President’s Report

By James Haddad
I open my bi-annual President’s article with the unfortunate news of the
passing of another MAPERS member: Don Phillips, a long-time MAPERS
member and great supporter of Michigan’s public pension plans, passed
away April 26, 2015. Mr. Phillips was born May 5, 1933 the son of Albert
and Myrtle (Courtenanche) Phillips in Flint. He married Ava Jean Trevithick
on June 18, 1955. Donald was a veteran of the US Army stationed in Alaska
during the Korean War. He enjoyed spending time and entertaining family at his trailer on Sanford Lake. Donald retired from the City of Flint as a
Street Maintenance Supervisor in 1985 after 32 years of service. He had
been actively involved in the public pension field for many years. He served
as trustee on the City of Flint Retirement Board and was vice chairman for
two years. Don also held offices from trustee to president in AFSCME Local
1600 and Local 1799. He was vice president of both AFSCME Council 25
and Council 29. He was past president of the United Retired Governmental Employees (URGE) Local One. He also served on the Executive Board
of Greater Flint AFLCIO Council for eight years. Don served as trustee, vice
president, and president of MAPERS and was a member of the NCPERS Executive Board. Don was very passionate with anything that had to do with
pensions. Don had made many friends in MAPERS and although he was
small in stature, he had a very big heart and he will be missed.
continued on page 6

Vice President’s Report
By Michael Grodi

“Lesson Learned on “Pension System Evaluations”
Recently my pension system, in concert with the plan sponsor, decided it
prudent to “evaluate” the pension system and historical performance relative to other systems of comparable size and demographics. On the surface,
one would think this would be an easy task which would lead to a definitive
conclusion about the current and historical performance of our system. This
article is going to hopefully give you my first person view of the process
and why in the end, it was a colossal failure. I will not mention names in this
article because they are not relevant to the substance of the final message
I want to relay to you, and as always this is my opinion, not to be misconstrued as the opinion of the MAPERS Executive Board or any of its members.
It’s simply my view, thoughts, and experience with this individual issue.
For simple background was about 77% funded at the time of the evaluation
last year, which is a far cry from the 118% funding levels in the early 2000’s.
continued on page 7
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MAPERS News

Secretary/Treasurer’s Report
By Lauri Siskind, MAPERS Secretary/Treasurer

It seems like only yesterday that we were at
Spring 2015 MAPERS,
and here we are preparing for Fall 2015 MAPERS
in Traverse City. During the relatively short
span between the two
events, the MAPERS
Board is busy preparing
for the next conference,
and also working hard
at our annual planning
meeting. We spend
many hours reviewing
past conferences and
issues important to
public employee pension
plans, and working on
strategies to effectively
respond to the needs of
our members.
One topic that will receive
intense review in coming
months is the effort to expand
the MAPERS membership and
conference attendance. The
exceptional value of MAPERS
membership and the quality
of our educational conferences is unmatched. Those who
speak and/or attend other
state and national conferences tell us that our conferences
are by far the best in terms of
content, relevance, logistics,
and value. Those who have
not attended our conferences
or who have skipped attendance for several years my not
be aware of all the benefits
and enhancements that regu-
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lar attendees have enjoyed.
We have added special sessions for New Trustees, giving
them the tools necessary to
address what may seem like
an overwhelming assignment
to prudently manage a multimillion dollar pension system.
We have added dedicated
sessions on actuarial principles and addressed the most
pressing legislative and legal
issues facing public employee
retirement systems. The
three-day MAPERS conference is packed with thoughtprovoking speakers, ample
opportunity to network with
colleagues, and training that
is specifically targeted to the
most up-to-date needs of
our members. It’s a pretty
compelling reason to sign up
for membership and register
for a conference….and we’ll
be doing all we can to spread
this message throughout the
state in the coming year.
In reviewing the evaluations
and comments from the
Spring 2015 conference, we
see that our speakers and
topics (almost always) received the highest marks for
relevance and usefulness. The
Education Sub-Committee
works hard to achieve this
goal…it doesn’t just “fall into
place” by accident! We start
with a listing of topics that the
members suggest or request
for future conferences. We
solicit presentations from
our corporate members to
address these needs, and
also sift through dozens of

proposals for topics closely
tied to the expertise of the
speakers. The presentations
are categorized in various
ways (New Trustee, Advanced
Trustee, Investments, Benefit Administration, etc.) and
the schedule is arranged to
maximize the members’ ability to attend as many relevant
sessions as possible (for
example, two “New Trustee”
sessions would not be scheduled in the same time slot). At
times, it’s a little tricky to pick
those presentations that will
work as a “general session”
for all attendees together….
sometimes, the topic or the
speaker’s point-of-view is a
bit controversial, but those
sessions can be exciting and
energizing as well!
Now that you’ve received a little “behind the scenes” look at
how the educational sessions
are developed, I hope you’ll
appreciate the challenge of
producing two first-class conferences each and every year.
It’s a great product, and one
we should all be very proud
of. Again, we truly appreciate your feedback and comments, and look forward to
hearing what you think about
the next conference…always
just a few months away!

MAPERS News

From the MAPERS Office
Thank you to the following sponsors of the
2015 Spring Conference held
May 16-19 at the Soaring Eagle Resort in Mt. Pleasant, MI
Conference Bag Items

Monday Night Dinner/Entertainment
Alidade Capital, LLC
Buck Consultants, a Xerox Company
Clark Hill PLC
Gabriel, Roeder, Smith & Company
Sullivan, Ward, Asher & Patton, PC
The Northern Trust Company
Victory Capital Management

Advance Capital Management, Inc.
Baron Capital
The Bogdahn Group
Clark Hill PLC
Clarkston Capital Partners LLC
DeRoy & Devereaux
Garcia Hamilton & Associates, LP
Invesco
Loomis, Sayles & Company, LP
Manulife Asset Management
Meketa Investment Group, Inc.
MFS Investment Management
The Miller Law Firm, P.C.
Milliman, Inc.
The Northern Trust Company
Nuveen Investments
Plante & Moran PLLC
RNC Genter Capital Management
Robbins Geller Rudman & Dowd, LLP
Robinson Capital Management, LLC
Scott + Scott Attorneys at Law, LLP
UBS Global Asset Management
Wells Fargo Advisors

Monday Luncheon Sponsor
Seizert Capital Partners

Breakfast Sponsors

C.S. McKee, L.P.
Clarkston Capital Partners LLC

Break Sponsors

DeRoy & Devereaux
Garcia Hamilton & Associates, LP
Milliman, Inc.
Robbins Geller Rudman & Dowd, LLP
World Asset Management
Robbins Geller Rudman & Dowd, LLP
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MAPERS News

Legislative Update
By Noah Smith Capitol Services, Inc.

School Pension Shift

Senator Phil Pavlov (R-St. Clair) introduced legislation that would shift the Michigan Public School
Employees Retirement System (MPSERS) from a
hybrid pension to a solely defined contribution
plan earlier this year. While there has yet to be any
action on the bill (Senate Bill 102), we have heard
that Senator Pavlov has been meeting with school
business officials in Southeast Michigan to promote the concept.
The bill is currently awaiting action in the Senate
Appropriations Committee. With the 2016 budget
being completed in June, the chances go up that
the committee – now cleared of its major duty –
could take action on SB 102 this fall.
A recent study released by the National Institute
for Retirement Security (NIRS) has continued to
be helpful in pointing out the costs associated
with such a pension switch, but also the long-term
negative impact on employees who will struggle to
retire with a risky defined contribution pension.

