The changing face of
investment consultancy

Phil Irvine, director of advisory services at Liability Solutions, examines the challenges facing investment consultants
and finds that despite a shifting universe there is room for all

ha 2001 Myners Report character-
iged the investment censultng in-
dustry as “best described as & small,
lew-profimbilicy market in which
8 handful of long-establiched firms offer similar
praducts and limited expertise in some impartant
specialist areas.” [Section 4.44]. Seme six years
later, it could be argued that the situation iz very
gimilar, where the top four pension consultancies
hawe an estimated T0% of the market.The largest
traditional investmant consultants (typically “bun-
dled’ with more genaral advice) stll dominate the
UK pengion scene. However, there are a number
of developments that may threaten this status que
in the future.

In the 1990s, the services provided by in-
vestment consulante typically focused on the
following:

@ Definition of imestment objectives and in-

Gererally, the swrengths of any one group can
be their biggest weaknesses, Hence for large con-
sultanciez the broad house views and the need
for consistency may mean imestment decisions
are unwieldy and preferred asset managers mey
b2 subject to dramatic cash inflows that hinder
fuure performance.

Whilst key man risk is less of an issue for such
firms, regular s@aff turncover may mean the client
fesle sarvice levels could be affectad.

For the smaller generalists, the more personal-
igad bespoke s=rvice may come at the risk of less
wide coverage of the entire investment spectrum.
Selecting a specialist exrarnal consultant will re-
quire additonal time and sffort from the tustees
rather than going with their existing consult-
ant. Cwerall the choice of consultant should be
dependent upon  the individual requirements
af the pension scheme and the wvalue that the

trustees  place upon  the particular  service
from  the individual consulands) within each
practice.

It iz clear that the lrgsst consultancy groups
have more resources to investigate the invest-
ment universe; howsver, does this mean that they
have done a berter job in selecting managers and
constructing appropriate investment  portfolios?
Some would argue this iz not proven Whilst a
numbsr of the largest consulants allow access
w “model portalic” performance figures, the
view of many ig that imesment consultants have
undergone far less scrutiny and measurement
than the fund maragement communite & part
of the problem lies with the fact that consulante
gypically do not maks the final manager selection
decizion, as thiz resides wicth the trustess. In the
LK, one specialist consulant — Blackett Research
— provided an evaluation service of investment
consulants based upon the corsultants’ proposed
marager shordiste. However, this firm closed at
the end of 2006 dus o lack of funding and this
inrdependent service is no longer available.

wvegting guidelines after review and consulmtion
with the trustees and the empleyer;

@ Construction of an asset allocation approach
o achieve the investment objectives and formu-
lation of a pln for implemenmadon (which often
took the form of a single investment in a balanced
mandate);

@ Ezmablishment of investment performance
benchmarks and targets to measure and evaluate
performance (often against a peer group or YYIM
Median);

@ |dentification of qualified investmeant man-
agers and acsigtance in selecting the imvestment
manager(s) for the mandate(s);

@ Review of the investment managers’ per
fermanee against the agreed performance bench-
marke (typically with litte smtizteal analysis of the
rigke that were being undermken).

The intreduction of smtement of imvestment

A development that should make it sasier
assess the quality of comsulants’ investment ad-
vice is that a numbser of the consulant are offer-
ing their cwn mult-management products ar are
negotiating performance fees for creating porcfo-
lios that aim o out-perform agresd benchmarks.
Whilst thiz trend makes it far eazier for clients
regularly review their investment consulant {as
recommendad by the 2005 Morris Review), it iz
sean by many as compromising the independenc
role that consultants have taditionally played in
evaluating the effectiveness of the aszet managers.

One example where a comsulant has avoid-
ed thizs potental conflict is Aon's sale of iz LIK
mult-rmaragsr
Group thiz year

Az gome consulante become product provid-
ers, other financial organizations are sesking o
move inoo the space the investment consultants
traditionally cccupy Investment banks have been

business to  Close Brothers

raiding the acmarial firms to hire saff w create
liabiliy driven investment solutions. These prod-
ucts aim o provide a more holistic approach oo
rmanaging assets (within agresd tolerances) w
more clossly march the cash flow properdes of
the scheme's liabilites. Whilst these products do
not replace the investment consultant they cer-
tainly change their central functon within assec
allecation and rmanager selection.

