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Navigating the Insourcing Trend

Insourcing by institutional asset owners is receiving more and more industry and
media attention. In an increasingly competitive environment for superannuation funds
in particular, the growing focus on cost reduction and strategies for differentiation

mean insourcing has some appeal.

Insourcing has the potential to reduce costs, increase control
by the fund and, through this, seeks to provide a better overall
outcome for fund members or beneficiaries. It sounds like the
obvious next step, particularly for funds with scale. However,
there are a range of considerations that require careful
thought, including whether your fund has, or can develop, the
right team, culture, risk systems and technology to implement,
manage and support such a significant change. Much of this
report is relevant to the running of a superannuation fund but,
at the same time, many of the issues raised are also applicable
within a broader investment environment.

Insourcing can be broadly defined and may include insourcing
a variety of business functions, such as asset management,
accounting, general and member administration, member
advice, data management, IT and software platforms,
marketing and legal support. However, typically when there is
reference to fund “insourcing”, the reference is to insourcing
asset management by building the internal capabilities
required to manage the fund’s assets directly, rather than
through an external asset manager. This paper focuses on this
latter definition of insourcing and the pros and cons of
insourcing asset management.

We have observed a number of investors both domestically
and globally have insourced, to varying degrees, some
component of their asset management function. While the
reduction in investment costs some funds are experiencing as
a result of lower external asset management fees is one
indicator of success, the impact of insourcing will be felt much
more broadly and should be considered in this context,
specifically the net investment outcome after an appropriate
period of review.

We think there are a number of aspects that warrant careful
thought, both for funds who are considering moving some
proportion of asset management in-house for the first time
and also for funds who have already begun the process but
may wish to expand the use of insourcing.
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Why insource?

Research has shown the high cost of external asset management coupled with poorly
aligned performance-based fees are the most commonly cited drivers of the
increasing level of internal asset management.

There are however a number of additional drivers cited by
fund executives globally, which include the general
misalignment of interests between the fund and the external
asset managers, capacity issues with external managers for
large mandates or in small markets, increased agency risk, lack
of transparency, disappointing returns, inability to sufficiently
leverage economies of scale to reduce costs, and the desire to
support a stronger connection with members and the
philosophy of the fund.

“Much of the debate about principal-agency risks has
focused on the behaviour of agents — their misaligned
incentives, their misrepresentation and graft, their focus on
short-term profits at the expense of systemic sustainability,
their greed....agents can really only get away with egregious
behaviours if principals allow them to.”

Ross Barry

On the issue of costs, research by CEM Benchmarkinngound
that for every 10% increase in internal asset management,
there is an increase of 0.041% in net value added, for which
“the reason is almost entirely due to the lower cost of internal
asset management”. Interestingly, the research also showed
there was no significant difference in gross value-added
performance between internal and external management at
the asset class level. While large investors with tiered
management fee structures in place should theoretically
benefit from economies of scale when employing external
fund managers, we observe the fee benefit is often capped so
that investing additional funds above a certain threshold does
not always result in any cost benefit to the fund.

Apart from the more obvious potential benefit of cost
reductions from reducing external asset management,
research suggests managing assets internally can provide the
fund with more control by enabling a quicker response to
market movements, providing more transparency around
what the fund is investing in and greater influence over an
invested company on governance issues as a large
shareholder, which may be of particular importance to funds
who have a heightened focus on environmental, social and
governance issues. In other instances, funds simply cannot get
the capacity they require with a fund manager, due to the
increased business risk the external asset manager would take
on should a large investor represent too high a proportion of
their business, or if the manager’s product is genuinely
capacity constrained. Mark Delaney, Chief Investment Officer
of AustralianSuper, has stated® that “you cannot get sufficient
size with quality managers, which tells you there is excess
demand for quality management services in the current
marketplace.” Internal asset management is one way to avoid
these potential capacity constraints but requires the
development of quality asset management services on an
internal basis.

As the Australian superannuation industry continues to grow,
there will be winners and losers in the superannuation fund
space and some funds will experience strong growth in their
assets, while others will experience declines. Even as the
landscape changes, market commentators predict more and
more superannuation funds will likely transition to asset
owners rather than investors. Thinking and acting like an asset
owner rather than an investor can enable funds to take a
differentiated approach to investing, which could be
particularly useful for taking into account any fund specific
issues or to enhance a fund’s brand. This may be increasingly
important in both a competitive environment and an
environment of lower and slower economic growth, where
brand and fees may dominate in the minds of consumers.
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Taking a look across the seas

Market research shows that most international pension funds still engage external
asset managers to capitalise on the benefits they can offer, such as providing broader
insights into global markets and access to niche strategies to which the fund may not
otherwise be able to gain exposure. However, a number of the largest international
pension and sovereign wealth funds now insource the majority of their asset

management functions.

