








Alternative asset specialists,
meanwhile, are responding to
demand for their skills by offering
products tailored for the
institutional market.

This has led to a blurring of the old
distinction between mainstream
firms and smaller specialist
managers. Instead of analysing the
market by type of firm, it now
makes more sense for investors to
look at two types of products —
relative return (measured against
the market) and absolute return
(usually measured against cash,
but with the implicit aim of beating
the market).

The two have strikingly different
fee structures, with relative return
mandates charging 50 basis points
or so, while base fees for absolute
return mandates range from

1 per cent to 2 per cent, typically
with a 20 per cent performance
fee on top.

Does this represent value for
money? First it must be said that
pension funds in aggregate are
unlikely to reap rewards from
absolute return strategies; they
need excellent governance
capabilities if they are to capture
any potential premium.

Secondly, while the lure of
alternative assets lies in their
strong diversification potential and
access to skill, the huge flows into
many strategies will inevitably
dilute returns. At the same time,
fees and costs remain stubbornly

high. This leads to the conclusion
that sooner or later the cost
structure, including the high levels
of compensation paid to alternative
asset managers, will come under
pressure, perhaps from institutional
clients disappointed by returns.

The industry clearly has some
way to go before compensation
is regarded as fair and appropriate,
and works as it should to create
incentives and value. This raises
the question as to where skills
have the most opportunity to add
value within the investment
system. We believe one answer is
in the institutional pension fund
arena, with individuals being
employed directly by funds.

Consultants in the hot seat
Our own industry, consultancy, is
being buffeted by the same cross
winds as pension funds and
managers: short-term performance
pressure, more complex strategies
and fiercer competition, particularly
for talent.

What do pension funds now
expect from their advisers?

While many funds still look for
technical support for their
decisions on strategy and manager
line-up, others now want their
consultants to add value in explicit
ways and be fully accountable for
their performance. The trend is

for consulting to become

more solutions-based, with

more measures attached

and more accountability.

In response, consultants are

pursuing different business
models. Some are taking a fund of
funds, or manager of managers
approach to advice. Others — such
as ourselves — are emphasising
their independence as advisers but
taking a more ‘hands-on’ approach
to adding value. Competition is
also coming from outside in the
shape of funds of hedge fund
firms and investment banks.

In the long term — and this goes
for consulting firms as well as
asset managers — success will
belong to the firms that think
ahead, listen to what their clients
want and are able to offer added
value investment content.

For pension funds, success is
closely linked to governance,
because good governance tends
to lead to good performance. More
and more funds realise that they
need to match their level of
investment skill and other
resources with strategies that they
are capable of fully implementing.

Pension funds and their agents are
operating in a rapidly changing,
complex environment. Those
participants that can demonstrate
strong leadership and attract the
best talent are most likely

to succeed.
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