B GUIDE TO INVESTMENT OUTSOURCING

Delegation
of duty

The idea of delegating some or all of your
investment decision-making to a third
party is gaining in popularity. But is it right
for your scheme? asks Maggie Williams

WHAT TO LOOK FOR WHEN CONSIDERING FIDUCIARY
MANAGEMENT

1. What type of services are you looking for? Do you
want to bring in expertise to support a particular part of
a portfolio, such as alternatives, or to outsource all of
your investment decision-making?

2. What benefits do you expect fiduciary management
to bring to your scheme? Are you looking to add specific
types of expertise to your organisation, or to free up
trustees’ time to focus on strategy?

3. How will you monitor the fiduciary manager? How
often do you want to receive information, in what
format, and what will you do with that data once you
have it?

4. What impact will it have on the trustee board?
Delegating investment decisions does not mean that
trustees cease to be responsible for them. They will also
have to ensure that they are aware of and understand
the asset classes and strategies that the fiduciary
manager will use?

5. How does the fiduciary manager structure its
investments? Are your funds pooled with all its other
clients, or managed separately — and what effect does
this have on the type and variety of funds into which
your funds will be invested?
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months after the collapse of Northern Rock

and the subsequent shockwaves across the
banking system, Barclays would be announcing
profits of £3bn and record bonuses for its staff? In
that same period, returns from corporate bonds
have been shaken up, gilts are no longer quite the
safe bet that they were, stock markets have
fluctuated from high to low and back again — and
in the short term at least, diversification theories
didn’'t work as expected.

How are trustees supposed to stay on top of all
this change in the financial world — and then
adjust their investment strategies and choice of
managers — before everything changes around
again? Are schemes missing out on potential
rewards from these financially interesting times as
a result?

Is it time to consider delegating some of that
investment decision-making to a third party — and
what is the impact on trustees if they do decide to
outsource this vital part of every defined benefit
scheme?

There are as many different levels of outsourcing
and delegation as there are companies offering
‘fiduciary management’ services as this processs is
often termed. Offerings range from ‘implemented
consulting’, where an adviser will help the trustee
board to put advice into action, to a full fiduciary
management solution where all aspects of the
scheme’s investment and liability matching are
passed to a third party.
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There’s equal variety in the different types of
company that are now offering services which
could loosely be grouped under the fiduciary
management heading. Consultants such as
Watson Wyatt, Mercer and AON have added
managerial skills to their advice; asset managers
including BlackRock now offer asset allocation
guidance on top of their fund management;
traditional multi-managers have also expanded
their services in this way. Finally, there are a
number of pure fiduciary management companies,
such as SEI and Mn Services.

As you might expect from such a variety of
backgrounds, there are very different ‘flavours’ of
fiduciary management and choosing which one is
best for your scheme will be entirely down to
finding the right level of delegation, approach and
possibly most importantly chemistry to fit your
needs. For example, SEI will only consider
contracts that completely delegate all investment
management: “The whole portfolio must be
oursourced for SEI to take it on,” explains Ashish
Kapur, European head of solutions at SEI. “We
need to do this so that we manage assets and
liabilities together.”

At the other end of the scale, outsourcing might
solely involve delegating part of the portfolio, or
certain aspects of manager selection. Sorca Kelly-
Scholte, head of consulting and advisory services
at multi-managers Russell Investments says:
“There’s a real range of delegation. Trustees look
to see where the gaps are in their particular
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MALCOLM CURZON, CHAIR
OF TRUSTEES FOR THE
HABITAT UK LTD PENSION
SCHEME

The Habitat UK Pension and Life Assurance
Plan started its search for a fiduciary manager
to manage its £24m assets in mid-2008, and
appointed SEI to the role in March 2009.

Prior to using a fiduciary manager, Habitat
took a more traditional approach to
investment management, taking the advice
of its investment consultant and appointing
managers accordingly through ‘beauty
parades’. The scheme was achieving results
that Malcolm Curzon, chair of trustees for the
scheme, describes as “satisfactory, but not
brilliant”.

