mnmmmm|||ummﬂmwa;w|mmmmmnmumummnmr

RIS wii i [l HEE ]

I . : :'n.. " |
F 11 |

- “ayta

Jl
W

m;:g L

g IMII |||||||||||| HI'I.& ||||-||||| i

11 0000 L5

- i .|||| Hﬂ |||=||'|||||| i I']h i |||||| rII'I'Tﬂllrl II||| il h Il ||||||| |||||!I|*

"5 F""|I II

I||
? A HanDpBoOK FOR | NVESTMENT FiDUCIARIES

Personswho have the legal responsibility for managing someone ds€ s money.
Investment Committees of Retirement Plans, Foundations, and Endowments
Investment Advisors, Consultants, Private Bankers, Financial Planners

Trustees of Private Trusts
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PRUDENT INVESTMENT PRACTICES

INTRODUCTION

The primary purpose of this handbook is to outline the Practices that define a prudent process
for investment fiduciaries. It is intended to be a reference guide for knowledgegble investment
decison makers, as opposed to a How to manua for persons who are not familiar with basic
Investment management procedures.

The tem fiduciary is incdusve of the more than five million people who have the legd
regponsbility for managing someone dsfs money including membes of investment
committees of retirement plans, foundations, and endowments; trustees of private trusts, and
investment advisors. Fiduciary datus is determined by facts and circumstances, but generdly
Is defined as a person who:

1. Manages property for the benefit of another;

2. Exercisesdiscretionary authority or control over assets; and/or

3. Acts in a professond capacity of trust, and renders comprehensve and conti

e )\@

PRIMARY Duty OF THE FiDUuCIARY

To manage a prudent investment process,
without which the components of an investment
plan cannot be defined, implemented, or
evaluated. Statutes, case law, and regulatory
opinion letters dealing with investment
fiduciary responsibility further reinforce this
< Important concept.

Illustration Introduction 1

Fduciaries have the mogt important, yet most misunderstood role in the invesment process
to manage the investment practices, without which the other components of the investment
plan can be ndther defined, implemented, or evduated. Statutes, case law, and regulatory
opinion letters dedling with fiduciary status further reinforce this important concept.
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Introduction (continued)

The legd and practicd scruting a fiduciary undergoes is tremendous, and it comes from
multiple directions and for various reasons. It is likdy that complaints and/or lawsuits
dleging fiduciary misconduct will increese. Although some of these dlegaions may be
entirdy judtified, most can be avoided by following the investment Practices outlined in this
handbook. Fiduciary liability is not determined by invesment performance, but rather on
whether prudent investment practices were followed. It's not whether you win or lose, it's
how you play the game.

A fiduciary demondrates prudence by the process through which invesment decisons were
managed, rather than by showing that investment products and techniques were chosen
because they were labeled as “prudent.” No investments are imprudent on ther face. It is the
way in which they are used, and how decisons as to ther use are made, that will be examined
to determine whether the prudence standard has been met. Even the most aggressve and
unconventiond investment can meet that standard if arived at through a sound process, while
the most consarvative and traditiona one may not messure up if a sound processis lacking.

On a more pogtive note, the Practices dso make good investment sense. Superior investment
returns result from developing a prudent investment process, and then gicking to it. The
Practices can provide the foundation and framework for such an investment process, and help
to keep fidudaries from making ad hoc investment decisors influenced by emoations, ‘
noise, press-gppointed investment gurus, and/or product peddiers.

This handbook covers twenty-seven Practices that define a prudent j
process from beginning to end. Each Practice is followed by at'
law, and/or regulatory opinion letters that serve as the
handbook has been published, Legal Memorandums fg

provides a much more detalled explanation and legal | opt
twenty-seven Practices. [The legd memqranc
Luftman McDaniel & Reicher. To pu
Studies (412) 390-5080.]

dations and endowments). [See Comments Section for dtates that have enacted
PlA.]

MPERS - Unifoom Management of Public Employee Retirement Sysems Act

(proposed legidation that may impact State, county, and municipd retirement plans).
[See Comments Section for states that have enacted MPERS)]

Copyright 2002. Foundation for Fiduciary Studies DRAFT Page 6 of 6



Introduction (continued)

A didinction will be made between what law requires and what represents a generdly
accepted practice in the investment industry. An industry best practice will be prefaced with
[IBP.

Throughout this handbook, periodically we will use the term market segments to refer to the
different types of fiduciary accounts. To amplify this discusson, we have broken the different
fidudary accounts in to four groups (1) defined benefit plans, in which invesment decisons
are genedly committee-directed; (2) defined contribution plans, in  which investment
decisons generdly are participant-directed; (3) foundations and endowments, aso referred to
eleemosynaries, and, (4) individua/family accounts.

VERTICAL AND HORIZONTAL
INVESTMENT PROCESS

nsitujonal

MlddIeMarket Above $2 million
/ Retdl Market sm k

I Individuals/Trusts |j I Foundatlons/Endorwmenth I Retirement Planslj

pa

> ERISA - Corporate
MPERS- Public

Prudent Investor Rule

veral of the handbook’ sthemes ar e from The Management of | nvestment Decisions (McGraw-Hill,
New York, 1996) by Donald B Trone, William R Allbright, and Philip R Taylor.

The UPIA was released by the Uniform Law Commissioners in 1994, and subsequently
approved by the American Bar Association and American Bankers Association.

Copyright 2002. Foundation for Fiduciary Studies DRAFT Page 7 of 7



Introduction (continued)

STATE ADOPTIONS:

Alaska Maine

Arizona Massachusetts
Arkansas Maryland**
California Michigan
Colorado Minnesota
Connecticut Missouri
District of Columbia Nebraska
Hawaii New Hampshire
Idaho New Jersey
[llinois New Mexico
Indiana North Carolina
lowa North Dakota
Kansas

** Qubstantially similar

2002 INTRODUCTIONS:
Wisconsin

Ohio
Oklahoma
Oregon
Pennsylvania
Rhode Island
South Carolina
Tennessee
Utah
Vermont
Virginia
Washington
West Virginia
Wyoming

To date, only one state has formally adopted MPERS. South Carolina.

This handbook is not intended to be used as a | egal opinion. Thefiduciary should discussresultswit

process for investment fiduciaries. The scope of this handbook wi

actuarial, and/or record keeping issues; (2) valuations of closely
assets, insurance contracts, hedge funds, or blind investme
asthe use of derivative and/or synthetic financial i

issues of the fiduciary.

Copyright 2002. Foundation for Fiduciary Studies DRAFT
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BENEFITSOF THE PRACTICES*

U Help to edablish evidence that the fiduciary is following a prudent investment process,
which may minimize litigation risk.

U The Practices are easly adaptable to dl types of portfolios, regardiess of size or intended
use.

U Seves as a practicum for dl parties involved with invesment decisons (money managers,
investment advisors, consultants, accountants, and attorneys), and provides an excdlent
educationd outline of the duties and responsibilities of investment fiduciaries.

U May hep to increase long-term invesment performance by identifying more appropriate
procedures for:

Diversfying the portfolio across multiple asset classes and peer groups,
Evauating investment management fees and expenses,
Selecting money managers and/or mutud funds; and/or

Terminating money managers and/or mutua funds that no longer are

U Hep to uncover investment and/or procedura risks not preyi
asdg in priortizing invesment management  projects—wi
vendors.

! Several of the benefit concepts were developed by Independent Fiduciary Services, Inc., Washington, DC
(202) 898-2270.
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PRACTICES MATRIX

The twenty-seven Practices outlined in this handbook are intended to define a prudent
invesment process from beginning to end. A Practices Matrix has been congructed to
facilitate the viewing of the Practices. Referring to the foldout in this handbook:

The verticd axis of the Matrix is the seven Uniform Fiduciary Sandards of Care; the
dandards that are common to the three legidative acts that shape invesment fiduciary
standards - ERISA, UPIA, and MPERS. [The term Uniform Fiduciary Sandards of
Care has been coined by the authors to denote the seven standards of care that are

common to the three legidative acts]

The horizontd axis of the Matrix outlines the deps of a traditiond

investment

management process, which we refer to as the FiveSep Investment Management

Process.

The Uniform Fiduciary Standards of Care [legidated standards] and the Five-Step Investment
Management Process frame a prudent investment process. To complete the picture, we have
identified the twenty-seven Practices that provide the details to this process. For each cdl of
the Matrix, we have identified one or more Practices.

UNIFORM FIDUCIARY STANDARDS OF CARE

FIVE-STEPINVESTMENT

| 1. Know standards, laws, and trust provisions.

| 2. Diversify assets to specific risk/return profile of client.

3. Prepare investment policy statement.

4. Use“prudent experts’ (money managers) and
document due diligence.

| 5. Control and account for investment expenses.

6. Monitor the activities of “ prudent experts.”

| 7. Avoid conflicts of interest and prohibited transactions.

V.

The Practices Matrix is constructed by using the
“Five-step Investment Management Process’ asthe
\

horizontal axis and the seven “Uniform Fiduciary
Standards of Care” asthe vertical axis.

Copyright 2002. Foundation for Fiduciary Studies
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| Analyze
Sur_rfnt Diversify -
osition
SepOne Qo”rﬁ?o Formalize | 4 Rebalance
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Policy .
Step Three Policy Monitor
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| S.;lpapvise
PRACTICES MATRIX
Steps 1 > 5
Standards
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7
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Selected Quotes
from the Department of Labor’s
Amended Brief of the Secretary of Labor Opposing the M otionsto Dismiss
Re: Pamela Tittle, et al.,
v. ENRON CORP., Oregon Corporation, et al.

The Secretary files this amicus brief expressing her view that, based on the allegations in the
Complaint, ERISA required the fiduciaries to take action to protect the interests of the plans,
their participants and beneficiaries, and that ERISA provides remedies for the failure to have
done so. (Pagel)

ERISA'sfiduciary obligations are among the * highest known to the law.” Bussanv. RIR
Nabisco, 223 F.3d 235, 294 (5" Cir. 2000). They do not permit fiduciaries to ignore grave
risks to plan assets, stand idly by while participants' retirement security is destroyed, and
then blithely assert that they had no responsibility for the resulting harm. (Page 2)

duties with integrity and competence, and that he is appropriat
v. Harline, 15 EBC 1138, 1149 (D. Utah 1992). (Page 9)

Section 404(c) plan fiduciaries are till oblis ary responsibility
provisions to prudently select the JORNS er-the Plan and to monitor their
ongoing performance. (Page 37)
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MissioN OF THE
FOUNDATION FOR FIDUCIARY STUDIES

To develop and promote the Practices that define a prudent
process for investment fiduciaries.

FipuciaArRY CobpeE OF CoNDuUCT

If you'regoingtodoit—
Doitright.

As you manage investment decisions:
Document the process; Hire competent professionals; Monitor results;
and Always remember you have been entrusted with someone else’s money.

Never invest in something you don’t understand or is difficult to value.
Know what you' re paying for -
Don't hire the fox to count the chickens.

Understand that, when everyone istalking about making akilling -
The market already is dead.

Cautiously approach investments that promise superior results.
Believe in the statement -
The past is no indication of future performance.

Relish the opportunity to be a steward of sound investment practices
for, inthe end,
it's procedural prudence, not performance, that counts.
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D Practice No. 1.1 Investments are managed in accordance with applicable laws,
trust documerts, and written investment policy statements?

Our garting point is for the fiduciary is to andyze and review dl of the documents pertaining
to the edablishment and management of the invesments. As in managing any busness
decison, the fiduciary has to set definitive gods and objectives that are consstent with the
portfolio's current and future resources, the limits and condraints of applicable trust
documents and datutes; and, in the case of individud investors, the gods and objectives of
the individud investor.

The following documents should be collected, reviewed, and anayzed:

U A copy of the Invesment Policy Statement (IPS), written minutes, and/or files from
investment committee meetings [See dso Practice No. 3.1]

O Applicable trust documents (including amendments) [See dso Practice No. 1.2]

O Custodial and brokerage agreements [See also Practice Nos. 4.4 and 5.3]

2 Substantiating Code, Regulations, and Case Law for Practice No. 1.1:

Employee Retirement Income Security Act of 1974 [ERISA]
§3(38)(C); §104(b)(4); §402(a)(1); §402(b)(1); §402(b)(2);
§404(b)(2)

Regulations
29 CF.R. 82509.75-5 FR-4;

p: 559 (N.D. Ohio 1978); Liss v. Smith, 991 F.Supp. 278, 1998 (S.D.N.Y.

g Jaganisv. Grace Capital, Inc., 664 F. Supp. 105 (S.D.N.Y. 1987), aff'd, 889 F.2d
Cir. 1989).
Other

Interpretive Bulletin 75-5, 29 C.F.R. §2509.75-5; Interpretive Bulletin 94-2, 29 CF.R.
§2509.94-2

Uniform Prudent Investor Act [UPIA]
§2(a) - (d); 84

Management of Public Employee Retirement Systems Act [MPERS]
84(a) — (d); §7(6); 88(b)
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Practice No. 1.1 (continued)

O Service agreements with investment management vendors (custodian, money
managers, investment consultant, actuary, accountant, and attorney) [See dso
Practice No. 1.4]

Q Information on retained money managers, specificaly the ADV for each separate
account manager and prospectus for each mutua fund [See also Practice No. 4.1]

Q Invesment performance reports from money managers, custodian, and/or consultant
[See also Practice No. 5.1].

After andyzing the aforementioned documents, there are severd follow-on questionswhich
must be answered:

1. Do trust documents identify trustees and named fiduciaries? [ See also Practice No.
1.2]

2. Do trust documents, statutes, and/or client instructions restrict or prohibit certain
asset classes? [See dso Practice No. 2.4]

3. Do trust documents dlow for the fiduciaries to prudently delegate investment
decisons to others? [See also Practice Nos. 4.1 and 4.2]

Depending on the market segment, (See INTRODUCTION) there are additiona d
should be collected, reviewed, and analyzed:

For Defined Contribution Plans:

Participant education materia
Enrollment activity reports
Loan activity reports
IRS Form 5500 -

O OO00o0D

RS Korm 5500 - Including schedues
dependent accountant’ s audit report (required by IRSif there are more than 100
participants)
Summary Plan Description
Actuarid reports showing status of:
- Accumulated Benefit Obligation (ABO)
- Projected Benefit Obligation (PBO)

oo
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Practice No. 1.1 (continued)

O Actuarid reports showing assumptions for
- Return
- Interest rates
- Participant pay/benefit rates.

For Foundations and Endowments - Review reports that provide information on:

U Theorganization's purpose and missonbased investment strategy (if one has been
adopted) [See also Practice No. 3.7]

O Equilibrium Spending Rate (ESR) to cdculate inflation and investment expense-
adjusted payments:

ESR = Modded Return - Inflation - Investment Management Expenses
U Smoothing rulesto determine market vaue for gpplication of ESR to caculate sze
of grants.
- Moving average (over three years)
- Prest amount over previous year (inflation adjusted)
- Judging the need - committee retains option to adjust grants each yeer.

For Individua/Family Wedth

O Tax satus

O Edate and philanthropic objectives ®
U Spending rate. § %

Copyright 2002. Foundation for Fiduciary Studies DRAFT Page 15 of 15



D Practice No. 1.2 Fiduciariesare aware of their dutiesand responsibilities®

As outlined in the INTRODUCTION, a fiduciary is defined as someone acting in a podtion of
trust on behdf of, or for the benefit of, a third party. Fduciay datus is difficult to determine,
and is based on facts and circumstances. In generd, the issue is whether a person has control
or influence over invesment decisons. It is not uncommon for fiduciaries to be unaware of
their status, which is one of the reasons why this Practice has been included.

