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It’s a time-honored tradition. Investment committees meet quarterly
to undergo the rigorous task of analyzing thick, spiral-bound
reports rife with pie charts, portfolio performance tables, and lots of
individual manager performance data. Also included is a summary
of economic indicators, market commentary and forward-looking
statements about the world markets, along with expert opinions
regarding potential profit opportunities and looming financial
landmines. All of this information is intended to assist the committee
in deciding which investment managers have the best shot at picking
winners and avoiding losers.
Likely, the individual presenting this information is an investment
consultant who has been retained to lend insight regarding asset
allocation and strategy, provide investment ideas based on current
market conditions, and relay informed recommendations regarding
the selection and termination of investment managers.
The committee relies on the expertise of the consultant. Together, they
will thoroughly examine all facets of the performance and suitability of
the investments under their care – and determine the best course for
advancing the portfolio’s performance outlook, or will they?

*Mary Brunson earned the Accredited Investment Fiduciary (AIF®) designation in
2013. Attainment of the AIF designation demonstrates understanding of the Prudent
Practices® and methodology.
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This paper summarizes the conclusions of recent and comprehensive
studies and articles that objectively quantify the value consultants
bring to the institutional investing process, as measured in terms of
above-benchmark returns, as well as increased diversification and
risk reduction.

Do consultants pick winners?
It is estimated that some 82% of public plan sponsor investment
committees use investment consultants, as do 50% of corporate
sponsors1. Collectively, these consultants help guide the decisions
of $13 trillion in assets managed by U.S. plan sponsors. According
to “Picking winners? Investment consultants’ recommendations of
fund managers”, “Despite the large volumes under advisement [by
consultants], little academic attention has been paid to the impact
of investment consultants on plan sponsors’ performance.”2 That
is, until now.
“Picking winners?...”, a peer-reviewed academic study conducted by
three Oxford University professors, quantifies the value investment
consultants bring to plan sponsors’ performance by examining the
aggregate of the U.S. equity products recommended between 19992011 by those investment consultants who collectively had a 91%
share of the U.S. consulting market.
The 46-page academic treatise found that value-weighted
performance relative to an appropriate benchmark showed no
evidence of outperformance. On an equally-weighted basis,
consultants fared even worse; the average returns of the
consultants’ recommended products were “around 1% lower than
those of other products.”
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The study’s conclusion: the recommendations of consultants have
a very significant effect on fund flows, but without any evidence
that their recommendations add value to the portfolios of the
committee clients.
The study posits three compelling reasons “why plan sponsors
engage investment consultants to help select fund managers without
evidence that they add value.” A summary of their explanations is
below:
1. “Money Doctor” Handholding: Citing Nicola Gennaioli’s analogy
of comparing consultants to “Money Doctors,” the professors
concluded that “plan sponsors value the hand-holding service
provided by consultants.” Investment committee members
develop a relationship of trust with their consultants, just as a
patient does with a medical doctor.
Gennaioli’s et al study titled “Money Doctors” appeared in the
February, 2015 Journal of Finance, and says, “Many investors
pay substantial fees to brokers and investment advisors, who
then direct them toward the mutual funds that underperform.”3
The study goes on to say, “Once all fees are taken into account,
some studies find 2% investor underperformance relative to
indexation.”4
2. Fiduciary Shield: According to the professors, investment
committees and plan sponsors believe they arm themselves
with a buffer or built-in defense for their manager selection
decisions by working with an investment consultant. The study
points to the issue of “headline risk” which was initially raised
in Goyal and Wahal’s landmark 2008 study titled: The Selection
and Termination of Investment Management Firms.
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The professors determined that the more concerned plan
sponsors and investment committees are about the public
scrutiny of their decisions, the more likely they are to retain
investment consultants, often choosing to “ignore their own
expectations of fund managers’ performance in favor of the
recommendations of investment consultants,” according to
the study. The big problem here, however, is that there is
no fiduciary protection provided by the consultant who sells
a service for a fee but has no real skin in the game, thus
providing a false sense of fiduciary security.
3. Lack of Awareness: According to “Picking Winners?...”,
“plan sponsors follow investment consultants’ manager
recommendations [because] they are simply unaware of how
accurate or inaccurate they are.” This sort of lack of awareness
occurs when committees operate in an information vacuum,
relying only on the information provided by a non-fiduciary
consultant and failure to properly benchmark.

