power, he decided that the SOEs
had been too inefficient. Nana Li explains. The anti-corruption campaign was introduced as a way to monitor
these companies and make them more efficient. Allen
stresses that when Xi came to power, he extended his control of Chinese society in many aspects and the increased
monitoring of the SOEs was a part of this. The SOEs are an
important part of the political infrastructure in China and
getting more control over them is critical, Allen explains.
“Xi is trying to ensure the longevity of the current political system in China. He is very afraid of liberalisation”,
says Allen. “It was one thing to extend control over the
state enterprise sector, but to go and reinforce it in the private sector and the western multinationals are something
different. This is what is happening now. They are trying
to push party organisations into western multinationals,
which the Germans and the European Chambers of Commerce got very upset about. Fundamentally the actions are
about control.”
In Japan, “Shinzo Abe has for years been focusing on structural reform to revitalise the Japanese economy, but also
to strengthen Japan against China”. In Japan, government
policy leadership on corporate governance has been relatively strong (in regional terms), and the revised Stewardship and Corporate Governance Codes mark a step forward. Yet, shareholder rights remain weak in many areas,
Allen says.
Most companies in the region have a sustainability policy
and produce a lot of reports and data but very little on how
this information will change their business or how they
will reduce their impact on the environment. Some companies are starting to realise that investors want more relevant information. Jamie Allen sees the area develop quite
rapidly and look forward to what the scores of ACGA’s
survey next year will be.
“You take a lot more investment and governance risk in
Indonesia, the Philippines, Korea and China than you
would in Hong Kong and Singapore. If you’re an active
investor, you can be selective and find good companies in
any market. If you’re a passive investor you’re exposed to
government, market and regulatory risks that really affect
you in the poorly ranked countries”, he concludes.
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GOVERNANCE

The last two years have brought public and regulatory
attention on Scandinavian banks’ governance practices
in general, and their anti-money laundering practices
in particular. This attention has begun translating into
more rigorous governance standards.

THE NORDIC BANKS’ STRUGGLE TO
MAINTAIN HIGH GOVERNANCE STANDARDS
by Elisabeth Glatzenberger
Analyst Controversies &
Global Norms Research
ISS ESG

The term money laundering is said to date back to a time
when laundromats in the United States were often owned
by organized crime who used legal businesses as a way of
“cleaning” money obtained from the proceeds of crime.
In this way they were able to disguise the money’s origin,
integrate it into the legitimate financial system and use
the proceeds without detection1. However, to legitimize
the vast amount of illicit money it has to pass through
one or more banks. The steep curve in the development
of technology, though welcome, has changed the landscape in which banks and criminal networks operate in
significantly, challenging the ongoing efforts to combat
illegal networks or individuals trying to exploit the banks’
systems by circumventing anti-money laundering (AML)
regulations1. Through fungible transits, the origin of finances is almost untraceable once it has moved through
several banks. As a result, the importance of comprehensive AML regulations and robust systems, including
strong Know Your Customer (KYC) procedures, cannot be
overemphasized2. The numbers confirm the urgency. Ac-

cording to the United Nations Office on Drugs and Crime
(UNODC) between 2–5% of the global Gross Domestic
Product (GDP), approximately $800 billion–$2 trillion, is
laundered each year2.
In 2014 news broke of the so-called “Russian Laundromat”, in which organized crime and corrupt politicians
used a virtual laundromat to funnel billions of dirty funds
via a complex system of offshore companies before entering the European Union (EU)3. Three years later, the press
exposed the sums moved through 50 banks4, shaking public trust in the financial system. The scandals continued
with the exposure of the Azerbaijani Laundromat in 20175
and the Troika Laundromat in March 20196.
The Nordic region, consisting of Denmark, Finland, Iceland, Norway and Sweden, and the Baltic states, Estonia,
Latvia, and Lithuania, appeared to be almost immune,
with all countries listed among the countries with the
lowest risk of money laundering by the Basel Institute
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of Governance’s AML Index 20177. Yet, since 2017 also
Nordic banks found themselves heavily scrutinized over
money laundering claims. The increased attention led to
questions concerning the banks’ compliance with AML
regulations, but also tested their leadership and ability to
handle crises.
Nordic banks entered the Baltic financial market in
the 1990s and 2000s8. At the same time Baltic countries
strengthened their link to the East, positioning themselves
as the financial bridge between Russia and the West9. Soon
after their entrance into the Baltic market, Nordic banks
came to dominate all domestic banking in the region. In
some instances, Nordic banks chose to acquire existing
banks. It is growing increasingly evident that the banks
lagged behind aligning their AML procedures9. Criminals exploited this shortcoming, moving illegal proceeds
through countries with a perceived low exposure to money
laundering and branches of banks perceived to have robust
AML programs10.