UAL Bills

Senators John Proos (R – St. Joseph) and Darwin
Booher (R – Evart) have introduced legislation
requiring various entities to report Unfunded Accrued Liabilities. SB 292 and 293 have been referred
to the Senate Appropriations committee.
SB 292 requires the Governor to report employer
contributions toward total UAL “as determined by
the state’s consulting actuary” for each department,
the legislative branch, and the judicial branch in his
or her Executive Budget recommendations.
SB 293 requires essentially the same report, but for
the revenue estimating conference held twice a
year in January and May. No timeline has been set
for the bills yet, but again, with the appropriations
process complete, the bills could be taken up at
any time.

Physical Presence for Open Meetings

HB 4182, introduced earlier this term by Rep.
Amanda Price (R- Park Twp), has passed the House.
The bill amends the Open Meetings Act to require
members of a public body consisting only of
elected officials to be physically present to record
votes.
Current law simply states that “all decisions of a
public body shall be made at a meeting open to
the public.” HB 4182 specifies that a meeting is
not open to the public if a member of that public
body is not physically present. Many public bodies,
4

especially school boards, allow their members to
participate via teleconference or video conference
(like Skype). HB 4182 would potentially end that
practice.
Many local governments with elected boards,
councils or commissions, including counties, cities,
villages, townships, school districts, community
colleges and intermediate school districts will be
affected. If participating via phone or skype is no
longer an option, obtaining a quorum could be
more difficult.
Subpoena
HB 4522 and 4523, introduced by Rep. Ed McBroom
(R- Vulcan), have passed the House and been sent
to the Senate Government Operations committee. Presently, committees in the State Legislature
have subpoena power over witnesses, files and
records of any state department, board, institution
or agency.
These bills would extend the legislature’s subpoena
power to the witnesses, files and records of any
local unit of government. However, this power
would be restricted to committees “authorized by
each house of the legislature to receive and review
auditor general reports”, the Oversight and Ethics
committee in the House. Other committees may
pursue subpoena power via a resolution passed by
a majority of members in that house of the legislature.

MAPERS News
According to the House Fiscal Agency, this could
greatly increase administrative costs for local units
of government. The Michigan Association of Counties, Michigan Townships Association, Michigan
Municipal League, Wayne County and the Michigan
Sheriffs Association all oppose the bill.

Michigan Investment Program

SB 200, introduced by Senator Darwin Booher (REvart) adds the new Michigan Investment Program
act into the existing Michigan Strategic Fund Act.
The Strategic Fund is a broad program, housed in
the Michigan Economic Development Corporation
(MEDC), charged with promoting economic development through grants and loans to businesses
and community redevelopment efforts. Although
SB 200 stalled in the Senate Banking and Financial
Institutions committee in the Spring, it could be
acted on at any time.
The stated goal of the Michigan Investment
Program (MIP) is to encourage diversification of
the economy, to encourage capital investment in
Michigan, and to promote the development of
Michigan investment markets and Michigan advancement portfolios. Both “Michigan investment
market” and “Michigan advancement portfolio” are
defined in the bill.
The MIP itself would provide grants, loans, and
other economic assistance to develop these investment markets and advancement portfolios. The
MIP would also have to create a detailed application, approval, and compliance or monitoring
process for the disbursement of the grants or loans.
A “qualified person (also defined)” cannot get more
than $1 million in assistance in a year.

Supreme Court

In 2012, Governor Snyder (R-Ann Arbor) pushed
through the MPSERS UAL reduction. This effectively reduced retiree health benefits. At the time,
retirees had a choice, either pay a 4% or have the
benefit multiplier reduced.
In response, AFT-Michigan filed a lawsuit against
the State, arguing that the change in employee
benefits was a violation of a constitutional provision. In a separate but related case, the Michigan
Supreme Court rule 6-0 that employees had a
choice, therefore no constitutional provision was
violated. This effectively ended AFT-Michigan’s
case.
Due to the Michigan Supreme Court ruling, school
employees must continue contributing 4% and
those who have been contributing will not get it
back.

MAPERS
Executive Board
President
James E. Haddad
City of St. Clair Shores
Police and Fire Pension System
Vice President
Micheal Grodi
Monroe County Employees
Retirement System
Secretary/Treasurer
Lauri Siskind
City of Farmington Hills
Employees Retirement System and
City of Southfield Employees
Retirement System
Board Member
Andy Houde
Harrison Township
Firemen’s Pension System
Board Member
Peggy Korzen
City of Grand Rapids
Retirement Systems
Board Member
Thomas Sheehan
General Employees Retirement
System of the City of Detroit
Board Member
Gregory Simmons
City of Saginaw Police and Fire
Retirement System
Executive Director
Michelle Doran, CMP

525 E. Michigan Avenue, #409
Saline, Michigan 48176
Phone 800-475-4200 or
734-944-1144
Fax: 734-944-1145
info@mapers.org
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MAPERS News
continued from front page

Each year the MAPERS board puts a few days
aside for a Summer Retreat. This year we met
at the Radisson Resort and Conference Center
in Kalamazoo. Our meeting had two purposes:
one, to review the past, present, and future
goals for the MAPERS organization; and two, to
conduct a site visit of the Radisson property for
our 2019 conference.

More Big and Crazy Ideas:
• Vendor of the month club
• Take out ads soliciting members
• Should MAPERS to join professional organizations
• Does MAPERS need NCPERS to pass on our
information
• Go to other State conferences

Our planning session was a bit different than
past years. Prior to the meeting, Michelle sent
each of us a survey to identify areas and projects that we felt needed work. She also went
back through our board minutes from the
past 6 years to identify projects from previous
discussions that never got off the ground. We
broke into small groups and worked to identify the items from these lists that were really
important to us now.

3. Research, Write, and Distribute a White Paper
in Support of Michigan’s Public Pension Plans
• Hire a 3rd party research team to research
and write our paper
• Publish and distribute State wide
• SAR compilation
• MAPERS investment index
• Future conference session

Here’s what we came up with:
1. Improved Technology
• Make sure MAPERS member’s email addresses are up to date for correspondence
• Expand distribution of:
• Materials (newsletters, etc.)
• To get our message out (legislature, cities,
counties, etc.)
• Update Twitter, Facebook, Linked In, more
activity.
• Monthly email – pension articles, updates,
briefings, etc.
• Better session tracking
More Big and Crazy Ideas:
• Advertise/media
• PR firm
• More functional website
• Sell MAPERS merchandise on website
• Create a MAPERS app for Smartphones,
tablets, etc.
• Record conference sessions and archive
them
• MAPERS Blog
• MAPERS You tube videos of conference sessions
2. Identify and Recruit New Corporate Members
• Search history of lapsed members, give
incentive to come back
• Survey plan members for providers
• Contractual representatives should become
members
• Reduced fee for lapsed membership renewals
6

Big and Crazy Ideas:
• Publish nationally
• Do a search for a PR firm to promote our
paper
• Get with the media to get our papers information to the general public
• Get our paper out on other BLOGS
4. Identify Plans/Systems that are not members
of MAPERS
• Check with State to find the systems through
reporting
• Google Search for Non MAPERS members
• Research and compare our last study
• Who dropped out of MAPERS and why?
• Possible Incentives to rejoin MAPERS?
• Check with actuaries for clients that are not a
member and would benefit from the education.
More Big and Crazy Ideas:
• Attend nonmembers meetings and introduce ourselves
• Target brochure/email blasts
• Membership incentive
• Conference scholarships
• Media ads
Each item was assigned to a board member
who is now tasked with moving the project to
the next level. We may be looking to our membership for help with these projects, I hope we
can count on your support to help improve
and grow the MAPERS organization.
Enjoy what is left of our summer, I look forward
to seeing many of you at the fall conference.