Fiduciaries are respongble for the generd management of the investments - in essence, the
management of the twenty-seven Practices presented in his handbook. If dtatutes and trust
provisons permit, the fiducdary may deegate certan decisons to professona money
managers, trustees (co-fiduciaries), and/or investment advisors and consultants.  But even
when decisons have been deegated to a professond, a fiduciary can never fully abdicate his
or her respongihilities; the fiduciary il has the ultimate responsibility for:

1. Determining investment gods and objectives

2. Approving an gppropriate asset dlocation srategy, or in the case of a 401(k) plan,
the asset classes that will be represented by the investment options

3 Substantiating Code, Regulations, and Case Law for Practice No. 1.2: ®
Employee Retirement Income Security Act of 1974 [ERISA] ( f

§404(a)(1)(B)

CaseLaw
Marshall v. Glass/Metal Associationa
Supp. 378 2 E.B.C. 1006 (D.Hawaii

Glassyvorkers Pension Plan, 507 F.
44 F.2d 270, 5E.B.C. 1777 (2d
, 105 S. Ct. 565, 83 L.Ed. 2d 506

nitteée on Taxation, Overview of the Enforcement and Administration of the
oyee Retirement and Income Security Act of 1974 (JCX-16-90, June 6, 1990)

orm Prudent Investor Act [UPIA]
81(a); §82(a); 82(d)

Management of Public Employee Retirement Systems Act [MPERS]
87

CaseLaw

National Labor Relations Board v. Amax Coal Co., 453 U.S. 322, 101 S. Ct. 2789, 69 L.Ed. 2d
672 (1981)
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Practice No. 1.2 (continued)

3. Approving an explicit, written invesment policy Satement conssent with gods
and objectives

4. Approving gppropriste money managers, mutud funds, or other prudent experts to
implement the investment policy; or approving the due diligence process that will be
used to sdect the same if investment discretion has been delegated to an investment
advisor

5. Monitoring the activities of the overdl investment program for compliance with the
investment policy; or approving the peformance measurement objectives and
benchmarks that will be used to evauae the same, if investment discretion has been
delegated to an investment advisor

6. Avoiding conflicts of interest and prohibited transactions.

New trustees or investment committee members often are concerned about being qudified to
perform their duties citing their lack of Wall Street experience and acumen. This shouldn’t
be the case. The duties of an invesment committee member are not too dissmilar to the
respongbilities of any generd line manager, which is to identify goads and objectives, to
determine how resources will be alocated; to prepare a busness plan; to implement the
busness plan; and, on an ongoing bass to monitor the results to see if the gods
objectives of the business plan are being met.

QA (}

CHARACTERISTICS OF THE SuccessFuL FIbuciARY

1. Doesnot require extensive experience in securities analysis or
portfolio management.

2. A sincere commitment and courage to develop a consensus
formulation of goals and objectives.

A personal interest in understanding the basics of capital markets.

4. Thediscipline to develop long-term investment policies, and the
patience to evaluate events calmly in the context of long-term trends.

5. Anunderstanding of personal and organizational strengths and
weaknesses to determine when delegation and outsourcing is more

appropriate.
6. Theability to get the right things done, otherwise known as effective

management. A prudent process facilitates effective management by
distinguishing important from unimportant tasks.

[llustration 1.1
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D Practice No. 1.3 Fiduciariesand partiesin interest are not involved in self-
dealing*

[IBP] If afiduciary even thinks he or she may have a conflict of interest - they probably do.
The best adviceisend it, or avoid it. It' sthat smple.

An important concept associated with this Practice istheterm party in interest. Thetermis
indusive of, among others:

Any friend, business associate, or relative of the fiduciary

In the case of a retirement plan; any administrator, officer, trustee, counsel, or
employee of the plan, or any person providing services to the plan.

[IBP] An excdlent quedion every fiduciary should ask before deciding or voting on an
investment issue is  Who benefits most from this decision? If the answer is any party other
than the dient (in the case of an individud or family account), participant (in the case of a
retirement plan), and/or the beneficiary (in the case of a persond trust), the likelihood is the
fiduciary isabout to breach his or her duties.

The fundamentd duty of the fidudary is to manage invesment decisons for the exdusve
benefit of the client, retirement plan participant, and/or trust beneficiary. No gne
receive a benefit amply because they are a friend, busness associate, and/o '
fiduciary.

4 Substantiating Code, Regulations, and Case Law for Practice No. 1.3: @%

84975

Employee Retirement Income
§3(14)(A) and (B); &4

on SoftDollars and Commission Recapture November 13, 1997

orm Prudent Investor Act [UPIA]
82; 85

Management of Public Employee Retirement Systems Act [MPERS]
§7(1) and (2); 817(c)(12) and (13)

Other

Forbes “Pay for Play,” Sept 4, 2000; Pensions & Investments, “ Trustee Queries Mercer on
Work,” p. 10; Fortune “The Seamy Side of Pension Funds,” Aug 12, 2002.
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Practice No. 1.3 (continued)
Examples of common breaches.
Using retirement plan assets to buy real estate for corporate expansion

Trading a client’s account soldy to generate additiond commissons (dso referred to
as churning aclient’s account)

Udng the assets of a public retirement plan to invest in loca high-risk business
ventures

Using the assets of a private trust to provide unsecured loans to related parties and/or
entities of the trustee

Using acompany retirement plan as collaterd for aline of credit

Buying artwork and/or other collectibles with retirement plan assets, and putting the
collectibles on display.

Generdly spesking, every investment program has at least three components:
1. The money manager who is selecting the stocks and bonds for the portfolio
2. The brokerage firm that is executing the trades ®
3. The custodian that is holding and safeguarding the securities. &\

[1BP] Lar_ger, inditutiond portfolios ($200 million or [Rore hould\a J

three parties (money manager, broker, and u 5 .h%-““ S

Ci
> \/ v

[IBP] er 3
adv th im to be objective, independent third-parties, but are not. [This
) 0.5
O

A&
‘\\ e CO with brokers who have properly disclosed that dl or pat of their
Q;.?

Sho
\\u :i' hay be commission-based.]
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Practice No. 1.3 (continued)

The fiduciary has a responshility to control and account for investment expenses (Uniform
Fiduciary Sandards of Care) and, therefore, should require his or her investment
advisor/consultant to fully disclose and detall dl revenue, benefits (such as trips for the
purposes of due diligence), and /or income received as a result of

1. Trades executed on behaf of the account, also known as directed brokerage [See dso
Practice No. 5.3]

2. Sdling investment services, conference seminars, and/or any other consulting services
to the very same money managers or service vendors that the advisor/consultant is
recommending to the fiduciary.

D Practice No. 1.4 Service agreements and contractsarein writing, and do not
contain provisionsthat conflict with fiduciary standards of care®

A fiduciary is required to prudently manage investment decisons and should seek assgtance
from outsde professonds, such as invesment advisors/consultants and money managers, if
the fiduciary lacks the requidte knowledge (assuming the trust documents permit
delegation of investment respongbilities). [See dso Practice No. 4.1]

The fiduciary should take reasonable steps to protect the portfolio from
misunderstandings when hiring such professonas. Therefore, fiduciari

documents that govern the investment drategy; and,
mutua understandings of their roles and respongbiliti

ith, 991 F. Supp. 278 (S.D.N.Y. 1998); Whitfield v. Tomasso, 682 F. Supp. 1287, 9
B.C. 2438 (ED.N.Y. 1988)

Other
Interpretive Bulletin 94-2, 29 C.F.R. §2509.94-2

Uniform Prudent Investor Act [UPIA]
8§2(a); 85; 87; 89(a)(2)

Management of Public Employee Retirement Systems Act [MPERS]
§5(3)(2); §6(0)(2); 87
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Practice No. 1.4 (continued)

[IBP] A good practice is to review contracts and service agreements a least once every three
years. The investment indudtry is congtantly evolving, and the fiduciary islikdly to discover:

1. There may be an opportunity to take advantage of price breaks because the portfolio
has grown in 9ze.

2. Thevendor’s fees may have been reduced because of competitive pressures.
3. The scope of services required by the fiduciary may have changed.

4. The vendor's product offering may have expanded - the fidudiary can benefit from
more services without an increase in fees.

5. A better vendor has since come to market.

D Practice No. 1.5 Thereisdocumentation to show timing and digtribution of cash
flows, and the payment of liabilities®

One of the fundamentd duties of every fiduciary is to ensure there are sufficient
bills and liahilities when they come due, and in the case of a foundation or
provide a specified leve of support when it has been promised.

S

Reg
Ot P
@ Interpretive Bulletin 94-2, 29 C.F.R. §2509.94-2; H.R. Report No. 93-1280, 93d Congress, 2d
ion (1974)

niform Prudent Investor Act [UPIA]
§1 Comments; §2 Comments; §2(a); §2(b); §2(c)

CaseLaw
Harvard College v. Amory, 26 Mass. (9 Pick.) 446 (1830)

Management of Public Employee Retirement Systems Act [MPERS]
§7(1) and (2); 88(a)(1)(E)
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Practice No. 1.5 (continued)

It is important that the fiduciary prepare a schedule of the portfolio’'s anticipated cash flows
for the coming five-year period, so that the investment time horizon can be determined. [See
aso Practice No. 2.3] The time horizon is defined as that point-in-time when more money is
flowing out of the portfolio than is coming in from contributions and/or from portfolio
growth. If the time horizon is less than five years, it is congdered short, and if the time
horizon is five years or more, it is conddered long. A short time horizon typicdly is
implemented with fixed income and cash, whereas a long invesment time horizon can be
prudently implemented across most asset classes. [See aso Practice No. 2.4]

[IBP] If the cdient has a materid disbursement within five years, 120 percent of the
anticipated amount needed should be held in cash or short-term fixed income ingruments. For
example, if $100,000 is going to be needed in three years, one would dlocate $120,000 to
cash and/or short-term fixed income in the asset dlocation Strategy.

The cash flow schedule dso provides the fiducary with information to more effectivey
rebalance a portfolio’'s asset dlocation srategy. [See also Practice No. 3.3] As an example, if
a paticular asset class is outdde the range of the investment policy satement’s drategic limit,
one could use the cash flow information to effectively rebdance the portfalio.

D Practice No. 1.6 Assetsarewithin thejurisdiction of U.S. courts, and are
protected from theft and embezzlement’
The fiduciary has the responshility to safeguard entrusted assets, 5 t

asts within the purview of the U.S judicid sysem. This

Varity Corporation v. Howe, 516 U.S. 489, 116 S. Ct. 1065, 134 L.Ed.2d 130 (1996)

Other
H.R. Report No. 93-1280 (93 Congress, 2d Session, August 12, 1974)

Uniform Prudent Investor Act [UPIA]
§2(a); §5; §9(d)

Management of Public Employee Retirement Systems Act [MPERS]
§2(21); 86(e); §7; 811(c) and Comments
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Practice No. 1.6 (continued)

In addition, ERISA requires qudified retirement plans to maintain a surety bond to reimburse
a plan for losses resulting from dishonest acts.  Though not required for al other fiduciaries,
it sagood industry practice to maintain Smilar coverage,

Exception: Investment advisors that are managing the persond assets of a high-net-worth
ciet ae not excluded from consdeing the establisiment of offshore accounts. The
presumption is that federd laws will continue to impose drict reporting and tracking
requirements of foreign bank accounts and offshore trusts.

INTRODUCTION TO PRACTICE NOCS. 2.1- 2.5

The second step of the Investment Management Process is to diversfy the portfolio's assets.
Practice Nos. 2.1 - 2.5 provide the detail s to the prudent procedures associated with Step 2.

The fidudary's choice of asset classes and therr subsequent dlocation will have more impact
on the long-term peformance of the invedment drategy than dl other decisons. The
fiduciary’s role is to choose the appropricte combination of assets that optimizes (or
approximately optimizes) a return (Practice No. 2.2) subject to a paticular level of risk
(Practice No. 2.1).

The acronym TREAT hepsto define the key fiduciary inputs to the asset dlocation strateg @
T  Tax datusof the portfolio, whether it is taxable or tax-exemp X

Y mathematicaly asss the fiduday in determining
es. Y, these technologica tools and comprehensve databases
et’ dlocation decison to a computerized, mathematical solution. Quite
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Introduction to Practice Nos. 2.1 - 2.5 (continued)

ASSET ALLOCATION VARIABLES

TAX STATUS

Risk LEVEL

ASSET CLASS PREFERENCE

EXPECTED RETURN

= |m{|>||7|ld

TIME HORIZON

[llustration 2.1

An optimizer requires three inputs:

Expected Return - the model ed return assumption that will be used for each asset class §

Note that al three optimizer variables are i : an.edimates, models, or probable
outcomes. The asset alocation dreted st be upon carefully developed expectations
for the capitd markets and the w ‘

relation to, and in combina ith, &
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Introduction to Practice Nos. 2.1 - 2.5 (continued)

Experience has shown:

1.

Intuition is sometime as good, if not a better, guide than the optimizer. If it doesn't
fed right, it probably ig't. Optimizers are only usgful for making the rough cut
between equity and fixed income. The fiduciary shouldn't become so enamored with
the optimizer that he or she forgets to use common sense and good judgment.

There is less risk in being consarvative with the capitd markets inputs. A fiduciary
generdly does not get sued when actud results are higher than what was model ed.

A corollary to the previous point is that liability increeses exponentidly with the
number of places to the right of the decima point. The fiduciary should not convey a
degree of accuracy in the asset alocation drategy that does not exist. A good
suggedtion is to round dl dlocations to whole numbers, even rounding the dlocations
to the nearest five percent.

Asst dlocation is a socid science. If it does not Eflect the needs of the client or the
temperament of the investment committee, no matter how sophigticated the process by
which it was determined, it likdy will be abandoned & the firs sgn of short-term

pain.
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d Practice No. 2.1 A risk level has beenidentified®

The term risk has different connotations, depending on the fiduciary’s and/or the investor's
frame of reference, circumstances, and objectives. Typicdly, the invesment industry defines
rsk in tems of datisticdl messures, such as standard deviaion. These datistical measures,
however, often fal to adequatdy communicate the potentid negative consequences an
investment drategy can have on the fiduciary's, or the invedtor's, ability to meet invesment
objectives.

Smply dated, an investment drategy can fall by being too conservetive or too aggressve. A
fiduciary could adopt a very safe investment drategy by keeping a portfolio in cash, but then
see the portfolio’'s purchasing power whither under inflation. Or, a fiduciary could implement
a long-term growth drategy that overexposes a portfolio to equitiess, when a more
consxvative fixed income-drategy would have been aufficient to cover the identified gods
and objectives.

One suggested approach isto stress test a proposed investment sirategy by andyzing possible

investment outcomes (worst case, most likely, and best case) over aone, three, and five-year
period. Thefiduciary should then consider the possible consequences of each outcome:

1. Will the investment results enable the fiduciary to cover short- and long-term
ligbilities and/or objectives?
2. Canthefiduciary ssomach the wor st-case scenario? If not, the fiduciary Q

23EB.C. 1001 (5" Cir.), reh’ g and reh’ g en banc denied, 184 F.3d 820 (5" Cir.), cert. denied,
528 U.S. 967, 120 S.Ct. 406, 145 L.Ed.2d 316 (1999); Chase v. Pevear, 383 Mass. 350, 419
N.E.2d 1358 (1981)

@ Laborers National Pension Fund v. Northern Trust Quantitative Advisors, Inc., 173 F.3d 313,

Uniform Prudent Investor Act [UPIA]
§2(b) and (c); 82 Comments

Management of Public Employee Retirement Systems Act [MPERS]
§8(b); 88 Comments

Copyright 2002. Foundation for Fiduciary Studies DRAFT Page 26 of 26



Practice No. 2.1 (continued)

[IBP] A good way to define risk is to evauae the worst-case scenario in a given year.
Specificaly, identify the statisticd worst-case scenario a the 95" percentile of a mean
variance bdl-shaped curve. This theoreticaly represents a Xin-20 event that could be as bad,
or worse, then the word-case scenario. Or dtated differently, there is a 5 percent probability
that the wor st-case scenario will be wor se then indicated.

M obDELED WORST CASE SCENARIO

Expected Return = 10% -10 10 30 Standard Deviation = 20%
A A A
- 30 50
A A
Number of / \
Outcomes
//
Expected Return %

One Standard Deviation (68% of Outcomes)
Two Standard Deviations (95% of Outcomes) %

[lustration 2.2 \e>
Beddes datigticd risk, we dso should explore whethe investor, is concerned

or impacted by other risk issues such as:

Srto meet anticipated disbursements? For
o funding the condruction of a new building

Is the board willing to st gppropriate long-term invesment
dick to them? Boards of al szes are subject to interna and externd
essures. In light of these pressures, it can be difficult for board members to focus on
ong-term performance, particularly when they're serving for alimited term.

Lost Opportunity Risk - Is the investment committee or the investor attempting to
employ amarket timing Srategy in an effort to minimize short-term pain? In other
words, has along-term investment strategy been developed but do concerns over
current market conditions keegp the investment committee from implementing the

drategy?
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Practice No. 2.1 (continued)

Specific Issue, or Implementation Risk - Has the investment committee or investor
prudently diversified a portfolio among appropriate asset classes, but has not prudently
diversfied the portfolio within the asset class? As an example, an dlocation to

equities presumes the portfolio will be invested in at least twenty securities. Less than
twenty, and the portfolio may be subject to specific issuerisk.