Although the biggest targets of criticism were the banks,
the authorities’ roles in the scandal were also met with
disapproval. Having previously urged banks to eliminate
AML weaknesses, regulators now face criticism for having
failed to enforce stricter rules8.
One can draw observations from the means in which the
leadership of Nordic banks managed the revelations. Put
into the spotlight were the banks’ governance and ability
to take ownership of the scandal. According to ISS ESG
Governance Research, credible measures observed included taking responsibility early on by admitting to failures
while also seeking support from experts to review the allegations and identify shortcomings. The degree of transparency with which banks handle the results of internal
investigations is also key to regaining credibility and trust,
which could be understood through their sharing of experts’ findings with authorities and the public. Regaining
trust requires active and transparent communication from
governance on a clear action plan.
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GOVERNANCE

ISS ESG Governance Research identified several measures
taken by banks in response to the allegations. Among
them were the implementation of a Risk Management
and Compliance indicator as part of the Executive Board’s
performance agreement, and the creation of a central
Regulatory Supervisory Management Unit at Group level
tasked to ensure transparent and complete interactions
with supervisory authorities11.

Strong AML governance practice

One of the most incisive decisions Nordic banks made in
the course of their remediation seen within the last months
was the change of their respective CEOs and chairmen, responding to investors’ lost confidence in the banks’ leadership to handle the allegations and take necessary steps
towards remediation12. The banks' largest shareholders
moreover requested for special general meetings to elect
new board members and chairmen. The proposed candidates have experience from the financial industry, some of
which with explicit experience working with AML.
Looking ahead, the Nordic’s leading banks, Danske Bank,
Swedbank, Handelsbanken, Nordea, SEB and DNB, have
jointly decided to set up a Nordic KYC infrastructure,
which would, to begin with, service large and mid-size
Nordic corporations. Should the venture get approval from
the EU, it is due to start in 202013.

GOVERNANCE

Elisabeth Glatzenberger, ISS ESG

Nordic and Baltic financial supervisors have also announced enhanced cross-border cooperation to fight
money laundering, and have established a permanent
working group to improve their AML performance14.
While EU member states approved on giving new powers
to the European Banking Authority (EBA) to fight money
laundering and terrorism financing to strengthen coordination, calls from national regulators have nonetheless
been made for a separate pan-European financial crime investigation authority15.
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Accountability

▪▪
▪▪

Take ownership of shortcomings
Create a clear line of responsibility up to the Board of Directors

Transparency

▪▪

Disclose internal review findings to authorities and the public

Cooperation

▪▪

State clear commitment towards eliminating shortcomings and zero tolerance
of AML risk factors

Tone from the top

▪▪
▪▪

Form alliances with other financial institutions to fight AML
Ensure good relationship and communication with authorities

Centre of attention

▪▪
▪▪

Take ownership of shortcomings
Create a clear line of responsibility up to the Board of Directors

1

https://www.gfintegrity.org/issue/money-laundering/

2

https://www.unodc.org/unodc/en/money-laundering/globalization.html

3

https://www.occrp.org/en/laundromat/russian-laundromat/

4

https://www.occrp.org/assets/laundromat/BarChartBank-big.png

5

https://www.occrp.org/en/azerbaijanilaundromat/

6

https://www.occrp.org/en/troikalaundromat/

7

https://www.baselgovernance.org/asset-recovery/basel-aml-index/public-ranking

8

https://www.ft.com/content/d467cce6-d834-11e8-a854-33d6f82e62f8

9

https://www.ft.com/content/86b9d520-5791-11e9-91f9-b6515a54c5b1
https://www.corporatecomplianceinsights.com/aml-compliance-spotlight-on-nordic-banks/

10

Since the allegations first broke, one of the banks was ordered to cease its banking operations from Estonia after having reported on a number of remediation
measures, to which the bank responded by ending its banking business in all Baltic countries and Russia.
11

https://www.bloomberg.com/news/articles/2019-03-28/swedbank-ceo-has-been-fired-amid-mounting-laundering-allegations

12

https://www.reuters.com/article/us-europe-moneylaundering-nordics/nordic-banks-pool-resources-to-fight-money-laundering-idUSKCN1SG1LZ

13

https://www.fi.se/en/published/news/2019/nordic-and-baltic-financial-supervisors-enhance-cooperation-to-fight-money-laundering/

14

https://www.ft.com/content/0b2476e4-b02b-11e8-99ca-68cf89602132

15
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EMERGING MARKETS

MISSED OPPORTUNITIES IN EMERGING MARKETS
by Filipe Pires de Albuquerque

“Ten years ago, the investment proposition still was to
invest in the emerging markets (EMs) in order to benefit
from the superior economic growth prospects relative to
the developed markets (DMs),” explains Eelis Hein, sharing the insights he gleaned during the years he was the
CIO of FIM Asset Management, in Finland. “Since 2013
EM equity unperformance vis-a-vis DMs, in general, has
shown that high growth is not necessarily the recipe to
high returns,” he says pointing to the relevant MSCI indices for the two markets (see figure 1).
The story of EMs is intrinsically tied to the rise of China,
explains Hein, highlighting the pitfalls of this connection.
“Many EM countries’ growth was fuelled by global trade
expansion and commodity exports to China, which needed all the material to build up its infrastructure and real
estate. Regarding the latter, the commodity supercycle is
clearly over. The former, on the other hand, is depressed
by increasing trade tensions and slowing global economic
growth.”