The Institutional Investor’s Sovereign Wealth Center reported
in September 2013 that the top ten largest sovereign wealth
funds managed, on average, 62% of their assets internally.
Also in 2013, the Pensions & Investments annual survey®
stated that 26% of the 200 largest defined benefit plans in the
US managed some portion of assets internally.

It is interesting to consider some specific examples of large
international funds that have embraced insourcing. Chris
Ailman, Chief Investment Officer of CalSTRS, commented in
2015°, “we have the ability to manage money internally at one
tenth of the cost and with more control, so we are constantly
looking at it. We’ve looked at our global peers with more than
5200 billion, and they have 58 per cent of assets internally.”
To support insourcing, CalSTRS currently has 117 investment
staff operating across a range of sectors including private
equity, global equity, fixed income and real estate. Across the
Atlantic in the UK, we have observed a similar trend, with a
number of funds insourcing to varying degrees.

These funds include the Railway Pension Scheme, Tesco
Pension Scheme, Pension Protection Fund London, and the
recently merged Lancashire County Pension Fund and London
Pensions Fund Authority.

While the tendency to insource as pension fund portfolios
have grown is evident, many of the large international funds
have seen the need to create a hybrid asset management
model by combining internal investment expertise with
stronger partnerships with external asset managers. We think
this is a practical approach to reduce the operational risk of
relying solely on an internal team. The Canada Pension Plan
Investment Board (CPPIB) is an example of a large, complex
pension fund that currently adopts this hybrid asset
management model, noting that it will continue to use both
internal and external asset management as part of its overall
investment strategy. CPPIB currently manages C$282.6 billion
in investment assets7, 64% of which are managed in-house,
and has around 400 investment personnel® across three
investment groups, being public markets, private equity and
real estate.

Indeed, Canada is often viewed as the front runner on the
global insourcing trend, with most of its largest pension funds
now managing a majority of fund assets internally, with two
Toronto based pension funds® having more than 80% of
internally managed assets (Ontario Teachers’ Pension Plan
(OTPP) at 80% and Ontario Municipal Employees’ Retirement
System (OMERS) at 88%).
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Analysis by Global Governance Advisors in 2015 (Figure 1), highlights that the cost reduction benefit of insourcing is clear for
both the Ontario Teachers’ Pension Plan and Ontario Municipal Employees Retirement System. While a more extensive
study of over 300 pension, endowment and sovereign wealth funds by CEM Benchmarking (Figure 2) shows similar benefits

even with staffing and associated costs taken into account.

Figure 1

Ontario Teachers’ Ontario Municipal Employees
Pension Plan Retirement System
B L il

NET ASSETS: $
Intemally managed: |l Externally managed:
$57.2 billion $7.8 billion
(88% of total) (12% of total)

NET ASSETS: $141 BILLION

Internally managed:

Extemally managed:
$28.2 billion
(20% of total)

$112.8 billion
(80% of total)

Cost of salaries External Cost of salaries External
& benefits: management fees: & benefits: management fees:
$262 million $257 million $171 million $38 million
0.23% of internally ~ 0.91% of extemally 0.29% of internally ~ 0.49% of externally
managed net assets  managed net assets managed netassets  managed net assets

Source: Global Governance Advisors 2015

Internal investment teams being supported by appropriate
investment data management and analytics technology,
either internally or via an external provider, has also been
an important component of the reported insourcing success
experienced by Canadian and US pension funds to date. It is
reported that the ten largest Canadian funds have managed
to lower annual total fund asset management costs to
approximately 0.40%, with OTPP reportedly reducing its
total costs, including all investment costs, to 0.28%.

By comparison, one of Australia’s largest funds,
AustralianSuper, has stated publicly that it is targeting to
have between 35-40% of its assets managed internally by
2018 and lowering its total fund asset management costs
by 0.15% to 0.45%, a predicted saving of A$150 million per
year for its members.