D Practice No. 2.2 An expected, modeled return to meet investment objectives has
been identified

The fiduciary should determine whether trust documents, spending policies, and/or actuarid
reports (for defined benefit retirement plans) edablish a minima invetment return
expectation or requirement. In al cases, the fiduciay should determine the modeled, or
expected return a given investment drategy should produce. In this context, the term model
means to replicate; to determine the probable returns of an investment drategy given current
and higtorica information. There is no requirement, or expectation, that the fiduciary forecast
future returns. Rather, the fiduciary is required to date the presumptions that are being used to
model the probable outcomes of a given investment Strategy.

2
C
ederal Power Commission v. Hope Natural Gas Company, 320 U.S. 591, 64 S.Ct. 281, 83

L.Ed. 333 (1944); Communications Satellite Corporation v. Federal Communications
Commission, 611 F.2d 883 (D.C. Cir. 1977); Tennessee Gas Pipeline Company v. Federal
Energy Regulatory Commission, 926 F.2d 1206 (D.C. Cir. 1991)

Uniform Prudent Investor Act [UPIA]
§2(b); 82(c)(1-8)

Management of Public Employee Retirement Systems Act [MPERS]
§8(a)(1)(A-F); 88(b)
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Practice No. 2.2 (continued)

Be wary of an optimizer that derives its inputs only from hidoricd data Mogt invesment
professonds utilize a risk-premium modd. Developing the risk premium is quite involved,
but, smply dated, the process starts by caculating the premium each asset class has earned
over the risk-free-rate-of-return. The premium is then adjusted, or tweaked, based on possible
economic scenarios that may impact the asset class over the rext five years. The adjusted, or
tweaked, premium is then added to the anticipated risk-free-rate-of-return over the next five
years (anticipated rate of inflation aso could be used as a proxy) to come up with the find
modeled return.

D Practice No. 2.3 An investment time horizon has been identified™

It is important that the fiduciary prepare a schedule of the portfolio’s anticipated cash flows so
that the portfolio’'s investment time horizon can be identified. [See dso Practice No. 1.5] The
portfolio’'s invesment time horizon is defined as the point in time when disburssments in a
given year exceed the sum of contributions, and increase in assats as a result of investment
peformance. In other words, a& what point in time is there more money going out then
coming in? The identification of the portfolio’'s time horizon is one of the most important
decisons the fiduciary has to manage.

The time horizon is the primary variable in determining the dlocation betw:
fixed income.  An invesment time horizon of less than five years is cong
five years or more is conddered long. Ordinarily, a short-term time

dlocation to fixed income and cash, wheress a long-term g
allocation to most other asset classes.

etzler v. Graham, 112 F.3d 207, 20 E.B.C. 2857 (5th Cir. 1997)
Other
Interpretive Bulletin 96-1, 29 C.F.R. §2509.96-1; H.R. Report No. 1280, 93d Congress, 2d
Session (1974)

Uniform Prudent Investor Act [UPIA]
§2(a); 82(b)

Management of Public Employee Retirement Systems Act [MPERS]
8§8; §10(b)
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Practice No. 2.3 (continued)

There is a hierarchy to the decisons that the fiduciary has to manage. Illustration 2.3 depicts
this hierarchy and shows that the most important decison the fiduciary has to manage is the
determination of the time horizon. Based on the time horizon, the fiduciay then can
determine which asset classes can be appropriately considered; what the dlocation should be
between the sdected asset classes, whether there should be an dlocation made among sub-
aset cdasses, and, findly, which money managers or mutud funds should be retained to
manage each asset class.

THE HIERARCHY OF DECISIONS

| m'\éloor?am Wheat is the Time Horizon of the Investment Strategy?

What Asset Classes will be considered?

What will be the mix among Asset Classes?

What Sub-Asset Classes will be considered?

\Y

L east Which Managers/Funds will be selected?
Important %

% ch e Hection of the money managers
' ; er ften will reverse this hierarchy - chasing
aing _the

or mutud funds The inexperienced d <
A most important decisions the investor has

Wall Street’s latest hot
to manage, the asset

S
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D Practice No. 2.4 Sedlected asset classes ar e consistent with the identified risk,
return, and time horizon'*

The fiduciary’s role is to choose the appropriate combination of asset classes that optimizes
the identified risk and return objectives, condggtent with the portfolio’s time horizon. [See dso
Practice Nos. 2.1 - 2.3]

The fundamenta question asxociated with this Practice is Will invesment gods and
objectives be reasonably obtained with the alocation? Severd examples are worth noting:

Example 1. The retired individud investor/couple who want to maintain the purchasng
power of ther portfolio: Ordinarily, the only way an invesment drategy can be made
inflation-proof over the long-term is to have a least a 20 percent dlocation to equities.
An dl fixed-income and cash portfolio has only a 70 percent probability of beating
inflation over the long term. [See llludtration 2.4]

Example 22 The defined benefit retirement plan that is nearing fully funded status and
dill is heavily invested in equities If the funding objectives can be met in the near-term
(less than five years) with a fixed-income drategy, the investment committee should be
reducing equity exposure to reduce the risk associated with amgjor market correction.

Example 3: The foundation that has made a commitment to build a new
within the next three years, and has a large percentage of the designated, &
term fixed-income securitiess Ordinarily, the foundation is better of

securities to the anticipated casht-call requirements of the building
1 Substantiating Code, Regulations, and Case Law for P

Ay
S

'R§2550.404a-1(b)(1)(A); 29 C.F.R. §2550.404a-

'

Employee Retirement Income

§404(a)(1)(B)

ustries, Inc. v. Trevor, Stewart, Burton & Jacobsen, Inc., 895 F.2d 729 (11" Cir.
990); Leigh v. Engle, 858 F.2d 361 (7" Cir. 1988)

Other
Interpretive Bulletin 96-1, 29 C.F.R. §2509.96-1

Uniform Prudent Investor Act [UPIA]
§2(b)

Management of Public Employee Retirement Systems Act [MPERS]
88(b)
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Practice No. 2.4 (continued)

ProeaBILITY OF AN AsseT CLASS EXCEEDING
INFLATION OVER TIME

100 g
) —
80 e
70 3 P
60 \ N A
50
40
30
20
10

0 T T T
1Yr 5Yr 10 Yr 20 Yr
—e— Stocks —#—Bonds ——Bills

[llustration 2.4

Example 4: For fiduciaries of defined contribution plans where investme

agine the consequences if
sirment options, consdering the
efcent of ther portfolio in emerging
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D Practice No. 2.5 The number of asset classesis consistent with portfolio size?
There is no formula the fiduciary can follow to determine the best number of asset classes -
the appropriate number is determined by facts and circumstances.
How many asset classes should be consdered? Or in the case of participant-directed
retirement plans, how many invesment options should be offered? The answer is dependent
upon the:

1. Szeof the portfolio

2. Investment expertise of the investment decision makers

3. Ability of the decison makers to properly monitor the drategies and/or investment
options

4. Sendtivity to invesment expenses - more asset classes and/or options ordinarily
will mean higher portfolio expenses. The additiond costs should be evauated in
light of the price the fiduciary pays for being under-diversified.

additiond asset classes and peer groups should be addes

return benefits to the overal investment strategy. @

HRR
Admi

Nd. 1280, 93 Congress, 2d Sess.304, reprinted in 1974 U.S. Code Cong. &
News 5038 (1974)

niform Prudent Investor Act [UPIA]
82(b)

Other
Restatement of Trusts 3d: Prudent Investor Rule §227, comment

Management of Public Employee Retirement Systems Act [MPERS]
§8(a)(1); §8(a)(4); 810(2)
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Practice No. 2.5 (continued)

ADDING AsseT CLASSES TO AN
IMPLEMENTATION MATRIX
# OF OPTIONS ASSET and SUB-ASSET CLASSES
3 Large Blend, Multisector Fixed & Cash
4 Add International Equity Blend
5 Add Small Blend
6 Add Intermediate Fixed
7 Add Mid-Cap Blend
8 Add Large Vaue, Large Growth
9 Add Emerging Markets
10 Add Red Estate
11 Add High-Yield Fixed
12 Add International Bond
[llustration 2.5

The fiduciary should keep in mind that the dlocation dso must be im
monitored. It makes no sense to make an alocation to an asset dass that '

effectively and efficently implement and/or monitor on an ongoing ti
Nos. 4.1 and 5.1]

[llugration 2.6 is a table depicting four diversfied/ port ; ethodology and
Practices described [ ; double as performance
measurement indexes. The number in pa 60,~and 80) represents the tota
equity exposure in the index. T Is cdculaed by multiplying the
percentage represented by each e median mutud fund return for the respective
peer group.
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Practice No. 2.5 (continued)

Trustee Counseling Index (Total Equity Exposure)

For the Tax-Exempt Investor

The purpose of the indexes: (1) To help define a prudently divessified multi-asset class model; and (2) To
provide performance benchmarks that are reflective of actual mutual fund results. The returns are based on
the median mutual fund manager for each peer group represented in the model.  Data as of 06.30.2002

- Peer Group %
o~ Large Value 5
- Large Blend 5
- Large Growth 5
Foreign Stock 5 TCI(ZO)
Intermediate Bond 40
o Short Bond 30
.Money Market 10
2ndQtr] YTD 1Yr 3 Yr 5Yr 2001 | 2000 | 1999 | 1998 | 1997
TCI(20) -0.26 | -0.22 | 1.45 | 3.47 5.17 2.54 5.40 5.56 9.50 | 10.42
Peer Group %
Large Value 10
Large Blend 10
Large Growth 10 ( )
Small Blend 5 TCI 40
Foreign Stock 5
Intermediate Bond 35
Short Bond 20
Money Market 5
2ndQtr] YTD 1Yr 3Yr S5 Yr 2001 | 2000 | 1999 | 1998 | 1997
TCI(40) -2.94 1 -2.64 | -2.42 | 1.41 4.83 -0.39 | 3.71 8.88 [11.34]| 14.41
Peer Group %
Large Value 10
Large Blend 10
Large Growth 10
Mid-Cap Blend 10 ( )
Small Blend 10 TCI 60
Foreign Stock 10
Intermediate Bond 35
Money Market 5
2ndQtr] YTD 1Yr 3Yr 5 Yr 2000 | 1999 | 1998 | 1997 [ 1996
TCI(60) -4.79 | -3.87 | -5.22 | 0.40 4.60 -2.99 | 2.58 | 12.96 | 11.04| 17.35
Peer Group %
Large Value 15
Large Blend 15
Large Growth 15 TC I (8 O)
Mid-Cap Blend 10
Small Blend 10
Foreign Stock 15
Intermediate Bond 15
Money Market 5
2ndOtr] YTD 1Yr 3Yr 5Yr 2001 | 2000 | 1999 | 1998 [ 1997
TCI(80) -7.49 1 -6.49 | -9.92 | -251 | 3.72 -7.54 1-0.98 118.14 {13.57[19.95

Copyright © 2001, 2002. investmat (www.investmgt.com)
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INTRODUCTION TO PRACTICE NOS. 3.1- 3.7

The preparation and maintenance of the investment policy satement (“IPS’) is one of the
mogt critica functions of the fiduciary. The IPS should be viewed as the business plan and the
essentiadl management tool for directing and communicating the activities of the portfolio. It is
a formd, long-range drategic plan tha alows the fiduciary to coordinate the management of
the investment program in a logicd and conggent framework. All materid investment facts,
assumptions, and opinions should be included.

[IBP] The fidudary is required to manage investment decisons with a reasonable leve of
detall. By reducing that detail to writing, preparing a written IPS, the fiduciary can: (1) avoid
unnecessary differences of opinion and the resulting conflicts (2) minimize the posshility of
missteps due to lack of clear guiddines (3) edablish a reasoned basis for measuring their
compliance;, and, (4) edtablish and communicate reasonable and clear expectations with
participants, beneficiaries, and investors.

There are anumber of benefits to having awell-written IPS:

1. In the event of an audit, litigation, and or a dispute, it supports the paper trail. One of
the firs documents a litigator or auditor is likedy to review is the IPS, because it
should provide an outline of the overal invesment Strategy.

2. It helps negate Monday morning quarterbacking. Inevitably, there will
invesment committee members and trustees. Former investm
don't want to be caught in the uncomfortable postion of
members second-guess their decisons.

uring periods of

3. It helps to insulate investment decison makers i se.
i elps to keep decison

over- and under-confidence in the capita
makers focused on the long-ter 3

elps to reassure donors of a foundation's or endowment’s invesiment stewardship.
Fundraisers should carry a copy of the IPS to show potentid donors how the entrusted
assets are being prudently managed.
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D Practice No. 3.1 Thereisdetail toimplement a specific investment strategy™*

The IPS should have sufficient detall that a third paty should be able to implement the
investment drategy; be flexible enough tha it can be implemented in a complex and dynamic
financid environment; and yet not be s0 detalled it requires constant revisons and updates.
The IPS should combine dements of planning and philosophy, and should address the
management of each of the fiduciary standards of care (verticd axis of the Practices Matrix).

Addendums should be used to identify information that will change on a more frequent bass
such as the names of board members, accountant, atorney, actuary, and money managers
mutua funds; and the capital markets assumptions used to develop the plan’s asset dlocation.

[IBP] We have provided a sample IPS in Enclosure 1. The sample is for a retirement plan in
which the investment decisons are committee-directed. This sample adso can be used as a
template for an IPS for: (1) foundations and endowments, (2) high net-worth families
investors; and, (3) retirement plans in which investment decisions are participant-directed.

Changes/additions that would have to be made to the sample IPS for foundations and
endowments (eleemosynaries) include the following:

1. The background section of the IPS should address whether the eleemosynary has
adopted a misson-based investment strategy. [See Practice No. 3.7, which covers the
subject of misson-based and socidly responsible investing.]

2. The IPS should address the deemosynary’s Equilibrium Spendi
ESR is used to cdculate the levd of grants tha can
eleemosynary’s modeled asset dlocation return, adjusted

explanation.]

expenses. [See Practice No. 1.1 and the Glo vw%

!x- aw for Practice No. 3.1:

nterpretive Bulletin 94-2, 29 C.F.R. §2509.94-2

niform Prudent Investor Act [UPIA]
§2(b); &4

Other
Restatement of Trusts 3d: Prudent Investor Rule §227(a)

Management of Public Employee Retirement Systems Act [MPERS]
88(b)
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Practice No. 3.1 (continued)

3.

There should be a discusson of the smoothing rules that will be followed in gpplying
the ESR. Typicdly the eeemosynary does not apply the ESR to the year-end market
vaue, but rather averages the year-end vaue of the previous three years. This practice
reduces the volaile swings in the dollar amounts of grants that the eeemosynary
makes each year.

Changes/additions that would have to be made to the sample IPS for high net-worth
familiesinvestors indude the following:

1.

The background section of the IPS should identify the assets that are covered by the
IPS versus the totd net worth of the family/investor. For example, the family may
have a net worth of $2 million, but $400,000 is invested in a vacation condo.
Therefore, the IPSis only covering the investabd assets of $1.6 million.

If the family/individua has dock options or cdosdy-held business assets, the
background section of the IPS should contain a discusson of how the closdy-hed
and/or redricted assets are going to be modded, or not, in the overdl investment
drategy. There are two possible gpproaches. The firgt is to smply hold the vaue of the
asats outsde the scope of the IPS, recognizing that the anticipated cash vaue of the
cdosdy-hdd asset will be avalable for diversfication a some point in the future. The

strategy.

Determine Whether the taxable and tax-exempt assets are goi ng, to

client is retired or nearing retirement.

Note in the background section w

ed

ping a different IPS for each family unit or tax

S he matriarch and patriarch is likdy to be quite different
" each of the siblings.
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Practice No. 3.1 (continued)

Changes/additions that would have to be made to the sample IPS for retirement plans in which
invetment decisons ae paticipant drected (such as most 401(k) plans) include the
following:

1. Whether the plan sponsor has formdly adopted 404(c) Safe Harbor provisons.
[404(c) will be addressed in more detail in Practice No. 4.2.]