Sorting the Green Wheat from the Market
Chaff
However, it is not all doom and gloom. “The best times
are, however, not behind us in all respects. EM countries
are still ‘emerging’, which means growth and many investment opportunities,” Hein explains. “In the diverse

EM universe, one just needs to be selective when choosing in which countries, assets, sectors and themes to get
involved. Within the EM space, there are, sectors and
certainly companies e.g. in the IT and consumer sectors,
where the performance hasn’t shied versus the DM space.”
According to the investment specialist, this is where active
asset managers are most relevant. “All emerging markets
are, not created equal. There are wide differences in terms
of economic structure, growth rate, phase of cycle, business friendliness, political and company governance just
to name some. Actively managed strategies with rigorous
security selection may be preferable for long term investors
when aiming to more specifically capture the most favourable prevailing themes and trends.”
“Whichever approach is taken, including an ESG factor
overlay does add value in all EM investments,” he explains.
“Finally, one must not forget, that opportunities of EM
growth can also be captured through those developed market companies, which have exposure to e.g. EM consumer
demand.”

Eelis Hein

The Allure and Risks of Passive Investments
The alternatives available to investors simply capture different aspects of the returns available in EMs, according to
Hein. “To me, the choice of the investment approach in
EM depends on the time horizon and what one wants to

capture. Passive index strategies are a good way to capture
the overall EM market beta and market moves caused by
general macro and policy changes, sentiment, and global
money flows. There are a number of reasons why investing
through passive products is tempting to investors - costs
and ease being the main ones,” the Finnish portfolio manager explains. “They are especially well suited for tactical
allocations. More often passive strategies are market cap
based representations of different countries and companies
grouped within the same index and do not separate ‘good
from bad’.
However, according to Hein, it is important to understand
the implication of the market-capitalization-weighted
indexes underlying passive product. He argues that this
underlying foundation makes passive products, “in a strict
sense not really ‘passive’, but instead slowly evolving momentum strategies. Money flows to the best-performing
stocks and away from the laggards. In a good market, this
works to the investors’ advantage. But if the tide turns,
these dynamics create a self-reinforcing negative feedback
loop, which is a risk especially in situations where true liquidity is tested.”

Figure 1
Source: Eelis Hein
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EM Challenges and Opportunities from
the USA-China Trade War
Taking a broader view to consider the main geopolitical
concerns plaguing emerging markets at the moment,
Hein is keen to highlight the fact that the tensions between China and the USA are not a novel development
caused by President Trump’s idiosyncracies. “The US-China trade conflict is not only about trade, deficits and tariffs, but about global technological dominance too. There
might be different end motivations and different opinions on means, but the pressure against China is generally
backed from both the Republicans and Democrats. Therefore, the struggle will not go away any time soon and will,
with time, only vary in its degree of intensity.”
The broad support for this confrontational stance promises to create challenges but also opportunities. “This will
mean uncertainty and weigh down on sentiments especially for those countries’ markets dependent on global trade.
On the other hand, if one is willing to look beyond the
trade war, volatility might create entry opportunities to
EM companies with strong brands and barriers of entry.
These can be found, for example, in industries that benefit
from the consumers of the rapidly growing middle class,”
concludes Hein.
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FRONTIER MARKETS

FOLKSAM SEES OPPORTUNITY FOR ESG
ENGAGEMENT IN FRONTIER FUNDS
by Filipe Pires de Albuquerque

“We find frontier markets interesting. They are perhaps
more focused on domestic economy compared to EM
funds, so they complement each other,” says Susanne Bolin
Gärtner Head of Fund Selection & ESG External Funds at
Swedish insurance and pension cooperative, Folksam.