Another challzrge o the role of the investment
conzulant iz from the assst management commu-
nity, with the introducton of the “new balanced”
fund concept. This allows asset managers a fles-
ible mandate across a wide rangs of asser classes
o achieve a specified investment objective. This
could be viewed as an amempt to wrest the assst
allecation decisions back to the fund mamagement
indugtry. Both Mercer Investment Consulting and
Watson Wyatt have publicly atmacked the merits
of thiz approach. One of their arguments against
thiz iz that in 1999, the managsrs of balnced
pension funds increased their already high eguity

principles, which meant that the asset allecation
of individual schemes should be aligned to their
particular circumstances, and the severs equity
bear market during the early part of this decade
accelerated the move to creating spedalist man-
dates rather than investing in a traditional bal-
anced fund. One of the consequences of this was
that the range of investment mamagers that the
consultant had to follow increased substantally.
Thig, coupled with newer areas for investigation
end investment guch as liabiligr driven imvestment,
portable alpha, private equity, hedge funde and
ather alternative imestments has greatly added to
the complexity of the advice. Far many the cen-
dlugion of this iz that enly the very largest imest
ment consultancies ean possibly cover all these
aseet classes to an appropriate level and this will
cament their leadership positon. However, others
believe there still is likely to be a significant role

specialist consultants

weightings at exactly the wrong time. Hence chey
enquire, “why should it be different nesxt time
arcund™ It could be argued thig is a limle mislead-
ing. Fund managers of the 1980 and 90=s won bal-
anced fund mandates primarily by having better
remrns than their competitors (subject to giving
a reasonably coherent pitch on their resources
and process).

This process, overseen by the investment con-
sulants, gave a significandy lower weightng oo
the risks that were being undertaken to achieve
theze rewrns Whilst dizcuszion centred on infor-
maton ratios (a measure of relative risk), there
was very lictde emphasis on quantitative measures
of absolute risk levels. For example, few pressnta-
tiong during this period focused on the Sharpe or
Sortno ratics of their past performance. Hence
fund maragers behaved in a way that they were
incendvised t© in order to win mandates, ie: take
rmore risk to get higher returns. Cwer the pericd
from 1980 to the end of the 1990z, the awerage
equity exposure of a balanced fund rese from
around 50% to over T5%. There seems wo be no
obvious reason why fund managers should be less
able than consulant: inachieving a mrget risk ad-
justed rewrn objective. Additonally, it probably

for other types of consul@anits and approaches.
Before examining the reasons behind thesa views,
it i useful to review the industry background.

Broadly speaking, the investmant consulmncy
praviders can be gplit into three categories:

® The large, leading consultants who provide a
ene-stop shop for all aspects of actuarial and in-
vegtment advice to large numbere of clients and
have an international scope.

@ Mid-size to small generalist consulancies
that provide most services and gerve a moderate
number of clients.

@ Spechlist consultancies that provide exten-
sive expertise in particular investment areas {e.g.
azget allocation, private equity, hedge funds, swap
pricing, etc).

Some of the key advanmages of each ope of
consultancy approach regarding investment advice
are given in Chart 1.

is a case of "having one’s cake and eating it too”
from corsultants that are moving into the asset
management TErFritory O WAarn asset managers
that “any atrempts o bypass the consultants will
not be welcomed™.

Owerall, in an increasingly complex world, the
position of the largsst investment consulancies
should b2 ever more secure. However, investrnent
banks, asset managers, fiduciary management of-
ferings, fund pension buyout firms are all ac the
rmargin challenging their role. Whilst smaller, gen-
eralist consultants have always compsted prima-
rily an the level of their mare personalizsed s=r-
ice, a recent tmend is for complementary smaller
consultants to work together

Liakility Solutons, a specialist investrment con-
sulcancy focugsing upon absolure rewrn and fund
of hedge funds mandates, has collaborated on a
number of pitches with other mid-size, general-
ist consulancies where the pension scheme cli-
ent required a cohesive one-stop solution. Whilst
these strategic partnerships are unlikely © threat-
en the dominant positon of the existing major
consultants, they can increase the choice open to
penzion schemes and possibly allow more @ilored
and innovative solutions.

Type of Consultant
Large & Intermatioral

Advantages

Mediurn to small generalises

across client base
Independent spacialist

Chart |: key advantages of each type of consultancy approach

Have subsmntial resounces and hence are expected o have wide cowarags of
all Investment afferings

Able to exprass house wiews and hance have lower key man sk
Intermrational perspective of group can assist mult-national companles
One-iop shop hence clent nead only deal with one Instiution

Abllicy to give a more persoral service to cllents and clients may feal thar
they are “biggar fish In a smaller pond”

Mare ikelhood of dealing wich senior, experienced staff

Possibly kesner pricing

Eatler to ghve Innowative advice as less need o womry about conskrency

Dresap, buie narrow expertiss N chogen area of specialization
High kzlhood of dealing with senlor, experienced staff
Easier to Wentify value added n area of specialisation
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