Russell

p/.) Investments

Assessing investment managers’
business, operational and
compliance risks

Evolving due diligence to focus on non-investment risks

AUGUST 2010 Investors are very familiar with research and due diligence focused
on money managers’ investment people, portfolios, performance and
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Director, Global processes. But what about managers’ non-investment risks? This
Manager Oversight & paper describes the due diligence processes that can be applied to

Due Diligence ) ) ) .
non-investment risks. It also outlines governance practices for

investors aiming to bring both aspects of due diligence together to
make well-informed investment decisions.

Defining non-investment due diligence

Non-investment due diligence focuses on understanding the non-investment risks and
controls of a money manager’s business, including:

» Business structure and activities,
- Operations, and

- Compliance.

Understanding managers’ business, operational and compliance risks

NON-INVESTMENT RISKS CAN IMPACT A MANAGER’S ABILITY TO DELIVER ON ITS
INVESTMENT PROPOSITION.

While manager research may identify firms with excellent investment people, portfolios,
performance and processes, the non-investment aspects of those firms may have a
significant impact on the firm’s ability to deliver results. For example, a weak trade order
management system or failure to achieve timely execution can mean that managers fail
to realize the full return potential of their investment process.

THESE RISKS CAN IMPACT INVESTORS’ REPUTATIONS.

The reputation of an organization is tied to its investment program and to the managers
who invest money on an investor’s behalf—just ask any organization that invested
assets with Bernie Madoff. Quality research can provide investors with in-depth
information to make more informed decisions to minimize unintentional risk exposure.
Investment research can protect organizations from some reputational risks, but a
deeper understanding of managers’ non-investment risks is also important.
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Recent media articles have highlighted regulators’ focus on manager due diligence.*

Regulators will likely expect more information than what is typically provided through
investment research. The Great Recession has made it clear that risk is not static—
investors cannot simply rely on the stability of a management firm’s reputation or
operating history.

When you look up the word “fiduciary” in the dictionary, words like “trust” and
“confidence” appear. Fiduciaries are entrusted with a great responsibility—the financial
security of others rests (at least partly) on their shoulders. Plan participants, retirees
and/or fund beneficiaries expect trustees to make prudent investment decisions. In
addition to investment research, increased knowledge about managers’ non-investment
risks may help inform those decisions.

Assessing the business, compliance and operational risks of an investment firm is a
different challenge than assessing the investment process. The two are best carried out
independently. Reasons for this include:

Resource conservation

Particularly in a market environment where expense controls are tight, resource
conservation is a great benefit of a tiered due diligence approach. With a tiered
approach, investment research can be performed first, with compliance and operational
due diligence conducted separately after a manager’s investment merits are validated.
This method can save thousands of hours for staff and management and/or external
vendor costs by focusing compliance and operations due diligence only on investment-
qualified managers, rather than on hundreds of managers that may never meet the
necessary investment criteria.

Different skill-set requirements for investment and non-investment
due diligence

Particularly for larger or complex investment programs, there is a wide range of
knowledge required to perform investment and non-investment due diligence—it is rare
to find a single person who is highly skilled in both kinds of expertise. With a tiered
approach, the work is separated, so that individuals can focus on either investment or
non-investment research. A tiered approach also minimizes the risk of any one
individual failing to perform the proper scope of work.

Independent viewpoints

Tiered approaches also allow viewpoints from non-investment and investment-related
research to be objectively considered by a governing body. Separating these two types
of manager due diligence can neutralize the risk of a biased perspective.

! For several examples, see “Managers enter a new era of due diligence” (FundFire, March 31, 2010) and
“S.E.C. enforcers focus on avoiding a Madoff repeat” (NY Times, February 8, 2010).
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In a recent Russell Research paper?, author Don Ezra described governance this way:

It is not management. Management is about running an enterprise.
Governance is about seeing that it is run well. So management is judged by
results; in contrast, governance is about process.

Bringing together investment research and due diligence about managers’ non-
investment risks requires the basic governance principles outlined in Ezra’s paper.

Arguably, the requirements for researching money managers’ investment capabilities
and assessing managers’ non-investment risks are different. Investment research
typically requires people with investment expertise and a background in business and
economics. In contrast, assessing money managers’ business, compliance and
operational risks requires knowledge of regulatory requirements, risk management,
operations, and complex business models.

To determine who is best suited to conduct the different types of manager research,
due diligence and oversight, we can look to best practices for governance. Don Ezra’s
research paper recommends that for each decision, trustees should ask three key
guestions:

What are the knowledge requirements?

What are the time requirements?

In turn, the time requirements are of two types:
How much time is required?