Manager Selection & Termination:
A Vicious Cycle?
A comprehensive study titled “Selection and Termination of
Investment Management Firms by Plan Sponsors”5 sought to
quantify the success of manager hiring and firing decisions. The
professors analyzed a database of 3,700 investment manager
selection and termination decisions made by plan sponsors
throughout the 10-year period from 1994 to 2003. The data
represented $737 billion allocated to hired investment managers
and the withdrawal of $117 billion from fired investment managers.
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Figure 1

Before & After Hiring Returns
of Investment Managers
10 Years (1/1/1994 - 12/31/2003)
8,755 Hiring Decisions

Not surprisingly, they
found that plan sponsors
hired investment
managers after
large positive above-

Before Hiring

benchmark returns in the

2.91%

three years prior to being
hired. The study also
found that in post-hiring
three-year performance,
above-benchmark
returns were, on average,

Three Years
Before Hiring

After Hiring

indistinguishable from

-0.47%

zero before costs were

Three Years
After Hiring

The bar chart reflects the results of the study minus an estimated
annual 0.5% management fee and an annual 0.5% cost of transition
in the after hiring manager returns.
Source: Amit Goyal and Sunil Wahal, “The Selection and
Termination of Investment Management Firms by Plan Sponsors,"
The Journal of Finance, Volume LXIII, No. 4"
Published August 2008.

factored, and negative by
about 0.47% after costs.
In further analysis,
the professors sought
to quantify the posttermination performance
of the managers
who were fired and

replaced by those that were hired. The professors looked at 660
matched sets of individual plan sponsor selection and termination
decisions, focusing on tracking the outcomes of both the managers
that had been hired, as well as those that were fired and replaced
by the newly hired. In an ironic twist, the professors found “if plan
sponsors had stayed with fired investment managers, their excess
returns would be larger than those actually delivered by newly hired
managers.” Put another way: the fired beat the hired.
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The professors’ conclusion? “Given the magnitude of the return
differences, and the transaction costs associated with transitioning
portfolios from fired investment managers (legacy portfolios) to
hired investment managers (target portfolios), our results suggest
that the termination and selection of investment managers is a
costly endeavor.”
Figure 2

Managers' Performance Before and After Hiring or Firing
8 Years (1/1/1996 - 12/31/2003) 412 Round-Trip Decisions

3.46%

0.18%

1.10%

-0.58%

Note: Investment managers' performances is measured by their average annualized excess returns over the
benchmark. The bar chart reflects the results of the study minus an estimated annual 0.5% management fee and
an annual 0.5%; cost of transition in the after hiring manager returns.
Source: Amit Goyal and Sunil Wahal, “The Selection and Termination of Investment Management Firms by Plan
Sponsors," The Journal of Finance, Volume LXIII, No. 4"

