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Putting Your Mission First:
Why non-profits are choosing discretionary

advisory services

How your investment advisor delivers services
can bear a significant impact on both your
organization and the long-term results
you experience. Increasingly, non-profit
organizations are moving to a discretionary
approach to portfolio management. In this
paper, we'll examine how a discretionary model
can benefit an organization, and who should
consider it.

Traditional versus
discretionary services

In a traditional advisory relationship, the
investment advisor advises the committee
but the power to make investment decisions
rests with the committee. The advisor provides
the information and research needed for the
committee to make informed decisions, but in
many cases, the committee is responsible for
examining the research and making investment
manager selections, manager changes, asset
allocation decisions, and rebalancing choices.
Some investment advisors provide additional

Discretionary portfolio management is sometimes referred
to as “outsourced chief investment officer” or “OCIO”
services. Depending on how discretionary and OCIO are
defined, there can be a great deal of similarity between
the two structures, often referring to more or less the
same thing. However, definitions vary and we have seen a
spectrum of services referred to as OCIO and discretionary.
On the following page, please find a detailed graphic
description of what we consider to be a discretionary
service model. We will refer to this as “discretionary”
throughout this paper, with the understanding that it also
refers to similarly defined OCIO services.

WHAT IS A DISCRETIONARY PORTFOLIO
MANAGEMENT MODEL?

A traditional consulting approach focuses on making
recommendations to support the committee in making
investment and portfolio management decisions. In a
discretionary or outsourced chief investment officer
investment product
selection, tactical tilts, and rebalancing within the
boundaries of the investment policy are delegated to

(OCIO) model, decisions on

the investment advisor.

fiduciary and investment education to assist
the committee in fulfilling its fiduciary duties
as it pertains to portfolio management. A few
advisors share fiduciary responsibility for the
portfolio.

A discretionary relationship shifts the portfolio
management onus onto the investment advisor.
The advisor and committee identify portfolio
management parameters that are set forth in
an investment policy. Remaining within those
parameters, then, the advisor is able to make
any and all portfolio management decisions with
discretion. Of course, the advisor continues to
apprise the committee of any changes and report
on ongoing performance. In a discretionary
arrangement, the investment advisor takes on
full fiduciary responsibility for managing the
portfolio and selecting investment managers.

Why are non-profits considering a switch to
discretionary management? Organizations are
beginning to see significant advantages to a
discretionary model, depending on the their
size and needs, the committee’s makeup, and
the long-term goals of the organization. With
today’s complex markets, coupled with resource
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Figure 1: Traditional versus discretionary services
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and time constraints, a discretionary service that discretionary mandates have doubled in
model can offer solutions to the issues facing volume over the past five years. (Manganaro,
non-profit organizations and their committees. A 20177) In the 2016 Outsourced Chief Investment
discretionary model: Officer Survey from Chief Investment Officer,
41% of organizations currently outsource or plan
to in the next two years, which is a 54% increase
from the previous year’s survey. The topreasons
« Improves the effectiveness and efficiency of for outsourcing cited in the survey were lack of

the investment process internal resources, better risk management, and

additional fiduciary oversight.

¢ Helps the committee focus on governance
rather than managing investments

e Aligns authority for portfolio decisions with
the results

“PEOPLE “THE GROWTH OF THE OUTSOURCING
Gl‘OWth in the MARKET STEMS FROM INCREASINGLY COMPLEX AND
. . VOLATILE CAPITAL MARKETS, REGULATORY CHANGES,
dlSCl‘Cthl‘lal‘y/OClO market RESOURCE CONSTRAINTS, AND DEMAND FOR IMPROVED
GOVERNANCE, CERULLI EXPLAINS. ‘AS A RESULT,
Thediscretionary/OCIO marketis growingrapidly.  |NSTITUTIONS SEEK TIMELIER DECISION-MAKING, DEEPER
Estimates suggest that outsourced assets are MANAGER DUE DILIGENCE, AND GREATER OVERSIGHT OF
in excess of $1.2 trillion, and that is following PORTFOLIO RISKS.””
growth of 26% in a single year. (Pensions &

