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FOREWORD

F—T

In past years, | have presented a
number of Reports to the Parliament
addressing the management of
various forms of public sector assets.
This Report continues the theme by
examining the management of
investments held by Victorian public
sector agencies, an area involving
assets valued in excess of $13 billion.

One of the pleasing aspects of the
audit examination was the
Identification of marked improvements
made in public sector Investment
management practice since the 1984
review undertaken by the former
Economic and Budget Review
Committee. In comparison with the
poor performance and management
practices identified at that time, the
returns of many public sector Investing
agencies in recent years have been In
line with, or above those achieved by,
private sector fund managers.

It is important that the agencies
covered by the review, in particular the
various public sector superannuation

schemes  which, irrespective  of
investment  performance,  provide
members  with a defined or
guaranteed benefit, continue to

generate improved returns.

Poor investment performance has the
potential to create a situation where
employing agencies or the
Government may be required, in
future, to supplement the assets of
the fund from earnings or
consolidated revenues thereby either
minimising dividends payable to the

State or requiring additional
contributions from Victorian
taxpayers.

While the Report focuses on
management practices within a

number of large investing agencies, it
is hoped that the sound practices
identified In this Report, In addition to
the recommendations for further
improvement, will serve as a guide to
all public sector agencies responsible
for managing investments.

Vil
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PART 1

=

Executive Summary




1.1

OVERALL AUDIT CONCLUSION

Special Report No. 26 - Investment Management

111 The value of investments held within the Victorian public sector at
30 June 1993 was well in excess of $13 billion. Sound management of these
investments is critical to the successful operation of a number of agencies
responsible for portfolios established to fund superannuation payments or
Insurance claims and agencies responsible for the management of funds on a
trustee basis. Although investment performance does not necessarily affect the
benefits paid to members of defined benefit superannuation funds or amounts
paid to insurance claimants, performance does impact directly on the level of

government funding necessary to enable future liabilities to be met. In view of |-

the substantial funds invested, even minor variations in the rates of return
achieved can have a marked influence on the income generated. For
example, an increase of only 1 per cent across all portfolios would result
in increased annual income of over $130 million.

11.2 It was evident during the audit that significant improvement in |

investment management practices has occurred since the 1984 review

undertaken by the former Economic and Budget Review Committee which E
disclosed major discrepancies between public sector investment returns and
management practices and those applying in the private sector. While |

significant variations continue to occur between agencies In the returns
achieved and, to a lesser extent, the management practices adopted, most of

the large investment portfolios examined have achieved returns in recent [

years which are comparable with those of private sector fund managers
and which are in line with agency objectives.

1.1.3 The achievements of the Transport Accident Commission, in particular,
have been excellent with returns over the past 5 years exceeding many large
and medium-sized private sector funds. The Commission has achieved these

returns while maintaining a very low risk profile. By way of contrast, the Gas and |
Fuel Corporation Superannuation Fund has achieved consistently poor }

performance over the period.
114 The decline in the property market has been the major factor

contributing to the poor returns experienced by some agencies with many |
agencies recording significant negative returns on property holdings in recent {

years.

115 Audit found that apnropriate accountability frameworks and risk |.

management strategies have been adopted by each agency including the
diversification of portfolios to various asset classes and fund managers together
with the establishment of prudential guidelines for the operations of fund
managers. However, from a Statewide perspective, the measurement and
monitoring of risks have been substantially ignored.




EXECUTIVE SUMMARY

Overall audit conclusion eontinued

116 Although the Department of the Treasury, the central agency
responsible for Investment management, has established guidelines which set
exposure parameters within which agencies are to operate, significant
deficiencies were found In the central information systems and procedures for
monitoring the actual investments made by agencies. Consequently, the
Department has not been in a position to quantify the overall risk
exposures of the Government or to promptly measure and evaluate the
impact on the Government of any major change in government policy or
sudden fluctuation in market conditions, such as a fall in interest rates or a
collapse of stock markets.

117 Scope exists to build on the Investment management mechanisms now
in place within agencies. In this regard, attention needs to be given to:

» achieving greater diversification of some portfolios, particularly In the
property area;

» strengthening the central Investment monitoring function;

* improving the procedures for monitoring compliance by fund managers
with prudential guidelines; and

» streamlining the procedures for the evaluation and approval of fund
manager appointments.