Susanne Bolin Gärtner, Folksam

Among the various choices available to pension savers,
Folksam’s customers can gain exposure to frontier markets
by investing in Schroder ISF Frntr Mkts Eq A Acc SEK.
This Fund is benchmarked against MSCI Frontier Markets
index, which it seeks to outperform by 2.5% per year via a
mix of quantitative analysis (top-down) and fundamental
analysis (bottom-up), each of which should contribute half
of the excess return. According to the fund description,
“the quantitative part is based on two proprietary models
and is used to identify the most attractive countries. Local
analysts run the fundamental equity analysis.” Most of the
fund’s investments (70.8%) are located in Northern Africa (Egypt represents 16.6%) and the Middle East (Kuwait
represents 32.5% and the UAE another 9.2%), with another
13.5% focused on Asia ex-Japan, mainly in Vietnam.
“We have had this fund for a long time now. We chose it
because of good performance among its peers at the time,
and we believed the fund would continue to perform over
time,” the fund selector says. However, the fund has struggled since the middle of 2017, when it started underperforming the benchmark. “We have been satisfied,” Bolin
Gärtner comments of the fund’s performance. “With active funds, we do try to think long term and understand
underperformance. If the fund continues to underperform,
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we monitor it more closely and add it to our watchlist. If
an issue persists we will eventually replace it with another
fund in the peer group,” says the fund selector.
“One issue with this fund is its size.” Folksam’s approach
also means they will continue to be selective. “As we offer
a guided selection of funds, we do not intend to offer more
than one frontier fund. We used to offer an Africa fund,
but due to tobacco exposure, we had to divest.”
“I have noticed some new exciting markets becoming
available over time, such as Vietnam,” Bolin Gärtner says
when asked about some of the most interesting developments she has witnessed in this market segment throughout her career. “A long time ago, Ukraine was a popular
market. I guess that since then we learned that exciting
markets are better in a broader portfolio like frontier markets,” she cautions.
“I also notice that ESG is becoming a focus even in this region. Here, there may be some mispricing too due to lack
of understanding of how to fill out sustainability reports,
for example. So there is room for dialogue and engagement with companies and asset managers.”
As was the case with Alternatives, ESG appears to be a
feature in strong demand and an important factor going
forward. “We will continue to offer frontier market funds,
but we would like to see more ESG integrated into the process and also exclusion from tobacco.”
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FRONTIER MARKETS

"It has been a rather strange year," noted Tundra Fonder in
the August newsletter of its sustainable frontier fund. "Our
perception is that investors are quite cautious and pessimistic overall. However, this has not been generally reflected
in all equity markets, but selectively and especially in small
and medium-sized companies. We have all noted that the
best appetite has been seen in the bond markets."

Kashmir Weighs on Pakistan
The MSCI Pakistan IMI benchmark index fell 5.72% in
August. The main culprit was uncertainty about the status
of Kashmir and the potential for conflict escalation with
India.

FRONTIER MARKETS JUGGLE GEOPOLITICAL
TENSIONS, ELECTIONS AND REGULATION
by Filipe Pires de Albuquerque
The last few months have been busy for frontier markets,
with both rate cuts and crises making the news, from Latin America to South-East Asia, and through Africa and
the Caucasus.

underperforming its benchmark. Nevertheless, the worsening performance was consistent with the MSCI frontier
benchmark, which was down 1.59% on a monthly basis,
despite growing by 13.15% since the start of the year.

Domestic Concerns and the Trade War

Monetary policy-wise, Sri Lanka, Paraguay, Egypt, Iceland and Namibia have cut their rates in the last month.
In most cases, the decisions were driven by concerns about
the escalation of the USA-China trade war and the impact
it may come to have on economic growth via the trade
balance.

The second quarter of 2019 was good to frontier markets,
according to HSBC. "Over the quarter, performance across
countries was more positive than negative within the index," HSBC noted in the quarterly review of its frontier
market fund. "Argentina, Romania, Kazakhstan, Ivory
Coast, Croatia and Kuwait all produced returns above
10% over 2Q. While, Pakistan, Uruguay and Sri Lanka
were down by 10% or more. Within sectors, IT and Energy were the best performing while Real Estate and Consumer Staples were the worst performing and only sectors
in negative territory." However, this strength seemed to
fade during the third quarter, and by August the fund was

The issue was different in Sri-Lanka, where concerns were
more tilted toward domestic drivers of trade deficits and
the fall in tourism that the country experienced following
the Easter Sunday Terrorist attacks. However, domestic
considerations could also bear in the other direction. In
Georgia, currency depreciation fears fuelled a rate hike at
the beginning of September.
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India put the region on lockdown at the beginning on
August 8th, when it arrested hundreds of terrorist suspect,
downgraded the Indian Kashmir from a "state" to a "territory", abolishing Jammu and Kashmir's right to self-determination. All communication in the state was cut, including phone-lines and internet connection. The crisis
has seen stories of arbitrary arrests, torture and health care
chaos making the headlines since August.
As Tundra puts it, "India, on the other hand, claims legal rights to Kashmir in accordance with the agreement
that the former Maharajah of Kashmir struck with India
in 1947. India also claims that Pakistan actively destabilises
the region by supporting terrorist activity, something Pakistan denies. India has now close to 1 million soldiers in
the area (vs a population of 11m)." The Swedish asset manager does not expect the crisis to escalate into a full-blown
military conflict.

the election led local markets to fall by 40% on August
12th. By the end of the August President Macri began debt
restructuring negotiations with the IMF on the US$ 101
billion it owes the international organisation.
According to media reports, one of the world's largest
fixed-income investor, Franklin Templeton's Templeton
Global Macro is said to have made US$1.8 billion in losses from its exposure to Argentina during a single day in
the middle of August. The country was a favourite of asset manager Dr Michael Hasenstab, and the US$11.3 billion
Templeton Emerging Markets Bond Fund has more than
10% exposure to Argentine debt.