Can this decision be made in calendar time, or is it a real-time decision? (In other
words, does it require instant action, or can it be deferred until the next scheduled
meeting of the decision makers?)

. Do we have someone, or a group, that meets these qualifications?

If not, depending on the culture of the enterprise, filling each role offers a further
choice:

Should we hire someone?

Should we outsource the function?

It may sound simplistic, but knowing who is responsible for the various tasks associated
with manager research, selection and monitoring can help trustees clarify roles and
identify gaps and/or overlap. Don Ezra’s paper outlines the importance of a governance
matrix that includes responsibilities, clearly illustrating who needs to oversee, manage
or conduct various elements of an investment program. The idea of a governance
matrix applies within a manager oversight program, too. It is important to know who is
responsible for conducting each of the due diligence exercises that are required.

2 Ezra, Don. “Investment governance: A pragmatic update.” Russell Research ViewPoint. January 2010.
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With an approach to due diligence that separates investment and non-investment risk
assessments, the investment professionals responsible for manager research are not
the same people assigned to assess managers’ non-investment risks. Similarly, those
who ultimately decide whether or not to hire or terminate managers do not personally
conduct either type of research. The separation of these functions is intentional: It's
designed to provide equal weighting to the different aspects of manager research and
due diligence.

If investment professionals researched and became biased towards a manager's
compelling investment proposition, they might overlook huge compliance risks.
Similarly, compliance and operations due diligence analysts focused on non-investment
risks could focus too much on a specific, manageable risk that it could cause them to
miss out on a significant investment opportunity. Instead, based on input from these
two respective groups, an objective governance body, such as an investment
committee, either decides to hire/terminate managers or endorses the decisions

related to such activity.

Institutional investing requires in-depth understanding of money managers—including
both investment research and due diligence about managers’ non-investment risks. We
believe that while both types of research are important, sound governance processes
can help investors to make objective and better informed decisions.

Founded in 1936, Russell Investments is a global financial services firm that serves
institutional investors, financial advisers and individuals in more than 40 countries. Over
the course of its history, Russell’s innovations have come to define many of the
practices that are standard in the investment world today, and have earned the
company a reputation for excellence and leadership. In a 2009 FundFire survey of
consultant relations specialists at asset management firms, Russell received more than
double the votes of the next closest firm for the strength of its due diligence.

A pioneer, Russell began its strategic pension fund consulting business in 1969 and
today is trusted by many well-known worldwide institutions for investment advice. The
firm has $140 billion in assets under management (as of 06/30/2010) in its mutual
funds, retirement products, and institutional funds, and is well recognized for its depth
of research and quality of manager selection.
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For more information:

Call Russell at 800-426-8506 or visit www.russell.com/core

Important information

Nothing contained in this material is intended to constitute legal, tax, securities, or investment advice,
nor an opinion regarding the appropriateness of any investment, nor a solicitation of any type. The
general information contained in this publication should not be acted upon without obtaining specific
legal, tax, and investment advice from a licensed professional.

This material is not intended for distribution to retail clients. Unless otherwise specified, Russell is the
source of all data. Unless otherwise specified, all information contained in this material is current at the
time of issue and to the best of our knowledge all information presented is accurate, however this
cannot be guaranteed. Any opinions expressed are those of Frank Russell Company and not a
statement of fact and they do not constitute investment advice and are subject to change.

This information provided to clients through this service is based on information obtained from third-
party sources (including Managers) reasonably believed to be reliable. Russell does not independently
audit or verify the accuracy or completeness of such information. A report is not a substitute for the
information assembled, verified and presented to investors by a Manager or by an issuer of securities
and its agents in connection with the establishment of an advisory relationship or the sale of the
securities.

A Russell rating is an opinion for certain controls associated with a firm or product, and may not be
relied upon as a guaranty of the adequacy of such controls. Ratings may be changed, suspended, or
withdrawn at any time, and without notice, for any reason at the sole discretion of Russell. Ratings are
not tax advice or a recommendation to establish or terminate an advisory relationship with a Manager or
to buy, sell, or hold any security. Ratings do not comment on the adequacy of market price, the
suitability of any security for a particular investor.

Copyright © Russell Investments 2010. All rights reserved. This material is proprietary and may not be
reproduced, transferred, or distributed in any form without prior written permission from Russell
Investments. It is delivered on an "as is" basis without warranty.

Russell Investment Group, a Washington USA corporation, operates through subsidiaries worldwide,
including Russell Investments, and is a subsidiary of The Northwestern Mutual Life Insurance Company.

The Russell logo is a trademark and service mark of Russell Investments.
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