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Session 403;

Improving Methods for Selecting and
Evaluating Investment Managers

Carl Terzer

Carl Terzer is Founder and Principal of CapVisor Associates,
LLC, He brings more than 32 years of insurance asset
management experience to the task of correlating clients’
investment strategy with their business objectives, risk
tolerance, liability structure and accounting and regulatory
environments. His expertise encompasses investment plan
design, strategic asset allocation and tactical portfolio
optimization and manager search/evaluation and after tax, risk
adjusted performance analysis. Mr. Terzer’s experience spans
insurers in all sizes and lifecycle stages: from 831B’s to multi-
billion dollar internationals and from start-ups to run-offs
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The Insurance Industry’s Typical
Bad Buying Behavior

Selecting an investment manager before an investment plan is designed

Allowing the investment manager to provide boilerplate investment
guidelines and pick their own performance benchmark

Selecting the manager primarily on the basis of recommendations
rather than a rigorous qualitative and quantitative screening process

lgnoring the importance of Enterprise Risk Management (ERM) and
Asset/Liability Management (ALM) in the investment planning process

Sel_ectin(f the manager with little or no knowledge of their “risk-
adjusted” performance or investment style considerations
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Pitfalls to avoid at the start

* When you are deciding which investment managers to
evaluate, these are usually worth skipping:

* their brother-in-law, the broker

* the guy who handles the board members’ personal account
* the insurer’s pension/401k investment manager

* the most conveniently located manager

* the “one stop shop for all your financial needs” manager

* the investment managers that are conference exhibitors

* the firm that provides the best “accounting” reports and
seems to have “decent” performance

* the firm(s) recommended by insurance business associates
unless their investment acumen is very high
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Drivers of outsourcing

Insurers seeking investment knowledge and specialized strategies

Vo Meeding investment S
L expertise, guidance, ) € Need forinvestment expertise not available i
b knowledge is first internally 2
—— e
P T B Need for specialized strategies and expertise
.‘/ Access to specialized Sy 2
= strategies, resources _’_/"
e ——— e | Meed access to resources not available intemally
e == . [ Increasing challenge of meeting investment
( Tough capital markets ) performance goals
™ - —’/ . "
— _ —— | Increasing complexity of investment management
e — issues
I.-""__ Few outsource for cost = y .
N regsons = Extemal management will reduce costs
e Dificult to find/retain gqualified intemal staff
el Lack internal staff >
o - Retirement of key intemal staff
SOUrce: INsurance ASSet Outsourcing Exchange Insurance Invesiment Officer Survey
R [nsurance
Eager, Davis & Holmes Lic 3 Asset Oulsourmngrbx( change
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Sources used to identity
candidate managers

Recommendations from peers, conferences, reputation and sales calls

I likely diff this
| il segment versus others. Caution: Small base
sizes may prevent strong conclusions.

How does your COMPANY TYPE TOTAL ADMII:TED ASSETS
marketing mix align with TOTAL <s200 | $1Bto
A ! PC | LH e to ssg | >$58
these information $999MM
sources? BASE: 103 63 34 25 35 31 12*
Your sales effort should Recommendation from our peers 84% | a7% | 76% | 100% | s0% | a7 | s8%
be supported with: Investment managers we are familiar with through I ‘I
« Conference industry conference activties 67% | 76% | 59% | 72% 71% | 68% | 42%
attendance Reputation of the i it firm 63% | 62% | 68% | 60% | 63% | es% | se%
+ White papers Investment managers we know through in-person ﬂ
+ Insurance-focus sales calls 42% | 43% | 47% 36% A% 55% | 42%
visible on web site Investment managers we are familiar with through
» Excellent client web sites, webinars, white papers, advertising, etc. 40% 44% 38% 52% 29% 39% 50%
service Recommendation from consultant fim 37% 35% 32% 32% 31% 52% ﬂ 25%
|Investment fims. we of our affiliates cumently use 3% | 41% l 21% | 28% 40% | 29% | 50%
g; 33% 27% 35% 28% 20% 45% I 50% m
Relationship, not Investment managers listed in insurance-oriented
performance driven! industry publications/websi 20% | 35% | 21% | 32% 6% | 32% | 25%
Insurance Asset Outsourcing Exchange 21% 19% 21% 12% 11% 35% J 33% ‘
‘We would publicly announce an RFP in industry
ications, and/or our 2% 3% 0% 8% 0% 0% 0%
* Caution: Small base size isti i to other t:
Question: Regardless of whether you would use an RFP process or not, which source(s) Source: | Out: ing Exchange |
would you likely use to determine the managers to consider in your selection process? Officer Survey
. Insurance
Eager, Davis & Holmes Lic " Asset Oulsourmng( Yxchange
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How Investment managers get Iin
the door...