Special Report No. 26 - Investment Management 5




SUMMARY OF MAJOR AUDIT FINDINGS

INVESTMENT RETURNS Page 25

» Average annual investment returns of agencies over the past 5 years have
ranged from a low of 4 per cent to a high of 13.2 per cent.
Paras 4.714 to4.17
» Results in the past 5 years indicate that certain agencies which have recently
set quantifiable targets linked to movements in the CPI or growth in wages
and salaries are in a strong position to achieve the targets set.
Paras4.14t04.17
» Returns in individual asset classes were in most cases in line with, or slightly
below, industry benchmarks and the returns achieved by private sector fund
managers.
Paras 4.31t0 4.65
» Poor returns in the property area have had an adverse effect on the overall
returns of some agencies.
Paras 4.46 to 4.65

» Total property losses, predominantly unrealised, of all agencies examined
amounted to approximately $500 million over the 5 years to 30 June 1993.
Paras 4.47to0 4.49

RISK MANAGEMENT Page 47

» Agencies examined had generally established appropriate frameworks to
manage the risks associated with investments including the diversification of
funds between various asset classes and a greater use of specialist fund
managers.

Paras 5.7 to5.79

* The specific investment management strategies adopted by agencies over
the past 5 years have resulted in significant variations between agencies in
their risk/return profiles highlighting the need to regularly measure and
monitor investment portfolios from this perspective.

Paras 5.76 t05.25

* The benefits of return maximisation and risk minimisation which come from |
diversification have not yet been fully realised by some agencies. in
particular, greater diversification is needed within the property area.

Paras 5.26 to 5.59

* The diversification process has been restricted, in some agencies, by the
large number of public sector redundancies which has necessitated the
retention of substantial funds in assets that can be readily converted to cash.

Paras 5.60 to 5.64

* In many agencies, only limited oversight had been exercised of fund
managers' compliance with contractual arrangements. There is a need for
procedures to be significantly strengthened in this area.

Paras 5.72t0 5.79
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EXECUTIVE SUMMARY

ARRANGEMENTS WITH FUND MANAGERS AND CUSTODIANS Page 71

» The procedures followed by agencies for the selection and appointment of
external fund managers were found to be rigorous and comprehensive.
Paras 6.5 t06.13

» Delays within the Department of the Treasury in the approval of fund
manager appointments and terminations have inhibited the timely
implementation of investment strategies and, in at least one instance, have
been costly for the relevant agency.

Paras 6.74 t06.21

» The establishment of a centralised approved fund manager listing, from
which Boards and Trustees can appoint managers, could add to the
efficiency of the appointment process.

Paras 6.22 t0 6.25

ACCOUNTABILITY FRAMEWORK Page 81

» In general, agencies have established appropriate investment management
monitoring and reporting mechanisms including the establishment of
Investment Committees, the engagement of specialist staff supplemented by

ﬁ consultants and extensive internal reporting processes.

Paras 7.7 to 7.25

* The Department of the Treasury has provided guidance to agencies through
the issue of Treasury Guidelines which include parameters for investment
management activities.

Paras 7.26 t0o7.31

* In the absence of adequate reporting and monitoring procedures, the
Department of the Treasury has not been in a position to effectively
undertake its central agency function of scrutinising the operations of
agencies in the investment area.

Paras 7.32t0 7.46

» Procedures have not been established within the Department of the Treasury
to review the management of investment risks which are of primary concern
to Government.

Paras 7.32to0 7.46
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COST OF INVESTMENT MANAGEMENT

Page 93
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Background




BACKGROUND

Bl NVESTMENTS UNDER MANAGEMENT

2.1 Data is not readily available to accurately quantify the total value
of investments in the form of short-term money market deposits, fixed
Interest securities, property and equities held within the Victorian public
sector. However, audit established that such holdings are well in excess of

$13 billion with the majority managed by superannuation, insurance and
trustee agencies.

2.2 Table 2A sets out the value of the Investment portfolios held at 30
June 1993 by agencies included in the audit.
TABLE 2A
VALUE OF INVESTMENT PORTFOLIOS, AT 30 JUNE 1993
($ million)
Agency Value
Transport Accident Commission 4222
Victorian WorkCover Authority 2 165
State Superannuation Board of Victoria 1754
Local Authorities Superannuation Board 1370
SEC Superannuation Fund 1270
Emergency Sen/ices Superannuation Scheme 661
Hospitals Superannuation Board 571
State Trust Corporation (a) 301
Gas and Fuel Corporation Superannuation Fund 280
Melbourne Water Corporation Employees' Superannuation Fund 177
Transport Superannuation Board 106
State Employees Retirement Benefits Board 8l
Total 12 958

(@) Relates to the value of investments held in Common Funds. These Funds
represented 56 per cent of the Corporation's total investments of $539 milfion.

