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One product can’t
solve all investing
needs. That’s why
we believe fiduciary
management is well
worth considering

For institutional investors only—this is a marketing communication.

This paper contains marketing material about our fiduciary management service. This webpage
does not represent impartial advice on this service. In certain cases, you are required to
conduct a competitive tender process prior to appointing a fiduciary manager. Guidance on
running a tender process is available from the Pensions Regulator.

Diversified growth funds: Can one size ever fit all?



With no two defined benefit (DB) pension schemes
identical, how suitable are one-size-fits-all investment
products like diversified growth funds (DGFs)? Can they
ever truly be considered a viable alternative to fiduciary
management?

In this paper, we reflect on the rise of DGFs, and consider
their pitfalls as one potential investment solution for DB
pension schemes.

What are DGFs?

And why did they prove popular amongst DB pension schemes?

Before going any further, it’s worth spelling out what we mean by a DGF. Although far from

a homogeneous group, DGFs are essentially multi-asset strategies with an unconstrained
mandate, meaning they are not trying to beat a specific index. Instead, these funds have a
returns objective of cash or inflation plus a certain percentage per annum, typically over a
five-to-seven-year time horizon. Amongst DB pension schemes, DGFs rose in popularity for
a host of reasons. For one, the 2001 dot-com bust and 2008 housing market crash combined
to produce two equity bear markets in the space of a decade. Accordingly, many DB schemes
were left questioning whether shares could realistically deliver the growth necessary to close
their funding gap.

And as equity markets stalled, DGFs were positioned as the perfect solution. Many claimed they
were able to target ‘equity-like performance’, but without the volatility otherwise associated with
equities investing. How? By diversifying across a number of asset classes to effectively manage
downside risk. Clearly, for DB schemes looking to outsource their investment provision, DGFs
presented something of a one-stop shop. It’s only in hindsight that many observers have come to
question whether DGFs really are as good as they once seemed.

What are some of the pitfalls associated
with DGFs?

And how does our approach differ?

If success doesn’t happen overnight, then neither does failure. Rather than imploding, several
popular DGFs have fizzled out, fading over the course of a decade.

And whilst the rise and fall of such funds has all the hallmarks of a cautionary tale, we believe
the decline speaks to the limitations of DGFs more generally.
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Can any solution be all things to all people?

If DGFs demonstrate one thing, it’s this: there is often a tension between a fund’s objectives
and its underlying investors.

Such funds can represent the likes of retail investors and charities, as well as defined
contribution (DC) and DB pension schemes—all clients with slightly different objectives based
on, well, circumstance. A DGF can’t play to these differences: all underlying investors must
adopt the same asset allocation. And for DB schemes—particularly those that are not fully
hedged—the fact that DGFs tend to target cash or inflation plus a certain percentage is the
most obvious example of this mismatch.

In contrast, at SEI®, we focus on a client’s unique requirements. We consider the total portfolio
benchmark relative to a scheme’s liabilities, actively de-risking or re-risking the portfolio in
response to certain triggers. We’ve been advocating such an approach since 1986, when SEI
alum Gill Beebower co-authored a groundbreaking study showing asset allocation to be the
primary determinant of portfolio performance.

In short, rather than expecting a square peg to fit a round hole, we build solutions that start
and end with our clients’ objectives.

Too big to fail? Or too big to succeed?

Capacity is a constraint that most DGFs struggle to overcome. Funds that get too big become
less agile and can have difficulty implementing investment ideas quickly.

This is not something that can be said of the solutions we build at SEI. As a multi-manager
employing open architecture, we're able to diversify across a number of parameters, including
style and asset class. We monitor manager diversification relative to the size of our funds

and the capacity of the underlying managers, and as capital inflows increase, we’re able to
add new managers. This means we'’re not exposed to capacity risk in the same way a strategy
implemented by a single manager would be.

! Gary P. Brinson, L. Randolph Hood, Gilbert L. Beebower, ‘Determinants of Portfolio Performance’,
Financial Analysts Journal, Vol. 42, No. 4, July - August, 1986, pp. 39-44

We build
solutions
that start
and end with
our clients’
objectives.
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The ‘cult of the star manager’

Of course, there’s no way we can talk about the performance objectives of DGFs without
mentioning what’s sometimes referred to as the ‘cult of the star manager’ When a fund’s early
success centres on the capabilities of a few talented individuals, then a decline in performance
often follows the departure of these key players. Why? Well, when a product is built around
one or two stars, nothing can solve for those individuals leaving and taking their bright ideas
with them.

At SEI, we take a different approach. Rather than being overly reliant on a lead manager, we
place a greater emphasis on alpha sources—areas of the market that have been empirically
proven to outperform over the long term. This allows us to identify and exploit persistent
opportunities across different market cycles and geographies.?

2 A client portfolio run by SEl would typically use these factors in combination to aid diversification.

Factors as an enduring source of equity alpha
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What’s more, the client determines our approach to asset allocation, not the other way around.
The extent to which we’d take advantage of a short-term market dislocation, for example,
depends on the client’s predetermined risk budget and investment strategy. Where some DGFs
employ a passive or thematic approach to certain asset classes, we're fully active, meaning we’re
able to make tactical calls in response macroeconomic events as they unfold. Whether we do or
not depends on how appropriate we deem such calls to be relative to the underlying client.

Do you really get what you pay for?

Finally, manager skill—and particularly ‘star manager skill'—comes at a cost. Critics have long
questioned whether the high fees associated with DGFs are justifiable.

