
Surprise, surprise, volatility is
back. The end of May is bringing
sunshine but not to trustee
boards. Equity markets around the
globe are at their lowest 2010
levels, 15 year gilt yields have
fallen by 0.6% over the last 3
months and Vix, a measure of fear,
is at its highest for a year. So what
are trustees going to do about it?
These are times for taking action
and for trustee boards this could
mean delegating to a fiduciary
manager who can monitor funding
levels constantly and react more
responsively to changes in market
conditions. 

Fiduciary managers recognise
that pension scheme assets exist
to satisfy a stream of future
liabilities. Therefore the first thing
a fiduciary manager will do when
appointed is to agree the pension
scheme’s long-term goal and then
design a path to get to that goal.
Once the goals are agreed, the
fiduciary manager will analyse the
risks to the pension fund and work
out which risks are most
important. This can be achieved
through modelling which helps the
trustees and sponsors to
understand the levels of risk
embedded in the pension portfolio
and to find a risk level that is
acceptable to them. This first stage
of the fiduciary management
process is all about identifying,
quantifying and prioritising risk. 

The next stage is all about
implementing the agreed
investment strategy within the risk
constraints and goals set in the
last stage. The assets will be
invested in a risk controlled and
diversified manner and at the
same time the liabilities may be
hedged where possible using the
most appropriate instrument
which may include a combination
of physical bonds, swaps and
swaptions. Not all liabilities are
created equal. Some liabilities
such as those relating to
pensioners may be treated

differently versus those of an
active member. This is because a
pensioner will have an immediate
need for income whereas the
active member will be some years
away from retirement. A fiduciary
manager should take these points
into account when designing an
implementation considering how
the liabilities are structured and
what kind of tool might be used to
offset each liability and its specific
duration.  

All of this may seem
recognisable to anyone familiar
with a Liability Driven Investing
(LDI) approach. The key difference
between LDI products and
fiduciary management is the
ongoing and dynamic nature of the
monitoring and management of
assets and liabilities. The process
we have described in this article
doesn’t just happen once a
quarter. The fiduciary manager will
analyse where the risks are for the
individual scheme on a regular
basis and determine what, if
anything, has changed in terms of
the market, the economy and the
liabilities. Based on this, changes
such as selling an asset or
protecting against an expected
down-side could be taken to
increase the likelihood that the
pension fund remains on the
agreed path to funding. This
dynamic approach and greater
focus on risk is what is needed to
lead pension schemes out of the
shadows of their past.

For further information about SEI’s
Fiduciary Management offering
please visit www.seic.com or call
us on 0207 297 6408
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the fiduciary manager to take
care of  the short-term decisions in
the markets. “Pension funds are not
looking to micro-manage issues,” says
Patrick Disney, managing director
and head of  EMEA institutional
at SEI Investments. “[fiduciary
management means] they are
freed up to look at strategic issues.” 

The balance of  control between
trustees and the fiduciary manager
will depend on each individual
arrangement, with levels of
management ranging from the
fiduciary manager simply handling
a part of the portfolio, such as
alternatives, to managing the
investment strategy and making day-
to-day tactical investment decisions,
hiring and firing of  managers and
rebalancing the investment portfolio.
However, handing over such decisions
has led to criticism in some quarters
that it represents a loss of  control
from the scheme.  

Shamindra Perera, managing
director, UK institutional, at Russell
Investments, argues: “Part of  the
criticism of  fiduciary management
is based on a misunderstanding of
trustees giving up control – the idea
that trustees don’t have a handle on
the overall picture.”  

There is some debate over the best
way for trustees to hold their fiduciary
managers to account. Disney says
the objective of  fiduciary managers
“isn’t to beat a benchmark” such as
outperforming the FTSE – as more
traditional asset mangers would –
but reaching to overall goal of  scheme
solvency. To achieve scheme solvency,
Page says “hard performance
objectives or benchmarks” are the
best route for measuring performance
on the way to the end position. “The
best way is to compare the performance
of  the fiduciary manager with changes
in the liabilities or the solvency level.” 

Remco van Eeuwijk, managing
director of  Mn Services, says:
“Fiduciary management forces
trustees to focus on causes and
underlying problems within the
scheme's funding, rather than just
the investment side. There has been
too much pushing of  whether or not
the fiduciary manager will deliver
outperformance. The more important
consideration is how to effectively
manage the scheme's funding.” He
adds: “Speed isn't everything. Schemes
need to do things properly, rather
than quickly.” 

But the trustee board still needs
to be able to challenge the fiduciary
manager. van Eeuwijk says: “There
needs to be a reporting structure
agreed up front. That report needs
to be able to identify what happened,

how the situation has changed and
why it's changed.” That reporting
structure also needs to give trustees
the confidence that they are in a
position to exercise governance over
the fiduciary manager – and that
also means that the requirement for
trustees to understand investment
practices remains as critical as ever.
“The fiduciary manager will assist
trustees in addressing more big
decisions than ever – there are more
asset classes, emerging strategies and
complex instruments to consider,”
says van Eejwijk. Inevitably, that
means there will also be differences
of  opinion between the fiduciary
manager and the trustee board. “We
work within the requirements of  the
client,” says van Eeuwijk. “We need
to clearly document the advice that
we give, the client’s opinion, the
constraints that we have defined and
finally the action that we take that
incorporates those requirements.” 

Going Dutch?
The Netherlands, one of  the most
sophisticated defined benefit (DB)
pensions markets, has led the world
in the adoption of  fiduciary
management. About three quarters
of  the entire Dutch market is now
being managed this way. 

Questions remain, however, about
whether fiduciary management can
repeat its success in the Dutch market
in the UK. There are some important
differences; Dutch schemes are
concentrated in relatively few, large
industry-wide funds and the majority
of  schemes remain open. 

While accurate figures on the total
assets under management or advice
in the fiduciary management sector
are hard to come by, some rough
estimates based on publicly disclosed
deals place the current size of  the UK
market at around £40-50bn. However,
estimates vary wildly: under other
criteria (depending on the extent
to which control is transferred) the
figure has been put at low as £3bn. 

Disney says the “logic of  fiduciary
management” suits any scheme,
with no specific suitability to large
or small schemes, according to his
experience in the Dutch market. 

Either way, take-up could be
slower than some in the fiduciary
management industry might like.
Reaching agreement on deals has
taken as long as 18 months – perhaps
hardly surprising, given the complex
nature of  the service and the radical
change it means for schemes. Perera
says: “It’s a fundamental change in
the way people approach pensions,
and fundamental change doesn’t
happen rapidly.” ■
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