2.3 The net Income received on the above Investment portfolios
amounted to approximately $1.4 billion during the year ended 30 June
1993 which is equivalent to an overall return of approximately 11 per cent.

Special Report No. 26 - Investment Management 15




BACKGROUND

2.4 The composition of the portfolios, by asset class, Is illustrated in
Chart 2B.

CHART 2B
COMPOSITION OF INVESTMENT PORTFOLIOS,
AT 30 JUNE 1993

Australian fixed
interest 29% ...

Overseas fixed

equities 34%
25 A summary of key Information applicable to each agency Is
provided in Table 2C.

12% Short-term
money market

1% Other

8% Property

15% Overseas equities

INVESTING POWERS

16

2.6 The enabling legislation of individual agencies generally defines
certain powers and responsibilities In relation to investment activity. Prior
to 1988, many large agencies were limited to investing in assets defined in
the Trustee Act 1958, namely, freehold property within Victoria,
government fixed Interest securites and mortgages. However, the
introduction of the Borrowing and Investment Powers Act 1987 significantly
increased the range of Investment options available to funds and
authorities defined in the Act.
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BACKGROUND

2.7 The Act was introduced following the findings of a review
conducted by the former Economic and Budget Review Committee. In Its
April 1984 report entitted A Review of Superannuation in the Victorian
Public Sector, the Committee concluded that:

* The investment performance of Victorian public sector
superannuation funds had been so abysmal as to effectively
deprive the State of between $575 million and $1.2 billion over the
previous 5 years;

» There needed to be greater professionalism in investment decision-
making;

» Significant differences existed in the portfolio structures of Victorian
public sector funds compared with private sector funds. In many
cases, this was due to management practices or legislative
restrictions on the investment powers of public sector funds; and

* The average annual investment return achieved by the public sector
funds over the Committee's 5 year survey period was 28 per cent
less than the average return achieved by some 250 private sector
funds.

2.8 The Borrowing and Investment Powers Act 1987 was primarily
Introduced to provide a consistent framework in which the defined funds
and authorities could operate. The Act requires the Treasurer of Victoria to
approve the manner In which funds are invested. Approval has been given
to each agency to invest In a range of investments on the condition that
they comply with Investment Management Guidelines for Superannuation
Funds and Authorities which were Issued by the Department of the
Treasury and are referred to in this Report as the Treasury Guidelines.

2.9 A number of agencies not defined in the Act continue to manage
large Investment portfolios within the requirements of their enabling
legislation. In the case of agencies responsible for the management of
Investments on a trustee basis, such as the State Trust Corporation,
authorised investments continue to be those defined in the Trustee Act
1958.

ﬁ MANAGEMENT STRUCTURES

Role of Boards and Trustees

2.10 In most cases, ultimate responsibility for the management of
large public sector investment portfolios rests with Boards or Trustees who
are required to establish objectives and strategies for investment activities
based on the specific nature and objectives of the agency.

Special Report No. 26 - Investment Management 17




BACKGROUND

2.11 As the portfolios have, in many instances, been established to
fund future liabilities such as superannuation payments or insurance
claims, successful investment management is critical to the viability of the
agencies and to the achievement of their overall organisational objectives.
Management needs to be directed towards protecting the asset base while
at the same time generating returns which contribute to meeting future
entittements or claims. The projected return on investment portfolios is
often a key factor taken into account by such agencies when conducting
actuarial assessments of their asset and liability profiles.

2.12 In the case of Investments managed by the State Trust
Corporation, objectives are directed to providing a trustee or guardianship
service to its clients. In this regard, the primary investment focus is on
protecting the assets held and generating regular income to meet the
ongoing requirements of individual clients within certain legislative
constraints and in accordance with any specific client instructions.

Central agency role

18

2.13 The investment objectives of the Government, as stated in the
Treasury Guidelines, are to ensure that:

» the funds and authorities defined in the Act have access to a wide
range of Investment mediums and products;

* Investments are prudently and responsibly managed; and

* maximum advantage is taken of available returns within acceptable
risk parameters.