Insurers value relationships, insurance experience and reputation

Factors Influencing Acceptance of First Sales Call From Investment Manager

Strong reputation of firm [P 7o,
Ins. Asset mgmt. experience ‘— 75%

Recommendation from peer 74%

Existing relationship wi/sales person 50%

Existing relationship w/your co. ‘_37%

Demonstrated thought leadership -h 33%

Comprehensive risk mgmt. cap. 30%

Strong perf. reported to databases

Recommendation from consultant

Track records in databases
27% help, but aren’t the key door
° opener

25%

Innovative inv. product 22%
BASE: (Current/Likely Users)
(102)

0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%

Strong reputation of sales person

Question: Which of the following factors would be important in influencing you to accept a first sales call from an
investment manager?

Source: Insurance Outsourcing Exchange Investment Officer Survey

Insurance

Eager, Davis & Holmes LLc 8 Asset Oulsnurcing’D xchange
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Manager selection criteria by
oroduct type

“Soft” criteria are key: Comfort with investment approach, trust and confidence
in manager. Broad fixed income roles also emphasize insurance knowledge

Insurance Fluency/Capabilities Requirements

More often a Less often a
:I requirement S requirement Higher Lower

Ins. Knowledg BROAD CIALIZ
k:y for broad 2 AXED s“nxeo - EQUITY IALTERNATNE
fixed income INCOME | income | ROLES |INVESTMENTS
e et BASE: CURRENT/LIKELY USERS 88 66 68 38
factor for other
product types { Knowledge/experience with insurance industry regulations/issues 92% 67% 62% 55%
o Your comfort with the investment approach 89% 92% 93% 89%
Two key criteria Trust and confidence in the manager 85% 86% 91% 92%
for all product
types Clear, ransparent investment process 75% 76% 79% 66%
Organizational stabilityand low personnel turover 70% 76% 60% 58%
Strong constrained (similar to your needs ) performance results 60% 56% 53% 45%
Risk mgmt capabilities applicable to your investments, liabilites and
ShEme enft?rpnse . _ : 60% 47% 49% 37%
composites more Ability to provide a customized investment solution 43% 52% @ 37%
often important in —{_ Strong performance composite reported to databases 42% 47% 62% 68%
equity and Other insurance-focused services 42% 15% 13% 16%
akkematives roles Deep client senvice resources 41% 29% 32% 32%
Investment accounting capability 36% 12% 15% 16%
Below median fee vs. competitors 34% 26% 34% 26%
Preparation of statutory reporting 30% 12% 13% 13%

Source: insurance Outsourcing Exchange

Question: Which of the following selection criteria are requirements for an
Investment Officer Survey

investment manager your company would hire for [insert products used] roles?

Insurance

Eager, Davis & Holmes Lic 12 Asset OulsourcingF)C xchange
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Are you ready to pick an
investment manager?

1. Do you have an Investment Policy Statement

(IPS)?
2. Do you have a Strategic Asset Allocation?
3. Do you have Investment Guidelines?

4. Have you designed Performance Benchmarks?
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Key Steps in the Manager
Selection Process

* Define the mandate/assignment along with its
specific requirements and constraints

* Create/obtain a “Universe” of potential managers
fitting the mandate’s criterion

* Apply elimination criterion to reduce the Universe
to a “Consideration Set”

e Evaluate Finalists from “Consideration Set”

* (RFP, Presentations, On-Site visits, Telephone Interviews, etc.)
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Manager Selection Criterion

* Philosophy

“Total Return” or “Yield
Maximization”

Active, passive or blended
management

* Process

Top down or bottom up

Alpha attribution: duration,
yield curve, sector, security
selection

Style analysis
Tax efficiency

* Performance

IASA2018—
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MPT Statistical assessment
(Risk-adjusted return analysis)

After-tax performance
Adherence to guidelines
Universe comparison

#IASA2018

* Personnel

Insurance asset management
experience

Insurance regulatory, tax and
accounting expertise

Insurance Accounting and
reporting capabilities

* Client-specific criteria

Execution of policy objective &
adherence to guidelines and
regulations

Fees/Value for service

Portfolio tax liability
management

Client service and other
administrative responsibilities

Accounting & Reporting
efficacy

Overall relationship efficiency

11



Quantitative criterion

...Finding Superior RISK-ADJUSTED, AFTER TAX PERFORMANCE

Performance vs. benchmark (rolling YTD, one, three, five year periods)