Figure 2
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We observe that funds starting an insourcing program often
do so in areas such as cash, fixed interest and domestic
equities (often passively managed to begin with), where there
is less complexity. However, some of the large and more
established international funds have instead opted to focus on
asset classes where they believe they can generate the most
significant cost savings and insourced asset classes requiring
more specialised knowledge such as private equity,
infrastructure and property. Table 1 provides an overview of
the insourcing approach adopted by a number of large
international funds, including asset class coverage.
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Table 1: What are international funds doing?

Norges Bank

Ontario Teachers

California Public

California State

Canada Pension

GIC Singapore*

Investment Pension Plan (OTPP) Employees' Teachers’ Plan Investment
Management (Canada)’ Retirement System Retirement System  Board (cpPIB)’
(NBIM) (Norway)” anada (CalPERS)" .
(CalSTRS)
L\ TEACHERS" \“’/ crp
NORGES BANK PENSION PLAN A\ /3 @LS' RS INVESTMENT Y e
INVESTMENT MANAGEMENT -
CalPERS
DKK$7,019b C$154.4b US$301b US$191.4b $282.6b Not disclosed,
Fund size .
~A$1.45b ~A$155.9b ~A$405.2b ~A$257.7b ~A$285.3b estimated to be
A$279b
Investment staff ~195 Not disclosed Not disclosed ~117 ~400 Not disclosed
Types of Broad application Private Equity Global Equities US Equities US Equities ® Equities
investments ac.ross the pOFt‘fF)hO, Venture Capital Fixed Income Global Equities Global Equities ® Fixed Income
managed by with the exception Funds
internal teams of emerging markets qumdlty Fixed Income Government ® Real Estate
d I Real Assets (Real X . Bonds i .
an smla cap Estate and Inflation Alternatives ® Private Equity
primarily Strategies Private Equit Private Debt
Infrastructure) g gnd Real Igsta%/e) Infrastructure
Absolute Return/ Private Equity Real Estate
Hedge Funds Real Estate Infrastructure
® Renewable
Energy
® Opportunistic
Alternatives
Total portfolio o e
internally ~95.9%" ~80%" ~69%" 45% (with plans to ~64%’ ~80%"
increase to 60%)
managed

* Based on information supplied in the Fund’s annual report

Despite a noticeable trend offshore that as fund size increased
so did the amount of internal asset management, there were
some exceptions to this rule. In some cases, the large funds
who do not insource asset management are prohibited from
or limited in doing so by their governing rules or legislation.
Australia’s own Future Fund, for example, is required under
legislation to use external managers for all investment
activityll.

Other funds may not have the structural ability to insource to
the degree they prefer, just because they have scale.

CIC, China’s US$575 billion sovereign wealth fund, reported in
2012 that it had reduced internal asset management of
foreign investments from 43% to 36%. The reason behind this
decision was, despite the aspiration by CIC to develop its
internal asset management capabilities, during the first six
months of 2012, CIC lost eight senior employees. With fewer
internal resources, the fund was forced to engage external
asset managers. As at 31 December 2014, CIC managed only
32.3% of its total portfolio of assets internally.
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What'’s happening on our own shores?

In Australia, research shows the insourcing trend has developed relatively slowly but

has been accelerating in recent years.

In 2015, APRA reported’” 36% of total superannuation assets
were directly held by Registrable Superannuation Entities
(RSE’s) it regulated in Australia, up from a reported 28.5% of
directly held investments in 2010". However, we note that
there are some definitional constraints with APRA’s reporting
of “directly held” and these figures include individually
managed mandates. However, in our view, the increase in
directly held assets indicates funds taking a more active and
controlled approach with the assets they invest in. Reducing
costs is again cited as the most common driver of the
insourcing decision but strategic benefits that come with
managing assets in-house are also a factor.

Table 2: What are Australian funds doing?

A number of large Australian superannuation funds have built
internal investment teams, with many of these now managing
domestic equities in-house, including AustralianSuper,
Equipsuper, REST, Telstra Super, UniSuper and QSuper. REST
has a team of 30 investing actively in Australian equities, with
the strategic need to address capacity issues being the
primary driver according to Damian Hill, REST’s Chief
Executive'®, rather than the reduction in investment
management fees. Other asset classes that are insourced are
outlined in Table 2, which also shows large Australian funds
typically have less than half of total fund assets managed
internally in contrast to their international counterparts.