Local ETFs in Vietnam
Vietnam proposed new regulations that would allow local
asset management companies to "create ETFs on stocks
where the foreign ownership limits have been reached
(a.k.a. FOL stocks)," according to Tundra Fonder's August
newsletter. The market rejoiced at the news according to
the frontier asset manager. If approved, the new regulations would allow foreign investors to "get exposure to
companies they previously weren’t able to or had to pay a
big premium for when buying from other foreign holders."
Market wise, the country did well, showing that the trade
war is not necessarily bad for everyone. "The market was
supported by local investors as they see Vietnam as a beneficiary of US businesses moving out of China," Tundra
explained.

Argentina Bites the Dust, Again
Argentina is the throes of what appears to be yet another
financial crisis. Although Bankinvest noted that optimism
regarding the South American country had been vital in
supporting the performance of its New Emerging Market
fund in the second quarter, this was not to last. The paradigm shift came on the heels of the first round of the presidential election on August 11th, which showed conservative reformer Macri was much further behind his populist
opposition than the polls had suggested. The suggestion
that he was unlikely to win the second and final round of
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EQUITIES

SHOWDOWN: VALUE VS. GROWTH

Over the past decade, value stocks greatly underperformed
their growth counterparts – pricier stocks with higher
growth potential – and we have been hearing more and
more about the death of value investing. Investors often
think of growth as the opposite of value and the other way
around. As Andrew Ang, Head of Factor Investing Strategies at BlackRock, writes, “many investors pit value against
growth like two gunslingers in an old western movie.”
For Warren Buffett and many others though, all investing
(value investing, growth investing, or whatever flavour of
investing one may think of) involves buying something
for less than that something is worth. Be it a fast-growing
company, a struggling business, a used excavator or a Van
Gogh painting. As Buffett once wrote, “growth is simply
a component – usually a plus, sometimes a minus – in the
value equation.” At the risk of oversimplification, most
market participants usually refer to stocks with low priceto-earnings or low price-to-book as value stocks, whereas
high price-to-earnings and high price-to-book stocks are
regarded as growth stocks. This week, our review of asset
manager insights suggests many are starting to wonder
whether investors should go for Value as growth becomes
expensive.

Value Stocks Underperform: Technological
Disruption
If we go down the path of differentiating between growth
and value stocks using one or more valuation metrics, value stocks – with low prices relative to earnings or book
value of equity – have been the underdogs of equity markets for a prolonged period of time. “If we look at ten-year
rolling yields since 1936, we can see that value as an investment style has never before underperformed growth over
such a sustained period as it has in recent years,” said Hendrik Leber, Managing Partner at ACATIS Investment, in
early May. One reason behind the recent value underperformance stems from technological disruption.
“We don’t think that this is a coincidence,” claims Leber,
adding that “it is crucially related to the technology-driven disruption we are seeing in virtually all industries.”
Andrew Ang from BlackRock had the same thought in
September of last year. “FAANG (Facebook, Amazon, Alphabet, Netflix and Google) stocks are in the news, but the
value drawdown is more than the great run by FAANG,”
wrote Ang. “The breakout of growth firms is quite widespread,” he said, further adding that “not only consumer finance and technology; growth firms are also outperforming in more staid industries like food products and
chemicals.”

by Eugeniu Guzun

Daniel Taylor, Gregory Bond, Charlotte Lin and Shicong
Wang from Man Numeric appear to have noticed the effect
of technological disruption on the earnings growth outcomes of value stocks relative to growth stocks. The Man
Numeric team wrote that “the spread in earnings growth
between more expensive and cheaper stocks widened significantly in the mid-1980s and has been relatively wide
over the last 30 years, compared with the prior 20 years.”
They speculate that if the increase in the earnings growth
spread is attributable to technological innovation, globalization and access to cheaper capital over the last 30
years, then there is “some comfort that value could prosper
if some of those conditions abate.”

Over-extrapolation and Indexing
The over-extrapolation of growth prospects may serve as
another reason for the underperformance of value stocks
during growth environments. The team from Man Numeric wrote in September of last year that “it is pretty clear
that market participants over-extrapolated the growth potential of the Nifty Fifty in the early 1970s and the Technology sector circa early 2000.” However, the Man Numeric analysts said that “it is less clear that this is the case
today, with several of the FAANG stocks trading at, or sub,
market multiples.”
Andrew Ang corroborates Man Numeric's conclusion, saying that “we also see investors’ biases in over-extrapolating
future growth as expensive stocks have surprised on the
upside with strong earnings, but cheap stocks have not.”
Rory Bateman, Head of Equities at Schroders, argued earlier this month that the shift to passive investing might
have played a role in the outperformance of growth stocks
as well. “Equity markets have seen huge inflows of passive
money over the last few years,” said Bateman, emphasizing that “this passive money is essentially forming what is
known as a “momentum trade”, meaning the money goes
towards those companies that have already performed well
and so form a larger weighting of a given index.”