Modern Portfolio Theory (MPT) statistical evaluation

Alpha —measures managers risk adjusted performance

Beta- measures manager’s systemic risk

R-squared - comparison measurement of managers returns to market index
Standard deviation —measures managers return dispersion or variance
Tracking error —-measures how closely manager tracks index returns

Sharpe ratio —measures manager’s excess return over risk — free rate of return

Sortino ratio - Sharpe ratio refinement which differentiates harmful volatility from volatility in general by
replacing standard deviation with downside deviation in denominator

Up-market capture ratio -measures manager’s performance in up markets relative to index
Down-market capture ratio —opposite of up-market capture ratio
Batting average —measures manager’s ability to meet or beat market consistently

... And many more statistical risk-adjusted performance measurements
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CASE STUDY

* A comparative analysis of an incumbent manager’s
risk-adjusted returns.

* Benchmark: Bloomberg Barclay’s Intermediate
Government/Credit Index
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GROWTH OF AN INVESTMENT
DECEMBER 31, 2011 TO MARCH 31, 2018

1,125

1,100 /\

)
%

Your 7 /\\//\‘/
Manager J
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1,025 Zaun

DOLLARS (3)
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1 ,000 } } } } } } } } } } } } } } } } } }
12/2011 12/2012 12/2013 12/2014 12/2015 12/2016 12/2017
Latest Quarter 1 Year 2 Years 3 Years 5 Years Since Inception
== Your Manager, Perhaps 991 1,008 1,027 1,038 1,064 1,114
== Bloomberg Barclays Intermediate Govt/Credit 990 1,004 1,008 1,029 1,064 1,108
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PERFORMANCE BAR
PERIODS ENDING MARCH 31, 2018

RATE OF RETURN

1 Year 2 Years 3 Years 5 Years Since Inception
1 Year 2 Years 3 Years 5 Years Since Inception
. Your Manager, Perhaps 0.79 1.33 1.27 1.25 1.74
. Bloomberg Barclays Intermediate Govt/Credit 0.35 0.39 0.94 1.25 1.66

So, we have a great manager, right?

IASR2018 5
POWERUP!

EDUCATIONAL CONFERENCE & BUSINESS SHOW

#IASA2018




MARCH 31, 2015 TO MARCH 31, 2018
1.0 . 0.5
0.6
0.7
0.81-
0.91
1.01
1.1
Benchmark
1.2
ROR Alpha Info Ratio Sample Batting Avg Std Dev Sample Beta
HIGH (1.00) 1.95 1.01 1.86 0.83 1.77 0.69
FIRST QUART 1.80 0.89 1.51 0.83 1.91 0.78
MEDIAN 1.49 0.56 1.07 0.83 241 0.95
THIRD QUART 1.27 0.42 0.34 0.75 248 1.00
LOW (0.00) 0.94 0.00 0.00 0.00 2.55 1.02
MEAN 1.52 0.61 1.01 0.70 2.25 0.90
VALID COUNT 7 7 7 7 7 7
VALUE RANK VALUE RANK VALUE RANK VALUE RANK VALUE RANK VALUE RANK
lA Your Manager, Perhaps 1.27 85 0.42 85 0.34 85 0.75 85 1.77 1 0.69 1
l. Manager 1 1.42 71 0.51 71 1.07 57 0.83 1 2.19 29 0.89 29
[l Manager 2 1.76 42 0.89 28 1.32 42 0.83 1 1.91 15 0.78 15
'V Manager 3 1.95 1 1.01 1 1.51 28 0.83 1 2.48 72 0.98 58
9 Manager 4 1.80 28 0.84 42 1.86 1 0.83 1 2.55 99 1.02 99
A Manager 5 1.49 57 0.56 57 0.98 71 0.83 1 2.41 43 0.95 43
@ Bloomberg Barclays Intermed 0.94 99 0.00 99 0.00 99 0.00 99 247 58 1.00 72
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MARCH 31, 2015 TO MARCH 31, 2018
-0.4 -1.0 0.8 -1.0 2.0
05 1At
-1.31 -1.1
-0.71
-1.41
o8} A |
-1.51
-0.91-
. -1.61 1.0
-1.01-
v M
-1
-1.81-
-1.21-
-1.91- -1.3
A3 2.0
1.4 2.1
-1.5 -2.2 0.0 -1.4 0.0
Avg Ddown% Max Ddown% Sharpe Ratio Samp Sortino Treynor Ratio
HIGH (0.00) -0.58 -1.12 0.62 -1.15 1.52
FIRST QUART -0.66 -1.28 0.55 -1.16 1.40
MEDIAN -0.98 -1.63 0.39 -1.17 0.98
THIRD QUART -1.14 -1.99 0.38 -1.19 0.94
LOW (1.00) -1.31 -2.07 0.15 -1.23 0.36
MEAN -0.94 -1.62 0.42 -1.18 1.05
VALID COUNT 7 7 7 7 7
VALUE RANK VALUE RANK VALUE RANK VALUE RANK VALUE RANK
lA Your Manager, Perhaps -0.58 1 -1.12 1 0.39 57 -1.23 99 0.98 57
l. Manager 1 -0.98 57 -1.63 57 0.38 7 -1.19 71 0.94 85
[l Manager 2 -0.66 28 -1.28 28 0.62 1 -1.17 42 1.62 1
'V Manager 3 -1.08 7 -1.78 71 0.55 28 -1.16 28 1.40 28
® Manager 4 -1.14 85 -1.99 85 0.48 42 -1.15 1 1.19 42
A Manager 5 -0.79 42 -1.51 42 0.38 85 -1.17 57 0.95 71
@ Bloomberg Barclays Intermed -1.31 99 -2.07 99 0.15 99 -1.19 85 0.36 99