MAPERS News
continued from front page

Then like most systems, we were punched
in the face in 2008 and lost about 19% of
assets, which comparably was modest
to some systems which lost over 30% of
assets that year. Our conservative positioning in 2008 accounted for decreased
loss of assets during that time, however
that same fund lineup we a few changes
would put the board under the microscope for being too conservative. I arrived
on the board in 2011 and quickly learned
that…I had much to learn. MAPERS fit the
bill perfectly, providing almost limitless
resources of information to soak up and
get me to a place where I generally felt
comfortable discussing daily issues the
board faced. I became board Chairman
a few years later, due to many external
political factors our board agreed to fund
50% cost of having our plan evaluated.
This is where it gets interesting.
A sub-committee was formed consisting of 2 plan sponsor reps and 2 pension
board reps, one of which was me. An RFP
was put out for the evaluation with specific points of information which we wanted
to capture. Again, I will not go into daunting detail of the information that we
wanted to gather, because in the end it
was not relevant to the process by which
we took to pick the company that would
perform the evaluation. This committee
was formed, in my opinion, with righteous
intentions, with all members engaged to
take a good honest look at our fund and
take the results and hopefully glean information which would help us perform
better. Interviews were conducted and
the committee selected someone whom
I felt, and still feel was respectable and
could do a competent job. Here’s the rub
though, the company that was selected
was an investment consultant, who also
did evaluations of pension systems. Now
my thought process was simple right, simply take performance data and compare
it to other systems, compare fee’s to other
fee’s (both consultant and managers), and
in the end come up with a conclusion
which made sense. Simple right?? Not
in the least. In hindsight, the consultant
who performed the work never really had
a chance to win in this situation. When

initial information of the report started
coming out, so did the questions, and so
did the scrutiny of the report. Our pension consultants quickly pointed out several flaws in the data that was just flat out
inaccurate or misrepresented, which led
to more questions, more confusion, and
much suspicion. The final report came
out and while slightly altered from the
draft version it still held many items of
information which, instead of leading to
conclusions which could help the system
make positive changes, led to a quasi indictment of the system, its trustees, and
its history. The presentation of the report
to the plan sponsor turned into a kangaroo court and the presentation to our
board was even worse. It was in reflection
my worst failure in not only my term as a
pension trustee, but my 15+ year life as an
elected official, and one I reflect on almost
daily. Which is why I wanted to bring this
story to you, because it holds one simple
lesson, never let a different consultant
evaluate effectively another consultant’s
work. Let me be clear here, this is not a
criticism of the person who did the report because in the end I am confident it
would not have mattered which consultant it was, because they could not have
been objective. I called David Sowerby
during this debacle to get some advice
and he said, “Grodi, it’s real easy to go into
someone else’s kitchen and tell them how
to cook.” No wiser words have ever been
spoken and I wish I would have sought his
council prior to this all taking place.
Who was the right company to do the
evaluation you ask? Really, I am not sure
of the answer but I suspect an actuary or
auditor would have been better fit to simply get the basic comparable numbers,
which would have given us more information that we could have used versus the
relatively useless product which was produced. As humans, we should in general
learn from our mistakes, and although I
could have went into much more detail
with this article my intent is to help you,
the pension trustee hopefully navigate
this political minefield of “pension system
evaluations” better than I did.
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Legal News

The Legal Report: Marriage
Announcement Windsor to Obergefell
By Thomas Michaud, VanOverbeke, Michaud Timmony, PC
In United States v. Windsor (“Windsor”), the U.S. Supreme
Court ruled that same-sex couples who were married in
states where same-sex marriages were legal are to receive
the same treatment under federal law as married opposite-sex couples. However, the Supreme Court’s ruling
in Windsor did not strike down state bans on same-sex
marriage. In states like Michigan, which had passed an
amendment to the Michigan Constitution banning samesex marriage, the Windsor decision created more questions than it answered and left the state law in Michigan
in a state of uncertainty.
Specifically, the Windsor decision created questions for
Boards of Trustees of public employee retirement systems
when it came to administering their plans and providing
survivor benefits. For example, police and fire retirement systems that operate pursuant to the provisions of
Public Act 345 of 1937 [MCL 38.551 et seq.] (“Act 345”)
(and many other plans with similar language in their plan
documents) offer options to their members that would
provide a benefit to the member’s “spouse,” defined as
“the person to whom the retirant was legally married
on both the effective date of retirement and the date of
death.” MCL 38.556(1)(h). So if a member was married in
one of the 36 states (or the District of Columbia) where
same-sex marriage was legal, would that member’s
spouse be considered a spouse under the language of
Act 345? Complicating the situation further, a number of
federal government agencies began recognizing samesex marriages as valid and legally binding, including the
Internal Revenue Service (“IRS”).
On June 26, 2015, on the second anniversary of the Windsor decision, the U. S. Supreme Court issued an opinion
in Obergefell v. Hodges (“Obergefell”) which held that
the Due Process and Equal Protection clauses of the
Fourteenth Amendment guarantee the right to marry as
a protected fundamental liberty, and that the same right
to marry applies to same-sex individuals as it does to
opposite-sex individuals. In Obergefell¸ groups of samesex individuals sued their relevant state agencies in Ohio,
Michigan, Kentucky, and Tennessee to challenge the constitutionality of those states’ bans on same-sex marriage
or refusal to recognize legal same-sex marriages that
occurred in jurisdictions that provided for such marriages.
In all the cases, the trial court found in favor of the samesex couples. The U.S. Court of Appeals for the Sixth Circuit
reversed and held that the states’ bans on same-sex
marriage and refusal to recognize marriages performed
in other states did not violate the individuals’ Fourteenth
Amendment rights to equal protection and due process.
The Obergefell decision reversed the Sixth Circuit and
holds that the states (including Michigan) must allow
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same-sex individuals to marry and that the states must
recognize same-sex marriages from other states.
So, what does this mean for Michigan public employee
retirement systems?
First, when determining who qualifies as a member’s
“spouse” for survivor and other benefits, a member’s
same-sex spouse must be given the same treatment
that would otherwise be provided to an opposite-sex
spouse. This should not, in most situations, require an
amendment to the plan document. A plan amendment
would only be needed if, for example, the plan references
“opposite-sex spouse” when defining a marital relationship. As long as a plan utilizes terms such as “spouse,”
“legally married spouse,” or “spouse under Federal law,”
without distinction between a spouse of the same-sex
or opposite-sex, the plan should not need an amendment. For example, the definition of “spouse” in Act 345,
discussed above, defines spouse in a manner consistent
with Obergefell. Trustees and/or plan administrators
may want to review any policies, procedures or forms to
ensure compliance.
Additionally, under the survivor beneficiary options
in many plan documents, an individual is required to
have an “insurable interest” in the life of a member to be
nominated as a survivor beneficiary. In general, a person
usually has an insurable interest where there are reasonable grounds, founded on the relations of the parties,
either pecuniary or contractual or by blood or affinity, to
expect some benefit or advantage from the continuance
of the life of the insured. 44 CJS, Insurance, § 203.a, p
903. While it may be difficult to define in all cases what
constitutes an insurable interest, clarity has been provided by the Obergefell decision that a member’s spouse
who is married to the member through a valid and legal
marriage (same-sex or opposite-sex) would meet the
insurable interest standard and would be eligible to be
nominated as a survivor beneficiary.
In summary, while much discussion and legal proceedings have surrounded the marriage issue, the administration of public employee benefits has been simplified by
the marriage of Windsor and Obergefell.
IMPORTANT NOTE: This summary is intended to be informational only
and is intended to provide a general overview. Reference should be
made to relevant laws and regulations in addressing specific questions. This information should not be considered the rendering of legal
advice or other professional services and Trustees should consult with
their plan professionals regarding the implications of the matters contemplated herein.