But Consultants Add Value in
Alternatives, Don’t They?
Since the financial crisis of 2008-2009, there has been an increasing
shift toward alternative investments. Institutional investors now
invest, on average, more than one-quarter of their total investment
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portfolio in non-publicly traded asset classes, namely private equity,
hedge funds, real estate and commodities. The intent of the shift is to
achieve higher returns than expected from stocks and bonds, add an
additional layer of diversification, and dampen portfolio volatility.
What are the results of the shift into alternatives? This question was
explored in a July 2017 study by the Center for Retirement Research,
titled: “A First Look at Alternative Investments and Public Pensions.”6
The Center is located at Boston College, and it is a veritable think
tank, comprised of academic and industry experts who collectively
research every aspect of retirement readiness, including projected
income replacement outcomes, asset/liability models, investment
efficiency and effectiveness in advancing expected outcomes.
Using data from the public plans database, which covers
approximately 95% of all pension assets, they found that in 2005,
investment in alternatives comprised, on average, just 9% of a
portfolio’s allocation. By 2018, that number had climbed to 27%.7
Understanding the intent of an investment in alternative asset
classes, the researchers set out to establish just how well the shift to
alternatives served plan sponsors by way of increasing investment
returns and reducing volatility.
Overall, the researchers determined that the aim of increased
returns and less volatility of alternative investments was not
realized in the 10-year time period studied. In fact, the reverse was
discovered, with every 10% of a portfolio’s holdings in alternatives
having lower returns by 0.32% (32 basis points) per year for the
2005-2015 time period studied. Therefore, assuming 27% of
a portfolio’s value is invested in alternatives, this equates to a
performance drag of 0.864% per year.
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What’s In An Alternative Investment,
Anyway?
It is important to note the catch-all label “alternatives” covers a variety
of investments that have very different characteristics. Private equity,
hedge funds, real estate and commodities each behave differently
from one another and cannot truly be distinguished as a single asset
class. Knowing this, the researchers dug into the performance of
each sub-asset class. In doing so they determined that for the 10-year
period studied, for every 10% of a portfolio invested in hedge funds
resulted in a -47.7 basis point (-0.477%) negative return, while every
10% of an investment in commodities equated to an annual negative
return of -121.0 basis points (-1.21%). For the period, investments
in private equity and real estate had a positive impact of .016% and
0.7%, but these results were too negligible to overcome the negative
Figure 3

Estimated Effect of a 10-Percent Increase in Average
Allocation on After-Fee Returns, in Basis Points
2005- 2015 and 2010-2015

Basis Points

2005-2015
16.1

2010-2015

32.3
0.7

-47.7*

25.1

-59.1

-74.5*
-121.0

Private Equity

Hedge Funds

*statistically significant

Real Estate

Commodities

Source: “A First Look at Alternative Investments and Public Pensions”, July 2017
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impact of hedge funds and commodities. It is pertinent to note that
the negative results of hedge funds were found to be statistically
significant, suggesting that “some plans may have done just as well
investing in traditional equities,” cites the study.

But, Alternatives Lower Risk, Don’t They?
Increased expected return is just one reason cited for a meaningful
move into alternative investments. Another primary driver is
reduction of volatility.
This aim, too, failed to bear out in reality, with the researchers finding
that “as a group, alternatives did not have a statistically significant
effect on volatility.”
The researchers concluded:

“The empirical results revealed a consistently negative and
statistically significant relationship between alternative
investments and returns on the total investment portfolio.”
Not only does an investment in alternatives seem to equate to a
lack of effectiveness, they also come with a number of significant
challenges. A handful of which are detailed as follows:
• Alternative investments are complex, and many investors
grapple to understand the characteristics of such products and
the risks associated with them.
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• Quantifying the annual value of such investments is very difficult
as “data for private equity and hedge funds are supplied on a
voluntary basis, and strong performers have a greater incentive
to report than those who perform poorly.”
• Liquidity restrictions may render an investor incapable of pulling
money out for unforeseen cash needs should they determine
the asset is no longer desirable. Simply put, should a hedge fund
implode, investors may be stuck holding the bag.
• Such complicated investments involve high and complicated fee
structures.
The results of the study provide precious little justification for plan
sponsors to accept the risks associated with alternative investments.

