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Asset Allocation Incorporated
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Directors can and should strengthen their oversight of corporate retirement funds.

Under the Employee Retirement Incomenent returns made available to them by the
Security Act of 1974 (ERISA), corporate direcdirectors’ investment policies?
tors are the ultimate fiduciaries of their compa- Many corporate directors at some time share
nies’ retirement funds. After establishing a longresponsibility for retirement fund oversight.
term investment policy, directors may delegatéou too have probably served in that capac-
management of the funds to others but théty and followed the principles of ERISA in
remain accountable for the results. Thereforexercising your fiduciary duties. Your adher-
in an effort to bring investment expertise to thence to these guidelines will get you by but
management of these funds, corporate boanddl do nothing extra for the company or its
usually approve the hiring of professional portretirement funds. This article is written to
folio managers. This is standard operating prencourage you to go beyond the fiduciary min-
cedure. So why, then, do nearly all large diveimums and, just by eliminating generally tol-
sified pension funds fail to capture the inveserated inefficiencies, lower your company’s
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contribution and management costs
while adding significantly to future
)>f pension fund values.

S

A Board’s Role
the

To pursue these objectives you will
.__have to challenge that standard para-
" digm, which has brought about an
underlying problem: Directors are
- uncharacteristically passive in their
U- oversight of pension fund manage-
ho.ment. This allows investment man-
y agers and consultants to control the
information flow between the fund
and the board. Deference to “experts”
weakens the corporation’s position
_and costs the nation’s shareholders and
plan beneficiaries tens of billions of
s dollars annually.
8- The solution: Directors must regain
" the initiative in overseeing fund man-
>Pagement. One way they can do this is
n to install a basic, performance attri-
ofpution system that isolates the value
added to fund assets by each set of
decision makers, including those
inside the company. This enables the
up board to control the review process
from a director’s frame of reference,
focusing on the particular needs of the
board in meeting its oversight respon-
sibilities. The cost can be less than a
clerk’s salary. The benefit can be mea-
sured in millions of dollars for a typ-
ical large corporation.

1

1

Megan J. Cummings, Member Services Database Manager

The Continuing
Conundrum

Exactly 20 years ago, | outlined a
methodology for delineating the deci-
sion layers in an investment manage-
ment structure and calculating the val-
ues each one adds to corporate pension
funds.* The need revealed itself while
| was reorganizing 3M Company’s
pension fund management arrange-
ec-ment. The board did not fully recog-
_ nize the power of its own investment

policy or claim due credit for its dom-
e- inating impact. Portfolio managers, to

whom the credit was forfeited, were

N

* Myron D. Stolte, “Pension Plan Sponsors:
Monitor Yourselves,”Harvard Business

Review March/April 1981, pp. 136-143.
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happy to reinforce the board’s generousin this example, the board is directlyinstance but not enough to offset the
perception of the managers’ relativeesponsible for the first three levelsnegative portfolio management impact,
importance. While devoting about an hour to policywhich summarizes dozens of component
Corporate sponsors are not aloneonsiderations every three months, direcalues.
Numerous reports prepared over the patrs decide how and when to fund the Yes, the outside professionals spent
two decades for various fund sponsorgension plan, acknowledge the risk-freenany hours dutifully massaging the port-
present essentially the same profile fasption, then wisely and continuouslyfolios. They also made impressive pre-
corporate (private) pension funds, pubeommit the assets to a long-term policgentations, and rationalized their disap-
lic funds, foundations, and collegemix of historically more rewarding assepointments with Wall Street war stories
endowments: Once the board establishetasses. In the five-year time periodibout unexpected earnings developments
an investment policy, in terms of a divershown, these decisions benefited the peand Federal Reserve surprises. But, good
sified mix of several classes of securitiesion fund by $395 million as the asseintentions aside, their aggregate effect

the myriad decisions that follow are farclasses appreciated. was to diminish the value of the pension
more likely to detract from the funds’ All the while, however, the board del-fund by $57 million, which included fees
worth than to enhance it. egated the job dfnplementinghe pol- of $14 million for trying.