*

AustralianSuper* QSuper* UniSuper* REST" Sunsuper* Telstra Super* MTAA
. P . MTAA
AustralianSup@ér QSU per ’ UniSuper SUNSUper TelstraSuper# /"
! Industry Super
Fund size A$99.5b AS$59b A$49.2b AS$37b A$33.5b AS$17b AS$8.6b
Investment staff ~115 ~20 Not disclosed ~30 ~25 Not disclosed Not disclosed
TVPeS of ® Australian ® Cash ® Australian Equities ® Australian ® |nfrastructure  ® Property ® |nfrastructure
investments Equities ) . Equities ) . ) .
managed by ® Global Fixed ® Global Equities ® Fixed Interest ~ ® Australian ® Private Equity
internal teams ® Capital Interest . ® Bonds Fixed Interest
Guaranteed ® |isted Property ® Cash ® Property
® Real Estate . ® Cash ® Infrastructure
e Currency . ® Fixed Interest . ) o
® |nfrastructure ® Growt ® Cas
Overlays
o Alt . ¢ Cash Alternatives oC
® Fixed Interest ernatives urrency
) _ ® Infrastructure ® |nfrastructure Overlay
e Infrastructure  ® Private Equity
® Property ® Asset
® |nternational Allocation
Equities Overlays
® Private Equity ® Private Equity
® Property
Total portfolio . " . N M
internally ~19.0% Not disclosed ~47.6% ~16.4% ~5.9% ~30% ~18.6%
managed

* Based on information supplied in the Fund’s annual report
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ISsues to consider

“Never test the depth of the river with both the feet”

Figure 3: Potentia

e Potential for lower costs, due to reduced external
asset management fees

e More control over investments
e Reduced agency risk

e Fewer external manager relationships allow the
fund to monitor more closely

® Greater alignment with internal fund philosophy

e Greater ability to tailor the portfolio to achieve the
fund’s objectives

e Greater alignment with members

Insourcing is a complex matter, with a number of issues and
challenges to be considered.

Governance

An essential element for effective internal asset management
is a strong governance framework. The structure and
composition of the Board will generally dictate how the
investment governance framework is configured to meet
business objectives and governance obligations. Bringing asset
management in-house adds further complexity and ensuring
all involved have clarity about their delegations and authority
is critical.

Legislation in Australia has not yet caught up with the rapidly
developing insourcing trend, which is something for
superannuation funds in particular to bear in mind. In
Australia, although there are standards of recommended
governance practices there are no legislated governance
standards for managing assets internally. In 2013, APRA noted
its concern that “most Australian (superannuation) funds
don’t have the required scale or expertise to effectively
undertake in-house asset management”ls, warning Trustees to
take a very measured approach, address all of the risks and
issues involved and not to solely focus on the potential cost
reduction.

positive and n

Warren Buffet

nsourcing

~ +~Armnoe
( \ ( ) [aYad
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e Challenge to attract and retain high quality investment
staff in the competitive financial sector and implications
for organisational culture

e Higher operating costs due to an increased number of
staff and associated infrastructure

e Significant set-up cost of systems to support the internal
investment team

® Increased operational risk as the fund shifts more towards
being an “asset owner”

® More governance and risk management oversight and
resources required

e External asset managers may be less willing to share
market intelligence as internal teams “compete”

® Implications of an underperforming internal investment
and/or investment team

The Board is ultimately responsible for the sound and prudent
management of the fund irrespective of the fund type and
cannot abrogate its responsibility for any functions it
delegates to management. However, appropriate delegation
of specific decision making components is an important part
of the efficient running of a fund as long as all processes and
policies are appropriately documented to ensure the correct
process is consistently followed.

There is a big difference in the level of governance required
when selecting external investment managers compared to
running internal investment strategies. The introduction of a
sub-committee for oversight of the investment team that is
completely independent to the investment team, yet still
contains adequate investment knowledge is recommended.
We recommend an independent risk management sub-
committee be established to provide oversight and ensure
that the risks taken by the internal investment team are
consistent with the overall risk appetite of the fund.

The internal investment team should also be monitored as an
external asset manager would, using the same performance
benchmarks and being reviewed periodically by an
independent third party. The method of assessment and
expectations of the internal team should be set prior to its
establishment, including rules and processes to identify when
an underperforming internal strategy needs to be addressed,
including the ultimate decision to terminate the arrangement.
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People

Perhaps the most critical issue to consider when insourcing is
the appointment of investment personnel and the
implications of this for the culture of the organisation.

