Identifying Money Managers: What Every Insurance Company Should Know
Differentiating between manager selection for a plan in perpetuity (i.e. foundation or endowment) and manager selection for an insurance company’s portfolio, requires industry knowledge, a clear understanding of each company’s expectations, and a skilled, focused approach.  Questions that an insurance company should ask their investment consultant include:  What measures do you take to ensure that the managers you recommend are appropriate for an insurance company portfolio?  How are you going to structure the selection process to yield appropriate search results for my company?  How will you find the manager that you believe has the best potential for success and will meet our expectations?  The purpose of this article is to address each of these issues and provide you with a guide on selecting the right investment manager for your company.
We believe the cornerstone of any manager search process is objectivity.  It is imperative that the process allows for the selection to be made using unbiased, objective research.  As fiduciaries, boards of directors, investment committee members, and even company management, are held to strict standards when identifying investment professionals to manage their company’s assets.  Most insurers outsource the search function to an investment consultant, who should also be held to the same standards.  These qualities should permeate each step of the research process.  
With or without the assistance of an investment consultant, the process should be the same for both equity and fixed income managers.  With literally thousands of money managers in existence today, a reasonable place to start is to reduce that number through quantitative screens using minimum criteria.  There are a myriad of attributes by which to pare the list.  For example, you may screen for managers that have been in existence for a certain number of years, managers that focus on a specific asset class, or managers that have a minimum level of assets under management.  Perhaps you prefer an organization with an average account size consistent with the assets in question; geographic location may be important to you; or even minority ownership.  There are databases available with this information and much more. Once you have narrowed your search, we believe that the next step is to perform quantitative research on the remaining managers in the decision set.  Some examples of this in-depth analysis include: 

1) Performance Evaluation:  Absolute, relative and risk-adjusted returns should be reviewed and evaluated over several time periods, including periods of up and down market results.  Statistical data such as return/risk ratios, information ratios, and Sharpe ratio analysis can be used to differentiate potential firms.  This type of analysis will allow you evaluate the returns given the level of risk assumed.  
2) Style Analysis:  Using both returns-based regression analysis and holdings-based style analysis, an appropriate index should be identified for each manager in order to determine if that manager is in fact, investing in the types of securities that the company is considering (i.e. large-cap growth stocks).  Even though a particular portfolio compares itself to a given benchmark, the portfolio may not closely track that index and may not be a good fit into the overall asset allocation structure set for the company. 
3) Consistency of Performance:  Another important quantitative exercise is to evaluate performance during various market environments and over complete market cycles.  Among the many performance elements to consider is volatility, which refers to the significance of changes in value during different time periods.  Volatility is measured by using the standard deviation or variance between returns and in general, the higher the volatility, the riskier the portfolio.  Also, annualized trailing returns can shield major mishaps – you may also want to be aware of the number of negative quarters a particular portfolio has experienced as well as the worst-performing quarter.  Knowing the consistency of performance versus the benchmark over various periods of time helps prospective investors manage expectations and make better decisions in light of risk tolerances. 
Quantitative research is a good way to weed out consistent under-performers, but looking at past performance can be a poor guide for future results.  This is when qualitative research is used to balance the quantitative analysis and to introduce an insurance-understanding overlay.  Ideally, a lengthy due diligence evaluation in the prospective manager’s office is conducted to reveal the answers to in-depth questions.  The result of the meeting and the qualitative analysis should include, but should not be limited to: 
1) Management and Organizational Structure:  Discuss with management how the organization is structured.  Understanding the organization’s plan for growth and the plan to support that level of growth can reveal leadership shortfalls. Also, it is not unusual to encounter a firm that has no succession plan and this should be a red flag.  Discussions with management should expose the firm’s commitment to the business and willingness to commit resources when needed. The most stable firms have a strong, defining culture that has persevered throughout different market environments.  
2) Stability of Key Decision Makers:  The experience and credentials of the key players are of utmost importance.  Ask for a listing of key personnel which should include years of industry and firm experience, position and responsibilities, as well as professional designations for each. Since the performance record of a given portfolio belongs to the investment firm in most cases and not the individuals, it is important to inquire as to the tenure of the management team. All too often, the long-term track record being touted belongs to the team that left the firm some time ago.  Along those lines, you may wish to know the plan that exists to retain and attract the best and brightest talent – especially if professional turnover is high. Also evaluate the number of professionals employed and determine if the depth of management is sufficient to sustain the business.
3) Consistency of Philosophy and Process:  It is not uncommon for some money managers to “change their stripes,” or deviate from their stated discipline when that style is out of favor.  Style analysis will reveal if the manager has maintained their commitment to the stated investment discipline over the course of the portfolio’s track record.  In addition, the investment process should be evaluated to confirm that the process has not changed since the portfolio was established.  
4) Commitment to Insurance Company Clients:  Making sure that money managers understand the unique needs of insurance company clients is imperative.  Be sure the prospective manager knows and understands the impact of State and NAIC regulations and requirements.  The manager should also have a full grasp on how rating agencies assess the investments of insurance companies.
Once the candidates are identified, the interviews have taken place, and final managers have been selected, the work does not end.  A good research process - and a fiduciary responsibility as well - includes a procedure for ongoing monitoring to confirm the manager continues to do what you hired them to do.  Managers must be re-evaluated on the above points regularly and annual on-site due-diligence visits and meetings should be a part of the process.  Your money manager may be the last one to tell you if there have been changes in personnel, changes in the process, or if there are reasons to be concerned with performance.  The ability and knowledge to reach these conclusions is important.

How to Get the Most from Your Money Manager:

The investment focus of most insurance companies can be generally described in one of three ways:  Total Return, Income-Driven or Total Return with Income Gain/Loss Management.  Identifying your strategy and clearly conveying it to the money manager is necessary for the funds to be invested most appropriately.  For example, managers investing for Total Return typically have 100% investment flexibility in their quest for long-term capital appreciation and maximizing the economic value of the company.  This usually applies to equity managers and core “plus” managers which have the ability to seek value outside of the investment grade bond universe (i.e. utilizing non-NAIC 1 or 2 investments).  Meanwhile, an Income-Driven portfolio must consider liability payout requirements while managing for higher after-tax booked income.  Your core fixed income money managers typically operate under this strategy.  In either case, it is imperative that your money manager understands which one of the three strategies best describes your investment objectives.
To gain the most from your money manager, keep the lines of communication open.  For example, express anticipated cash needs as far in advance as possible in order for the manager to make allowances.  It can be frustrating to the manager, and detrimental to the portfolio, for the manager to invest a cash balance only to discover a withdrawal request will require a sell order.  This could potentially lead to booking unwanted losses.  It is important to keep the asset manager informed of activity that will impact the portfolio.

In these challenging times, all managers (including your equity managers) should be familiar with Other-Than-Temporary-Impaired (OTTI) guidelines.  Your managers should be willing to provide you with an OTTI update on their respective portfolios at least quarterly.  This update should be in the form of a letter that details why they believe they should hold onto each OTTI-related security within their respective portfolios.

At least one of your core fixed income managers should offer strategic advice such as DFA modeling, tax optimization, surplus stress testing, and/or enterprise risk analysis.  Since different insurance companies have different objectives, be sure the manager can manage for book yield, gain/loss requirements and cash flow needs.  Given the heavy fixed income allocation typical for insurance company investment portfolios, a deep credit research team is critical.
With careful planning, a thorough process, and comprehensive analysis, success in choosing the right manager is possible.  If you are diligent throughout the search process and remain diligent while the assets for which you are responsible are invested, your organization’s investment portfolio will reap the benefits.  
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