Expectations for Value and Growth Stocks
In March, Laurent Nguyen and Gabriele Susinno from
Pictet Asset Management, wrote that in recent months
“value stocks have witnessed something of a revival as a
slowdown in the world economy has raised doubts over
“growth” companies’ ability to deliver a sustained expansion in profits.” Schroders's Bateman, agrees with the duo’s
conclusion, arguing that “this extreme outperformance
means growth stocks could look very vulnerable if we were
to see a “risk-off” environment.” He reckons that this
“risk-off trade would likely be most evident in these high-
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ly-rated quality and growth stocks, particularly if these
companies were to start missing their earnings forecasts.”
Whereas Bateman acknowledges that “such a risk-off environment would clearly be negative for the overall equity
market,” the elevated valuations of growth stocks means
this group of stocks “could be the most negatively affected,
and value could perform better on a relative basis.” Nguyen
and Susinno argue that “it would appear that the conditions are in place for value to outpace growth,” but investors “looking for value need to be far more discerning.”
The duo wrote that “while growth stocks are, we believe,
likely to suffer as the economy and corporate earnings
growth both slow in the coming years – globally, company profits are expected to rise at about 5 per cent this year
compared to 14 per cent in 2018 – their cheaper brethren
aren’t necessarily the bargains they appear to be.”
Explaining the conclusion, Nguyen and Susinno wrote
that “finding a genuinely cheap company isn’t easy,” because “stock prices can deviate significantly from a firm’s
underlying value, and sometimes for a very long period of
time. Further complicating matters is that popular valuation metrics such as the price-earnings (P/E) ratio, priceto-book ratio or dividend yield don’t always paint an accurate picture.”

Towards the end of 2018, Peter van der Welle, Strategist
at Robeco, said that “we think now is a very good time
for investors to introduce value stocks to their portfolios.”
One argument in favour of value stocks is the rising interest rate environment. “Rising rates will hurt the more
rate-sensitive momentum and growth stocks and gradually more fine cracks will appear in this momentum-driven
bull market, thereby increasing the downside risk,” wrote
Welle. “This environment will thus also set the stage for
restoring more balance between the typical initial indifference of investors to value stocks and their corresponding disproportionate enthusiasm for growth and momentum stocks.”
At the end of March 2019, Nick Kirrage, an equity value
manager at Schroders, also explained why now might be a
good time to consider value stocks. “When we look across
investments in the market today we see a huge bias in investors’ portfolios towards growth-type investments, said
Kirrage, emphasizing that this bias “presents an opportunity, to diversify and buy into a strategy that has a great
long-term success record.” On the question of “why now,”
Kirrage said, “because, we believe, with value stocks at such
attractive levels the opportunity has never been greater.”
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FIXED INCOME

As traditional lenders have gradually retreated from business lending post-Lehman due to increased regulation,
the private lending market has boomed. “Over the last few
years, changes in regulation have led to banks retrenching
from various parts of the market,” said Downer.

mont and Supriya Menon from Pictet Asset Management,
however, are warning that “conditions in the booming
leveraged loans market look worrying.” They are not
alone; there is a rising chorus of voices warning about the
current state of the leveraged loans market.

In its 2019 Global Alternatives Outlook, J.P. Morgan Asset
Management echoed Downer’s thoughts. “Banks and life
insurance companies dominated private credit until regulations born of the global financial crisis (GFC) led them
to dramatically pull back. Increasingly, fund managers
have stepped into this void.”

“As issuance of leveraged loans has risen rapidly, covenants
that protect investors have weakened, credit quality has
deteriorated and the market’s ability to withstand stress in
its current form remains largely untested,” wrote the duo
from Pictet Asset Management in March. “All the ingredients are there within this sector of the market for there
to be meaningful problems when the economic slowdown
does occur,” Dan Ivascyn, chief investment officer for
Pimco, was quoted by the Financial Times at the beginning of the year.

Benefits and Risks

PRIVATE LENDING MARKET: BOOM AND BUST?
by Eugeniu Guzun

Investors have intensified the search for uncorrelated returns and have increasingly turned their attention to the
alternatives space. The private lending market – which
spans leveraged loans and private debt – represents one
slice of the broader alternatives universe.
The private lending market has grown considerably since
the financial crisis as traditional banks have been cutting
back on business lending. At the same time, institutional
interest in the market continues to grow in the age of diminished return expectations for other asset classes. Some
worry too much capital is chasing too few deals, and this
article will highlight some concerns, thoughts and insights from industry professionals on this fast-expanding
asset class.