2. The number of investment options that will be offered in the plan.

3. Theasst classthat will be mapped to each investment option.

D Practice No. 3.2 Theinvestment policy statement definesthe dutiesand
responsibilities of all partiesinvolved™

There are numerous parties involved in the investment process, and each should have their

specific duties and requirements detailed in the IPS. This ensures continuity of the investment

drategy when there is a change in fiduciaries; helps to prevent misunderstandings between

parties;, and helps to prevent omisson of critical fiduciary functions. The IPS should include
Sections on:

1. Theroleof theinvestment committee [See dso Practice No. 1.2] @
2. Therole of theinvestment consultant (if oneis retained) &\
3. Therole of the custodian [See dso Practice No. 4.4% @
AN\ O ; § 5%
14 substantiatin ,@30 d Case Law for Practice No. 3.2:
ee Retiyem
83(

come Security Act of 1974 [ERISA]
); §402(a)(1); 8402(b)(2) and (3); §403(a)(2)
405(c)(1)

@ Uniform Prudent Investor Act [UPIA]
89(8)(1) and (2)

Other
Restatement of Trusts 3d: Prudent Investor Rule 8171 (1992)

Management of Public Employee Retirement Systems Act [MPERS]
§6(a) and (b); 88(b)
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Practice No. 3.2 (continued)

4. The role of the separate account manager(s). [See dso Practice No. 4.1] [Not
necessady for mutud funds dnce the invesment drategy of the fund dready is
specified in the fund's progpectus] The indructions for the money manager should
indude

a  Securitiesguiddines

b. Responshility to seek best price and execution on trading the securities [See
aso Practice No. 5.3]

c. Responshility to account for soft dollars [See aso Practice No. 5.3]

d. Responghility to vote dl proxies [See adso Practice No. 5.3].

D Practice No. 3.3 Theinvestment policy statement defines diver sification and
rebalancing guidelines'®

One of the chdlenges of writing a complete IPS is to create investment guiddines specific
enough to dealy edablish the parameters of the desired investment process, yet provide
enough lditude so as not to creste an oversght burden. This is particulaly true
edtablishing the portfolio’s asset alocation and rebdancing limits.

5 Substantiating Code, Regulations, and Case Law for Practice No. 3.3: % §\>
Employee Retirement Income Security Act of 1974ER
§404(a)(1)(C)
Regulations
29 C.F.R. §2550.404a-1 '

B.C. 1041 (7" Cir. 1988), cert. denied, 489 U.S. 1078, 109

R. rt No. 1280, 93 Cong. 2d Sess. 304, reprinted in 1974 U.S. Code Cong. & Admin.
ews 5038 (1974)

niform Prudent Investor Act [UPIA]
§2; §3 and Comments

Management of Public Employee Retirement Systems Act [MPERS]
88 and Comments

Other
Restatement of Trusts 3d: Prudent Investor Rule §227, comment g
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Practice No. 3.3 (continued)

The drategic asset dlocation should be that specific mix of asset classes that meets the
mutually agreed upon risk/return profile of the investor or investment committee. [See a0
Practice No. 2.4] [IBP] The acronym TREAT can asss in defining the specific variables
that should be included in the asset dlocation decision:

Tax gtatus of the portfolio, whether it is taxable or tax-exempt

Risk levd the investor or investment committee iswilling to assume

Expected return the portfolio needs to achieve to meet identified gods and
objectives

Asset class preference of the investor or investment committee

Time horizon of the asset dlocation drategy, defined as that point in time
when there is a negative cash flow - more money being disbursed than is being
contributed and/or as a result of portfolio growth.

m > -

= >

If there are assat classes that have been omitted for a specific reason, these dso should be
identified in the IPS. As an example, if the invesment committee dates that they do not want
high-yield bonds in the asset dlocation, than this restriction should be noted in the IPS,

The rebdancing limits define the points when a portfolio should be redlocated to bring it
back in line with the edablished asset dlocation target. The discipline of rebdancing, in

essence, controls risk and forces the portfolio to move aong a predetermined course. It
gainsfrom stellar performers or favored asset classes, and reallocates them to lagging styles

[I1BP] While the legd requirement for diverdfication is clear, the n S
explicitly addressed. Nevertheless, rebdancing is an inherent ¢
where the god is to create a portfolio that balances gppropria

balance, once achieved, can only be maintaned by p
maintain the gppropriate diversfication.

The process of sting an appropria ‘ ) IS somewhat subjective. [IBP]
Ordinarily, rebadancing limits of p i five percent should keep the parameters tight
enough to maintain the rigk/re ofile egy, yet require rebdancing only once or
twice a year. When jti the fiduciary should determine the cash flows
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D Practice No. 3.4 Theinvestment policy statement defines due diligence criteria
for sdlecting investment options™®

A wdl-written IPS can serve to insulate the fiduciary from market noise, or in the context of
this Practice, the temptation to chase the latest hot manager on Wall Street. By edtablishing
specific asset dlocation parameters and money manager (or mutuad fund) sdection criteria, it
IS much eader to determine whether a prospective manager fits into the generd investment
program. [See also Practice Nos. 2.4 and 4.1]

[IBP] There is no explicit requirement for fiduciaries to define due diligence criteria for the
section of money managers, however, it is implicit in other fiduciary requirements. As a
practical matter, these provisons require a fiduciary to define the due diligence process and
criteriafor sdecting investment options.

The fidudary should investigate the qudities, characteristics, and merits of each money
manager, and to identify the role each plays in the furtherance of the investment drategy.
However, such an invedigation and the related analyss cannot be conducted in a vacuum - it
mug be within the context of the needs of the invesment strategy. Once the needs have been
defined, and the generd drategies developed, specific money managers should be chosen
within the context of this Srategy.

Casel_aw
In re\Unisys Savings Plan Litigation, 74 F.3d 420, 19 E.B.C. 2393 (3" Cir.), cert. denied, 510
.S. 810, 117 S.Ct. 56, 136 L.Ed.2d 19 (1996)

Other
Interpretive Bulletin 94-2, 29 C.F.R. §2509.94-2

Uniform Prudent Investor Act [UPIA]
§2(a); 84

Management of Public Employee Retirement Systems Act [MPERS]
§8(b); §8(a)
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D Practice No. 3.5 Theinvestment policy statement defines monitoring criteriafor
investment options and service vendors*’

The fiduciary duty to monitor the performance of invesment managers and other service
providers is inherent in the obligations of fiduciaries to act prudently in carrying out ther
duties. The invesment management process triggers a number of reviews of the numerous
partiesinvolved in the invesiment process:

Monthly, the custodia statement should be reviewed for accuracy and to determine
whether hired money managers are continuing to seek best execution on trades. [See
aso Practice No. 5.3]

Periodically [IBP - Quarterly], a performance report should be prepared indicating
how well sdected managers and/or funds are performing reative to the objectives set
forth in the IPS, againg their peers, and againgt an appropriate industry index. [See
aso Practice No. 5.1]

Annually, the IPS should be reviewed to determine whether there have been any
materid changes to the gods and objectives, or to the risk/return profile. [See dso
Practice Nos. 1.1 and 2.4.]

andlor mutud fund. The one decison tha is typicdly more difficult to
manager or fund to hire? Is Is it time to fire the manager or fund? Whe
are agreed to in advance, the decison is easier to manage and to make.

7 Substantiating Code, Regulations, and Case Law for

20546, 1 E.B.C. 1659 (2”0I Cir. 1977); Harley v. Minnesota Mining

Other

Interpretive Bulletin 75-8, 29 C.F.R. §2509.75-8; Interpretive Bulletin 94-2, 29 CF.R.
§2509.94-2(2)
Interpretive Bulletin 96-1, 29 C.F.R. §2509.96-1(€)

Uniform Prudent Investor Act [UPIA]
8§9(a)(1), (2) and (3)

Management of Public Employee Retirement Systems Act [MPERS]
§6(b)(2) and (3); 88(b)
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D Practice No. 3.6 Theinvestment policy statement defines proceduresfor
controlling and accounting for investment expenses'®

In order for the fiduciary to fulfill the generd fiduciary obligation to manage investment
decisons with the requiste level of care, skill, and prudence; and the specific obligation of
the fiduciary to defray only reasonable and necessary expenses, the fiducdary must edtablish
procedures for controlling and accounting for investment expenses. [IBP] In order to clearly
define those procedures and to facilitate their implementation, they should be reduced to
writing - most certainly as a matter of best practices and, most likely, as a factor in measuring
the prudent conduct of the fiduciary.

Investment management costs and expenses can be broken down into four categories, and the
IPS should contain indructions and procedures on how these fees and expenses will be
accounted for and monitored. The fiduciary is cautioned that each can be obscured or moved
from one category to another to create gpparent savings. [See dso Practice No. 5.3] The
fiduciary should examine:

1. Money manager fees and/or the annual expenses of mutud funds
2. Trading cogts, including commission charges and execution expenses

3. Cudodid charges, including cugtodid fees, transaction charges, and cash managem
fees

orm Prudent Investor Act [UPIA]
§2 Comments; §2(a); §7

Other
OCC Interpretive Letter No. 722 (March 12, 1996), citing the Restatement of Trusts 3d:
Prudent Investor Rule 8227, comment m at 58 (1992)

Management of Public Employee Retirement Systems Act [MPERS]
§7(2), (3) and (5); §7(5) and Comments; §8(b) and Comments
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D Practice No. 3.7 Theinvestment policy statement defines appropriately
structured, socially responsibleinvestment strategies (when applicable)™®

There is an increesng interest by fiduciaries to incorporate socid, ethica, mord, and/or
reigious criteria into their invesment drategy. The dedre is to dign invesment decisons
with the fiduciary’s, investor's, and/or the beneficiary’s core vaues. There are two terms that
ae used interchangesbly by the industry; misson-based investing, and socidly responsible
investing (SR).

However worthwhile or wel-intended, fiduciary standards of care cannot be abrogated to
accommodate the pursuit of a SRI drategy. As a generd rule, any redriction on an investment
program has the potential to reduce the portfolio’'s totd return - itsdf a breach of fiduciary
respongibility.

The key to successfully incorporating a SRI drategy is for the fiduciay to demondrate that
invesment results were not negetively impacted. [IBP] It has become a generally accepted
practice to permit the incluson of a SRI drategy as a secondary screen to a normd

(unregtricted) investment process. If there are equdly atractive investment options, then
socid factors may be considered.

For fiduciaries guided by the UPIA, there are possibly three notable exceptions:

1. The trus documents establishing the private trudt, foundation, or endovvm'

the use of SRI
2. A donor directs the use of a SRI Strategy \

3. A reasonable person would deduce from the fou misson that
SRl would be adopted. As an example,_a feg ‘& k Id expect that a
foundation for a woman's sheter wi ‘ obeceo,) firearms, and adcohol from

its investment Strategy. %
AN\ O %
19 substantiatin ,@30 d Case Law for Practice No. 3.7:
Employee Retixem come Security Act of 1974 [ERISA]
8403

1); §404(a)(1)

Other

ERISA Opinion Letter 98-04A (May 28, 1998); Interpretive Bulletin 94-1, 29 CF.R.
§2509.94-1

Uniform Prudent Investor Act [UPIA]
§2(a); 82(c); 85

Management of Public Employee Retirement Systems Act [MPERS]
§7(2), (2) and (3); §8(a) (1) and (2); §8(a)(5); §8(b)
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Practice No. 3.7 (continued)

[IBP] For defined contribution plans, in which investment decisons are participant-directed,
a generd investment option of the same peer group should be offered dongsde each SRI
invesment option. As an example, if the investment committee chose to offer a SRI large-cap
equity index fund, then a second large cap equity index fund that is not congrained by a SR
srategy aso should be offered.

There are a number of different gpproaches the fiduciary can employ to execute misson
based and SRI drategies. The following is abrief synopss:

1. The fiduciary can direct a hired money manager (or search for a mutud fund) to
incorporate certain securities screens. The screens may be ether inclusonary, or
exclusonay. Indusonary quditaive screens might  include companies that
emphasize

Product qudity/consumer rdations
Environmenta performance
Community relations

Diversty

Employee rdations

Exdusonary screens might include:

* Thesn stocks - dcohal, tobacco, firearms
* Nuclear power

* Military wegpons

* Lifeethics

ot widely used performance benchmark for missonbased and SRI investment
drategies is the Domini 400 Socid Index. The Domini Socid Index is comprised of: 250
stocks from the S&P 500, 100 stocks from the next 1,000 largest companies, and 50 stocks
from the smdl-cap universe. The cap weighting of the Domini Index is less than the S&P 500,
but generally the Domini 400 Socia Index has been comparable to the S& P 500 index.
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Practice No. 3.7 (continued)

Sample language for the IPS

The manager isinstructed to evaluate all investment options according to objective economic
criteria established by the manager and, if there are equally attractive investments, social factors
may be considered.

INTRODUCTION TO PRACTICENOCS. 4.1-4.4

The Practices associated with Step 4 of the Investment Management Process detal the
prudent procedures for implementing the investment drategy. Whether investment decisons
are delegated to professonds (strongly encouraged) or retained by the fiduciary, the fiduciary
should demongrate that a due diligence process was followed in sdecting each investment
option.

Besides the prudence of such conduct, it also makes good sense. When managers or funds are
selected without following a due diligence process, there are potential problems:.

1. Important search criteria can be omitted.

2. Performance may be compared to ingppropriate indexes or peer groups.

3. Information provided by the manager or fund may focus o
wants the fiduciary to hear, and not necessarily what the fid

opment of a due

diligence process, which can be used to sdlect. and ‘ ent options. [IBP] As
agened rule, thefiduciary should develop itige i ithrthe following in mind:
1. Develop aprocessth ua funds and separate account
manager: aKers can eadly migrate from one dterndtive

participants, and/or beneficiaries.

peve OCE A
nutual funds'and/or separate account managers.
% evelop asmple process that can be easily understood by other fiduciaries,
4,

Develop screensthat can serve adua purpose - apply to searches as well asto the
monitoring of the managers.
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D Practice No. 4.1 Theinvestment strategy isimplemented in compliance with the
required level of prudence®

Invesment returns and risks are largely determined by asset dlocation decisons. But what
darts as Srategy must be trandaed into redity with implementation.

Fduciary legidaion does not expressly require the use of professond money managers
and/or mutud funds. However, fiduciaries will be held to the same expert standard of care,
and their activities and conduct will be measured agangt those of invesment professonds.
[IBP] The prudent fiduciary should follow the time-proven maxim of doing what one does
best and delegating (when trust documents permit) the rest to professonas.

As previoudy dated in this handbook, the primary role of the fiduciary is to manage the
investment process. It is not to make invetment decisons - it is not to attempt to make
individual stock and bond picks. Let professond money managers build the portfolio. The
fidudary can be fa more effective and efficient spending his or her time managing the
managers. Therefore, for the purposes of this handbook, the emphasis is going to be on the
due diligence process the fiduciary should develop in selecting the money managers.

Regulations
29 C.FR. 8255

C

: .Ed.2d 1042 (1997); Fink v. National Savingsand Trust Co., 772 F.2d
85); Katsaros v. Cody, 744 F.2d 270, 5 EB.C. 1777 (2" Cir.), cert. denied,

1

951\(D.C. Cir-198

469 1072, 105 S.Ct. 565, 83 L.Ed.2d 506 (1984); Donovan v. Mazzola, 716 F.2d 1226 (9"
ir. 1983), cert. denied, 464 U.S. 1040, 104 S.Ct. 704, 79 L.Ed.2d 169 (1984); United Sates v.

Mason Tenders Dist. Council of Greater New York, 909 F.Supp. 882, 19 E.B.C. 1467
(S.D.N.Y. 1995); Trapani v. Consolidated Edison Employees’ Mutual Aid Society, 693 F.Supp.
1509 (SD.N.Y. 1988)

Uniform Prudent Investor Act [UPIA]
§2(c); §2(f); 89(a)(1-3)

Management of Public Employee Retirement Systems Act [MPERS]
§6(a); §6(0)(1); 86(0)(3); §7(3); 88(a)(1)
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Practice No. 4.1 (continued)

[IBP] The Foundation for Fiduciary Studies has identified a due diligence process which
the Foundation beieves conditutes the minimum due diligence process that should be
followed in sdecting a money manager. It can be used to screen both managers and funds; be
gpplied to any database; and can be used for both the searching and the monitoring of
managers. The due diligence process includes eight screens.

DUE DILIGENCE CRITERIA FOR SELECTING
INVESTMENT OTPIONS

Performance relative to peer group.
Performance relative to assumed risk.
Inception date of product.
Correlation to peer group.

Assets under management.

Holdings consistent with style.
Expense ratios or fees.

Stability of the organization. %

(@] ~][o]lo] [»][e][m][ =]

performance comparison shoul
peer group. If the manager i

3
] hdloy

nedian for the 1-, 3, and/or 5year
t ave a shortfall - it doesn't mean the

detall to

%» stient-per formance adjusted for risk. The more common screen would
e
'son ould be made to the median Alpha axd/or Sharpe ratio for the manager’s
oup. An Alpha and/or Sharpe ratio below median would indicate a shortfall.
an, it doesn't mean the manager has faled, or shouldn't be consdered, but smply
the risk-adjusted performance should be evaluated in more detall to determine the
source of the underperformance.
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Practice No. 4.1 (continued)

3.