Economy & Investing

Allianz Global Investors White Paper Series

Grabbing the Bull by the Horns
A framework for allocating capital between emerging-market, emergingmarket consumer and emerging-market small-cap strategies

Author:
AllianzGI Systematic
Investment Team

Executive Summary

Is the MSCI EM Index still the preeminent approach for capturing the economic growth of emerging-market
countries? We have observed a dramatic paradigm shift since the global financial crisis, and as a result, we maintain
that the longstanding MSCI EM Index is no longer the best proxy for taking advantage of this transformation. Emergingmarket economies are increasingly driven by local consumption rather than developed-market demand for hard-asset
and export-oriented stocks. We believe that this secular change merits separate allocations to consumer-related
and small-cap strategies, which are much better positioned to capture current and future growth within emergingmarket economies.

Key Takeaways
◽

Secular emerging markets transformation merits separate allocations to consumer-related and emergingmarket small-cap strategies, which are better positioned to capture current and future growth within
emerging-market economies.

◽

Benchmark-aware investors with a limited tracking error budget should consider a standard emerging-market
exposure of 30% to 57.5%, with 37.5% to 50% in a consumer-oriented strategy, and 5% to 20% in an emergingmarket small-cap strategy.

◽

Benchmark-agnostic investors should consider an exclusive allocation of 80% to 95% for an emerging-market
consumer strategy, and 5% to 20% for an emerging-market small cap strategy. This allows investors to
potentially preserve a significant level of capital in down markets, while possibly providing similar or better
returns over time in up markets, relative to the MSCI EM Index.

Introduction

At the beginning of this century, global emerging
markets (GEM) came into vogue as a new investable
asset class. Attracted by near double-digit gross
domestic product (GDP) growth, investors allocated
billions of dollars to GEM strategies and were rewarded
with double-digit annualized returns.
However, over the last five years, GEM investors have
been frustrated as the MSCI EM Index has under-

performed the developed-market index—represented
by the MSCI World Index—by 56%.1 To add to their
agony, the GDP growth of GEM economies over the
same time period was 4.5%, significantly higher than
the anemic 0.9%2 GDP growth in developed-market
economies. To understand this underperformance,
we need to review the changes at work in emerging
economies and the underlying problems of the
MSCI EM Index.
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The global financial crisis (GFC) of 2007-2008 forced a secular change
in the growth dynamics for both developed markets and GEM. PreGFC, growth for GEM was largely driven by two factors:
◽

manufacturing exports to developed markets, primarily the US and
Europe; and

◽

domestically focused fixed-asset investment programs—dubbed
“hard assets”—for infrastructure development in countries like
China and Brazil.

This model lost its steam during the GFC, when consumers in
developed countries started deleveraging and China stopped
aggressive building. In a previous white paper,3 we argued that the
investment-driven growth model in GEM is permanently impaired, and
that a rebalancing is underway toward a more consumption-driven
growth model for a multitude of reasons. In contrast, the double-digit
real wage growth experienced in GEM over the last 10 years has left
the local consumer with higher disposable income and an increased
appetite for consumer goods.
This pattern of consumption growth parallels that of the Japanese
consumer from 1960-1990, and that of the US consumer from
1980-2007. However, the magnitude of consumption spending from
the emerging-market consumer is expected to dwarf that seen in
either of these two prior consumption cycles. The emerging-market
consumption cycle is expected to be $10 trillion by 2020, compared to
$7 trillion for the US in 2007.4
Exhibit 1 compares returns of the three groups of companies
associated with the three pillars of an economy: hard-asset, exportoriented and consumer-related. Before the GFC, companies with
a business model aligned with hard-asset investment—primarily
commodity, energy and real-estate companies—demonstrated the
highest returns, followed by export-oriented companies; domestic
consumer-related stocks were the relative laggards. The story turned
180 degrees during and after the GFC, as consumer-led companies
outperformed the other two groups.

Exhibit 1: Comparing Returns of the Three Pillars
Consumer-related companies have outperformed hard-asset and
export-oriented companies during and after the GFC.
800

Cumulative Performance %

Market decoupling and growth of the emergingmarket consumer

◽ Hard-Asset

◽ Export-Oriented

◽ Consumer-Related
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Sources: MSCI, Allianz Global Investors.

However, it is important to note that market-capitalization-weighted
indices are designed to be representative of an economy’s recent past
achievements. Companies aligned with the most successful parts of
the economy demonstrate higher earnings growth; these companies
are rewarded by investors with share price appreciation and, in turn,
eventually become larger components of an index.
The overall lack of any forward-looking perspective from these indices
becomes apparent when an economy goes through a disruptive
change, as seen with GEM countries during and after the GFC. As a
result, the MSCI EM Index is no longer the best proxy for capturing the
economic growth and equity value creation in GEM. As highlighted in
Exhibit 2, for every $1 deployed in the MSCI EM Index, 64 cents will fail
to capture the current and future growth in GEM—a less than optimal
emerging-market allocation.
We propose that an emerging-market consumer strategy can address
the structural disconnect between GEM economies and the MSCI EM
Index. As such, investors may want to consider allocating a portion
of capital away from traditional index-oriented emerging-market
strategies, and toward dedicated consumer strategies that stand to
benefit from current and future consumption trends.
Our suggestion is to include stocks in segments with direct consumerrelated demand, such as consumer discretionary, consumer staples,
health care, wireless telecommunications, automobiles, media,
airlines, etc. We also advocate the inclusion of select globally branded
securities in developed markets, which increasingly capture demand
from the local emerging-market consumer. Finally, we recommend
the avoidance of energy, utilities and materials stocks, which largely
cater to demand from developed markets. The resulting portfolio may
then be more directly aligned to the significant consumption growth of
emerging-market economies.
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Exhibit 2: MSCI EM Index Industry Weights
For every $1 deployed in the MSCI EM Index, 64 cents will fail to capture
the current and future growth in GEM, a less than optimal emergingmarket allocation.
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Exhibit 3: Premium of EM Small-Cap Universe
Pre-GFC, emerging-market small-cap stocks did not have higher risk
premiums compared to their large-cap counterparts, but that trend
has changed.

Source: MSCI. As of December 31, 2014.