The exhibit below demonstrates thécy to management and staff, who What sustains this inverted sense of rel-
point. It is condensed from the summaryetained the services of numerous ousttive importance? Part of the answer may
of a representative decision audit coveside portfolio managers, consultants, ankie in a study of nine large pension funds
ing a five-year period. Each componenperformance measurement professiory William M. Barr and John M. Conley,
of value added is incremental. Whemrals. The result from Levels 4 to 6—on “Managing Relationships: The Cul-
combined, the components account fowvhere the actual outcomes were detetdre of Institutional InvestingFinancial
the entire increase in the fund’s valuenined—was a $45 million give-away.Analysts’ JournaSeptember/October

over the period analyzed. Strategy moves were beneficial in thi€£992). The authors noted:
XYZ PENSION FUND
VALUE ADDED SUMMARY
December 31, 1994, to December 31, 1999
250 :
Board ! Delegated
200 Decisions ' Decisions
» 150 :
s :
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-100 !
1 2 3 4 5 6
Net Cash Flow  Risk-free Return Board Policy S_trategic _ Policy _ Portfolio
The cumulative  Additional value  Additional value (Tactical) Policy  Implementation Management
flow of assets that would have  added or lost from Additional value  Additional value  Additional value
added to and resulted from investing all assets added or lost by  added or lost while added or lost in
dispersed from the investing all fund in index-matching planned deviations implementing portfolios managed
fund as a whole. assets in risk-free portfolios, per the from board policy policy (e.g, for the purpose of
Treasury Bills. policy’s asset class and subclass funding delays, re- matching or ex-
allocation. allocations. balancing rules). ceeding the policy’s
benchmark returns.
Decision Level
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It is not an exaggeration to say thato it $10 million at the beginning of theThe manager was retained after several
the most prominent feature of severatear. A first-half return of 40 percentyears of outperforming the Europe, Aus-
of the fund structures is their effecieads the investment department to addalasia, Far East Index (EAFE), a widely
tiveness in shifting responsibility foranother $10 million to the $14 millionfollowed index of established non-U.S.
decision-making away from identifi- portfolio at mid-year. The second half isstocks. The firm’s subsequent under-per-
able individuals. As the number ofrather flat and lowers the full-year returrformance surprised the board, but a
investment decisions—and, conseto 35 percent. At year-end the portfolio’seview of the selection process uncov-
quently, the likelihood of error— value is $23.1 million. ered the problem. The manager’s track
increases, so too do the complexity andIf the appropriate benchmark indexecord had been generated by investing
consequent impenetrability of the decirose 20 percent during the first half yeaprimarily in a more risky class of assets
sion-making structureD and finished with a gain of 30 percent(emerging foreign markets) than was rep-

most observers would consider the mamesented by EAFE, the board’s policy

The complexity and murkiness of fundager’s performance quite acceptable. Biienchmark. When compared to the
decisions fosters dependence upon owithough the fund would have experiproper standard, the same track record
side service providers, who prosper fronenced a substantial gain, the benchmarkigas found to be inferior from the start.
keeping the arrangements complicateihdex fund alternative would have grown A common trap is built from the “style”
With a seemingly infinite supply of num-to $23.8 million with the same cash flowbenchmarks developed by consultants.
bers to slice and dice, they can disgorgéhe manager’s 35 percent time-weightetlanagers unable to beat a broad policy
mounds of analyses to explain any pogate of return would outperform theindex like the S&P 500 can extend their
sible outcome. They thrive by divertingindex, but the pension plan would actuemployment by convincing boards to
directors’ attention from the few impor-ally losenearly $700,000 due to the veryaccept benchmarks that represent sub-sets
tant truths they really need to know. funding effects generally eliminatedof the larger asset classes. For example, a

from performance reports. manager may argue that an index of small
Inadequate Just as a pension fund can lose valumpitalization growth stocks is a more
Reporting Conventions with a manager who performs better thaappropriate benchmark. “It better fits his