Inception date of the investment product. The appropriate threshold is three years.
Investment datistics, such as the Alpha, Sharpe ratio, and standard deviation require a
minimum of 12 obsarvations (12 quarterly returns) before a meaningful caculation
can be made.

Correlation of the investment product to the asset class, or peer group, being
implemented. The sdection of a money manager is based on the assumption the
manager will adhere to a specific strategy or style. To do otherwise renders the search
process usdess, and makes monitoring of the manager a near impossble task.
Furthermore, the asset dlocation drategy being followed is based on the assumption
that each asset class is going to be implemented by a manager and/or fund that exhibits
the same peformance characteristics (risk/return) as the asset class Determining a
manager’s appropriate peer group, or sub-assat class, is a tricky business. There are no
industry standards for determining a money manager’s investment style, or peer group,
which makes it virtudly impossble to track the same manager across different
databases. The fiduciary should understand how a particular data base provider
determines a manager’s peer group. One database might evaluate a manager’s style by
the securities held in the portfolio; another data base by the pattern of performance
returns. Some databases have a policy that every manager is assigned to a peer group,
while other databases only assign a manager to a peer group if there is a good fit. A

good data base provider will examine both quantitetive and quditetive data
manager, and even take the time to interview the manager, to ensurg

informetion on record is correct.

is $75 million. This can be a paticularly dippery
is more than one share dass for a saries of fu

Holdings consistent wit
as#t class associated-with'\t

an example, if the fiduciary is examining a
cent of the securities should be in domestic

that expenses on this sde of the line are reasonable, and expenses on the other sde of
the line are not. The Foundation has determined that a reasonable line can be drawn
a the 75" percentile. That is, when the fees for a particular peer group are ranked lesst
expensive (1% percentile) to most expensive (100" percentile), the shortfall occurs at
the 75" percentile.
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Practice No. 4.1 (continued)

8. Organizational stability - specifically manager tenure. The same investment team
should be in place for a minimum of two years This screen adso would include a
review of quditaive informaion that may be avaladle to the fiduciary. The fiduciary
should check to see if there is pending litigation agang the money management firm;
internd management druggles, a recent change in ownership; and/or, a rapid growth
or loss of assts under management. Common sense should preval. Organizationa
ingtability, as with any business, will ultimately be reflected by poor performance.

On the surface the eight due diligence screens may appear to be rdatively easy hurdles to
clear but, on average, only 6 percent of the managers (or mutua funds) are able to pass each
of the screens every quarter. That is not to say that 94 percent of dl remaning investment
products have faled, but rather the remaning investment products have one or more
shortfdls, and the shortfdls define the agenda for the fiduciary for additiona research and due
diligence.

There are severd other important concepts the fiduciary should be familiar with in the context
of this Practice. [IBP] The fird is to gppreciate the value of diversifying across multiple sub-
asset classes, or peer groups.

[llustration 4.2 depicts the familiar representation of peer groups by market cap sze and style.
The top row represents the large cap peer groups, the second row mid-cap, and the batt
rov smdl-cgp. The left-hand column represents vaue, the far right growth, and the

blend or core. \

EouiTy SryLE MATRIX

Large Large Large
Equity Blend | Growth

Mid-Cap |Mid-Cap |Mid-Cap
Value Blend | Growth

Small Small Small
& Value | Blend | Growth
@ [llustration 4.2
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Practice No. 4.1 (continued)

Keeping Illugration 4.2 in mind, examine Illugration 4.3, which depicts the median mutud
fund return for each peer group for the period 1992 - 2001. As an example, in 1992 the
median large-cap vaue mutud fund had a return of 10.4 percent and the median large cap
growth manager had a return of 5.6 percent. An arrow is used to show the trend in annud
performance. The tal of the arrow is on the worst performing peer group and the head is on
the best. Next, the difference between the performance of the head and tail is caculated for
each year. Surprisngly, the average annud differentia is 23.2 percent or 2,320 bass points.
[See Glossary of Terms] All too often, fiduciaries under-alocate across the peer groups,
resulting in relative underperformance.

EQuITY STYLE DIFFERENTIAL

1992 1993 1994 1995
104| 75 | 56 14.0 | 109 | 10.0 -4 |-14]-22 326|317 | 324
124 142 | 86 16.5( 140/ 15.0 -1.31]-13 1.4 28.9 | 29.3 | 335
195|153 | 111 164 | 17.9 | 17.4 -10|-11| 4 245| 282 | 36.9

Diff: 13.9% Diff: 7.9% Diff: 2.6% El)iff: 12.4%

1996 1997 1998 1999
20.7 | 204 | 189 26.8 | 274 | 256 126 | 21.5 | 345 6.6 | 195 | 38.6 \
206 | 204 | 175 256 | 262 | 16.8 20 | 86| 170 6.7 | 171 | 60.1 >
249 198 | 194 207 | 272 | 16.3 -72|-28]| 58 49 [ 222 | 659

Diff: 7.4% Diff: 13.4% Diff: 41.7% Diff: 61.0%

2000 2001 t10 Year Average
55 | -7.0]|-141 -54(-137|-236 12.3 | 11.7.| 12.6

Average Annual
168 2+ [-69 6.4 | -F0|-213 Differential: 135| 127 | 139
|}

17.0| 128 | -57 17.3| 84 | -9.0 23.2% 146 | 148 |'15.8

Diff: 31.1% Diff: 40.9% Diff: 4.1%
Data Source: Morningstar Principia Pro

[llustration 4.3

e investing, or the appropriate application of index funds. Academia has
on thls subject, and this handbook won't attempt to revist the debates. [IBP]
fmerging as an industry best practice is to index those market sectors that receive the
atention from securities analysts, such as large cgp core. It's difficult for an active
money manager to consggently discover gold nuggets in a data stream that dready has been
panned by so many others. Active money management makes more sense in the outlying peer
groups - the far edges of vaue and growth, and with mid-cap and smdl-cap stocks. The
decison to use index funds or active money managers is not an ether/or decison - the
fiduciary is smart to use a combination of both.
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Practice No. 4.1 (continued)

PassivE vs. ACcTIVE MANAGEMENT

Use Index Funds for Efficient Parts of the Market, Active Managersfor the Rest.
1
Large-Cap

Blend

Mid-Cap

Small-Cap

[llustration 4.4

The fidudary dso should be familiar with the different fixed income drategies.  Fixed income
management can simply be broken down into four strategies:

1. The fixed-income manager who can add vaue over a buy-and-hol
anticipating changes in interest rates.

2. The fixed-income manager who can add value by antict
credit quality.

, €s a vey successful

By capitdizing on trading inefficiencies
y ) n Florida, where ther€'s no

4. g e who can add vaue by being proficient in sector selection —

ere are many fiduciaries who beieve a buy-and-hold drategy for a fixed income

olio is the best approach, but the recommended approach is the use of professona
money managers. [See dso Practice No. 4.2] Firg, the money manager often can cover his or
her fees by obtaining better execution in the purchase of the bonds. And second, the fiduciary
that attempts the buy-and-hold drategy is gill going to be held to a prudent expert standard. If
the fixed-income portfolio blows up, the fiduciary is going to be held accountable.
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D Practice No. 4.2 Fiduciary isfollowing applicable “ Safe Harbor” provisions
(When dected)*

Only two of the twenty-seven Practices are dective; Practice No. 3.7, and this Practice, No.
4.2.

[IBP] Though Practice No. 4.2 is a voluntary Practice, the fiduciary is forewarned that it is
incredibly foolhardy not to take advantage of available safe harbor provisons. When the safe
harbor rules are adopted, the fiduciay may be insulated from certain liabilities associated
with the management of the portfolio’s assets. There are no certainties with this or any of the
Practices, except to say that, if the safe harbor rules are not adopted, the fiduciary will have
far more ligbility exposure.

If investment decisons are being managed by a committee and/or by an investment advisor,
then there are five generally recognized provisonsto the safe harbor rules:

1. Use prudent experts to make the investment decisions. The fiduciary should manage
the invesment decisonrmaking process. In turn, hired professond money managers
should make the investment decisons - actudly sdect the stocks and bonds for the
portfolio. Simply sated, a prudent expert is defined as a regulated financid services
entity, including: banks, insurance companies, regidered invetment advisors, and

regigered invesment companies (mutud funds). As of the publication of thi

handbook, there is pending pensonreform legidaion tha dso  will 00

registered representatives (brokers) as appropriate sources of expert advice

i Interpretive Bulletin 75-8, 29 C.F.R. §2509.75-8 (FR-17Q); Interpretive Bulletin 94-2, 29

C.F.R. §2509.94-2; DOL Miscellaneous Document, 4/13/98 — Study of 401(k) Plan Fees and
Expenses; Fed. Reg., Val. 44, p. 37255

Uniform Prudent Investor Act [UPIA]
89(a); 89(c)

Management of Public Employee Retirement Systems Act [MPERS]
86(b); 86(d)
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Practice No. 4.2 (continued)

3. Give the prudent expert discretion over the assets. This is best accomplished with an
appropriately worded services agreement [See also Practice No. 1.4.] and by incluson
in the Duties and Responsibilities Section of the invesment policy datement. [See
Practice No. 3.2]

4. Have the prudent expert acknowledge their co-fiduciary status. This, agan, is best
accomplished with the services agreement, and by having the expert sgn the
fiduciary's investment policy datement. Mutud funds are excluded from the necessity
of dgning the investment policy statement. Instead, the fiduciary is advised to keep the
most recent copy of the mutua fund's prospectus.

5. Monitor the activities of the prudent expert to ensure that the expert is performing the
agreed upon tasks. [See dso Practice Nos. 5.1 - 5.5.]

If invesment decisons are paticipant-directed, as often is the case for defined contribution
plans (401(k) plans), then there are additional provisons. The word, additional, is
emphasized because the investment committee, which is condructing the matrix of
investment options which will be made avalable to the paticipants should dat with the
previoudy dated safe harbor provisons and then add the following four additiond
provisons.

ligbilities

2. Participants must be provided at least three different.in
unique risk/return profile to provide the participant
divergfication.

3. Participants must receive suffi

that esch participant

education should include:
e >Most recent prospectus, or Smilar document
% ﬁ, of the investment objectives and risk/return

a L OK
eridics of each investment option
Informaation on the fees and expenses associated with each investment option
d\ A ligting of the securities held by each investment option

e. The peformance of each invesment option
f. Portfolio gatigtics, such as the Alpha, Sharpe ratio, and standard deviation of
each investment option.

4. Participants must be provided the opportunity to change their investment

strategy/allocation with a frequency that is appropriate in light of market volatility.
[IBP] The current indudtry practice is to permit changes a least quarterly.
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(L PracticeNo. 4.3 Investment veniclesare appropriatefor the portfolio size?

The primary focus of this Practice is the implementation of the invesment drategy with
gopropricte investment vehicles, specificdly the proper use of mutud funds and separate
account managers. Other investment vehides such as Exchange-Traded Funds (ETFs) and
iShares will not be covered, but only because of the volume of materid that needs to be
covered, and not because they may be deemed inappropriate in afiduciary setting.

To hdp illugtrate the need for this Practice, consder the following two examples:

1. The invesment committee, which is implementing an invesment draegy for a
portfolio with $400,000 in total assets, and implements the portfolio with two wrap fee
Separate account managers. There is a very high probability that the portfolio will not
be prudently diversfied if only two manegers are retained. [IBP] A more appropriate
structure would be the use of one separate account manager © manage a core strategy,
and the use of mutud funds to round out the diversification needs.

2. The investment advisor who is implementing a strategy for a $100,000 portfolio and is
usng 20 different mutud funds. Diverdfication adso caries a cod, and over-
diversfication can erode the associated benefits.

A chdlenging quedtion for mog fiduciaries is. At what point should there be a migr
mutual funds to separate account managers? [|BP] Thefollowing is a suggest

22 Substantiating Code, Regulations, and Case Law for Practice No. 4.3: %

Employee Retirement I ncome Security Act of 1974 [ER

§404(a)(1)(B); §404(a)(1)(C)
Regulations Q

€ c.\V\Irevor, Stewart, Burton & Jacobsen, Inc., 10 E.B.C. 2290 (S.D.Ga 1989);
895 F.2d.729 (11" Cir. 1990); Leigh v. Engle, 858 F.2d 361, 10 E.B.C. 1041 (7" Cir.
sert. denied, 489 U.S. 1078, 109 S.Ct. 1528, 103 L.Ed.2d 833 (1989)

Other

H.R. Report No. 1280, 93 Congress, 2d Sess. (1974), reprinted in 1974 U.S. Code Cong. &
Admin. News 5038 (1974)

Uniform Prudent Investor Act [UPIA]
§2(a); §3; §3 Comments

Management of Public Employee Retirement Systems Act [MPERS]
§7(3); §8(a)(1)
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Practice No. 4.3 (continued)

1. For portfolios with total assets of less than $300,000 implementation should be with
just mutua funds. For portfolios with less than $300,000, the operaive word is
diversification. To effectively diversify a portfolio across the broad asset classes (both
domestic and internationd), the fiduciary should consider the use of mutud funds.

2. For portfolios between $300,000 and $30 million, a combination of both funds and
separate  account managers. For portfolios between $300k and $30 million, the
operative word is effectiveness - the most effective way to implement investment
portfolios of the middle market is with a combination of funds and separate account
managers. Separate account manager minimum account Szes, however, will vary from
aset dass to ast class. The logicd minimum account Sze for a large-cap equity
manager is going to be quite different than the effective minimum account Sze for an
intermediaie  fixed-income manager. Condder the following suggested separate
account minimums

For large-cap equities $100,000
Smdl-to-mid cap equities $250,000
Internationd equities $250,000
Intermediate fixed-income $1 million
And, for globd fixed-income $5 million.

3. For portfolios grester than $30 million, the operative term is cost efficiency:

effectivdy implemented with an index fund.
markets, and most dternaive invesment drateg

& in putting cash to work while money is in trandtion. For example, if the
investment committee of a large penson plan has increased its dlocation to equities,
but a separate account manager has yet to be sdected, the assets could be put in an
equity fund while the manager search is conducted.

4. For sndler dlocated amounts, the mutua fund can achieve a greater degree of
divergfication.
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Practice No. 4.3 (continued)

5. Generdly spesking, there is grester ease in meeting asset dlocation and rebaancing
guiddines. A combination of specidized funds can achieve more-specific asset
alocation guiddines than abroadly defined separate account manager mandate.

6. Thereisfar greater easein conducting due diligence on mutud funds.

7. A cordllary to the previous benefit, mutua fund information is required to be audited.

8. Eax in implementing interngtiond portfolios paticularly invesments in foreign
entities that have more arcane securities regigtration and tax laws.

9. Cashflows coming in to a mutuad fund may mee disbursement requirements
eliminating the need for the manager to liquidate positions.

10. Fees may be netted from distributions, reducing taxable income.
Likewise, there are anumber of benefits associated with separately managed accounts:

1. Accounts can be funded and opened with securities-inkind. This is particularly
vauable to taxable clients that have assets with low or preferred tax basis.

2. Separate accounts do not generate a phantom tax, which has been the ba
mutud fund investors. Depending on when the investor purchases a
investor may be hit with taxable gains even though the investor

performance gain.

3. Permits for year-end tax harvesting and the-gifti ed” securities to
charitable organizations. %

S can be given gpecific securities guideines, such as socidly responsble
estment ingtructions. [See dso Practice No. 3.7]

8. Management fees may be tax deductible.
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Practice No. 4.3 (continued)

One of the chdlenges the fidudary may face if the portfolio is less than $30 million is
determining whether the separate account manager being conddered is redly pat of the
institutional, varsty team. The fiduciary needs to be particularly senstive to this issue when
secting a money manager from a managed-account or wrap-fee program. The fiduciary's

andysis should include:

SEPARATE ACCOUNTS VS. MANAGED AccouNTs (WRAP FEES)
Dut DILIGENCE PROCESS
Separate Accounts Managed Accounts
Results of ingtitutional Compareinstitutional to
Performance .
clients managed results
People | dentify persons who I dentify persons who created
P created institutional results managed results
Process Process followed to create Process followed to create
institutional results managed results
Procedures Proceduresto gnsere best Management of queue list
execution
Taxable Individual tax lot Quasi-omnibus account
Procedures management management %

[llustration 4.5

1. If shown a money manager’'s perfor

T
f performance reflects
0“ \

or the peformance of the
the two. One would ordinaily

clients in the manager's managed
‘iéi. X

ingtituti ients e0e performance because management fees

differentid is more than 50 bass points, the

ay sho ' eper 10\ datefmine if there is a materid difference between the
m eSS fitutiond clients are receiving versus the managed account

r the” name of the person, or persons, responsible for the creation of the
itutional track record and the managed account record. Ascertain if it is the same

for both.