The Emergence of the Private Debt Market
Whereas the private debt market is increasingly becoming a more diverse asset class, Supriya Menon and Andrew
Cole from Pictet Asset Management view the private
lending market as “broadly made up of leveraged loans
and private credit, with the latter pool including investments from collateralised loan obligations (CLOs) and
senior loan funds.”
According to Nicole Downer, Managing Partner at European credit specialist MV Credit, the main macro change
since the last recession “has been the move in the leveraged loan and private debt markets from a predominantly
bank underwritten market to more direct relationships
between non-bank lenders and the ultimate borrowers.”
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Institutional investors have always relied on traditional
asset classes to meet their investment return needs, but
yields across most asset classes have dropped significantly
in recent years. According to Supriya Menon and Andrew
Cole, “on the face of it, the private lending market has a
lot to offer institutional investors in a world of near-zero
interest rates.” The duo further wrote that “returns on leveraged loans and private debt are relatively high – in part
to compensate investors for the assets being relatively illiquid – while volatility is lower than for high yield bonds.”
The high coupons on offer are appealing to pension funds
and other institutional investors as they enable this pool of
investors to meet ongoing obligations.
According to the Direct Lending team at Hermes Investment Management, “currently, investor demand is being
driven by the search for yield in a low-rate environment.”
However, the Hermes Direct Lending team reckons that
direct lending, a term often used interchangeably with
private lending and private credit, “offers many other attributes that make it attractive to investors.” The team
highlights the high potential risk-adjusted returns, illiquidity premium, floating rate yield and low volatility as
other appealing attributes for investing in private credit.
Barry Fricke from Aberdeen Standard Investments agrees,
saying that “opportunities for investing in private credit
have expanded dramatically in the last ten years,” thereby
“providing investors who are able to sacrifice some liquidity with access to higher yields, an improved risk profile and
exposure to less correlated economic drivers.”

Increasing Concerns Over Leveraged Loans
Leveraged loans are loans issued to highly indebted companies, most of which are repackaged into collateralised
loan obligations – legal entities managed by private equity firms, hedge funds and other players. As a subset of the
broader private lending market, the leveraged loans market has exploded since the financial crisis. Andrew Wil-

The list of voices speaking up about the risks prevalent in
the leveraged loans market has been steadily growing. “It’ll
be ugly for those companies if the economy slows down
and they can’t carry the debt and then restructure it, and
then the usual carnage goes on,’’ said Bank of America’s
Chief Executive Officer, Brian Moynihan, in an appearance at the Economic Club of New York. “We don’t see anything yet because the economy’s good, the companies are
making money,” he added. Janet Yellen, the former chair
of the Federal Reserve, issued a similar warning last year,
saying that “if we have a downturn in the economy, there
are a lot of firms that will go bankrupt, I think, because of
this debt. It would probably worsen a downturn.”
Indeed, widespread investor demand for leveraged loans
and businesses willing to take on more debt has resulted in
a deterioration in lending standards. However, some believe that the concerns over the state of the leveraged loans
market are overblown. “The main point is if a manager
is bad at credit underwriting, the existence of covenants
alone won’t protect you from bad credit risks and eventual realised losses — credit selection is the most important
factor,” Keith Ashton from Ares Management was quoted
in a Financial Times article.
The Leveraged Finance Fund management desk at M&G
Investments agrees, saying that “leveraged lending is a
highly analytical decision, made by an experienced credit
manager, to make a loan to a sub-investment grade company – often one that is large, well-known, global – with
visible cashflows and measurable presence.” While acknowledging that “higher corporate leverage and looser
lending standards are not to be taken lightly,” the team at
M&G argues that “in the loan market, lenders undertake
extensive due diligence on individual borrowers and their
loan documentation before deciding to lend.”
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ON DIGITAL DISRUPTION &
AMBIENT ORGANISATIONS
by Glenn Leaper, PhD

Ekonamik was fortunate to attend a lecture at the Danish Business Forum in Vienna, Austria (organised by Danish Club Austria) on June 13 with Niels Bjørn-Andersen,
Professor Emeritus at the Copenhagen Business School.
Professor Bjørn-Andersen conducts research related to the
future of ERP systems, IT in mergers and acquisitions, inter-organizational systems, IT management, and the role
of IT in shaping future organizations. It was on this latter
topic that Professor Bjørn-Andersen spoke, addressing the
impact of digitalisation on organisations.
Digitalisation and the disruption it brings calls for new organisational strategies, and indeed companies are adopting such strategies at a rate that may not always be perceptible to the naked eye. Radical digital innovation, or
the “survival of the fastest”, thus compels an evaluation of
the organisational structure of today’s enterprises, which
Professor Bjørn-Andersen terms “ambient organisations”.

Organisational Outsourcing
Ambient organisations use market mechanisms rather
than traditional production. The Internet, smartphones,
social media et al. reduce transaction costs, inducing people to prefer buying into the marketplace than being responsible for production themselves - thereby dismantling
the hierarchy of traditional organisations. The framework
for today’s organisations to gain competitive advantage is
thus no longer the Porter Value Chain – because innovation is missing as a factor in that chain. Instead, operations, inbound logistics, outbound logistics, marketing
and sales can all be done by anyone, anywhere, and are thus
increasingly outsourced by companies.
There are different types of outsourcing, professor
Bjørn-Andersen explained. For example, the many organisations within the Procter & Gamble have outsourced
their finance, accounting, human resources and IT to an
independent center within the P&G group. This means
lower costs for the company itself (as opposed to hiring
personnel for all these branches internally), and creates a
competitive advantage vis-à-vis other companies.
At the level of production/sale/service, Amazon, for its
part, uses a different model. The retail giant, which now