Increasing appetite for emerging-market small cap

Before the GFC, investors essentially ignored a separate allocation to
emerging-market small-cap stocks. Academic research shows that
developed-market small-cap equity indices typically offer outsized
earnings growth and a higher risk premium than their large-cap
counterparts. As a result, institutional portfolios typically maintain a
dedicated small-cap allocation in the US, EAFE and world markets.
However, this observation was not true with emerging-market smallcap stocks, which historically had not demonstrated higher earnings
growth to warrant a multiple premium. Exhibit 3 shows the forecast
P/E ratio of emerging-market small-cap stocks was in line with, or even
traded at a discount to, their large-cap counterparts.
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Sources: FactSet, MSCI. As of December 31, 2014.

With more than 4,000 securities, the emerging-market small-cap
universe has a level of information flow and analyst coverage that
varies, from essentially non-existent, to the level often associated with
larger-cap stocks. The unmatched inefficiencies in emerging-market
small-cap equities have led to higher outperformance potential
for active management, resulting in a benchmark that consistently
ranked in the 4th quartile, and the median manager outperforming
the benchmark by over 5.4% on an annualized five-year basis.5 The
combined asset-class inefficiencies, alongside higher institutional and
retail asset flows, have also translated into an increased risk premium
for the emerging-market small-cap asset class, as shown in Exhibit 3.

Since 2012, however, investors have witnessed superior earnings
growth from emerging-market small-cap stocks; as a result,
emerging small-cap stocks have started showing higher multiples
along with improved liquidity. Furthermore, an emerging-market
small-cap allocation also tends to better encapsulate demand at the
local level—providing a backdoor way for investors to capture the
decoupling between developed markets and GEM as market-demand
patterns diverge.
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We believe that the undeniable economic transformation in emerging
markets warrants a separate allocation to a consumer-related
strategy, and that vast inefficiencies and high alpha potential merit an
allocation to an emerging-market small-cap strategy. The question is,
how should investors thoughtfully allocate between these strategies?
The goal of this paper is to develop a simple set of criteria that will
help an investor allocate capital between a standard emerging
market (EM), emerging-market consumer (EMC) and emergingmarket small-cap (EMS) strategies. Since asset-allocation targets
will vary among investors based on their risk-tolerance levels and
liquidity requirements, we are not so bold as to project a single
allocation and declare it optimal.
Instead, we consider three key criteria—return expectations,
liquidity and volatility—and use them as guiding principles to
help design an asset-allocation framework that is specifically built
for investors who are seeking ranges of prudent and risk-efficient
emerging-market allocations.
Return expectations
As highlighted earlier in this paper, we believe that the substantial
changes in the post-GFC macroeconomic environment make it
unwise to use past returns to extrapolate future returns.
Instead, we have developed a holistic approach to forecast the
returns of the three applicable asset classes: EM, EMC and EMS. To
minimize any modelling error, as shown in Exhibit 4, we limited
our forecast to simple price return and dividend return, and used
them to predict the total return of the three asset classes over the
next five years. In addition, since emerging-market strategies have
less institutional presence and the inefficiency in this market is
significantly higher than in developed markets, our view is that no
emerging-market return forecast is complete without considering
an embedded alpha forecast.

Annualized Return Prediction (%)

Exhibit 4: Return Expectations (12/31/2014)
We have developed a holistic approach to forecast the returns of EM,
EMC and EMS, post-GFC macro changes.
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Liquidity
We define liquidity as the dollar volume of shares that are available
to trade, without causing a distortion of prices or leaving a lasting
market impact. We suggest liquidity is a greater concern when
the investor desires to withdraw the capital, often during times of
heightened market volatility. Liquidity will be low in times of high
volatility, and liquidity will be high in times of low volatility.
Exhibit 5 shows the relationship between an EMS allocation and
the overall mandate size, which demonstrates a linear decline in the
percentage of the emerging-market allocation to EMS once a plan
crosses over the $1.2 billion threshold. While smaller plan sizes are
not constrained by liquidity, we suggest the volatility and small-cap
bias allow for a maximum allocation of 20% in EMS. For large plans
with more than $5 billion in assets, we suggest that no more than 5%
of the emerging-market allocation should be invested in EMS.
Exhibit 5: Potential Emerging-Market Small Cap
Allocation Ranges
The ability to invest in emerging-market small-cap strategies is
limited due to lower levels of liquidity.
25%
Percentage Allocation to EMS

Allocation considerations for EM, EMC and EMS

20%
15%
10%
5%
0%

500 1,000 1,500 2,000 2,500 3,000 3,500 4,000 4,500 5,000
Plan Size ($M)

Sources: Allianz Global Investors, MSCI.

Volatility
We recognize that forecasting volatility with any degree of precision
is beyond challenging. As a result, our risk predictions are limited
to using historical volatility. For this white paper, we used rolling
24-month volatility to assess the risk of each of the three strategies.
The risk for EM and EMS has been similar over time—although
impacted by paradigm changes during the measurement period—
whereas the EMC strategy typically offers lower volatility, especially
in the post-GFC environment. This is the result of greater demand
consistency and better earnings visibility for consumer companies,
which is reflected in the volatility of stock prices.
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Conclusion

We believe that the environment for emerging markets has
permanently changed. No longer is this asset class primarily dependent
on demand from developed markets. Instead, the rapid growth
potential of the emerging-market consumer and budding emergingmarket small-cap opportunity set has drastically altered the game.
Investors can wait for the benchmarks to gradually evolve—and for the
weights for emerging-market consumer and emerging-market smallcap equities to increase over time—or they can proactively adjust
their equity allocations to get ahead of the important changes
occurring within the asset class. We suggest now is the time to grab
the bull by the horns and thoughtfully allocate capital between
emerging-market, emerging-market consumer and emerging-market
small-cap strategies.

Our recommended ranges for EM, EMC and EMS are largely dependent
on the investor’s willingness and ability to differentiate from the
benchmark. At one extreme, benchmark-aware investors will likely
have mandate guidelines that favor a small deviation from the MSCI
EM Index. These investors should consider using a mix of EM and EMC
stocks—with likely a smaller portion in EMS—to balance their return,
tracking-error and volatility objectives. As shown in Exhibit 8, for
benchmark-agnostic investors who seek to maximize returns and can
likely endure large deviations from the MSCI EM Index, we recommend
focusing solely on EMC and EMS. The resulting emerging-market
equity exposure will be a forward-looking portfolio better aligned
with the economic engine in emerging markets—with potentially
lower volatility, better down-market protection and similar or better
performance in up markets.
Exhibit 8: Recommended EM, EMC and EMS Allocation Ranges

Lower-Tracking-Error Investor (Benchmark-Aware)
Higher-Tracking-Error Investor (Benchmark-Agnostic)

EM

EMC

EMS

30% to 57.5%

37.5% to 50%

5% to 20%

0%

80 to 95%

5% to 20%

Source: Allianz Global Investors.
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Dollar Volume

Exhibit 9: Liquidity
EMC has higher liquidity, given the inclusion of globally branded
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Liquidity analysis
A conservative trading strategy ensures that the total volume of shares
traded should not exceed more than half of the daily liquidity while
not owning more than three days of the overall market liquidity. We
combine these daily liquidity and overall market liquidity constraints
using median volume. While asset-allocation decisions should typically
be independent of the size of the overall mandate, the low liquidity of
EMS constrains the allocation regardless of the market environment
and plan size as shown in Exhibit 9.8 It is also important to note
the higher relative liquidity in EMC, which is due to the inclusion of
preeminent, globally branded developed-market companies in the
investment universe.
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security; nor shall anything in this presentation be con-
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investing for more than two decades and
currently has more than 225 employees
operating in offices throughout the U.S.,
London, Hong Kong, Rio de Janeiro, Tel Aviv
and Tokyo.
With over $224 billion in total assets under
management and supervision1, Hamilton Lane
offers a full range of investment products and
services that enable clients to participate in the
private markets asset class on a global and
customized basis. The firm has been named
an Inc. 5000 Fastest-Growing Company and a
three-time winner of Pensions & Investments’
“Best Places to Work in Money Management.”
1