Is the Game Still Worth Playing?
A majority of investment committees retain investment consultants
for a variety of reasons. These may include the need for manager
selection and termination recommendations, guidance on asset
classes, or introduction to boutique alternative managers such as
hedge funds or private equity. Irrespective of the intended purpose
of engaging a consultant to perform such tasks, the studies detailed
in this paper collectively conclude the value of such exercises is
decidedly negative, and the game is no longer worth playing.
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An Explanation, Please?
One of the reasons why the vast majority of institutional committees
still hire consultants is that it is a well-worn path that used to add
value, according to a veteran institutional investor.
Charles Ellis, former Chairman of the Yale Endowment, professor of
finance, author of many books and academic papers answers this
question in “The Rise and Fall of Performance Investing.”8
Ellis details the history of institutional investment management,
describing the proliferation of investment consultants that resulted
from early success in beating the market some 50-plus years ago.
“Fifty years ago, beating the market (i.e., beating the competition: parttime amateurs and over-structured, conservative institutions) was not
just possible — it was probable for hardworking, well-informed, boldly
active professionals.” “Today, the statistics are upended. More than 95%
of trades in listed stocks, and nearly 100% of other security transactions,
are executed by full-time professionals who are constantly comparisonshopping inside the market for any competitive advantage.”
Data, technology and regulatory requirements have led to a fiercely
competitive marketplace -- one in which “collective skills at price
discovery have increased so much that most of us can no longer
expect to outperform the expert consensus by enough to cover costs
and management fees and offer good risk-adjusted value to our
clients.” Wall Street Journal columnist, Jason Zweig puts it a bit more
plainly, “Active fund management is outmoded, and a lot of stock
pickers are going to have to find something else to do for a living.”
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Why Are Consultants Still in Business?
With so much research pointing to traditional investment consulting
as a negative sum game, why is the game still afoot? Ellis explains,
“Members of the establishment have much to lose in institutional
stature, their reputations as experts and their earning power.” He
faults “the human desire to do better by trying harder” combined
with the ‘yes, you can’ encouragement of investment consultants
as the primary drivers for the continuation of the broken system.
Selective data reporting helps, too.
“Advertising notoriously concentrates on the superior performance
of a small and ever-changing minority of managers,” observes Ellis.
“Little is said, however by insiders about the numbing consistency
with which a majority of active managers fall short of the index
or how seldom the past years’ winners are winners again in
subsequent years.”
Finally, Ellis sees an imminent revelation when “clients decide that
continuing to take all the risks and pay all the costs of striving to beat
the market with so little success is no longer a good deal for them …
Selling such services after passing that tipping point would clearly raise
the kind of ethical questions that separate a proud profession from a
crass commercial business.”
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So, Where Do We Go From Here?
In the face of evidence that consultants detract from
a portfolio’s value, should investment committees go it alone? No.
Sound investment management and investment policy will continue
to play a very important role in portfolio performance. Committees
would be well-served by carefully considering the role their
consultants play, the value they add, and how internal systems might
be revised to add true value.
There exists a strong need for advisors who provide asset allocation
advice that is rooted in quality long-term data, carefully executed
portfolio implementation and management, methodical spending
and liquidity management, and ongoing fiduciary partnership (in
writing) with their clients. These types of services, delivered by
fiduciaries, will only increase in demand.
Fiduciary advisors bring the ability to add true and quantifiable
value to their clients’ portfolios, and do so in a prudent and
transparent manner. Such advisors stand to benefit themselves
and their clients as they usher in a new breed of investment
professionals who will serve fiduciary committees in good stead,
while maximizing portfolio success.
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IFC’s Outsourced Chief
Investment Officer
Services (OCIO)
For pooled trusts, foundations, endowments and defined contribution
retirement plans, there are substantial benefits and protections that
are provided by partnering with an investment fiduciary to whom
investment selection and portfolio management can be delegated.
The appropriate fiduciary will bring a prudent and efficient process
that will closely align with the overall goals and objectives of the hiring
organization and the particular portfolio over which the fiduciary takes
discretion. IFC is that fiduciary.
IFC will accept responsibility and potential liability for investment
selection, monitoring and replacement of funds in the account, while
using the funds as building blocks for its managed portfolios. IFC will
accept all responsibility and potential liability for trading the account,
withdrawals to meet spending needs, capital inflows, and rebalancing
the portfolio(s) to maintain targeted risk exposures.
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IFC will accept responsibility and potential liability for implementing
the portfolio in keeping with the process agreed upon by the
decision makers at the sponsoring organization. This process will be
documented in the Investment Policy Statement, and delegated to IFC.
IFC is able to accept the trustees’ delegation of fiduciary responsibility
and potential liability for these matters. Delegation to IFC will
effectively eliminate the need for investment committee decisionmaking and time- consuming meetings and in-depth analysis. Such
matters will be effectively delegated to IFC and its internal investment
committee and portfolio managers. As a practical matter, delegation
will also save valuable time as day-to-day management will be
effectively delegated, also saving staff members’ time and attention.
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About Investing for Catholics
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Advisors, Inc. (IFA), a registered investment adviser based in
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