3. Inquire into the average number of securities held in the portfolios of the inditutiond
clients and compare that to the number of securities in the managed account. The
typicd inditutiond equity portfolio will have about 86 securities - the typicd
managed account, about 36.
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Practice No. 4.3 (continued)

4. Determine how the account will be traded: will the securities be block-traded with the
res of the inditutiona clients (which typicdly trandaes to the better execution of
trades and a lower commissons - both of which have a pogtive impact on
performance), or will the trades have to flow back to the broker deder sponsoring the
managed account?

5. In the case of managers offering tax-sendtive investment managemert, determine
whether the manager has the capacity for tax-lot portfolio management. If the manager
Is not tracking the adjusted basis of the individua securities within the portfolio, then
it is aguably very difficult for the manager to dam that a fully tax-sendtive drategy
is being employed.

The implementation of an invesment draiegy with mutud funds is fairly Sraghtforward. As
the fiduciary migrates to the use of separate account managers, the learning curve gets steeper
and there are anumber of additiona factors that should be consdered:

1. What will be the dectronic protocol that will link the money manager, custodian, and
fiduciary. With today’s technology, theres no reason why this eectronic protocol
should not be Internet-based, enabling dl parties to review portfolio account data on a
daily bass. A common protocol aso facilitates the production of performance reports.
[See also Practice No. 5.1]

2. How long will it take for the equity money manager to become fully inve:
managers become fully invested as soon as money becomes aval e

quarter that haf the portfolio is dill gtting in ead

the fidudary may prefer the manager tha
opportunities.

3. How does the money m
The manager has afiduci

W\ s generated, which ordinarily, is an acceptable practice.
e fiduciary sees dl of the trades, or the bulk of the trades going
one ) brokerage firm, then the fiducdary may have a dtuaion where the

isnot seeking best execution.

i ;!
@ The fiduciary has a responghility to ensure proxy votes are properly executed. The

most expeditious way of handling this requirement is to delegate the responshility to
the money manager. The money manager do is the mog logicd choice - after dl, it is
the manager who has conducted the research on the company, and he or she in the best
position to determine the impact that a proxy vote may have on a company.
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Practice No. 4.3 (continued)

5. For taxable investors - Will the manager handle low-basis or restricted stock? Having
a professonal money manager unwind the stock over gppropriate periods of time can
be a great advantage to the taxable client. Will the manager accept tax-lot information
on the low-basis or restricted stock? And, will the manager do tax-lot accounting and

reporting?

6. Will the manager review the portfolio of a previous manager? If the fiduciary is
terminating a manager and hiring a new one, the fidudary should not liquidate the
holdings of the old manager until the new manager has reviewed the portfolio. The last
thing the fiduciary needs is to generae expenses by sdling a security in the old
portfolio, only to have the new manager buy the same security. This is particularly
true for taxable dients If the fiduciary is consdering two money managers the
fiducary should show the old portfolio to both and ask them which of the securities
they would continue to hold. All other things being equa, the money manager that can
work with the most secuities from the old portfolio would be preferable because it
would generate fewer taxable gains and reduce the overdl expenses of the trangition.

7. Will the manager take SRI direction? [See dso Practice No. 3.7] Most money
managers can handle the usud SRI objectives, such as no sin stocks - tobacco, alcohal,
and firearms - but some managers will struggle with such exclusons.

performance reports from the money managers and the custodian, ev:
for someone else to produce the report, such as an investment

reporting dways is a chdlenge, and having different
performance for the same portfolio can help triangula
reporting errors.

When a manager or mutud fund is
important for the fiduciary to determ
going to employ. Generdly, there ars
investment world, no one_sira

e of implementing any one or combinaion of
low-dividend stocks;, (2) Harvesting losses a year
( over drategy; and, (4) When thinning a postion, reducing
5t_a/ particular company, sling the shares with the highest bass firg,
Mighest In, First Out).
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D Practice No. 4.4 A duediligence processisfollowed in selecting service providers,
including the custodian®

Cudodid sdection is one of the most overlooked fiduciary functions. Mogt fiduciaries smply
abdicate the decison to a vendor, advisor, or money manager. Yet, as with other prudent
practices, there are a number of important decisions that need to be managed.

The role of the cugtodian is to: (1) hold securities for safekeeping; (2) report on holdings and
transactions, (3) collect interest and dividends; and, (4) if required, effect trades.

At the retall levd, the cudtodian typicdly is a brokerage firm. Most securities ae hdd in
dreet name, with the assets commingled with those of the brokerage firm. To protect the
asats, brokerage firms ae required to obtan insurance from the Securities Investor
Protection Corp (SIPC).
[IBP] Mog inditutiona investors choose to use trust companies as cugtodians. The primary
benefit is that the assets are hed in a separate account, and are not commingled with other
ass of the indtitution.
The fidudiary’ sinquiry should include:

1. Anexamindion into the financiad stability of the custodian.

2. An examinaion of the expense ratio of the cash sweep vehid

Cudgtodians often offer an array of cash sweep vehicles, and
vary from 8 to 80 basis points. ®

Interpretive Bulletin 96-1, 29 C.F.R. §2509.96-1; DOL Information Letter, Qualified Plan
Services (7/28/98); DOL Information Letter, Service Employee’s International Union
(2/19/98)

Uniform Prudent Investor Act [UPIA]
§2(a); §7; §7 Comments; §9(a) (1), (2) and (3)

Management of Public Employee Retirement Systems Act [MPERS]
86(a) and (b)(1) and (2); §7
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Practice No. 4.3 (continued)

3. The levd of detal the cudtodian is able to provide in the monthly satement. The
fiduciary needs to have the capacity to see transaction data, specificaly, the name of
the broker deder used for each transaction, the drike price of the security being
purchased/ sold, and the commission paid.

4. If the account is holding mutud funds, whether the custodian is willing to provide
corrected year-end gatements? Many mutua funds pay out ther dividend a year-end,
which causes havoc in the pricing of the mutua fund shares at year-end.

5. Will the cugtodian provide tax reporting? This can greatly reduce the cost and pain of
tax preparation.

6. Will the cugtodian provide performance reporting? This is a sarvice the fiduciary may
have to request; it's often not offered as part of a sandard package. However, if the
fiduciary negotiates for performance reporting upfront, the additiona charge typicaly
isnomind.

INTRODUCTION TO PRACTICE NOS. 5.1-55

peformance;, by definition, monitoring occurs across dl
previoudy addressed in this handbook.

A long-term investment drategy requires dteration o
investment objectives change TREAT - tax status i

provide the fiduciary with sufficent information to
and weaknesses, and to keep the program on track

[ales effective communications between the fiduciary and service providers and
oney managers, and helps to confirm mutually agreed-upon goa's and objectives of
the investment policy [See dso Practice No. 3.5]

2. Fadlitates the evauation of the asset dlocation strategy as directed by the investment

policy statement with respect to the portfolio’s risk tolerance and modeled return
expectations [See dso Practice No. 3.3]
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Introduction to Practice Nos. 5.1 - 5.5 (continued)

3. Supports the quditative judgment about the continued confidence, or lack of it, in the
money manager’ s abilities [See dso Practice No. 5.2]

4. Facilitates effective communications between dl partiesinvolved in determining the
continued gppropriateness of the overd| investment palicy.

Monitoring indudes an andyss of not only what happened, but dso why? The andyss
combines the dements of peformance meassurement - the science - with performance
evduation - the art. Peformance measurement primaily is a technica accounting function
that computes the return of the portfolio and component parts. Performance evauation uses
the information generated by performance measurement to determine what contributed to, or
detracted from, the portfolio’ s return.

D Practice No. 5.1 Periodic performancereports compar e the performance of
money manager s against appropriateindex, peer group, and | PS objectives™*

The ongoing review, anadyss, and monitoring of the money managers and/or mutua funds is just
as important as the due diligence implemented during the manager sdection process. There is
condderdble legd subdantiation for the fiduciary requirement to monitor dl phases of
investment management program, paticulaly the monitoring of the money managers @x

mutual funds. What has not been specified is the frequency of the monitoring ' Q
requirement that the monitoring reports be reduced to writing. &'X’ﬂ%

. Engle] 727 F.2d 113, 4 E.B.C. 2702(7" Cir. 1984); Atwood v. Burlington Indus.
Inc., 18 E.B.C. 2009 (M.D.N.C. 1994)

Other

Interpretive Bulletin 75-8, 29 C.F.R. §2509.75-8 (FR-17Q); Interpretive Bulletin 94-2, 29
C.F.R. §2500.94-2

Uniform Prudent Investor Act [UPIA]
§2(a); 89(a) (1-3)

Management of Public Employee Retirement Systems Act [MPERS]
86(a) and (b)(1 - 3); 86 Comments; §6(d); 88(b)
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Practice No. 5.1 (continued)

In keeping with the duty of prudence, a fiduciary gppointing a money manager (or selecting a
mutud fund) must determine the frequency of the reviews necessary, taking into account such
factors as (1) the genera economic conditions then prevailing; (2) the sze of the portfolio;
(3) the investment drategies employed; (4) the investment objectives sought; and, (5) the
voldility of the invesments sdected. Some degree of informa monitoring should take place
between the scheduled monitoring meetings so that immediate action can be taken when there
ae extreme or sudden deviations from the peformance objectives established in the
investment policy statement. [See dso Practice No. 3.5]

[I1BP] The fiduciary should establish performance objectives for each money manager and/or
mutud fund, and record the same in the invesment policy datement. Money manager
performance should be evaluated in terms of an appropriate market index (as an example, the
S&P 500 index for large-cap domestic equity manager) and the relevant peer group (as an
example, the large- cap growth mutua fund universe for alarge-cap growth mutua fund).

On a periodic basis | BP - at least quarterly] the fiduciary should review whether each money
manager and/or mutua fund continues to conform to the performance objectives, specificaly:

1. The manager's adherence to the guiddines edtablished by the investment policy
Satement

2. Maerid changes in the manager's organization, investment philosophy
personnel

3. Anylegd, SEC, and/or other regulatory agency proceedingstha

28
N

manager falls to meet he established criteria. |
acknowledge that fluctuating rates of returA—¢
during short-term time periods. Recognizing
in performance, the fiduciay 4 levd
perspective. [IBP] Ordinarity, i

two to three years.

e'm/flUctuations may cause variations

1. A money manager performs below median for their peer group over a 1-, 3-, and/or
5-year cumulative period.

2. A money manager's 3year risk adjusted return (Alpha and/or Sharpe) fdls below the
peer group’s median risk adjusted return.
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Practice No. 5.1 (continued)
3. Thereisachange in the professionas managing the portfalio.
4. Thereisasgnificant decrease in the product’ s assts.

5. There is an indicaion the money manager is deviaiing from hisher daed dyle
and/or dirategy.

6. Thereisanincreasein the product’s fees and expenses.

7. Any extraordinary event occurs that may interfere with the manager's ability to
fulfill hisor her rolein the future.

[IBP] When a money manager is placed on the Watchlist, an evdudion may include the
following seps:

1. A letter to the money manager asking for an andysis of their underperformance

2. An andyds of recent transactions, holdings, and portfolio characteristics to
determine the cause for underperformance or to check for achangein style

3. A meding with the money manager, which may be conducted on-gte, t
indght into organizational changes and any changes in strategy or discipline.

The decison to retan or terminate a manager cannot be made by -a q
fidudary’s confidence in the money manager’s ability to perform ir t ure\th mately
determines the retention of a money maneger. M

[I1BP] While there is no explicit requirement tha ' q%‘tr ews be documented in

jar irements \siggest otherwise. The reports
should include, a a minimum, the performary \ ey manager and/or mutua fund
againg indices, peer groups, and tt rform ives established in the investment
policy statement. [See also Practi

compare a money manager to an appropriate peer group,

or comparing fl chmarks that may not be rdevant. For example, not dl

equi ers ve their performance compared to the S&P 500. Equity managers
ue strategy should be compared againgt other value managers.

A common mi
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D Practice No. 5.2 Periodic reviews are made of qualitative and/or organizational
changes to money managers*

The fiduciay has a continuing duty to exercise reasonable care, <kill, and caution in
monitoring the peformance of investment decison makers, particulaly when invesment
duties have been delegated to a noney manager. The fiduciary’s review of a money manager
and/or mutud fund must be based on more than recent investment performance results, for dl
professond money managers will experience periods of poor performance. Fiduciaies aso
should not be lulled into rethinking their manager lineup smply because of the reported
success of other managers.

[I1BP] In addition to the quantitative review of the money manager, [See dso Practice No.
5.1] periodic reviews of the quadlitative performance and/or organizationd changes to the
Investment manager should be made at reasonable intervals:

1. Staff turnover - Has there been turnover in the professond or service gtaff of the
invesment manager such as that the qudity of the sarvice and investment results
provided by the investment manager in the past may not be maintained in the future?

2. Organizational dructure - Are there, or have there been, any changes to the
organization dructure of the money manager, including mergers and/lor acquigti
invalving the money manager, such as that the qudity of the service and in 9
results provided by the money manager in the past may not be manta
future?

of sarvice that is available in the marketplace fo
does the money manager provide online ac

Other

Interpretive Bulletin 75-8, 29 C.F.R. §2509.75-8; Booklet: A Look at 401(k) Plan Fees, U.S.
Department of Labor, Pension and Welfare Benefits Administration

Uniform Prudent Investor Act [UPIA]
8§2(a); 87; 89(a)

Management of Public Employee Retirement Systems Act [MPERS]
§6(a) and (b)(1 - 3); 87(5)
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Practice No. 5.2 (continued)

4. The quality and timeliness of the money manager’s reports to the fiduciary - Do
the reports contain al of the information thet is necessary and useful to the appointing
fiduciary? Arethe reports consstently provided on atimely bass?

5. The quality and timeliness of the money manager’s response to requests for
information - Does the investment manager consgently respond to requests for
information by the fiduciary in a timdy manne? Do the responses contan the
information requested? Are the responses easly understood?

6. Investment education - Where applicable, does the money maneger provide adequate
explanation of the investment decisons it makes and the factors it condgders in making
such decisons s0 that the fiduciary can understand and appropriately monitor such
actions?

D Practice No. 5.3 Control proceduresarein placeto periodically review a money
manager’s policies for best execution, soft dollars, and proxy voting®®

The fiduciary has a respongbility to control and account for investment expenses - that the

expenses are prudent and are applied in the best interests of the investor, participant (in
cae of a retirement plan), or beneficiary (in the case of a private trust, foundati

endowment). The fiduciary, therefore, must monitor thet:

1. Best execution practices are followed in securities transactions. : @\

\f\ E Ot
Interpretive Bulletin 75-8, 29 C.F.R. §2500.75-8 (FR-17Q); Interpretive Bulletin 94-2, 29
.F.R. §2509.94-2(1); DOL Prohibited Transaction Exemption 75-1, Interim Exemption, 40

@ Fed. Reg. 5201 (Feb. 4, 1975); DOL Information L etter, Prescott Asset Management (1/17/92)
(fn. 1); DOL Information Letter, Refco, Inc. (2/13/89); ERISA Technical Release 86-1 (May
22,1986)

Uniform Prudent Investor Act [UPIA]
§2(a); 82(d); §7; 89(a)

Management of Public Employee Retirement Systems Act [MPERS]
86(2) and (3); §7(5); 88(a)(3)
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Practice No. 5.3 (continued)

2. Soft dollars are expended only for brokerage, research, or other services for the benefit

of the invesment program, and are ressonable in rdationship to the value of such
services.

3. Proxies are voted in a manner mog likdy to preserve or enhance the vadue of the
subject stock.

The terms, best execution, soft dollars, and proxy voting have specific technicd meanings,
and warrant further discusson.

Best Execution. The fiduciary has an ongoing responghility to periodicaly monitor the trades
of the money manager to determine whether the manager is seeking best execution in trading
the portfolio’s securities. In seeking best execution, money managers are required to shop
their trades with various brokerage firms, taking into consderation: (1) commisson cods, (2)
an andyss of the actua drike price of the security; and, (3) the qudity and rdigbility of the
trade.

The DOL has described best execution as.