accounts for 52% of e-commerce in Germany and 37% in
the U.S., offers customers the opportunity to sell their own
wares, of which it takes approximately a 15%-20% cut on
most goods. It also offers to become a wholesale vendor
of users’ products, where it assumes responsibility for the
wholesale, decides the price, handles all outgoing logistics
to customers, and so forth, for which it takes approximately a 40% cut, although the cut varies substantially depending on the competitive position of the product.
But what Amazon then does simultaneously, where a
product is successful, professor Bjørn-Andersen explained,
is to emulate the product: it cuts a deal with the original
producer used by the seller, creates a similar or identical
product using the Amazon name. In this way Amazon becomes a direct competitor to the seller (on its own platform), thus crowding them out. Amazon also has a variety
of other methods, such as Amazon Video Prime, which
for US$8.99 per month offers a similar product as Netflix/
HBO. However, Amazon can then create a database of customer logins, allowing it to determine the popularity of
products and locking in customers by offering them 10%
discount on products. This is an extremely powerful business model locking in customers to continue utilising the
Amazon eco-system.
Instead of outsourcing to Amazon, one might opt for
the Chinese competitor. Alibaba, which started as a B2B
and now accounts for 6 million concurrent transactions
at any given time. It provides services like Alisoft, which
provides accounting solutions and business management
software to SME e-producers. Alibaba is now also a B2C
with over 450 million users and accounts for over 50% of
e-commerce in China and pulled in $30 billion in revenue
per day in 2018 – the equivalent to Denmark’s yearly GDP.
Logistical outsourcing is also evolving. Prime Cargo is an
international freight forwarder that not only transports
goods from point A to point B, but also offers tailored
sea and air freight, warehousing and logistics solutions to
companies of all sizes, where the manufacturer isn’t required to do even half the work. Another interesting case
is the VW outsourcing of its internal logistics: DHL has
provided a “world class supply side solutions” tailored exactly to what VW needs, while Unilever went as far as to
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outsource its Human Resources functions to Accenture,
a consulting firm, which delivers "Business Process Outsourcing" services. Bang & Olufsen, Denmark’s traditional high-end sound and vision electronics manufacturer
whose main product is actually its “Danish” design, now
sources its designs from independent designers around the
world (its high prices still suggest its business model will be
obsolete within the next decade).

Covered by the Cloud
The next major organisational revolution is in cloud
sourcing, professor Bjørn-Andersen explained. The eminently practical Dropbox, for example, actually used to
store its data on Amazon’s servers until it recently decided
to build its own infrastructure. Its sourcing sharing is generally considered to be ultra-safe because the product in
this instance is the safety of the storage, which is achieved
with the additional step of storing one country’s data in a
completely different country.
How does Lego, Denmark’s globally loved toy manufacturer, keep innovating and stay competitive? It solicits customer feedback on the next Lego sets their children (or
they) would like to see by organising an online competition for the submission of ideas. 10,000 votes for an idea
results in a decision to go ahead with a new Lego set design. And how are these votes obtained? On social media,
in which millions of people participate, automatically doing advertising for the Lego brand without the company
having to pay a cent for it.
Or, professor Bjørn-Andersen suggested, consider the
Goldcorp artificial intelligence crowdsourcing solution.
Goldcorp, a Canadian global mining company, was aware
of vast reserves of gold in Ontario’s Red Lake territory and
devised an ingenious way to find it. It offered 400 megabytes of geological data and a $595,000 reward to 1,000 geologists globally to compete to find the gold based on the
information available to them. Of the 110 targets, gold was
found in 80% of them, 50 new sites were targeted, eventually yielding $3 billion in gold, reducing exploration time
by 2-3 years and increasing the stock value of the company
from $100 million to $9,000 million.

Not so Fast
But what of the risks, Ekonamik asked Bjørn-Andersen,
e.g. considering the rise of the “gig economy”? One major
result of ambient organisations outsourcing a lot of their
processes to different types of part time employees, often
for minimal (or no) pay, and certainly no job security, is
that they are threatening to make livelihoods increasingly
difficult to secure.
“There’s no question that the technology is extremely
powerful,” Bjørn-Andersen said. “It’s an extremely powerful tool, and who is going to use that tool? Is it the underprivileged, the ones who have no education? No. So the
rich and the powerful will utilise this, and they use it to
become richer. That’s why we see this difference between
rich and poor getting bigger and bigger. We see it in extreme cases in China, we see it in the U.S. That is a big
risk, because it is a much bigger hammer than we used to
have. And the hammer will be used by the people with the
biggest muscles, who will hammer everything that can be
hammered. And that is our biggest challenge. It’s not Putin, or even Trump.”
It’s a sobering thought. The immense wealth accumulated
by the very few who happen to be in the position to institute the changes and new "ambient" modes of doing business in organisations is without doubt a central economic
element in the rise of populist and nationalist movements
in the West and across the world, which constitute a threat
to the democratic order itself. Meanwhile, the “ambience”
of organisational management will continue. It remains
to be seen whether, for all its dazzling innovation, it can
also provide solutions to the socio-economic problems accompanying it.
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