However, the scheme found that it was
paying out substantial amounts in adviser
costs, despite modest returns. “The fees
were becoming onerous,” Curzon says. “The
more we tried to improve things, the more
fees we incurred associated with advice,
legal, transition management and other
aspects.” Making the changes recommended
to the scheme by their advisers was also a
problem. “Everything took too long,” says
Curzon. “It could be six months from
beginning to end.”

The Habitat UK trustees started conducting
asearch for a fiduciary manager to help
solve these problems in September 2008.
“We found that the managers differed
significantly in their setup — some were
advisers getting involved in implementation
as well as advice, for example. Others might
do all the management themselves with their
own products.”

Curzon and his colleagues agreed a deal
with SEl in January 2009. “SEI’s solution best
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met our requirements,” he said. “They could
make up different strategies to fit a scheme
of our size, for the best cost.” Curzon also
highlighted the importance to Habitat of SEI's
long track-record in fiduciary management.
“Better known companies have been
promoting this service, but really have only
just started offering it. SEI has been doing
this for years.”

The ability to change managers rapidly and
at no cost to Habitat UK was another bonus
for Habitat UK. “On the evidence so far, SEI
are quite dynamic in how they make calls
about managers and can replace them
quickly.” Curzon explains that the trustees
also spoke to other clients of SEIl who praised
the firm’s customer service and support.

As the company is less than six months into
its relationship with SEI, it’s not possible yet
to get a realistic picture of the financial
outcome of the arrangement. However,
Curzon has seen governance benefits for
himself and his fellow trustees. “It makes
maintaining our investments much easier. We
can log into an online service to see how well
our investments are performing and they are
valued daily.” Having a single point of contact
for all investment-related questions has
been another benefit.

Curzon says that the biggest challenge his
board faced was in establishing the right
legal agreement for the mandate. “Getting
the correct details to govern the process
needed a lot of care and discussion with our
lawyers,” he says.

Has it been the right move? “Up to now, |
would definitely say so,” Curzon affirms. “It’s
been doing what we wanted and expected
and the service has been very supportive.
The monitoring process, dynamic attitude to
the management of the funds and the overall
costs have met our expectations.”
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Getting it right
first time

Paul Chapple explains how a “manager of
managers” approach can help trustees to add value
to their investment processes

“If at first you don’t succeed, try,
try again. Then quit. There’s no
point in being a fool about it”. W
C Fields’ quote should perhaps be
borne in mind by pension scheme
trustees tackling one of the most
difficult tasks a trustee can face —
selecting, monitoring and
replacing active fund managers.
For some trustee boards do try, try
again to assess active manager
skill — sometimes with
disappointing results.

Unfortunately, past performance
is regularly used as the basis for
the decision. Undoubtedly some
trustee boards base hire and fire
decisions on the wrong reasons,
such as drawing conclusions from
factors that have no meaningful
correlation to future performance.

In particular, the whole process
of selecting, monitoring and
replacing active fund managers is
an exercise requiring knowledge,
skill and time, three things trustee
boards may often find in short
supply (especially time!).

Being active
So given the above, and the
underlying scepticism that any
fund manager is capable of
consistently outperforming an
appropriate index, why should
trustees bother with employing an
active manager? Let's dig deeper.
Few finance professors would
argue that markets are perfectly
efficient. It is in these
inefficiencies that the prospect of
returns in excess of the competing
index can be found. Given the low
equity return environment of the
past decade, these excess returns
can make up a significant portion
of total return.

To use active managers a trustee

must believe that a) there is a
degree of inefficiency in capital
markets and b) that “good”
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managers — i.e. those with above
average skill — can be identified.

In short, if a trustee wishes to
use active management they have
to be able to pick “good”
managers. The good news is that
skill levels vary widely. The market
rewards those investors with
greater skill with higher returns.
The bad news is that skill is hard
to assess. Why is this?

Consider: When picking an
active fund manager trustees have
to digest statistics, comparisons,
jargon-laden reports and
contradictory opinions. They have
to separate truth from marketing
gloss. They have to filter out the
inevitable spin. Most importantly,
they have to separate returns by
skill and luck. It's a big task!

A big task

Is it too big for trustees alone? We
believe the answer to that question
is a resounding “YES” — as trustee
boards may lack the skill and time
to successfully employ active
managers. This is why many
trustee boards delegate hire and
fire decisions to Close TEAMS as
their “manager of managers”.