This includes the ability to recruit and retain skilled investment
staff, particularly when competing with external managers and
other organisations for talent. Fund reporting shows the
remuneration structure in Australia is very different to that of
large external asset managers both domestically and overseas.
It also differs significantly from many global pension funds.

Australian superannuation funds report a range of different
remuneration structures®®, including benchmarking against
industry standards for base salaries using databases such as
the Financial Industry Remuneration Group which measures
against similar funds. Some also use key performance
indicators for incentive payments, relating to absolute and/or
relative fund performance and individual contribution. There
are also funds who have noted their objection to incentives
linked to fund performance, in particular, short-term
performance based incentives. Some funds link an individual’s
performance to key business targets, such as meeting business
strategy objectives, adherence to internal processes,
demonstrating appropriate risk behaviour, and alignment with
the fund’s culture, including transparency, demonstrating
corporate standards and values, and participation in corporate
initiatives. It is important for compensation and governance
structures to align in order to reduce excessive risk taking and
keep individuals accountable for their behaviour, both good
and bad.

Of course, introducing changes to remuneration structures in
order to compete with other financial institutions requires
careful thought to ensure there is alignment with the fund’s
longer term objectives and consideration of broader cultural
change that may result. This has the potential to be
particularly challenging for funds with an all profit to members
philosophy. Managing assets will often require a different
mindset to that typically seen in a fund’s existing staff, so how
the two are integrated in the most effective way to deliver
positive outcomes will require planning and strong

management. Non-financial incentives, clear goals and
purpose, a positive and flexible work environment and
opportunities for contribution, professional development and
progression are additional levers that can all play a part in
attracting and retaining talent. Getting the balance right,
whatever that may be, will enable internal teams to have a
stronger alignment to the fund’s philosophy than external
managers have. This has the potential to be quite powerful.

The set up costs and infrastructure requirements involved
with insourcing can be significant (including recruitment, IT,
trading and back office functions), while the ongoing
operational costs (salaries for the investment team and
support staff, training and management) are also substantial.
It has been estimated that on average, six front-office
investment staff are needed for every US$10 billion of
internally managed assets'’. We have observed internal team
sizes ranging from 20-400 people, depending on the amount
of assets under management. Funds need to be mindful any
real benefit may not be seen for a number of years in some
cases, so patience is required. Management, operational and
legal personnel who can manage the change and maintain a
focus on the fund’s objectives and philosophy are considered
critical, as is ongoing and transparent communication with
employees.

Managing key person risk and succession planning are also
important considerations with insourcing. Under Prudential
Practice Guide CPG 233 Pandemic Planning (which requires
formal business continuity planning and its formal
incorporation into strategic and business plans), is a mandated
requirement for all APRA regulated superannuation funds to
identify key personnel and develop an explicit succession plan
that includes clear oversight and reporting procedures and the
cross-training of key operational roles that are critical to
ensure the continuity of the fund. As a best practice approach,
funds should consider these issues with investment personnel
to ensure that inadequate oversight of staff or staff absences
or departures do not place the fund at risk.
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Organisational structure

Before introducing or increasing the level of internal asset
management, it is essential to consider the organisational
structure to ensure it is fit for purpose for both the size of the
fund and the anticipated degree of insourcing. Business
functions such as compliance, business continuity, internal
controls and ethics should also receive more attention as the
fund insources its asset management. Operational
independence between asset management and investment
implementation is important and is observed at large funds
who already have large internal teams in operation.

Larger internal capabilities can allow the Board to concentrate
on its high level role of establishing and overseeing the fund’s
mission, goals, values and beliefs. The CIO and executive team
can then focus on strategic investment decisions, with
oversight provided by the Board and/or Investment
Committee. Establishing a clear framework of responsibilities
and accountabilities is critical, while flexibility and agility in
decision making within this framework to adjust for
unexpected internal and/or external changes is beneficial and
one way to capitalise on an insourcing approach. It is
important to have appropriate segregation of duties between
the internal investment team and those who oversee the
appointment and monitoring of external asset managers. One
of the most important reasons to have segregation between
the internal investment team and external asset managers is
to maintain the confidentiality of the external managers’
intellectual property, such as their portfolio positioning.

Under Prudential Standard SPS 521 Conflicts of Interest, it is a
mandated requirement for all APRA regulated superannuation
funds to have a clear policy for how the fund identifies,
assesses, mitigates, manages and monitors potential and
actual conflicts of interest. Separate investment committees at
the fund level and at the internal investment team level help
to address the potential risk of conflicts of interest, and
membership should include those with an understanding of
the issues and challenges in managing money. This is a best
practice approach and critical for any institutional investor.

