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Paying the pensions — where does the money come
from?
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Source: Russell Investments, for illustrative purposes only.
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Investment returns matter — a lot

For each €100 of pensions paid
out to Bob:

| has been 'paid for' by
contributions and

by investment returns

A factor of
roughly 5:1

Source: Russell Investments, for illustrative purposes only.
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contributions - investment returns

Lower investment returns lead to
greater required contributions
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Technigques which
help to deliver stable

returns...




...are not in short supply!
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Let's focus on some of the most common

> Asset allocation
> Strategic — a quick recap
> Dynamic — adapting to threats and opportunities

> It’'s all about risk management
> Downside protection
> Alpha

> Controlling all costs (Tricks of the trade: how investment managers
extract additional value from their relationship with you...and what you
can do about it)
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How are you tackling the challenging investment
environment?

Ensure every exposure is deliberate
Access new, diversifying return opportunities

Adapt to threats and opportunities in real time

Make every basis point count

Integrate well-researched investment beliefs

Achieve better value for money
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Three interlinked priorities integral to all decisions

RETURN

RISK
REDUCTION

Stakeholders more sensitive to
unexpected risks

ENHANCEMENT

Strategies more complex in the
pursuit of return

COST
CONTROL

Greater scrutiny of (implicit and

explicit) costs
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Asset Allocation

The single most important determinant of success




Strategic Asset Allocation

> Establish the portfolio’s
objectives

> Apply capital markets
forecasts

> Develop Strategic Asset
Allocation

Now what..... ?

Source: For illustrative purpose only.
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Diversification — the only free lunch?
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Source: Russell Investments, for illustrative purposes only.
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Dynamically managing the asset allocation

> What and why? > Critical elements
> You must have a structured,
> Shorter-term changes to disciplined process

asset allocation

N > Cost a key consideration
> Capture opportunities

> Protect portfolio returns > Sell discipline

. -
> Risk management > Remove emotion!
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What should be considered?

Global fixed

Global equity ncome

A multi-asset perspective i.e. knowing when global equity may be
misvalued relative to global fixed income, or Japanese large cap to
REITs, that helps build an investable insight.

European
small cap

Japanese Japanese

Global REITs U.S. large cap

- - U.S. large cap
large cap large cap
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A comprehensive, rules based process

SENTIMENT

Identifies changes in the Measures return potential across Looks at price momentum versus
macroeconomic environment that asset classes, but is the smallest contrarian indicators that signal
influence asset class behaviour weight in the tactical framework overbought/oversold conditions

» Central bank policies » Historical context > Fund flows and popular positions

» Government fiscal actions » Risk premiums > Short term technicals

» Political and geopolitical events » Consensus expectations > Investor behaviour and risk appetite
» Corporate earnings > Economic surprise indices

> Investor sentiment surveys

Source: Russell Investments. For illustrative purposes only.
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Dynamic asset allocation in practice
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Source: Russell Investments as at 31 December 2015, net of fees.
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Risk management

ke fire: ontrolled it will help you Incontrolled i

vv|II nse up and destroy you”
- Theodore Roosevelt




1. Integrated risk management reporting

> Know what factor exposures have the greatest impact on
your funding level

Risk Decomposition (Funding level volatility)
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Source: Russell Investment. For illustrative purposes only. Gross of fees.
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2. Market risk management

Primary Cost
Strategically de-risk Lower
e.g. Hold less of the risky asset expected return
Diversify : I
e.g. Introduce additional asset classes Residual tail risk
c
= Change the drivers of return sources Lower expected
= e.g. Introduce Defensive Equity, Low Volatility, etc. return
S
LIJ -------------------------------------------------------------------------------------------------------------------------------------
Tactical Hedging Premium paid or
e.g. Buy/Sell puts & calls, equity replacement Forgone upside
Strategic Hedging Potential
Forgone upside

MB: Although steps can be taken to reduce risk, it cannot be completely removed.
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Managing market risk

Derivative Overlays provide
flexibility to adjust equity risk
» Futures to adjust exposure immediately

» Options for soft floor or hard floor
protection

» Requires tactical timing decision and a
specific view on the market

Ongoing overlay program to limit risk
contribution and asset draw-downs

Strategic | from equity exposure

p » Hedging with listed futures
H ed g | n g » Limits downside risk
» Improves wealth compounding (avoid
negative returns)
» Allows for beneficial asymmetry in annual
return distribution

The referenced solutions are representative and not all inclusive.
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Downside protection

Specific strategies to protect against market

drawdowns




Downside protection
> What and why?