its benchmark, so the converse appliefirm’s investment style.” Another may
Decades-old reporting conventiondf the “manager” and “benchmark” labelsurge adoption of a mid-cap value index.
serve the investment community quit@bove are switched, the funghins By accepting style benchmarks in place
well, but they allow too much relevant$700,000 with an “under-performing” of their own policy benchmarks, direc-
performance information to slip throughmanager. tors buy into a role reversal. Initially,
the cracks. Consider rates of return andlt is certainly important to know how directors established a few policy-based
the benchmarks to which they are comwell portfolio managers are performingob descriptions and authorized the hir-
pared, which show how things are noagainst their peers, but it is equallyng of portfolio managers to do the work.
always as they seem. important for directors to know howNow the managers are redefining their
So-called time-weighted rates of returreffectively managers are being used ijobs, and the board is going along with
are the primary means by which portfothe company’s particular structure. it. The tail is wagging the dog.
lio managers are monitored. They are—Loose benchmarking undermines the Such accommodations can derail a com-
quite properly—calculated to exclude theisefulness of the most carefully calculatepany’s chances of capturing the primary
effects of the size and timing of cashates of return. Performance evaluationmolicy’s return. The reason: The aggregate
flows over which the managers have nare only as valid as the standards to whidommitment to all those style indices is
control. This exclusion facilitates per-they are compared. Index benchmarks asgmost surely not equivalent to the over-
formance comparisons, but it leaves assentially quantified job descriptions thaall investment policy mix directors estab-
hole in the evaluation process. should clearly represent the work to béshed for the retirement fund. The whole
The following hypothetical offers andone by portfolio managers. They shouli no longer equal to the sum of its parts.
example of how misleading and inadenot just be treated as useful references 8o even if all those style bogeys are hit, a
guate performance percentages can baccepted without challenge. fund’s basic objectives may be missed.
Assume a plan sponsor retains anOne client’'s experience with a foreign Style assignments should be left to the
aggressive stock manager and allocatesjuities manager underscores the poirdubordinates to whom other tactical deci-
sions are delegated. Remember, those
styles are already included in the board’s
Directors are responsible for the oversight of || broader policy benchmarks. Adjusting
corporate pension funds. Although they may an|ji their weights can be left to others. And
do delegate the management of these funds to|| he results can be measured. -
. . When the boundaries of its responsibil-
o_thers, dlrector_s can and should provide more ities are compromised, the board’s over-
vigorous oversight of fund performance. sight authority is severely undermined.