Behavioural biases in decision making

As with all decision making bodies, internal investment teams
have the potential to exhibit behavioural biases such as
groupthink, which can result in less robust decision making.
We think it is important for the Board and senior management
to actively manage this by being aware of the risks, testing
whether biases are evident, encouraging a range of different
ideas and approaches, and ensuring diversity in personnel.
Strategies that can help to combat typical behavioural biases
include employing a rotating internal committee member
structure, encouraging contrarian views, embracing regular
self and external assessment, and being clear about and
properly managing any conflicts of interest.

Access to broader industry/market views

One of the perceived weaknesses of a fund increasing its
internal asset management is that industry relationships may
be compromised or lost, cutting off the possibility of access to
particular investments or ideas in the future. Reducing the
number of external asset managers can however result in
fewer but stronger relationships if this is still considered
desirable. The ability to create more dynamic partnerships can
be achieved through co-investments and other strategic
partnerships so as to not “lose” the industry and market views
that might otherwise have come with using external asset
managers as a key source of investment ideas.

Risk management

Risk management oversight and controls are critical and will
have implications for governance structures, staffing and
technology requirements. Risk management in the context of
managing assets is significantly different to risk management
as an investor. For superannuation funds, under Prudential
Standard SPS 220 Risk Management, the fund needs to
identify what risks need to be monitored using risk
management tools such as stress testing and scenario analysis,
with limits set based on a risk factor framework that specifies
the fund’s tolerance for each of the risks and consideration of
which asset classes may be impacted as a result. This is a
prudent approach for any institutional investor. Operational
risk considerations include monitoring the adherence to
internal guidelines, limits, procedures and policies, as well as
maintaining data and technology security and integrity. Risk
management should be supported by the availability of
appropriate data and analytics and consideration will need to
be given to what is required in this regard. It is expected funds
use a combination of both quantitative and qualitative
measures when making risk assessments.

Monitoring performance outcomes is also important, and, as
noted earlier, thought should be given in advance to how a
failure to meet objectives, particularly if persistent, will be
addressed. Terminating an internal team when it
underperforms is a lot harder than terminating an
underperforming external fund manager, particularly when
sunk costs incurred in establishing that capability are factored
in, let alone the impact on the organisational culture.
Decisions to reduce or remove an allocation to an asset class
may also have implications for internal investment teams, but
it is important this does not become the driver of asset
allocation decisions.
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Approach

“‘Invest a few moments in thinking. It will pay good interest.”

We have observed a range of different approaches within the
industry in relation to insourcing. Some funds have established
a separate entity to manage the fund’s assets, whilst others
manage assets within the fund and employ staff alongside
existing fund staff. Some funds use a combination of the two
approaches. Funds who have a smaller proportion of internally
managed assets may decide to establish or build on an existing
internal investment team as well as engaging with specialist
external asset managers in areas where they do not have, or
cannot add, the appropriate level of skill and expertise.
Research indicates most funds, regardless of their size, will
however maintain some level of external asset management.

We think it is good practice, as the fund brings more control

(and risk) in-house, that regular independent reviews of the

internal investment team are conducted by an appropriately
qualified firm.

Setting up a separate business entity to manage the
investments can have mixed outcomes and ultimately, it will
depend on the end result the fund wants to achieve as to
whether this is a suitable option. By establishing a separate
entity, the fund can confine any cultural issues that may arise
due to the different remuneration and organisational
structures to that entity. In the longer term, it is also possible
that the entity is successful in its own right and can take on
external clients at more traditional money management fees
and this can be a profitable outcome for the fund as an owner
of that business. However, having a separate business also has
the potential to negate some of the benefits that can accrue
to insourcing such as the benefit of alighment of interest, a
reduction in flexibility and in the ability to apply cross-asset
class team solutions to problems. It also has the potential to
cause cultural disconnect and can introduce added agency
risk. The investment management business may start to lose
touch with its parent company (the fund), becoming less likely
to collaborate and instead prioritise self-interest.

When insourcing, it is important funds should play to their
individual strengths by internally managing assets in areas
where it makes most sense to do so, either because the
strategies are not overly complex or because the fund can
readily appoint staff that have expertise in a particular area.