IASR2018 5
POWERUP!

EDUCATIONAL CONFERENCE & BUSINESS SHOW



MARCH 31, 2015 TO MARCH 31, 2018
- 102% up -
Outperforms in Underperforms in Neg. Qtrs.
13 Pos. & Neg. Qtrs. 52% | Outperforms in Pos. Qtrs.
7
down!
Q 112
ju—
< |F---------""""""""""""---——-— - A -
5 | Bloomberg Barclays Intermediate Govt/Credit
|
x 87 \
= Your Manager |
|
P 89% up and 63% !
G 62 d :
L own !
[m] I
wn |
o 37 |
=) I
|
|
0 Day U.S. Treasury Bill |
12 y ry |
|
Underperforms in Pos. Qtrs. ! Underperforms in
Outperforms in Neg. Qtrs. | Pos. & Neg. Qtrs.
-13+ : : : : : :
-44 -19 6 31 56 81 106
DOWNSIDE CAPTURE RATIO
Up Mkt Capt Retrn Up Cap Ratio Dnside Cap Return Dnside Cap Ratio R-Squared
A Your Manager, Perhaps 3.86 89.33 -2.26 62.74 0.92
. Manager 1 4.50 104.12 -2.75 76.24 0.98
. Manager 2 4.45 102.90 -1.88 52.20 0.98
v Manager 3 5.30 122.48 -2.55 70.75 0.93
’ Manager 4 5.35 123.80 -2.98 82.53 0.97
A Manager 5 4.76 110.00 -2.92 80.86 0.95
. Bloomberg Barclays Intermediate Govt/Credit 4.32 100.00 -3.61 100.00 1.00
RISK BENCHMARK USED FOR THIS ANALYSIS: BLOOMBERG BARCLAYS INTERMEDIATE GOVT/CREDIT
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Summary

* Generally, insurers should execute a more extensive search
and a more disciplined analysis when selecting an
investment manager(s)

* Access to a broad manager database is a very important
consideration

* Ask for, and compare, risk-adjusted statistics

* Understand manager style and strategy

e Extensive “insurance asset management” knowledge, e.g.
ERM and ALM, should be a priority for reserve assets

* If the expertise, time and/or resources are not available,
consider hiring outside expertise for the project
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L e
CapVisor Associates, LLC

This publication is provided by CapVisor Associates, LLC (“CapVisor”) and is intended for sophisticated
institutional investors solely for informational purposes. This does not constitute legal or tax advice and is
not intended as an offer to sell or a solicitation to buy securities or investment products. Any reference to
tax matters is not intended to be used, and may not be used, for the purpose of avoiding penalties under
the US Internal Revenue Code or for promotion, marketing or recommendation to third parties. This
information has been obtained from sources believed to be reliable that are available upon request. Any
opinions expressed are subject to change without notice. Unauthorized use or distribution without prior
written permission of CapVisor is prohibited.

Past performance is no guarantee of future returns.

© CapVisor Associates, LLC 2018. All rights reserved.
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Questions & Answers

Thank youl!
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