This underscores the need to carefully

DIRECTOR
SUMMARY
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delineate the roles of all participants in thas an attempt to win a zero-sum gamepstly than it appears. The impact must
decision-making process, and to maintaithe objective of which is to outperformbe measured and included in any com-
an accountability system that quantifiethe board’s policy return. But it's actu-prehensive oversight system.
the value added or lost at each level in thedly anegativesum game. After manager
decision hierarchy. The subtle effects ofees and turnover costs less returmmdependence
allocation decisions, manager changesemains available, in the aggregate, than
asset transfers, and benchmarking procéte securities markets offer. That A prominent ERISA attorney, Fred
dures should not be ignored. explains why, for decades, only about &eish, of Reish Luftman McDaniel &
The message for you as a director ithird of equity managers have been abReicher, points out the Department of
clear: Hold the high ground and stando win the game. And those appareritabor’'s (DOL) position that fiduciaries
behind your own policy benchmarkswinners seldom retain their standing irhave a duty to investigate and may use—
Don’t allow yourselves to be seducedhe long run. Investors’ reluctance tdout not blindly rely on—experts. “A fidu-
into the valley of unnecessary choices.accept the consequences of poor seledary...may retain a qualified independent
tions allows under-performers to conexpert provided he first determines the
How Safe is Your Harbor? tinue managing trillions of dollars of theexpert is independent.”* As a director,
nation’s retirement assets. you need to ask: How independent are
ERISA has provided some guidelines Directors’ participation in the retentionyour experts?
to both the providers and the beneficiaef active portfolio managers implies Your portfolio managers, consultants,
ries of the nation’s corporate pensiotelief that their selection process caand other investment professionals all
plans for a quarter century. Its generddeat the odds. Given the likelihood ofiraw incomes from the investment man-
language appears to provide safety forauccess with each selection, the chancagement system. They have a huge stake
wide variety of investment arrangement: in maintaining the status quo and pro-
But the harbor has a few shallow spot Boards can benefit from moting their services. Do they ever rec-
that will be difficult to avoid as the winds : : ommend that you dispense with their ser-
of scrutiny get stronger. Boards can bel r_unnlng a much tlghter vices? These conflicts of interest are dif-
efit from running a much tighter ship Ship than ERISA demandsticult to reconcile with the unbiased
than ERISA demands. objectivity you should expect from
In some ways ERISA encourages plaof assembling an above-average groupRISA's “independent expert.”
sponsors to inject additional risk into theare slim. The added risks to the fund are
investment management process. Spoimherent in the selection process. Reasonable Expenses
sors always have the duty to select andPonder this question: How many of our
monitor the plan’s investments. If theymanagers were selected in spite of a his-Another challenge facing directors as
decide to use outside managers, thdgry of performance below their assefiduciaries of pension funds is fund
always have the additional duty to seleatlass indices? The probable answer igxpenses. Under ERISA one of a fidu-
and monitor such managers in a prudenbne. Superior past performance usuallyiary’s obligations, solely in the interest
manner. But consider the uncertaintgominates selection criteria. That impliesf the plan participants, is to “defray rea-
those choices introduce. The primargreater confidence in a few years ofonable expenses of administering the
investment policy (Level 3 in the exhibit)return data, generated in conditions thatlan.” Conventional formulas for man-
reflects the board’s acceptance of a riskill never repeat, than in decades o&ger fees seem to defy this provision on
level that is based on decades of secuiitdex returns. Qualified statisticiansat least two fronts. Most conspicuous are
ties markets history. Delegated decisioaven the Securities and Exchange Comewards for under-performance. Once
layers reflect the board’s acceptance ohission, have declared such performangaanagers have been retained, they have
additional risk for the purpose of addingevidence” to be statistically irrelevant. reason to avoid bold decisions that could
to the policy return. As a director, you Manager terminations are the othego awry and lead to termination. After a
need to know if the incremental risk isside of the selection coin. These invarimanager’s employment has been nur-
being rewarded and whether the addeably occur after portfolios have pertured into a relationship, modest under-
costs are being recovered. formed short of expectations. Thes@erformance seldom brings termination.
Three areas of concern stand out. Theshortfalls become “realized losses” whefrees continue to flow even though the
involve manager selection and interprethe managers are replaced with succegertfolios may be diminishing total fund
tations of such terms as “independergors who start with clean slates. Althougkialues by millions of dollars.
expert” and “reasonable expenses.” these losses seem to disappear with thénother challenge to “reasonable” is the
terminated managers, their negativpayment of substantial fee increases
Manager Selection affects on the pension fund linger andesulting from the rising tide of securities
actually compound over time. Theprices over which managers have no influ-
.P.icking superior fund managers is @pportunity to invest the mis_sing aSSE€T American Society of Pension Actuaries
difficult challenge to begin with. From no longer exists. The endemic pattern (annual Conference workshop, Washington,
the outset, the endeavor can be describading high and firing low is far more D.C., October 30-31, 2000.
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ence. Fees can double with portfolio valthat risk. They actually add to the uncer- Companies with an internal audit
ues even when the manager’s decisionainty. The “insurance” may be nothingdepartment have in place a readily avail-
have lost millions of dollars for the fund.more than a very expensive, threadbaable resource through which the audit

security blanket. committee can obtain information for ask-
401(k) Issues ing these questions. Consider the new def-
Take Charge Internally inition for the profession recently adopted
Some companies have shifted from by the Institute of Internal Auditors.

pension plans for their employees to The audit committee is in an ideal posi-
401(k) plans. The shift to 401(k) planstion to establish an oversight system to
however, does not relieve sponsors ahonitor the entire decision-making
such plans from liability for investmentprocess that controls the management o
results. Reish cautioned the sponsors afl of a company'’s retirement funds. It T L
It helps an organization accomplish its

401(k) plans in a recent workshop: can assure the board that internal control .~ A S
objectives by bringing a systematic dis-

and disclosure is adequate and effective .
ciplined approach to evaluate and

improve the effectiveness of risk man-

|:| Internal auditing is an independent,
objective assurance and consulting
factivity designed to add value and
improve an organization’s operations.