Investments, 2014) Cerulli Associates reports ~ ~ Manganaro, 2017
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Figure 2: Growth in discretionary

assets (billions)

2007 2013

Source: Chief Investment Officer

2014

In addition to the expanding number of
organizations switching to a discretionary model,
some organizations are choosing to implement
partial discretion, reaping many of the benefits
while still maintaining a level of control with
which they feel comfortable. While 54 percent
of the 2016 Outsourced Chief Investment
Officer survey respondents fully outsource their
complete portfolio, 25 percent of respondents
reported outsourcing between 25% and 99%
of their portfolios, with a small group (22%)
outsourcing less than 25% of their portfolios.
(Chief Investment Officer, 2016)

A discretionary model
allows the committee to
focus on the organization’s
mission

One of the most prominent reasons for choosing
a discretionary approach is that it allows the

committee to focus more on the organization’s
mission, strategic planning, and long-term

2015

“LARGER “GROWTH OVER
THE LAST NINE YEARS IS
NOTABLY IMPRESSIVE:
TOTAL DISCRETIONARY
ASSETS ROCKETED FROM
$90.9 BILLION IN 2007 TO
MORE THAN $883 BILLION IN
2016 WHILE THE NUMBER OF
DISCRETIONARY  CLIENTS
SOARED FROM 479 TO
11,018, RESPECTIVELY."

~ Chief Investment Officer, 2017

2016

objectives. Managing an investment portfolio
requires time, resources, and expertise. Most
committees suffer from limited available
time, and many committees are comprised of
volunteers, some of whom may not have specific
investment expertise. Committee members often
change. A discretionary relationship relieves
the committee of the burden of day-to-day
portfolio management so they can focus more
on oversight and governance.

“NEARLY TWO-THIRDS (63%) OF CERULLI SURVEY
RESPONDENTS REPORT THEIR CLIENTS' DESIRE TO
TRANSFER MORE RESPONSIBILITIES TO ANOTHER
ENTITY... AN INCREASING NUMBER OF BOARDS FEEL
OVERWHELMED BY THEIR OVERSIGHT RESPONSIBILITIES.

SOME SAY THEY DON'T HAVE TIME TO PROPERLY
ADMINISTER PLANS, THEY LACK THE KNOWLEDGE TO
ADDRESS COMPLEX INVESTMENT ISSUES, THEY ARE
BEING PULLED AWAY FROM THE ORIGINAL MISSION OF
THE INSTITUTION, OR SOME COMBINATION OF THESE
CONCERNS.”

~Moore, 2015
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“IMPROVED GOVERNANCE AND RISK MANAGEMENT ARE
OTHER REASONS INSTITUTIONAL INVESTORS SEEK THE
SERVICES OF OCIO PROVIDERS, AS WELL AS INCREASED
NIMBLENESS — AN OCIO IS TYPICALLY ABLE TO REACT
FASTER THAN A COMMITTEE THAT MIGHT ONLY MEET
AS OFTEN AS ONCE A QUARTER.”

~ Comtois, 2015

Organizations cite “constraints on internal
resources” as a primary reason for switching
to a discretionary or OCIO model. An extremely
common issue for committees, the discretionary
approach offers a solution that seems to be
working, given the growth of this model.