It could be said that here in Europe, we continue to "live in
interesting times." The last year has seen a number of
notable developments across the European political,
economic and investment landscape. Thus, it seemed the
right time to reflect upon these developments, as well as
share our perspective on what they mean for the asset class.
The European geo-political landscape remains in a state of flux.
Governments, on both a national and individual level, continue to
struggle with managing their balance sheets in the shadow of the
significant amount of leverage in the system. From a political
perspective, we appear to be seeing a bifurcation across many of
Europe’s member states with certain governments drifting left
(Greece) or right (UK), somewhat dependent on the relative health
of the individual country. Despite meaningful policy actions
dedicated to addressing some of these country-specific challenges,
the Eurozone remains in transition, and political balance is as
problematic as ever. With that said, some significant steps have
been taken, notably in Spain and more recently in Italy, to combat
these challenges. There remains a long way to go in both cases,
but the direction of travel is positive.

As of March 31, 2015

For more information please visit:
www.hamiltonlane.com

Eurozone Challenges
Arguably the three biggest geopolitical issues currently facing the
Eurozone are: 1) What will happen to Greece, 2) Whether the new
UK government will pull the country from the EU, and 3) The
specter of an increasingly belligerent Russia.
The first issue is very urgent and very real, with additional
significant developments likely. As of the time of this writing, the
Greek government had just reached a deal with creditors to allow
it to repay the “Troika” of the IMF, EU and European Central Bank.
While this deal may work to calm the markets for a time, it still has
to be implemented and that in itself poses a number of challenges.
Moving on, the election results in the UK came as a surprise to
many and leave the region with one very interesting outcome; that
the UK government will now hold a referendum (probably in 2016
or 2017) on whether or not it will remain in the EU. The run up to
such a referendum is likely to see a number of very public fights
between the UK government and the EU, as the UK seeks to
negotiate a "fairer" deal. A vote to leave would certainly be
damaging for the UK and most probably the wider Eurozone.

Hamilton Lane Research | July 2015

Finally, the specter of Russia continues to loom on the eastern
horizon. It is not clear what to expect next from the Russian
government; however, the impact of low oil prices not only puts
Russia’s economy under pressure, but also puts a strain on those
European nations with which it is a major trading partner. Finland
in particular has suffered greatly in this regard.

www.hamiltonlane.com
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Shifting Economics
Switching gears, let’s take a look at the
economy of the broader Eurozone, where
clearly the most notable action of recent
months has been the introduction of QE by
the European Central Bank. At last,
significant action has been taken; and yet
the outcome remains unknown. For now,
the impact appears to be positive, as the
weakened Euro has helped the export
economies of the EU. The collateral impact
has also seen bond yields turn negative for
several EU member states’ sovereign paper
– an unprecedented outcome. Yields have
recently begun to rise, as markets price in
further risks around the current situation in
Greece. The other macro factor that has
undoubtedly helped has been the dramatic
fall in oil prices. While this has a negative
impact on the UK and Norway (the major
oil-producing nations), the overall effect is
positive across the region as input costs
decrease. In fact, across most of the EU,
inflation remains close to zero despite the
QE introduction. The impact of the falling oil
price is an indication of the underlying
health of these economies.
Country-by-country the picture is familiar,
with Northern Europe generally
outperforming the South. The UK and
Germany are economically the strongest,
although the German economy has recently
slowed, likely as a result of the impact of
the slowdown in Russia. The Nordics are
also generally performing satisfactorily, but
there are major differences between Finland
(severely impacted by Russia), Norway
(slowing due to oil exposure), Sweden
(generally performing well) and Denmark
(recovering from a boom/bust housing
market). With regard to Belgium and
Holland, the latter appears to be improving
while Belgium is lagging. France continues
to struggle with low growth, not helped by a
general lack of structural reform. Spain, on
the other hand, does appear to have hit
bottom and has since started to recover.
Unemployment, while still above 20%, has

Hamilton Lane Research | July 2015
www.hamiltonlane.com

16

Summer 2015 • Pension Scope • www.mapers.org

started to fall and the national reforms do
appear to be having a positive effect. Italy is
still some way behind Spain; however, even
in Italy there are signs of positive action
geared toward improving national
competitiveness.
Investment Landscape
In the investment landscape, the cup is both
half-full and half-empty. Dealing first with
Private Equity, LPs have benefited from
significant flows back from GPs. Prevailing
conditions for selling have been strong, with
not only meaningful PE capital available, but
also trade buyers with significant cash ready
to deploy, and increased interest levels from
Asian buyers. In addition to the favorable
market for full exits, the state of the credit
markets (very liquid) has also allowed for
significant re-cap activity. Thus, LPs have
benefited from a substantial return of
capital, including from 'crisis' deals where
the GPs are now looking to exit assets held
within portfolios for several years. The
dynamic here has also flowed into the
fundraising environment for new funds.
Clearly there are winners and losers, but
established funds at the upper end of the
market have been able to raise significant
capital quite quickly.
The more pessimistic assessment of the
investment landscape relates to the new
deal market. European deal volume remains
well below its peak, and the pricing
environment remains aggressive, with prices
at or close to all-time highs. In this
environment, GPs generally have to work
harder to deploy capital at underwriting
consistent with what they have promised
investors. The credit environment, which
has become an increasingly relevant part of
the market, is similar; now is a great time to
be a seller, but a difficult time to be a buyer.

investments, presents a challenge to
returns. Across the rest of the asset class
there has certainly been a resurgence in
venture investing. Investor interest in this
arena is certainly rising, albeit from a small
base, as a result of some high-profile
While banks continue to sell credit assets,
success stories. Likewise, interest in real
they are doing so in an orderly fashion and
estate continues to rise from a modest base,
the lack of distress here, combined with the
aided by the continual “search for yield” in a
amount of capital looking to make credit
zero interest rate environment.
investments, presents a challenge to
returns. Across the rest of the asset class
So, what does this all mean? Broadly, the
there has certainly been a resurgence in
nature of Europe’s challenges remain
venture investing. Investor interest in this
unchanged, and the macro backdrop is still
arena is certainly rising, albeit from a small
quite difficult. While certain markets are
base, as a result of some high-profile
showing signs of improvement, it also seems
success stories. Likewise, interest in real
clear that there are some major 'bumps in
estate continues to rise from a modest base,
the road' ahead, some of which could have
aided by the continual “search for yield” in a
real consequences. As for the investment
zero interest rate environment.
landscape, LPs should expect to see
continued inflows of capital from prior
So, what does this all mean? Broadly, the
investments (absent some macro shock),
nature of Europe’s challenges remain
but it will pay to be cautious when reunchanged, and the macro backdrop is still
deploying capital into a market where
quite difficult. While certain markets are
pricing is so extreme. Not every GP has the
showing signs of improvement, it also seems
tools and capability to navigate these
clear that there are some major 'bumps in
conditions. There is a strong need for
the road' ahead, some of which could have
experience and deep capability to win the
real consequences. As for the investment
right deals, and to manage the complexity
landscape, LPs should expect to see
that to some extent offsets the pricing
continued inflows of capital from prior
environment. GPs that can handle these
investments (absent some macro shock),
particular challenges are where LPs should
but it will pay to be cautious when rebe looking to deploy capital.
deploying capital into a market where
pricing is so extreme. Not every GP has the
tools and capability to navigate these
conditions. There is a strong need for
experience and deep capability to win the
right deals, and to manage the complexity
that to some extent offsets the pricing
environment. GPs that can handle these
particular challenges are where LPs should
be looking to deploy capital.
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Passive is not a panacea
Passive has been popular, but is it time to consider a more active approach?
In recent years, the investment environment has been supportive for indexers thanks to low volatility,
an uptrending market, and less differentiation between winners and losers. But what happens when
volatility returns? Investors should remember that passive investing simply provides market returns
less expenses. A passive approach may not be so popular during a market pullback.
PASSIVE DOESN’T ALWAYS WIN
Percent of active managers outperforming Russell category indexes
January 1999–December 2014