> Taking action to reduce
exposure to a potential
market downturn

> Protect portfolio returns

> Reduce risk

> Critical elements

> Establish the cost
structure

> Pay a premium
> Forego upside

> Determine timeframe

> Select instruments

p.22
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Buying puts has its pros and cons

> Description: The simplest equity hedging strategy is to purchase an ATM or OTM put
option. The strategy reduces risk by limiting losses to the premium paid plus the difference
between the spot price and put strike at initiation.

» Market View: Long puts can make sense in times when tactical, short-term downside
protection is desired. Long puts provide true tail risk below the strike level.

» Risk: The main drawback to a long put strategy is cost. During market stress, near the
money put options are very expensive due to high implied volatility. Long put hedges
should not be considered strategic hedging solutions. A systematic long put option
strategy that perpetually buys protection has a high probability of eroding portfolio value
over the long term.

Five Year Horizon 40
Buying puts can be expensive and 40 Equity

12.0% deteriorates returns in the long run 20

10.0% Strate ay
10

8.0% e

> 0

6.0% F 50 e0 70 80 900410 120 130 140 150
4.0% -10
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Source: Russell Investments. As of 29 May 2015. For illustrative purposes only
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Downside protection in practice
Protection: S&P 500 Bear Put Spread (2H15 & YTD)

Implementation of a
2130 bear put spread
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Downside protection through derivatives in key to capital preservation

Source: Bloomberg as at 25" February 2016.
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Alpha

> What and why? > Critical elements

> Gaining additional return

through investment manager > Cost versus ‘value for
kil money
> In a low return environment, its , Hiring / firing

never been so valuable

> Uncorrelated source of returnat > Open-architecture
total portfolio level

> Itis really a question of

> Certain strategies are alpha resources

only
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It's not simply ‘active or passive’

> Passive is lower cost than active, with a lower expected return
than active management

> Some strategies are alpha only e.g. tactical asset allocation,
downside protection, hedge funds

> Additional portfolio-level return from successful active relieves
tension on the asset allocation

> Active should mean flexibility to deliver a specific ‘outcome’
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Controlling all costs

4 [
9 ol¥

Your value to asset managers is not only in
the management fee you pay them




Your other valuable assets...

£\ %

> Trade flow What can you do about it?

£\ %

> Trade commissions Commission management

\ %

Multi-venue pure agency

> Foreign exchange trading

transactions

£\ %

. . Agency FX
> Transition activity

£\ %

Disclosure of pre- and post-
> Custody transition costs
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Thank you
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Important information

> For Professional Clients Only.

> Unless otherwise specified, Russell Investments is the source of all data. All
information contained in this material is current at the time of issue and, to the best
of our knowledge, accurate. Any opinion expressed is that of Russell Investments,
isdn(_)t a statement of fact, is subject to change and does not constitute investment
advice.

> The value of investments and the income from them can fall as well as rise and is
not guaranteed. You may not get back the amount originally invested.

> Any past performance figures are not necessarily a guide to future performance.

> Issued by Russell Investments Limited for East of England Co-operative Society
Ltd. Company No. 02086230.Registered in England and Wales with registered
office at: Rex House, 10 Regent Street, London SW1Y 4PE. Telephone 44 (0)20
7024 6000. Authorised and regulated by the Financial Conduct Authority, 25 The
North Colonnade, Canary Wharf, London E14 5HS.

> UKI-2016-04-13-0521
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CONTACT US
Colin Doyle
Associate Director
Russell Investments

+ 44 207 024 6378

For more information, please visit our website