In a discretionary service model, the committee
remains involved in discussing goals, identifying
risk objectives, and setting asset allocation
and investment parameters in the investment
policy. The advisor continues to inform
committee members of changes, and reporting
generally occurs on a quarterly basis, just as
with a traditional advisory model. However, the
committee is not required to weigh in on specific
investment manager selection or changes,
tactical adjustments, or rebalancing. This frees
the committee up to focus on what’s really
important, the mission and strategic objectives
of its organization.
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A case study

Robert Bertram, chair of the Toronto Foundation’s investment committee, tells the story of switching to an OCIO
model of advisory services: “The Toronto Foundation had been using a traditional management model of an
external advisor who supervised the hiring of external managers and the implementation of the asset mix. The
advisor did not have a true fiduciary relationship in those decisions and left the ultimate choice of managers
to the board. This usually led to a relatively protracted process to hire or replace managers or to make any
changes in the asset mix, since the committee met only every three months, and it usually took at least two
or three meetings to work through a decision. It was a process that made it difficult to align the interests of
the managers, the advisor and the fund. The outcome was that we typically underperformed market-related
benchmarks and did not consistently meet the grant objectives of the fund holders.

“The Toronto Foundation wanted to move to a model that made financial decisions in a much more efficient
manner. Now all of the day-to-day investment decisions — including manager selection and asset mix changes
within broad parameters — are left to the OCIO. The committee focus is now on measuring and supervising the
outcome, deciding on broad asset mix parameters and policies, and making sure there is a long-term strategic
plan to meet the liability-related objectives of the foundation. The interests of all participants are better aligned
to achieve the foundation’s goals.

“If you don’t have the scale to hire an internal CIO, then the sooner you can implement an OCIO structure, the
better. OCIO provides a better alignment with - and fewer conflicts with - plan objectives than can be achieved
using the advisory process.”

~ Palermo, 2015

A committee’s ability to complete their due

diligence and discharge their fiduciary duty
management can be often necessitates a slow decision-making

more effective and more pace, which can negatively affect the portfolio

e e . and bears an opportunity cost. The process
efficient — and provide opportintty cost. 1he b
of recommending portfolio adjustments to

better performance a committee, committee deliberation, and a
potential decision to move forward' co'mmonly'ta'lkes a

few to several months, making it very difficult to
The 2016 Outsourced Chief Investment Officer take advantage of market opportunities as they
Survey reveals that additional top reasons happen.In Mercer’s investment decision-making
for outsourcing investment ~management

Discretionary portfolio

include better risk management and faster “A SURVEY OF 600 INSTITUTIONAL INVESTORS BY
implementation/decisions. These issues are NATIXIS REPORTED, “NEARLY HALF OF THE INVESTORS
core reasons for the evolution and success of SURVEYED REPORTED DIFFICULTY IN STAYING ABREAST

the discretionary model. Portfolio management
requires time, attention, and vigilance. A
successful portfolio will benefit from the ability
to move at the speed of the markets, and many
investment committees are just not able to keep
up. ~Chief Investment Officer, 2016

RESPONDENTS.”
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survey, 33 percent of institutional investors said it
takes more than three months for their committee
to make a decision. (Mercer, 2012) Furthermore,
the committee chair and members often rotate
over time as new members join the committee
and existing members leave. Almost half of
committees report an average tenure of one to
less than five years. (Vanguard, 2009) Diverging
opinions and approaches, coupled with different
levels of experience, can further complicate the
process.

Committees can also be plagued with paralysis.
Given difficult decisions and virtually unlimited
available information, it's not unusual for
committees to require extensive time to research,
deliberate, and discuss choices. Behavioral
economics identifies the common heuristic,
“paralysis of choice,” in which individuals or
groups can become overwhelmed with too many
choices and somewhat frozen, unable to act
expeditiously.

Long-term portfolio performance can greatly
benefit from the more nimble discretionary
structure. Discretionary portfolio management
allows the advisor to make and implement
investment decisions in a more timely manner
to address changing market conditions. The
flexibility makes it possible for the advisor not
only to take advantage of market opportunities,
but also to act defensively and better manage
risks.

“IN TODAY'S ECONOMIC

DYNAMIC AND TIMELY WAY THAN IN THE PAST.”