By delegating to full-time
professionals, we aim to improve
the quality of the investment
decisions made. We focus on what
actually adds value and believe
that, on balance, we will increase
the likelihood of success — first
time around.
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scheme and plug those with third party support.
That could include defining a risk budget for the
fiduciary manager and beyond that leaving the
manager to dictate the balance of equities and
bonds. Or, they might delegate the alternatives
part of the portfolio only, for example.”

However, whichever model and method you
choose, one critical factor remains consistent:
although trustees may delegate the process of
investing, they are ultimately still responsible for
the scheme’s assets.

WHY DO IT?

Why would trustees want to take the enormous
step of outsourcing all or part of their pension
scheme’s investment strategy — effectively passing
the duty of making sufficient money to pay their
members’ pensions onto a third party? “The
current trustee system is often too slow,” says SEI's
Kapur. He points out that fiduciary management
can bring about time savings, by providing a single
point of contact for all the scheme’s investments as
well as a single source of feedback and
accountability. Replacing managers who are not
performing also becomes a simpler process, with
SEI claiming that
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they can replace an under-performing manager
within 20 days.

Freedom from monitoring several different
managers and sets of results potentially enables
trustees to discuss more strategic issues in board
meetings. Leen Meijaard, head of EMEA
institutional business at BlackRock, explains:
“Trustee boards can spend a lot of time on
manager selection and less on strategic decisions.
But often manager selection will have less impact
than discussing strategy.”

Meijaard also highlights the importance of
establishing a partnership between the trustees
and the fiduciary manager. “It's as much about
‘insourcing’ the knowledge that the fiduciary
manager has as it is about outsourcing. Trustees
bring in the experience and knowledge of the
organisation to which they outsource.”

WHO IS IT FOR?

Is fiduciary management best suited to a particular
size or type of scheme? Kapur of SEI uses the
Netherlands market as an example. “The
Netherlands has a mature, sophisticated market
for this type of service, with around 25 per cent of
schemes using fiduciary

management. Some of the largest schemes in the
market are included in that.”

He continues: “Smaller schemes are less
confident of doing something cutting edge. But in
bigger schemes, there’s more acknowledgement
that some things can be outsourced and that this
is one of them.”

Paul Trickett, head of European investment
practices at Watson Wyatt, sees that larger
schemes may also be inclined to use fiduciary
management to outsource a portion of their
portfolio, whereas smaller schemes may be more
open to passing over all of their investment
decision making. Meijaard of BlackRock points
out that scheme size can also limit what trustee
can do in terms of portfolio construction and
manager selection. “Only larger funds will want a
full fiduciary solution, involving all the ‘building
blocks’ such as manager selection, asset
allocation, risk management et cetera, whereas
smaller ones are more interested in choosing
specific aspects to outsource.”

WHO DOES WHAT?
Once trustees have decided on a general picture of
what they intend to outsource, getting the precise
boundaries of the agreement correct are absolutely
critical. This includes effective monitoring which
sets a balance between making sure that the
trustees are aware of what the fiduciary manager
is doing, but doesn't actually hinder the process
through over-reporting. Zuhair Mohammed,
CEO of the delegated consulting business at

Hewitt Associates says that Hewitt’s

approach involves defining a “flight path”

approach to reaching a specific funding

level, involving a goal such as being in a

position to buyout. Having set that goal,
Hewitt reports back to trustees on how well they
are attaining that goal. “With clear client
objectives we can measure day-to-day against
that,” he says. “At any point in time, trustees can
amend the policy to reflect new liabilities or a new
flight path.” Unlike the quarterly trustee meeting
model that often prevails at the moment, fiduciary
managers will typically keep a more continuous
dialogue going with their trustee clients.

But, cautions Sorca Kelly-Scholte, head of
consulting and advisory services at Russell
Investments, trustees must still maintain their
interest in the scheme’s investments, “A pitfall is
that trustees disengage, losing interest, and giving
investment less time. That must not happen —
fiduciary management does not remove the need
for an investment committee.” There is, claims
Kelly-Scholte, “a fine balance between monitoring
the mandate, but not second-guessing the
fiduciary manager.” B
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