Those who invest plan assets ... have traditionally been guided by the best execution
principle, namely, securing the best price for the plan in executing the purchase (o)

1975)]

Soft Dollars represent the excess in oommlsson
brokerage firm charges for atrade versus the brokerage

Asan example
6 cents/share
2 centg/share
4 centg/share

y support the investment program, such as. consulting Services,
custodial services, rating or technica services, and/or subscriptions to
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Practice No. 5.3 (continued)
The DOL has described soft dollars asfollows:

Section 28(e) of the [Securities Exchange Act of 1934] provides generally that no
person who exer cises investment discretion with respect to a securities transactions will
be deemed to have acted unlawfully or to have breached a fiduciary duty solely by
reason of paying brokerage commissions for effecting a securities transaction in excess
of the amount of commission another broker-dealer would have charged, if such person
determined in good faith that the commission was reasonable in relation to the value of
brokerage and research services provided by the broker-dealer. [PWBA ERISA
Technica Release 86-1 (May 22, 1986)]

Proxy voting. The fiduciary dso has a respongbility to account for the voting of proxies. The
fiduciary can ether retain the power to vote the proxies, or indruct the money manager to
vote on behdf of the fiduciary. [IBP] Typicdly, only the largest of fiduciary portfolios eect
to take responghility for voting ther proxies. The mgority of fiduciaries deegate that
responsbility to the money manager via indructions in the invesment policy statement. [See
aso Practice No. 3.2.]

The DOL has described proxy voting asfollows

The fiduciary duties described at ERISA 8404(a)(1)(A) and (B), require that, in
proxies, the responsible fiduciary consider those factors that may affect the vatt
plan’s investment, and not subordinate the interests of the particip e

in their retirement income to unrelated objectives. These duties

of the investment manager with respect to the manage el -assets, cluding
decisions made and actions taken by the inv i jer Wit rd to proxy
voting decisions. The named fiduciary t~Ca Ut \thi $ Y esponsibility solely in the
interest of the participants and beneficiarigsy and egard to its relationship with

the plan sponsor.

pliance with the duty to monitor necessitates
that are subject to monitoring. Thus, the
onsible fiduciary would be required to maintain

iew not only the investment manager’s voting procedure ... but also to
tions taken in individual proxy voting situations. [29 CFR 2509.94-2(1)]
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D Practice No. 5.4 Feesfor investment management are consistent with agreements
and with the law?’

The fiduciary respongbility in connection with the payment of fees is to determine (1)
whether the fees can be paid from portfolio assets [See dso Practice No. 1.1]; and (2) whether
the fees are reasonable in light of the services to be provided to the plan. [See dso Practice
No 1.4] Accordingly, the fiducialy must negotiate al forms of compensation to be pad for
invetment management to ensure that the aggregae (and individud components) is
reasonable compensation for the services rendered.

Money manager fees vary widdy, depending on the asset class to be managed, the size of the
account, and whether the funds are to be managed separately or placed into a commingled or
mutua fund. Fees usually are charged in terms of basis points (100 bass points = 1.0%) and
are applied to the market vaue of the portfolio a the end/beginning of a cdendar quarter.
Fees often decline sgnificantly with increesing asset Sze.

[I1BP] llludration 5.1 depicts the quartile rankings for the expense ratios of mutua funds for
each peer group. As discussed in Practice No. 4.1, the Foundation has proposed that the 751
percentile be a reasonable expense cutoff. That is, if the expense ratio of a mutud fund is
grester than the expense ratio at the 75" percentile, the fiduciary should be concerned about a
potentia breach.

Opinion Letter 89-28A (9/25/89) 1989 WL 435076; Interpretive Bulletin 75-8, 29 CF.R.
§2509.75-8 (FR-17Q)

2 \§
Oth

ooklet: A Look at 401(k) Plan Fees, U.S. Department of Labor, Pension and Welfare Benefits
Administration; DOL Advisory Opinion Letter (7/28/98) 1998 WL 1638072; DOL Advisory

Uniform Prudent Investor Act [UPIA]
82(a); 87 and Comments; 8§89 Comments

Management of Public Employee Retirement Systems Act [MPERS]
§7(2) and (5); §7 Comments
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Practice No. 5.4 (continued)

RANGE OF MuTUAL FUND EXPENSE RATIOS
Cheapest 10t (Reported in bp) .40 .48 .66
________ 25 g T S— 0o 1.00f-—_
l Median 116 1.30 1.30
_ 75t (Fiduciary Threshold) 169 1.68 192
Most Expensive 90th 201 2.20 225
Legend LargeCap Blend Mid-Cap Blend Small-Cap Blend
.75 .81 .89 .45 .35 97
98 b 104 Lo 120 femmoee- 64 Lo 55 b 1.09
129 1.34 1.60 .86 75 150
1.85 1.91 217 1.28 1.00 1.97
210 2.16 255 175 1.61 2.36
LargeCap Value LargeCap Growth Foreign Stock Intermediate F/I Short-term F/I REITs
A minority of money managers offer perfo nder these arrangements, the
manager receives a higher fee if the predesignated benchmark over a
specified period of time. Perforn a3 re ot permitted in al sates and, where
permitted, may only be ' SEtS i excess of $1 million.
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D Practice No. 5.5 “Findersfees,” 12b-1 fees, or other forms of compensation that
have been paid for asset placement are appropriately applied, utilized, and
documented®

The fiduciary has a duty to control and account for investment expenses. [See aso Practice
Nos. 3.6, 4.3, 5.3, and 5.4] This requires the fiduciary to account for al dollars spent for
sarvices, whether those dollars are paid directly from the account or through soft dollars, 12b-
1 fees[See Glossary of Terms], or other fee-sharing arrangements.

In addition, the fiduciary has the responghility to identify those parties that have been
compensated for placing portfolio assets with a particular vendor to ensure that no paty is
unduly compensated. It is not uncommon for a broker to receive a commisson dream in
perpetuity on assats placed with a particular vendor. Though the broker should, ordinarily, be
entitted to some form of compensation for the introduction, the fiducary has a regponghility
to apply areasonableness test to the amount of compensation received by the broker.

In the case of a bundled, wrap, or all-inclusive fee investment product, there are basicaly four
cost components. The fiduciary should investigate how the various service vendors associated
with each component are compensated to ensure that no one vendor is receiving unreasonable
compensation, and to compare the costs of the same services on an ala carte basis. The four

components are;

1. The money manager who is selecting the stocks and bonds for the portfolio
2. The brokerage firm that is executing the trades
3. The cugtodian that is holding and safeguarding the securities &\

if Prudent Investor Act [UPIA]
2(a); §7; §7 Comments

Matter of Derek W. Bryant, 188 Misc. 2d 462, 729 NY S 2d 309 (6/21/01)

Other
McKinneys EPTL11-2.3(d)

Management of Public Employee Retirement Systems Act [MPERS]
86(b)(2) and (3); §7(2) and (5)
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Practice No. 5.5 (continued)

4. Theinvestment advisor, or broker, who is servicing the account

UNBUNDLING FEES AND EXPENSES

“Bundled fees” should be broken down into four categories so that a
proper evaluation can be made — various costs can be obscured or
moved to create apparent savings.

Money Manager

Consultant —Finders Fee

[llustration 5.2

beneficid for the paticipants [IBP] However, as the
periodicaly determine whether it is more advantageous o ps

maintain a raiond, disciplined invesment program. The mind-boggling aray of investment
choices coupled with market noise from Wal Srreet undersandably can result in financid
pardyss from information overload. Fiduciaries clealy need a framework for making
investment decisons that dlows them to consgder developing investment trends, and to
thoughtfully navigate the possibilities.
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Enclosure 1

I NVESTMENT POLICY SFATEM ENT

FOR
ABC COMPANY

(DEFINED BENEFIT PLAN)

Approved on September 13, 2002 &X@ §

By A%%@ @

approved.

Copyright 2002. Foundation for Fiduciary Studies DRAFT Page 75 of 75



Enclosure 1: (continued)

EXECUTIVE SUMMARY

Type of Plan:

Plan Sponsor:

Plan IRS Tax Identification:
Current Assets:
TimeHorizon:

Modeled Return:

Modeled L oss:

Assat Allocation:

Domegtic Large-Cap Equities
Vdue
Blend
Growth
Mid-Cap
Smdl-Cap
Internationa Equities
Intermediate- Term Fixed Income
Cash Equivaents

Evauation Benchmarks:
O

PR

unsging Index™ (Equity Exposur e)*

Defined Benefit Plan
ABC Company
56-1234567
$200,000,000

Greater than 5 years
7.6% (4.6% over CPl)

-8.9% (Probability level of 5%)

Lower Strategic Upper
Limit Allocation Limit

5% 10% 159

5% 10% '
5% 10% 15%

5% 10% 59
5% 1 %
5% \ 15%
30% 40%
10%

LCG |MCB |SCB | IE MM | SB B

5 5

M C \C@ LcCB

5 0 0 5 10 30 40

0\
\_TCI40) 10 | 10

10 0 5 5 5 20 | 35
N\_TCI(60) 10 10 10 10 10 10 5 0 35
~  TCI(80) 15 | 15 | 15 | 10 | 10 | 15 5 0 15

* The TCI™ series of indexes are designed to illudrate the performance of a diversfied
portfolio, caculated by usng the performance of the median mutuad fund manager for each
peer group represented in the dlocation.
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Enclosure 1: (continued)

PURPOSE

The purpose of this Invesment Policy Statement (IPS) is to assigt the Defined Benefit Board
of Trustees (Board) [See Appendix A] in effectivdly supervisng, monitoring and evauating
the investment of the Company’s Retirement Plan (Plan) assets The Pan’'s investment
program is defined in the various sections of the IPS by:

1.

. Encouraging effective communications between the B
consultant (Consultant), and hired money managers. @

Saing in a written document the Board's attitudes, expectations, objectives, and
guiddinesfor the investment of al Plan assts.

Sdting forth an investment dructure for managing adl Plan assets. This dructure
includes various asst classes, investment management yles, asset dlocation, and
acceptable ranges that, in total, are expected to produce a sufficient level of overal
diversification and total investment return over the long-term.

Providing guiddines for each invesment portfolio thet control the level of overdl
rik and liquidity assumed in that portfolio, so dl Plan asssts are managed in
accordance with stated objectives.

Providing rate-of-return and risk characteristics for each asset class represented <b
various investment options. [See Appendix B]

upon condderation by the Board of the financid
and describes the prudent investment process the Board
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Enclosure 1: (continued)

BACKGROUND

The Plan is a defined benefit plan established in conjunction with the spin-off of Defined Benefit
in July 1985. The Plan covers the hourly employees of Defined Benefit, including those who
were previoudy covered under the Defined Benefit Corporation Retirement Plan for Hourly Rate
Employess. The Board will discharge its responghilities under the Plan soldy in the long-term
interests of Plan participants and their beneficiaries.

The Plan currently covers 364 employees. The number is anticipated to increase at the rate of
10% per year for the next 5 years. Plan size currently is $200,000,000 and annua contributions
are currently not required due to the well-funded status of the Plan. Under current regulations,
the Plan is not [ig] required to make any quarterly contributions for the current year.
Key I nformation:

Name of Plan: ABC Retirement Plan

Plan Sponsor: ABC Company

Plan IRSTax ID: 56-1234567
Other Related Retirement Plans.  ABC Defined Contribution Plan @
Key information, which is subject to change fromtime-to-time, isco ta@ P&

STATEMENT of OBJECTIVES

oard by a wide range of policies, and
; S appropriate.  This process includes

anagement styles that, in totd, are expected to
divergfication and totd investment return over

offering various assat classes and J
offer paticipants a safficert) leve \of

producing\positive real rates of return on Plan assets.

2.__Maintain a fully funded gatus with regard to the Accumulated Benefit Obligation and
90% of the Projected Benefit Obligation.

3. Havethe ability to pay al benefit and expense obligations when due.
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Enclosure 1: (continued)

4. Mantan a funding cushion for unexpected deveopments and for possble future
increases in benefit ructure and expense levels.

5. Maintan flexibility in determining the future level of contributions.

6. Maximize return within reasonable and prudent levels of risk in order to minimize
contributions.

7. Control cogts of adminigtering the plan and managing the investments.

Invesment results are the criticd dement in achieving the invesment objectives, while rdiance
on contributions is a secondary element.

TimeHorizon

The invesment guideiines are based upon an investment horizon of grester than five years.
Interim fluctuations should be viewed with appropriate perspective. Similarly, the Plan's
drategic asset dlocation is based on this long-term  perspective.  Short-term  liquidity
requirements are anticipated to be nonexistent, or at least should be covered by the annud
contribution.

_Or_

will exceed contributions for at least severd years. Th

Investment Managers well in advance of the withdraw
necessary liquid reserves]
Risk Tolerances
' e S i
é\ during the next severd years.

generd economy. ABC believes it should be able to achieve above average growth

ABC's drong financid condition endbles it to adopt a long-term investment
perspective.
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Enclosure 1: (continued)

Demographic characterigtics of participants suggest an above-average risk tolerance
due to the younger-thanaverage work force.

Actuaria data related to future projected benefit payments, dong with future projected
expenses of the Plan, are dgnificantly less than consarvative forecasted investment
income projections.  Therefore, liquidity requirements are immaterid over the next ten
years, which implies that a higher risk profile is acceptable.

Current Plan assats have been accumulated to exceed the value of the Plan's totd
accrued benefit liability, dlowing for aless aggressve risk tolerance.

In summary, ABC Company’s prospects for the future, current financia condition, and severa
other factors suggest collectively the Plan can tolerate some interim fluctuations in market value
and rates of return in order to achieve long-term objectives.

Performance Expectations

The dedred investment objective is a long-term rate of return on assets thet is at least 7.6%,
which is 4.6% greater than the anticipated rate of inflation as measured by the Consumer Price
Index (CPI). The target rate of return for the Plan has been based upon the assumption that future
red returns will goproximate the long-term rates of return experienced for each asset das

IPS.
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Enclosure 1: (continued)

ASSET CLASS GUIDELINES

The Board beieves long-term investment performance, in large part, is primarily a function of
ast class mix. The Board has reviewed the long-term performance characterigtics of the
broad asset classes, focusing on baancing the risks and rewards.

Higory shows that while interest-generating investments, such as bond portfolios, have the
advantage of relative gability of principd vadue they provide little opportunity for red long-
teem capitd growth due to ther susceptibility to inflation. On the other hand, equity
investments, such as common gocks, clearly have a dgnificantly higher expected return but
have the disadvantage of much greater year-by-year varigbility of return. From an investment
decisornrmaking point of view, this year-by-year vaiability may be worth accepting, provided
the time horizon for the equity portion of the portfolio is sufficiently long (five years or
greater).

The performance expectations (both risk and return) of each asset class are contained in
Appendix B. The following eight assat classes were sdlected and ranked in ascending order of
risk (least to most):

Money Market (MM)
Intermediate Bond (1B)
Large-Cap Vdue (LCV)
Large-Cap Blend (LCB)
Large-Cap Growth (LCG)
Mid-Cap Blend (MCB)
Smdl-Cap Blend (SCB)
Internationa Equity (IE)

The Board has conddered the followi
decided to exclude these assat cl

ed in a manner consgtent with the Srategic asset dlocation of the Plan. If there are no
flows, the dlocation of the Plan will be reviewed quarterly.
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Enclosure 1: (continued)

If the Board judges cash flows to be insufficient to bring the Plan within the strategic dlocation
ranges, the Board shall decide whether to effect transactions to bring the drategic alocation
within the threshold ranges. (Strategic Allocation)

DUTIES and RESPONSIBILITIES

Board I nvestment Committee

Asfiduciaries under the Plan, the primary responsbilities of the Board are:
1. Prepare and maintain this investment policy satement
2. Prudently diversfy the Plan’s assets to meet an agreed upon risk/return profile
3. Prudently sdlect investment options

4. Control and account for dl investment, record keeping, and adminigrative expenses
asociated with the Plan

5. Monitor and supervise dl service vendors and investment options @
6. Avoid prohibited transactions and conflicts of interest. &\

| nvestment Consultant

The Board will retain an objective, third-party Cens.

ovedl investment process. The Consult
a disciplined and rigorous investm
responsibilities outlined above %

1. Manage the assets under their supervison in accordance with the guideines and
objectives outlined in their respective Service Agreements, Prospectus, or Trust
Agreement.
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Enclosure 1: (continued)

2.

Exercise full invesment discretion with regards to buying, managing, and sdling
assts hed in the portfolios.