~ Palermo, 2015

There is a natural byproduct of inefficiency in a
traditional advisory model, in which the advisor
must propose a variety of solutions so that the
committee can compare options as part of its
fiduciary process. The process of portfolio
construction and manager selection is greatly
streamlined in a discretionary model, in which
the advisor is able to approach the portfolio
holistically based on the organization’s goals.
Research can be more efficiently focused
on those products that best meet the
organization’s needs and fit into the overall
portfolio.

The end result of greater effectiveness and
improved efficiency can be seen in the long-
term results of the organization’s portfolio. The
potential for better long-term performance
is one of the objectives of moving to a
discretionary approach. Quicker decision-
making, defensive ability, and tactical
capabilities result in enhanced long-term
return potential.
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A discretionary model
means alignment

of interests and
accountability

With a discretionary approach, the advisor bears
full fiduciary responsibility for managing the
investment portfolio. The organization retains
fiduciary liability for overseeing the investment
program and completing due diligence on the
advisor, but is relieved of the burden of fiduciary
liability for day-to-day portfolio management
decisions. In a traditional approach, some
advisors accept fiduciary responsibility, while
others do not explicitly state they are acting as
a fiduciary.

The need for improved fiduciary oversight
is leading many organizations to consider
switching to a discretionary approach. In the
2016 Chief Investment Officer Survey, 38
percent of respondents said that “additional
fiduciary oversight” was critical to their decision
to outsource, and another 41 percent said it was
important.

With investment outsourcing, the primary goal is
the portfolio’s long-term success. The structure
aligns the advisor and client for a successful
partnership, and reduces the potential for
distractions from the long-term goal. A
discretionary approach helps puts the advisor’s
focus fully on building a strategy that fits the
organization’s mission and objectives.

“THE GROWING COMPLEXITY OF ISSUES FACING THE
INVESTMENT COMMITTEES OF INSTITUTIONS AND
THEIR FOUNDATIONS IS LEADING MORE INSTITUTIONS
TO SHIFT SOME OF THE AUTHORITY FOR INVESTMENT
DECISIONS TO OUTSIDE ADVISORS TO HELP COPE WITH
‘FIDUCIARY FATIGUE.”

~ Bahlmann, Campanella, Heck, 2013
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Evaluating discretionary/
OCIO services

As with any services, not all options are alike.
When seeking to move to a discretionary
approach, it's critical to find the right advisor.
Even more so than with traditional investment
advisory services, the fit between the advisor
and the organization can have a tremendous
impact on the long-term success of the program.
Following are some of the considerations
you can use to evaluate whether a particular
partnership will best serve your organization
with discretionary services:

INVESTMENT PHILOSOPHY AND
PROCESS:

Just because the committee won't be involved
in day-to-day investment management doesn’t
mean they are divorced from the process. The
committee will continue to have oversight over
the investment strategy and the advisor. The
advisor's investment philosophy and process
should align with the organization’s mission and
objectives. A few things to look at would be the
advisor's approach to risk management and
portfolio construction, what types of managers
they use and recommend, and how tactical and/
or opportunistic they are.

GOVERNANCE PROCESS:

A discretionary arrangement is a partnership.
Ask prospective advisors how they will work
with you, including how and how often they will
communicate, what reporting you'll receive, and
at what points your committee will be expected
to be involved in the process.

INDEPENDENCE:

Having an independent, unbiased advisor
becomes even more crucial with a discretionary
service model. You want to ensure that your
advisor is free of conflicts of interest. Are their
interests fully aligned with yours?

