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RISK MANAGEMENT

Investopedia defines Risk as:
“the chance that an investment's actual return will be different than
expected. Different versions of risk are usually measured by calculating the
standard deviation of the historical returns or average returns of a specific
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investment. A high standard deviation indicates a high degree of risk.”

LIQUIDITY RISK

The risk that a given security or
asset cannot be traded quickly
enough in the market to prevent a
loss (or make the required profit).

Should be thought of as another
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component of market risk.
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PENSION GOVERNANCE

GENERAL PRINCIPLES
Governance principles are rooted in the belief that a sound governance
framework is essential to protect the interest of the members of a scheme,
leading to better outcomes for members, the sponsor and ultimately leading
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to more engaged employees.

GENERAL PRINCIPLES
All schemes should be able to demonstrate to member how their governance
works in a transparent and coherent fashion. They should also be able to
clarify to their member the allocation and delegation of responsibilities
within its investment governance framework.
The effectiveness of governance should be continually monitored throughout
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the life of a scheme.

CORE ATTRIBUTES
Mission Clarity


Clarity of the mission and the commitment of stakeholders to the
mission statement.

Effective Focusing of Time & Resources


Resourcing each element in the investment process with an appropriate
budget considering impact and required capabilities.

Investment Committee Leadership


Leadership, being evident at the board / Investment Committee level,
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with the key role being the IC Chairman.

CORE ATTRIBUTES
Strong Beliefs


Strong investment beliefs commanding fund-wide support that align
with goals and inform all Investment decision-making.

A Risk-budgeting Framework


Frame the investment process by reference to a risk budget aligned to
goals and incorporating an accurate view of alpha (skill) and beta
(market return).

Fit-for-purpose Manager Line-up


The effective use of external managers, governed by clear mandates,
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aligned to goals, selected on fit for purpose criteria.

EXCEPTIONAL ATTRIBUTES
Highly Competent Investment Executive


Separating governance into a governing function, which sets the
framework, monitors, and controls, and an executive function, which
makes the decisions within the given framework.

High-level Board Competencies


Sound investment competencies are also observed at the board level of
best-practice funds.

Supportive Compensation


Addressed at both the board and executive level, with success at using
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compensation to attract appropriate skills and align actions to the goals
of the fund.

EXCEPTIONAL ATTRIBUTES
Real-time Decision-making


Best-practice funds, however, tend to have processes in place that
enable decisions to be taken as and when necessary, based on
investment market conditions.

Ability to Exploit Competitive Advantage


Competitive advantage will be built on a sound belief structure and will
also maximize their own particular areas of competence.

A Learning Organization


Best-practice funds tend to be innovative, willing to challenge
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conventional wisdom and deal enthusiastically with change.

GOVERNANCE BUDGET
Limited Governance Budget: The Cost Minimiser


Manage down all costs and focus on easily available investment
returns.

Mid-range Governance Budget: The Diversity Seeker


Focus mainly on improving market exposure diversity outside equities
and bonds.

Advanced Governance Budget: The Diversity and Skill Exploiter


Greater emphasis on identifying manager skill opportunities, including
ones where the market return and the active manager return are
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difficult to separate, e.g. hedge funds.

CALPERS example

The

California

Public

Employees’

Retirement System (CalPERS) is the
largest US pension with approximately
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$230 billion under management.

PAY-TO-PLAY SCANDAL
The SEC in April of this year charged Federico R. Buenrostro, the top official
at Calpers from 2002 to 2008, of steering contracts to clients represented by
his friend, Alfred J. R. Villalobos, a former LA Deputy mayor.
The California attorney general filed a lawsuit against the two men in 2010.
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The case is continuing.

PAY-TO-PLAY SCANDAL
The corruption charges against Mr. Buenrostro and Mr. Villalobos are
connected to a nationwide scandal involving the role of middlemen who
collected fees from money managers that won multibillion-dollar contracts
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from pension funds.

INVESTMENT SHORTFALL
In June 2012 CalPERS reported a 1.1% return for the 2011 fiscal year, with
current CIO John Dear saying the turmoil in Europe and subpar performance
by outside stock fund managers left the Fund well short of its annual return
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target.

INVESTMENT SHORTFALL
This year, CalPERS lowered its annual investment return target from 7.75%
to 7.5%.
Fiscal 2010 return was 11.6% with fiscal 2009 showing a massive recessionrelated loss of -23.4%. It’s 20-year historical return is 7.7% following the
“Yale” or “Endowment” investing model.
The Fund is currently only 72% funded compared to its long-term
obligations to retirees, potentially requiring an increase in contributions from
the over 1,500 cities, counties and other governmental units which pay into
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it.

LOUISIANA PENSIONS example

The Players:
The Firefighters’ Retirement System, Municipal
Employees’

Retirement

System,

Firefighters’ Pension & Relief Fund
Consultant Services Group (CSG)
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Fletcher Asset Management

New

Orleans

TRUSTEE FAILURE?
In 2008, the three Louisiana public pension funds put a combined $100
million in an investment in which they were offered a 12% annual return.
The investment arrangement was unusual because the returns were backed
by the holdings of other investors.
Presented by their Consultant, Joe Meals, the Pension Board needed to
decide quickly whether to agree to the deal or not; by that same day in fact
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according to the minutes of the February 14th 2008 meeting.

TRUSTEE FAILURE?
In 2011 the pension funds sought to redeem their full investments and the
accrued profits after the Fletcher firm responded to earlier partial
redemption requests with promissory notes rather than cash.
Unable to get its cash out, CSG and the public pensions ultimately forced the
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Cayman-domiciled fund into bankruptcy.

CONSULTANT FAILURE?
Rick Nummi, CSG's General Counsel said CSG was introduced to the Fletcher
firm in 2003, when one of the Louisiana funds, the New Orleans Firefighters'
Pension and Relief Fund, invited Fletcher to make a presentation. CSG
concluded that the firm "met the appropriate internal standards and
recommended it as an investment."
In 2008, Joe Meals advised the New Orleans firefighters and two other
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pension funds on the 12% investment with Fletcher.

CONSULTANT FAILURE?
A history of scrutiny at CSG
At the beginning of 2010, CSG still had about 80 client relationships,
including with public funds, foundations, endowments and corporate plans,
and had client assets under advisement of about $21.5 billion, according to
its website.

“Meals is a ‘straight shooter’. He came in saying
to us, “if you want to make money, do what I tell
you. We have listened to him and he has
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increased our portfolio by millions of dollars.”
Dudley Dixon, Vice Chairman Municipal
Employees’ Retirement System, 2011

FUND MANAGER FAILURE?
Alphonse “Buddy” Fletcher gained prominence on Wall Street in 2003 when
his firm reported 300 percent-a-year returns.
In July 2012, the Master Fund managed by Fletcher Asset Management filed
for bankruptcy protection in Manhattan, as the firm faced mounting legal
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challenges.

FUND MANAGER FAILURE?
The Manhattan Chapter 11 filing came after a Cayman Islands judge in April
2012 appointed liquidators from Ernst & Young to wind up the Fletcher
International fund invested in by the Louisiana public pensions.
A Cayman court filing that discusses the liquidators' investigation of the
Fletcher firm said the firm and related entities appeared to have withdrawn
millions of dollars in fees while some assets had an "unrealistically high
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valuation”.

Thank you
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