Unknown

Initially focusing on one asset class where there is existing
internal knowledge and skill is a good starting point. One
approach may be to begin with passively managed strategies
and evolve to managing active strategies as the structure and
resources of the investment team evolve. However, this needs
to be weighed up against the cost at which passive
management can be accessed externally and the totality of
the pros and cons.

In turn, funds should then delegate asset management in
areas where specialist skills and expertise do not exist
internally and cannot readily be obtained. Additionally, funds
should consider the relationship with the external manager or
provider and whether it adds value to the fund via excess
returns, added diversification or some other form of benefit
that cannot readily be duplicated.

Whether to insource the management of offshore assets is
another important consideration, with the location of
investment staff a potential factor in some asset classes or
strategies. There is an added complexity in managing staff and
maintaining a corporate culture when expanding an internal
team across multiple offices and locations that will require
careful planning and management.

In all cases, the goal should be to find the best way to meet
the objectives of the beneficiaries for any specific investor
or fund.

Under Prudential Standard SPS 530 Investment Governance, it
is a requirement for all APRA-regulated superannuation funds
to have clear investment objectives and a detailed plan of how
they will achieve their investment objectives, including an
investment policy that clearly establishes and documents the
boundaries in which the internal investment team can
operate, as well as clear oversight and reporting procedures.
We believe this is also a best practice approach for any
institutional investor.

The potential benefits of insourcing may outweigh the
negative impacts for some funds. However, for other funds, if
it is a focus on cost reductions that is driving the decision,
alternatives to insourcing, such as co-investments,
restructuring the asset allocation (e.g. excluding certain high-
fee asset classes), and/or consolidating existing mandates may
be preferred.
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Framework

We do not believe there is one universal “best practice” approach. What works for one
fund won’t necessarily work for another fund, regardless of how similar they appear to
be either by assets under management, internal staff or by variables like member
demographics in the case of superannuation funds.

The strategy adopted for any investor needs to be developed Developing interim and longer term milestones and measures

on a bespoke basis and should consider the long-term

projected outlook and objectives for the fund, particularly
when deciding which assets to manage internally. A decision
by a Board to manage assets internally is also a longer term
business strategy that may take a number of years to show
results, so needs to be carefully considered and the internal
foundation to support it needs to be carefully crafted before

any such change is implemented.

Figure 4: Insourcing considerations
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for success should also be undertaken.

While we do not believe there is one universal “best practice”,
we do believe there are a number of items that need to be
considered for each investor as part of thinking (a) whether to
insource, (b) what to insource, and (c) how to insource. These
are shown in Figure 4.
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The final word

The decision to insource part or all of a fund’s asset Insourcing asset management needs to be adequately
management function should not be made with haste. It is not supported by appropriate organisational structures, internal
a decision that is a necessary step for funds that have reached governance, people, culture, formally documented processes

a particular size, nor is it one that will always achieve a and policies and risk management and systems, in order to
reduction in costs. It is a complex issue and one that needsto  capitalise on its full potential. Recognition and consideration
be carefully and thoroughly considered in relation to the of the broad challenges and issues associated with insourcing
objectives, size, business mix and complexity of the individual s critical and funds should seek advice as needed when

fund. Ultimately, there is no “one size fits all” approach to making this important decision.

insourcing.

While cost reductions can be achieved by insourcing if there are sufficient economies of scale, these can be easily eroded by
the losses incurred by a poorly executed strategy. However, a considered and well executed insourcing approach has the
potential to reduce costs, facilitate a stronger connection between the philosophy of the fund and the way it is invested,
and help a fund improve net outcomes for its members and beneficiaries.
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About Frontier Advisors: Frontier Advisors is one of Australia’s leading asset consultants. We offer a range of services and solutions
to some of the nation’s largest institutional investors including superannuation funds, charities, government / sovereign wealth funds and
universities. Our services range from asset allocation and portfolio configuration advice, through to fund manager research and rating,
investment auditing and assurance, quantitative modelling and analysis and general investment consulting advice. We have been providing
investment advice to clients since 1994. Our advice is fully independent of product, manager, or broker conflicts which means our focus is
firmly on tailoring optimal solutions and opportunities for our clients.

Frontier does not warrant the accuracy of any information or projections in this paper and does not undertake to publish any new information
that may become available. Investors should seek individual advice prior to taking any action on any issues raised in this paper. While this

information is believed to be reliable, no responsibility for errors or omissions is accepted by Frontier or any director or employee of the
company.
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