History has shown that
the performance of active
versus passive management is highly cyclical,
even in the least efficient
segments of the market.
This underscores the
importance of choosing
the right manager.

Percent of active managers outperforming
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The chart shows the number of active managers within the Morningstar Small Value and Small Growth categories
outperforming the Russell 2000® Value1 and Russell 2000® Growth2 indexes over rolling 5-years periods. Above
50% indicates the majority of active managers have outperformed and below 50% indicates the majority of
active managers have underperformed. There are 452 funds in the Morningstar small cap value category and
760 funds in Morningstar small cap growth category, January 1999–December 2014.
Sources: Morningstar, Russell, 12/31/2014.

Indexes are unmanaged and not available for direct investment and do not represent the performance
of a single fund or any of the RS Investments Funds.
Performance quoted represents past performance and does not guarantee future results.

Six years into a bull market, is active management now poised for a comeback? Decreasing correlations
within sectors should enable active managers to differentiate themselves. Moreover, active managers’
risk protocols may be able to mitigate downside risk in the event of any market correction. By contrast,
passive approaches can expose investors to the entirety of any market declines.
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Not all active management is created equal
Now may be an opportune time for a strategic allocation to active management, but investors
must still choose wisely.
ARE YOU PAYING FOR ACTIVE BUT GETTING PASSIVE?
Net alpha (i.e., excess returns relative to the benchmark) by type
of active management
3
Gross returns
Net returns

Net alpha (%)

2

1

0

–1

Stock pickers
(Top quintile active share)

All

Closet indexers
(Bottom quintile active share)

Source: “Active Share and Mutual Fund Performance,” Antti Petajisto, Financial Analysts Journal,
2013 Fund Performance, January 1990–December 2009.
Notes: This table shows the annualized equal-weighted performance of U.S. all-equity mutual funds
for three types of active management. Gross returns are returns on a fund’s stock holdings and
do not include any fees or transaction costs. Net returns are returns to a fund investor after fees
and transaction costs. The numbers are expressed in percentage per year. Index funds, sector
funds, and funds with less than $10 million in assets are excluded.

Performance quoted represents past performance and does not guarantee
future results.

Over the past several
decades, an increasing
number of active managers have become
closet indexers. These
managers prefer to mimic
their benchmarks rather
than act with conviction
and make significant
active bets. Therefore,
investors who allocate to
active management may
wish to consider funds
with higher active share*
(i.e., stock pickers), which
may have the potential to
deliver strong results.
* Active share measures the percentage of stock
holdings in a manager’s portfolio that differ from
the benchmark index. An active share score of 0%
indicates the fund exactly matches the companies
and corresponding weightings of its benchmark,
while a score of 100% means that the fund has no
overlap at all with its benchmark. An active share
score of 80% or above is generally considered to
have little correlation with its benchmark.

RS Funds are sold by prospectus only. You should carefully consider the investment objectives, risks, charges, and expenses
of the RS Funds before making an investment decision. The
prospectus contains this and other important information.
Please read it carefully before investing or sending money.
A prospectus can be obtained by calling 800.766.3863 or by
visiting www.rsinvestments.com.

2 The Russell 2000® Growth Index is an unmanaged market-capitalization-weighted index that measures the performance of those
companies in the Russell 2000® Index with higher price-to-book
ratios and higher forecasted growth values. (The Russell 2000®
Index measures the performance of the 2,000 smallest companies
in the Russell 3000® Index, which consists of the 3,000 largest
U.S. companies based on total market capitalization.)

1 The Russell 2000® Value Index is an unmanaged market-capitalization-weighted index that measures the performance of those
companies in the Russell 2000® Index with lower price-to-book
ratios and lower forecasted growth values. (The Russell 2000® Index measures the performance of the 2,000 smallest companies
in the Russell 3000® Index, which consists of the 3,000 largest
U.S. companies based on total market capitalization.)

RS Funds are distributed by RS Funds Distributor LLC, member:
FINRA, SIPC.
NOT A DEPOSIT • NOT FDIC OR NCUA INSURED • MAY LOSE
VALUE • NO BANK OR CREDIT UNION GUARANTEE
©2015 RS Investment Management Co. LLC
R15-1417 IB15Q1_PassiveActive
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Choosing the Right Model for Your Objectives:
Discretionary Management vs. Non-Discretionary Consulting
July 2015
MAPERS Article Submission