PERFORMANCE:

Chief Investment Officer, in “The Outsourced
Chief Investment Officer: A remedy for your
endowment’s fiduciary fatigue,” lays out the
issues with evaluating an advisor’s performance:
“You will note that investment returns are not
part of the criteria we set out [to evaluate OCIO
providers], as we identified three problems with
ranking candidates by their past returns. First,
one cannot invest in the investment returns of
the past, but only in the investment process
of the future. Second, if the potential provider
customizes portfolios client by client, then those
portfolios will have had different investment
returns. The candidate’s returns as a whole
then are not relevant; only the returns of their
clients that are most like our institution would
be relevant. And third, since an institution aims
to be a long-term investor, the most relevant
returns would be over a long timeframe, possibly
up to 10 years. Few candidates had a relevant
investing history of that duration as outside
managers for institutions like ours.” (Bahlmann,
Campanella, Heck, 2013) While we certainly
recommend examining the performance records
of potential candidates, we would also remind
committees of the adage, “past performance
is no guarantee of future returns.” Committees
should focus on consistency in the investment
process and philosophy.
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How Arnerich Massena
approaches discretionary/
OCIO services

We believe a discretionary service model offers
an optimal structure for a successful long-term
investment program. But in our own service
model, we are careful not to take a one-size-
fits-all approach to discretionary services. Every
organization is different with unique needs
and goals. We don’t ask clients to fit into our
service model; we tailor our approach to each
client’s needs, working with individual clients to
establish the degree of discretion that will best
serve their organization.

At the beginning of a discretionary mandate,
it's important to spend the necessary time to
conduct strategic planning, design a partnership
program, and outline the governance and
reporting processes. Furthermore, portfolio
construction should be targeted toward the
right risk profile and return expectations for
each client; we build asset allocation parameters
based on our client’s objectives. One of the most
critical functions of a discretionary mandate, we
learn about the organization’s mission, spending
needs, and future plans so that our strategy will
be aligned with theirs.

Arnerich Massena has been an independent firm
since our inception in 1991, and we have always
accepted fiduciary status with respect to our
clients. We believe in being free from conflicts
of interest, in serving our clients’ interest first
and foremost, and in taking responsibility for
our advice. As a provider of discretionary/
OCIO services, we feel that these qualities are
fundamental to being a steward for our clients.

Our depth of proprietary research, expertise
in sourcing and successfully investing across
alternatives and capacity-constrained
opportunities, custom portfolio construction,
and forward-looking approach are well suited to
executing discretionary portfolio management

services. We use a disciplined investment
governance process, which begins at the
Investment Committee and includes a Portfolio
Management Committee and Product Committee
as well as analytical and advisory teams,
addressing fiduciary functions with a thorough
portfolio construction process (see Figure 3 for a
graphic illustration of our investment governance
process). We monitor client portfolios as markets
shift, and are able to make tactical adjustments
to take advantage of opportunities and to act
defensively when appropriate.

We see one of the advantages of discretionary
portfolio management being the ability to add
greater discipline to a portfolio. Behavioral
research shows that it can be very difficult
for investors to eliminate emotion and invest
strategically, and that applies to committees as
well as individuals. Maintaining discipline in the
face of market changes can be challenging; as a
discretionary advisor, we provide that discipline
for our clients. Our long-term, forward-looking
outlook is implemented through a highly
disciplined process that is designed to maximize
long-term performance and minimize risk.

Finally, we think of ourselves as partner to
our clients. Our job is to support our clients’
organizations in the pursuit of achieving their
missions. We believe in our clients, and are
passionate about fostering their long-term goals
and objectives. We are glad take a discretionary
role in order to best support their needs.

Please feel free to contact us if you would
like to learn more about or discuss Arnerich

Massena'’s discretionary services.

ARNERICH
MASSENA



Figure 3: Arnerich Massena’s Investment Governance Proces
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not represent that it is accurate or complete, and it should not be relied on as such. It does not constitute investment advice,
which would need to take into account a client’s particular investment objectives, financial situation, and needs. Opinions
expressed are our current opinions as of the date appearing on this material. Past performance does not guarantee future
results. Investments and strategies discussed herein may not be suitable for all readers, and you should consult with a legal,
tax, or accounting professional before acting upon any information or analysis contained herein. The information, ideas, and
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