If managing a separate account (as opposed to a mutuad fund or a commingled
account), seek gpprova from the Board prior to purchasng and/or implementing the
following securities and transactions:

Letter sock and other unregistered securities; commodities or  other
commodity contracts, and short sdles or margin transactions

Securities lending; pledging or hypothecating securities

Investments in the equity securities of any company with a record of lessthan
three years continuous operation, including the operation of any predecessor

Investments for the purpose of exercising control of management

Vote promptly al proxies and related actions in a manner consstent with the long-
term interest and objectives of the Plan as described in this IPS. Each investment
manager shall keep detailed records of the voting of proxies and related actions a
will comply with al gpplicable regulatory obligations.

Communicate with the Board dl dgnificant changes pertant
manages or the firm itsdf. Changes in ownership, organi
condition, and professond daff are examples of ch
Board isinterested.

Effect dl transactions for the Plan_sdhjec and execution. If a manager
utilizes brokerage from the Pta ~ dollar transactions, detailed
records will be kept and cerr

managing a separate account (as opposed to a mutud fund or a commingled
account), acknowledge co-fiduciay responghbility by sgning and returning a copy
of thisIPS.
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Enclosure 1: (continued)
Custodian

Custodians are responsible for the safekeeping of the Plan’s assets.  The specific duties and
respongbilities of the custodian are:

1. Maintain separate accounts by legd regigtration

2. Vduethe holdings

3. Collect dl income and dividends owed to the Plan

4. Setledl transactions (buy-sdll orders) initiated by the Investment Manager

5. Provide monthly reports that detall transactions, cash flows, securities held and their

current value, and change in value of each security and the overdl portfolio since
the previous report.

INVESTMENT MANAGER SELECTION

The Board will gpply the following due diligence criteria in sdecting each mon

mutud fund: ‘
1. Regulatory oversight: Each investment manager shoul r DA
insurance company, a mutual fund organization, or aregi iy

2. Correlation to style or peer group: ighly corrdlated to the
aset dass of the investment optic e mogt criticd parts of the
andydgs dnce mogt of the remanii gence involves comparisons of the

ul
Performance relative to assumed risk: The product's risk-adjusted performance
Alpha and/or Sharpe Ratio) should be evaluated against the peer group’s median
anager’ s risk-adjusted performance.

5. Minimum track record: The product's inception date should be greater than three
years.
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Enclosure 1: (continued)

6. Assets under management: The product should have a least $75 million under
management.

7. Holdings consistent with style: The screened product should have no more than 20%
of the portfolio invested in “unrelated” asset class securities.  For example, a Large
Cap Growth product should not hold more than 20% in cash, fixed-income, and/or
internationa securities.

8. Expense ratios/fees. The product’s fees should not be in the bottom quartile (most
expensive) of their peer group.

9. Sability of the organization: There should be no perceived organizational problems
- the same portfolio management team should be in place for at least two years.

CONTROL PROCEDURES

Performance Objectives

The Board acknowledges fluctuating rates of return characterize the securities
paticulaly during short-term time periods. Recognizing thet short-term quct ATOR
cause vaiations in peformance, the Board intends to evauate manager

long-term perspective.

ence to the Plan’ s investment guiddines

id changes in the manager’s organization, investment philosophy, and/or
ersonnel

3. Anylegd, SEC, and/or other regulatory agency proceedings affecting the manager.
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Enclosure 1: (continued)

The Board has determined it is in the best interest of the Plan's participants that performance
objectives be edablished for each invesment manager. Manager performance will be
evauated in terms of an appropriate market index (eg. the S&P 500 stock index for large cap
domedtic equity manager) and the rdevant peer group (eg. the large cap growth mutud fund
universe for alarge cap growth mutua fund).

Asset Class/ Peer Group I ndex Peer Group Universe
Large Cap Equity
Large-Cap Value X P 500 Large-Cap Value
Large-Cap Blend S& P 500 Large-Cap Blend
Large-Cap Growth S& P 500 Large-Cap Growth
Mid-Cap Equities S& P 400 Mid-Cap Blend
Small-Cap Equities Russdll 2000 Smdl-Cep Blend
International Equity MSCI EAFE Foreign Stock
Fixed Income N
| ntermediate Bond Sdomon 3- 7 Year Trees. Intermediate- Term Bondh\\
N NN
Money M ar ket 90 day T-Bills Money/Matket Datahass” )
A4

A manager may be placed on a Watchlist and a thorough
manager may be conducted, when:

1. A manager performs belo
cumulative period.

[heréis a sgnificant decrease in the product’ s assets.

5. Thereisan indication the manager is deviating from hisher sated style and/or
strategy.

6. Thereisanincreasein the product’ s fees and expenses.
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Enclosure 1: (continued)

7. Any extreordinary event occurs that may interfere with the manager's ability to
fulfill ther role in the future,

A manager evduation may include the following steps:
1. A letter to the manager asking for an analysis of their underperformance

2. An andyss of recent transactions, holdings, and portfolio characteristics to
determine the cause for underperformance or to check for achangein style

3. A meeting with the manager, which may be conducted on-dgte to gain indght into
organizationa changes and any changes in strategy or discipline.

The decision to retain or terminate a manager cannot be made by a formula. It is the Board's
confidence in the manager’'s ability to peform in the future that ultimatdly determines the
retention of a manager.

Measuring Costs

The Board will review, a least annualy, dl costs associated with the management of
Pan' sinvesment program induding:

1. Expenserdatios of each investment option againgt the appropriate peer.

e
2. Cudody fees The holding of the assts, collection of. income a ent
of payments

3. Whether the manager is demondrati

securities.
an 0 determine whether dated investment

et feasbility of achieving the same. It is not
. In paticular, short-term changes in the financid

Approved:
Consultant Board
September 13, 2002 September 13, 2002
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Enclosure 1: (continued)

APPENDIX A

Board or Investment Committee Members

, Chairman

, Secretary

, Investment Committee Member or Trustee

, Investment Committee Member or Trustee

, Investment Committee Member or Trustee

, Investment Committee Member or Trustee

, Investment Committee Member or Trustee

, Investment Committee Member or Trustee
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Enclosure 1: (continued)

S~

APPENDIX B
Summary of Capital Markets | nputs
Modeled | Modeled Standard
Asset Class Return Deviation Index Proxy
L arge-Cap Equity 9.13 15.98 S& P 500
Mid-Cap Equity 9.55 19.00 S& P Mid-Cap 400
Small-Cap Equity 9.63 20.89 Russdl 2000
Inter national Equity 9.06 19.00 MSCI EAFE IL
REITS 7.32 15.29 Wilshire REIT
Salomon Bros. Non+$
Global Fixed Income 6.08 12.00 World Gov.
L ehman Bros. ?
Broad Fixed Income 5.81 7.00 Aggreg;ate\i\
L ehmarrBres | \
I ntermediate Fixed Income 5.36 5.00 A~
< m Big\ké’/
Short-Term Fixed Income 4.62 3.3(]/\<\ iear Govt.
é)\J
Money Market 2.84 N\ LY 3 Month T-Bill
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ENCLOSURE 2: GLOSSARY OF TERMS

This glossary was compiled from the following sources.

Eugene B. Burroughs, CFA, Investment Terminology (Revised Edition), Internaiond
Foundation of Employee Benefit Plans, Inc., 1993.

John Downes, Jordan Elliot Goodman, Dictionary of Finance and Investment Terms (Third
Edition), Barron's Educationa Series, Inc.

John W. Guy, How to Invest Someone Else’'s Money, Irwin Professond Publishing, Burr
Ridge, Illinois

Dondd B. Trone, William R. Allbright, Philip R. Taylor, The Management of Investment
Decisions, Irwin Professond Publishing, Burr Ridge, lllinois.

Dondd B. Trone and William R. Allbright, Procedural Prudence for Fiduciaries, sdf-
published, 1997.

A istical measure of the volatility, or sensitivity, of rates of return on a portfolio or security in

therettrn on the market. Thus, a portfolio with abeta of 1.1 would move 10% more than the market.
Cash Sweep Accounts A money market fund into which all new contributions, stock dividend income, and bond

interest income is placed (“swept”) for a certain period of time. At regular intervals, or when rebalancing is
necessary, this cash isinvested in assetsin line with the asset allocation stipulated in the IPS.

Page 90 of 90



Commingled Fund An investment fund that is similar to a mutual fund in that investors purchase and redeem
units that represent ownership in a pool of securities. Commingled funds usualy are offered through a bank-
administered plan allowing for broader and more efficient investing.

Commission Recapture An agreement by which a plan Fiduciary earns credits based upon the amount of
brokerage commissions paid. These credits can be used for services that will benefit the plan such as consulting
services, custodian fees, or hardware and software expenses.

Corréation Coefficient Correlation measures the degree to which two variables are associated. Correlation isa
commonly used tool for constructing a well-diversified portfolio. Traditionally, equities and fixed-income asset
returns have not moved closely together. The asset returns are not strongly correlated. A balanced fund with
equities and fixed-income assets represents a diversified portfolio that attempts to take advantage of the low
Correlation between the two asset classes.

Defined Benefit Plan A type of employee benefit plan in which employees know (through a formula) what they
will receive upon retirement or after a specified number of years of employment with an employer. The
employer is obligated to contribute funds into the defined benefit plan based on an actuarially determined
obligation that takes into consideration the age of the workforce, their length of service and the investment
earnings that are projected to be achieved from the funds contributed. Defined Benefit Plans are over funded if
the present value of the future payment obligations to employeesis|ess than the current value of the assetsin the
Plan. It is under funded if the obligations exceed the current value of these Plan assets. The Pension Benefit
Guarantee Corporation insures a specified amount of these future pension benefit payments on a per employee
basis.

Defined Contribution Plan A type of employee benefit plan in which the employer (Fiduciary) makes annual
contributions (usually discretionary in amount or possibly based on a percentage of the profits of the company
e.g. Profit Sharing Plan) into the plan for the ultimate payment to employees at retirement. Each em

account value will be determined by the contribution made, the earnings ahieved and (usual
percentage - e.g., 20% per year after one year of service).

Directed Brokerage Circumstances in which a board of trustees or other fiduci
manager direct trades to a particular broker so that the commissions gener
or resources. See Soft Dollars.

egual consideration to each portfolio’s return without regard to size of the portfolio. Compare to Size-Weighted
Return. In index context, equal weighted means each stock is given equal consideration to the index return
without regard to market capitalization. The Value Line Index isan example of an equal weighted index.
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Equilibrium Spending Rate Specific to foundations and endowments, the “spending rate” which offsets
inflation and additional cost increases.

9.0% - 3.5% - 1.5% = 2%
(return) (inflation) (cost increases) (equilibrium spending rate)

ERISA The Employee Retirement Income Security Act is a 1974 law governing the operation of most private
pension and benefit plans. The law eased pension eligibility rules, set up the Pension Benefit Guaranty
Corporation, and established guidelines for the management of pension funds.

Fiduciary Indicates the relationship of trust and confidence where one person (the Fiduciary) holds or controls
property for the benefit of another person. For example, the relationship between atrustee and the beneficiaries
of the trust.

Any person who (1) exercises any discretionary authority or control over the management of a plan or
the management or disposition of its assets, (2) renders investment advice for afee or other
compensation with respect to the funds or property of aplan, or has the authority to do so, or (3) has
any discretionary authority or responsibility in the administration of a plan.

Funding-Support Ratio The funding-support ratio (the fraction of the budget supported by the fund) is the key
strategic variable used by experienced committees to track and manage contributions to an institution’s or
recipient’s annual budget. Although increasing the spending rate increases the fund’ s current contribution to the
overall budget, more spending obviously means less reinvestment, a smaller growth rate and, all other things
being equal, alower funding support ratio in the future.

Geometric Return A method of calculating returns which links portfolio results on a quarterly or monthly basi
This method is best illustrated by an example, and a comparison to Arithmetic Returns, which does not util;
time link. Suppose a $100 portfolio returned +25% in the first quarter (ending value is $125) but logt™20

Liquidity Risk The risk that there will be insufficient cash to meet the f
requirements.

Market Capitalization A common stock’s current price
the measure of acompany’ stotal value on a stock excha

anchal instruments and whose net asset value is kept stable at $1 per share. The average portfolio maturity is
010 60 days.

Profit Sharing Plan Retirement plan that receives contributions as a percentage of the company’s profits. See
Defined Contribution Plan.

Proxy Voting A written authorization given by a shareholder to someone else to vote his or her shares at a
stockholders annual or special meeting called to elect directors or for some other corporate purpose.
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Real Egtate Investment Trust (REIT) An investment fund whose objective is to hold real estate-related assets,
either through mortgages, construction and development loans, or equity interests.

Residual Risk Residual risk is the unsystematic, firm-specific, or diversifiable risk of a security or portfolio. It
is the portion of the total risk of a security or portfolio that is unique to the security or portfolio itself and is not
related to the overall market. The residual risk in a portfolio can be decreased by including assets that do not
have similar unique risk. For example, a company that relies heavily on oil would have the unique risk
associated with a sudden cut in the supply of oil. A company that supplies oil would benefit from a cut in another
company’ s supply of oil. A combination of the two assets hel ps to cancel out the unique risk of the supply of ail.
The level of residual risk in a portfolio is a reflection of the “bets” which the manager placesin a particular asset
class or sector. Diversification of aportfolio can reduce or eliminate the residual risk of a portfolio.

Risk-adjusted Return The return on an asset or portfolio, modified to explicitly account for the risk of the asset
or portfolio.

Risk Free Rate of Return The return on a 90-day Treasury bills. Thisis used as a proxy for no risk due to its
US Government issuance and short-term maturity. The term is really a misnomer since nothing is free of risk. It
is utilized since certain economic models require a“risk free” point of departure. See Sharpe Ratio.

R-squared (R?) Formally called the coefficient of determination, this measures the overall strength or
“explanatory power” of a statistical relationship. In general, a higher RZ means a stronger statistical relationship
between the variables that have been estimated, and therefore more confidence in using the estimation for
decision-making.

Safe Harbor RulesA series of guidelines which when in full compliance may limit afiduciary’ sliabilities.

Sharpe Ratio This statistic is a commonly used measure of risk-adjusted return. Itis calculated by
the Risk- free Return (usually 3Month Treasury Bill) from the portfolio return and diyi

managers have the same level of risk but different levels of excess return
ratio Would be preferable The Sharpe ratio is most hel pful When compa

ansultants servicing smaller plans receive commissions directly from the
schemes are effected through brokerages that, while acting as the
e as the conduit for the payment of fees between the primary parties to the

eturns typicaly is. The wider the typical range of returns, the higher the standard deviation of returns, and
the higher the portfolio risk. If returns were normally distributed (i.e., has a bell shaped curve distribution) then
approximately 2/3 of the returns would occur within plus or minus one standard deviation from the sample mean.

Strategic Asset Allocation Rebaancing back to the normal mix at specified time intervals (quarterly) or when
established tolerance bands are violated (£10%).
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Tactical Asset Allocation The “first cousin” to Market Timing because it uses certain “indicators’ to make
adjustments in the proportions of portfolio invested in three asset classes- stocks, bonds, and cash.

Time-Weighted Rate of Return Method of performance measurement that strips the effect of cash flows on
investment performance by calculating sub period returns before and after a cash flow and averaging these sub
period returns. Because dollarsinvested do not depend on the investment manager’s choice, it isinappropriate to
weight returns within aperiod by dollars.

Trading Costs Behind investment management fees, trading accounts for the second highest cost of plan
administration. Trading costs usually are usually quoted in cents per share. Median institutional trading costs
range around 5 to 7 cents per share.

90-Day US Treasury Bill The 90-Day T-Bill provides a measure of risk less return. The rate of return is the
average interest rate available in the beginning of each month for a T-Bill maturing in 90 days.

Variance The Variance is a statistical measure that indicates the spread of values within a set of values. For
example, the range of daily prices for a stock will have a variance over atime period that reflects the amount that
the stock price varies from the average, or mean price of the stock over the time period. Variance is useful as a
risk statistic because it gives an indication of how much the value of a portfolio might fluctuate up or down from
the average value over agiven time.
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FIDUCIARY CODE OF CONDUCT

If you'regoingtodoit—
Doitright.

Asyou manage investment decisions:
Document the process; Hire competent professionals;, Monitor results; and
Always remember you have been entrusted with someone else’s money.

Never invest in something you don’t understand or is difficult to value.

Know what you' re paying for —
Don't hire the fox to count the chickens.

Understand that, when everyone is talking about making a kil
The market already is dead. &J
omis results.
atéme

@ Copyright © 2000 — 2002. Foundation for Fiduciary Studies
Pittsburgh, PA (412) 390-5077

www.ffstudies.org
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