Executive Summary
Today’s volatile markets and complex investment strategies are causing plan sponsors and other institutional
investors to re-evaluate the ways in which they receive investment advice. Many of these investors are looking
for more than an investment advisor—they want a strategic partner to help navigate the uncertainties of the
economy and the financial markets and be held accountable for the portfolio’s performance. The institutional
advisor role has evolved from being a source of new investment ideas to becoming an extension of
institutional clients’ staff, sharing responsibility for both performance and implementation. In addition, as the
universe of investment opportunities continues to expand, institutional investors need a greater level of
experience to develop forward-looking, long-term investment strategies that are designed to weather full
market cycles, as well as shorter-term tactical strategies that can take advantage of certain market cycles or
anomalies. Because these investors have varying degrees of time, expertise, and technology for implementing
their investment decisions, a spectrum of investment advisor models has evolved. One of the most important
choices an investor faces is deciding between discretionary investment services (also known as outsourced
CIO services) and non-discretionary investment services. It is important to recognize the differences between
using a discretionary advisor versus a non-discretionary consultant, and to know how this choice can affect
your portfolio, investment process, and resource needs.
Introduction
Discretionary management is simply defined as delegating daily investment decisions for a portfolio to an
investment advisor. The advisor operates within a client’s investment guidelines and adheres to federal and
state laws and regulations, but the client allows the advisor to initiate trades without prior consent or approval
from the client. This model is often ideal for investors that do not have the time or resources to be fully
immersed in the markets, or the capabilities to sufficiently research and monitor investment opportunities.
In a non-discretionary model (also known as investment consulting), the client plays a more involved role in
the execution of investment strategies. For the non-discretionary model, execution of portfolio transactions is
dependent on the client’s final approval regarding a trade or portfolio recommendation. In addition, the client
may place trade orders directly. Typically, this model is best suited for investors that have an astute, active
interest in the markets and for that reason prefer to maintain the final say.
Investment advisors have a level of fiduciary responsibility in both arrangements, but in a non-discretionary
arrangement, the client retains some of this responsibility; thus, it is important that those distinctions are
clearly spelled out to define the client-advisor relationship. Regardless of the style of investment advice,
clients should receive assistance in developing strategic guidelines and investment policies relating to their
assets, so they and their advisor have a common vision.
To illustrate, one way to think of discretionary versus non-discretionary advice is to imagine building and
driving a car. For each model, both the investment advisor and the investor build the car. Based on the
investor’s needs, the design is customized in terms of the engine, transmission, and controls, resulting in a
vehicle that moves the investor toward a destination. What differentiates discretionary from non-discretionary
services is who ultimately drives. Compare the investment advisor to a seasoned, professional driver who is
familiar with each street, alley, and dead end. Regardless of whether the advisor drives or not, the advisor is
giving advice about direction and speed. On one hand, an experienced investor may feel most comfortable
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when in control of the car—making the overall journey more satisfying. On the other hand, as will be
discussed in greater detail below, having the advisor take the wheel may be advantageous when it comes to
sharp turns, finding detours, and noticing small windows of opportunity to switch lanes.
Choosing an Approach
While both discretionary and non-discretionary models support institutional investors by providing a global
view of the economy and identifying ways to add value to a portfolio, there may be advantages to allowing an
investment advisor to have discretion over a portfolio. Investors that have limited time and resources to
effectively implement an investment program can miss opportunities to take advantage of market anomalies
that could result in enhanced returns for their portfolio. Additionally, they may not be able to react quickly to
fast-moving markets and miss opportunities to reduce risk. Intelligent strategy and efficient implementation
are both important to achieving investment goals.
In order to stay abreast of portfolio opportunities, timely investment decision-making and transaction
execution is critical, especially for long-term investors. Often, all but the largest institutional investors do not
have an in-house investment team to research every potential investment opportunity. In addition, many
governing bodies (e.g., pension boards) find it difficult to act and react to rapidly changing investment
markets in a timely manner, since information must be distributed, a quorum constituted, and a decision
made in the context of day-to-day market movements. Quarterly or monthly meetings do not provide the
flexibility and nimbleness for monitoring investments that daily oversight provides. Tactically rebalancing
asset allocations on an as-needed basis (rather than a quarterly or monthly basis) better captures limited-time
opportunities, which if overlooked could leave a portfolio at a disadvantage. Exhibit 1 provides an example of
a volatile market environment where timely trading decisions helped add value for the investor. The timetested investment thesis of continually rebalancing a portfolio to keep it on course simply cannot be
implemented as effectively when tied to a calendar.
Exhibit 1: Securities Prices and Spreads Do Not Follow a Neat Time-Oriented Path

For illustrative purposes to reflect the difference in approach as it pertains to decision-making and the implementation of
investment decisions.
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Discretionary advisors can also help manage risk within a portfolio. Many investors elect a discretionary
model in order to find the best relative value—investments whose returns best compensate for the inherent
risks of the investment. But risks and values are not static; in fact, in today’s markets they may change
suddenly and significantly. A successful discretionary advisor continually monitors the relative value between
all permitted investment sectors or asset classes, and can emphasize and implement different investment
choices at different times depending on the market environment. In addition, discretionary advisors can
choose among various securities or, when using a manager-of-managers approach, can decide to hire or
terminate underlying investment managers within a portfolio as appropriate. This form of active management
can be very effective at offsetting risk during volatile markets while still adding incremental return.
Discretionary advisors have greater flexibility to use their professional expertise when acting on these
opportunities.
A side-by-side comparison of the main differences between using a discretionary advisor and using a nondiscretionary consultant can be found below.
Discretionary Advisor
Real-time order execution
Risk managed at the portfolio level
Expert portfolio management
Full implementation of strategies
Clear fiduciary responsibility for investments

Non-Discretionary Consultant
Execution upon formal client approval
Risk analyzed at the strategic level
Expert portfolio advice
Development and review of strategies
Shared fiduciary responsibility for investments

Clients who choose discretionary management should expect a high level of reporting so that they are
continually aware of the status of their assets, informed regarding investment compliance with policies, and
updated regularly on how they are performing. They should also choose a third-party custodian to safeguard
their assets and expect their advisor to be fully transparent when it comes to implementation.
Conclusion
Each client has distinctive expectations for what it wants from the advisor relationship. The most efficient
structure is one in which every decision is made by the people who are in the best position to do so. Where
investors have the resources to participate in the markets actively and to identify and respond to market
volatility and opportunities, a discretionary advisor may be a good navigator. By using a discretionary advisor,
investors with limited time or resources can devote their attention to their other primary responsibilities while
still monitoring the portfolio through regular contact with their advisor. Regardless of who is driving, a
successful investment advisor or consultant will help guide investors to find a well-lit path towards their
investment goals and objectives.
1,341 words
This material is based on information obtained from sources generally believed to be reliable and available to the public, however
PFM Asset Management LLC (PFMAM) cannot guarantee its accuracy, completeness or suitability. This material is for
general information purposes only and is not intended to provide specific advice or a specific recommendation. All statements as to
what will or may happen under certain circumstances are based on assumptions, some but not all of which are noted herein.
Assumptions may or may not be proven correct as actual events occur, and results may depend on events outside of your or our
control. Changes in assumptions may have a material effect on results. Past performance does not necessarily reflect and is not a
guaranty of future results. The information contained herein is not an offer to purchase or sell any securities.
PFMAM is registered with the Securities and Exchange Commission under the Investment Advisers Act of 1940. PFMAM’s
clients are state and local governments, non-profit corporations, pension funds, and similar institutional investors. www.pfm.com
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Future Event Sites
2015 Fall Conference
September 26-29
Grand Traverse Resort & Spa
Acme, MI

2019 Spring Conference
May 18-21
Shanty Creek Resort
Bellaire, MI

2016 Spring Conference
May 21 - 24
Soaring Eagle Resort
Mt. Pleasant, MI

2019 Fall Conference
September 21-24
Radisson Hotel
Kalamazoo, MI

2016 Fall Conference
September 17-20
Grand Hotel
Mackinac Island, MI
2017 Spring Conference
May 20 - 23
Grand Traverse Resort & Spa
Acme, MI
2017 Fall Conference
September 16 - 19
Shanty Creek Resort
Bellaire, MI
2018 Spring Conference
May 19-22
Soaring Eagle Resort
Mt. Pleasant, MI

Bellaire

2018 Fall Conference
September 22-25
Amway Grand Plaza Hotel
Grand Rapids, MI
Kalamazoo

Information/articles in this publication should not be construed as investment or legal advice and are not recommendations to adopt any particular investment or legal strategy. This material has been prepared on the basis of
publicly available information, internally developed data, and other third-party sources. However, no assurances
are provided regarding the reliability of public and third-party sourced data. Articles printed in our annual newsletters are selected from submissions received from corporate members. The deadline for submissions is June 1st for the
Summer newsletter and November 1st for the Winter newsletter. Articles should be sent electronically (Word format
preferred) to info@mapers.org. Publication and editing are at the discretion of the MAPERS Executive Board. Articles
published in PensionScope are not necessarily endorsed by MAPERS. The thoughts and opinions expressed are those of
the authors and not those of MAPERS. For information about advertising in PensionScope and other MAPERS publications please contact the MAPERS office at 800-475-4200, or visit our website, www.mapers.org.
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