The initial selection of the 'nveSt'.enough to enable the board to confidently

ment options, and the periodic monl'carry out its oversight responsibilities.

toring of their performance, cannot be’, . I > ; agement, control, and governance
L . This function is routinely applied to cor-
delegated to the participants. The fail- : . . processeq. |
. i . orate operations, but it can easily be
ure to monitor the investment option

. extended to outside investment manage-Concerns about expertise may instill
and, where appropriate, to replace an . i
; A .~ “ment operations as well. some reluctance, but there is no need at
under-performing option is a fiduciary o . . . i Lo
The objective is not to interfere with thethis level to get caught up in the intimi-
breach under ERISA. The plan should . . . )
: : JInvestment management function. Itis talating lexicon of Wall Street. Alphas,
have an investment policy that speci- ; - : e oo
; support it by providing the board with abetas, and “efficient frontiers” are the
fies how the company (or the plan X . .
. . . . eans of ensuring that the entire investeols of investment analysts. The extent
investment committee, if there is one ! . ; : . )
ent process is operating as intended.to which such techniques help deliver

will perform the monitoring function, Jacqueline Wagner, the general auditantended results will be incorporated in

indicating t.he appropriate benchmark‘?ﬁ General Motors, offers fitting advicethe summary reports provided to the
for assessing the performance of eac

; Lo in her recent article iBirector's Monthly audit committee. A few charts and tables,
option. Once the policy is in place th October 2000): “l encourage every auditailored to the committee’s needs, will
company must then compare the pel- . ’ : L ’

L committee member to ask the hard quesupport appropriate inquiry. And they
formance of the plan’s mvestmentt. hall . dn all b qf h foli
options against the appropriate benc ions. Challenge processes, issues, adn all be prepared from the portfolio

. .~~~ activities, and err on the side of cautiowalues, cash flows, asset transfers, and
marks and take appropriate action if apl o : o : . !

. . o -for the good of the organization and itbenchmark indices readily available in
option fails to meet the criteria speci- hareholders” She includ xisting il
fied in the policy] ] shareholders.” She includes an exampkisting files.

| in another context and concludes: “This The public in general, and employees

Reish referred to DOL language whemudit committee was effective primarilyand shareholders in particular, are rapidly
stating: “Employers must ensure that feesecause its members had asked the rigldming to understand the costs and lim-
to service providers and other expensegiestions.” Such questions might includéations of the investment management
to the plan are reasonable in light of theéhe following during performance pre-industry. It is just a matter of time before
level and quality of services provided.” sentations: shareholders call for directors to disclose

With support from legal counsel, boards , How much value is our long-term™more about how they have been address-
too often view the expensive payments tp, astment policy adding over lower-riskNd these realities. Directors who have
outside managers and consultants a%ernatives? anticipated that call will be better posi-
insurance premiums—protection against . i tioned than those who must react toit.
criticism in case something goes wrong. * How much value is being added (;r
“The professionals did it.” That notion'0St by our most recent policy change?\;yron p. (Mike) Stolteis president of
may not withstand serious challenge. » How much value is being added oAsset Allocation Incorporated, a regis-

In the area of retirement fund managdest by strategic departures from policy®ered investment advisor to retirement
ment, the board’s perception of risk may , How much value is each portfoliofund fiduciaries. He previously served as
be misplaced. If not, why do relativelyaddmg above its index fund alternative—Manager of pension fund analysis at 3M
small management firms and consultan{$et of fees? Company. Before that Stolte managed
accept such risk? The answer is simple: . . retirement fund assets as vice president of
Because it is largely imaginary. Once the * HOw much 1va|ue is being added by, inyestment advisory firm. His concepts
board has established a reasonable lorfg2ch manager’s r_nquegtlmlng and seCyizye been featured in tiéarvard Busi-
term policy, it has accepted nearly all of ¥y Selection decisions® ness Review, Management Accounting,
the “risk” from investment outcomes. »How much value has advice from ouinstitutional Investor, Pensions & Invest-

Active portfolio managers don’t mitigatepension consultant added or lost? mentsand in investment conferences.
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