A costly way to gain equities exposure

Figure 3 shows a strong positive correlation between the returns generated by some of the
market’s most popular DGFs and the returns generated by the global equity markets. Not only
does our analysis suggest DGFs are not offering investors diversification—remember, DGFs are
supposed to do well when equity markets are falling—they’re in fact charging a premium for
equities exposure. It would be far more cost effective to invest in equities directly.

Figure 3. Most of the DGFs we analysed were strongly correlated to equity returns.

@ Very high correlation High correlation

1.00
0.90
o.80 ° ® °® ®
0.70
0.60
0.50
0.40

0.30

Correlation to equities market

0.20

0.10

0.00

Low correlation

Source: Bloomberg, SEI. From 31 December 2015 - 30 September 2023 (this date range has been chosen to capture as many
live DGFs as possible). Equity returns have been calculated using the MSCI World Net GBP Index. DGF performance has been

calculated gross of fee. Each dot represents a DGF.
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Winners and losers stand a world apart

Figure 4 demonstrates that, over the last eight years, the difference between the best and the
worst performing DGFs. A pension scheme investing £50m in a DGF in 2015 could have seen
their investment grow to £82m by September 2023 (if they had invested in the best performing
strategy) or instead shrink to £43m (if they had been investing in the worst performing strategy).

Figure4. Annualised returns for individual DGFs (Sept. 2015 - Dec. 2023)
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Source: Bloomberg, SEI. Absolute returns are calculated gross of fees, on an annualised basis, from 31 December 2015 - 30
September 2023 (this date range has been chosen to capture as many live DGFs as possible). The ‘SEl Unconstrained’ model
portfolio has been shown for comparative purposes, as the return target is similar. For illustrative purposes only—past
performance is no indicator of future success.

Why should DB schemes consider fiduciary With fiduciary
management? management,
a scheme is

Success is sometimes just a case of being in the right place at the right time. Several DGFs

rose to fame as investors grappled with the equity bear markets that characterised the early not investi ng
2000s. Like all products that are a runaway success, these funds capitalised on a problem and . o e
positioned themselves as the solution. Ina fu nd, itis
The fact that some darling DGFs have petered out suggests, amongst other things, that the InveStI ng Ina
investment landscape has changed. DGFs are no longer seen as the panacea to all investor H
woes—and for DB schemes, there are arguably better options available. pa rtnerSh I p'

In this context, we believe fiduciary management is well worth considering. Rather than taking |
a ‘one-size-fits-all’ approach—the only approach available to a DGF—a fiduciary manager can

build a bespoke investment portfolio that answers to a scheme’s specific needs. This is perhaps

the most important difference of all. With fiduciary management, a scheme is not investing in

a fund, it is investing in a partnership.
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Important information

This information is issued and approved by SEI Investments
(Europe) Ltd (“SIEL”) 1st Floor, Alphabeta, 14-18 Finsbury
Square, London EC2A 1BR. This paper and its contents are
directed only at persons who have been categorised by SIEL as
a Professional Client, for the purposes of the FCA Conduct of
Business Sourcebook. SIEL is authorised and regulated by the
Financial Conduct Authority.

SEl Investments (Europe) Ltd ("SIEL") is the distributor of

the SEI Irish UCITS Funds (“Funds”) and also serves an
investment manager and/or fiduciary manager for clients
who invest all or a portion of their assets in such Funds. SIEL
provides the distribution and placing agency services to the
Funds by appointment from its associate, the manager of the
Funds, namely SEI Investments Global, Limited, a company
incorporated in Ireland (“Manager”). The Manager has in turn
appointed another associate, as investment adviser to the
Funds, namely SEI Investments Management Corporation
("SIMC"), a US corporation organised under the laws of
Delaware and overseen by the US federal securities regulator.
SIMC provides investment management and advisory services
to the Funds. Any reference in this article to any SEI Funds
should not be construed as a recommendation to buy or

sell these securities or to engage in any related investment
management services. Recipients of this information who
intend to apply for shares in any SEI Fund are reminded that
any such application must be made solely on the basis of

the information contained in the Prospectus (which includes
a schedule of fees and charges and maximum commission

© 2024 SEI®

available).Commissions and incentives may be paid and if so,
would be included in the overall costs. Please refer to our latest
Prospectus (which includes information in relation to the use of
derivatives and the risks associated with the use of derivative
instruments), Key Investor Information Document, Summary
of UCITS Shareholder rights (which includes a summary of

the rights that shareholders of our funds have) and the latest
Annual or Semi-Annual Reports for more information on our
funds, which can be located at Fund Documents (https://seic.
com/en-gb/fund-documents). And you should read the terms
and conditions contained in the Prospectus (including the risk
factors) before making any investment decision.

While considerable care has been taken to ensure the
information contained within this article is accurate and up-
to-date and complies with relevant legislation and regulations,
no warranty is given and no representation is made as to the
accuracy or completeness of any information and no liability
is accepted for any errors or omissions in such information or
any action taken on the basis of this information. You should
read all the investment information and details on the funds
before making investment choices. If you are in any doubt
about whether or how to invest, you should seek independent
advice before making any decisions. Past performance is not a
reliable indicator of future results. Investments in SEI funds are
generally medium to long-term investments. The value of an
investment and any income from it can go down as well as up.
Investors may not get back the original amount invested.

240030.01 UK-IG 01/24


https://seic.com/en-gb/fund-documents
https://seic.com/en-gb/fund-documents
http://seic.com/uk