2.14 In the case of defined benefit superannuation schemes,
investment performance does not impact on the entitlements of members.
However, it is of importance to the Government, particularly where a
guarantee is provided, as it affects the level of government funding
necessary to enable future liabilities to be met.

2.15 The Department of the Treasury has aimed at achieving a
balance between the central control of risk exposures and the
decentralisation of transaction decisions to enable the timely
implementation of individual Investment strategies by agencies.

2.16 This approach is reflected in the Treasury Guidelines which
contain broad parameters for investment management. However, the
Guidelines recognise that it is the responsibility of agencies to develop a
specific primary investment objective expressed in terms of a target rate of
return and acceptable level of risk. The Guidelines indicate that in
developing objectives, each agency is to give consideration to the
composition of its asset and liability profile, the nature and extent of future
Income and outgoings, any relevant tax implications and the preferences
of the responsible Board or Trustee and Minister.
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PART 3

Conduct of the Audit
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CONDUCT OF THE AUDIT

Bl AUDIT OBJECTIVES

3.1 The overall objective of the audit was to examine the investment
management practices within the Victorian public sector with a view to
assessing whether the aims of the Government and individual agencies
had been achieved. Specifically, the audit focused on whether:

* agencies had established, and complied with, an investment
framework which promoted the economic, efficient and effective
investment of funds;

* investment performance had been consistent with government
objectives, agency targets and Industry benchmarks;

* adequate controls were in place to ensure that investments were
not exposed to unacceptable levels of risk;

* administrative structures for investment management represented
the most cost-effective arrangement;

» the responsibility for investment management was assigned to
appropriately qualified and experienced staff;

» sound accountability processes were in place within agencies; and

» qguidelines and monitoring procedures had been established at a
central level to ensure investment activity was in line with broad
government policies.

Bl AUDIT SCOPE

Agencies subject to detailed examination

3.2 To obtain a cross-section of Investment management practices,
the following 5 agencies were selected for detailed examination:

» Hospitals Superannuation Board (HSB);

» State Electricity Commission Superannuation Fund (SECSF);
+ State Superannuation Board of Victoria (SSB);

» State Trust Corporation (STC); and

* Transport Accident Commission (TAC).

3.3 In the case of the State Trust Corporation, examinations were
primarily directed to the management of investments held in its Common
Funds established to facilitate the pooling of certain assets managed by
the Corporation on behalf of individual clients.

Special Report No. 26 - Investment Management 23




CONDUCT OF THE AUDIT

Areas of examination

3.4 The following areas were examined during the audit:
* relevant objectives, strategies and guidelines established by
agencies;

* returns generated on investment portfolios;

» risk assessment and monitoring, including the safeguards used by
agencies to reduce the risks of poor investment performance and
fund mismanagement;

» impact of the property market downturn on investment capital and
returns;

» use of external fund managers, Including selection procedures,
contracts with the managers and controls over their operations;

» use of custodians;
* cost of investment management;

* internal reporting to and monitoring by appointed Boards and
Trustees;

» the organisational structures for investment management; and

» the qualifications and experience of staff assigned to manage or
supervise the investment of funds.

35 In addition to examinations within the agencies, discussions were
held with a number of external fund managers engaged by the agencies.
The systems and procedures within the Department of the Treasury, the
central agency responsible for investment management, were also subject
to audit examination. Investments managed by the Treasury Corporation
of Victoria were not examined as part of the audit.

issue of a questionnaire

3.6 An audit questionnaire was distributed to 7 other public sector
agencies responsible for managing large investment portfolios, namely:

* Emergency Services Superannuation Scheme (ESSS);

» Gas and Fuel Corporation Superannuation Fund (GFCSF);

* Local Authorities Superannuation Board (LASB);

 Melbourne Water Corporation Employees' Superannuation Fund
(MWCESF);

+ State Employees Retirement Benefits Board (SERBB);
* Transport Superannuation Board (TSB); and
* Victorian WorkCover Authority (WorkCover).

3.7 The questionnaire sought details of investment objectives and
strategies, returns achieved, management structures, arrangements with
fund managers and investment management costs. Responses have not
been subject to audit verification with the exception of a small number of
areas where significant deviations from usual trends or practices were
disclosed.

Period covered by audit examinations

3.8 The audit primarily covered the management of investments
during the 5 year period ending 30 June 1993. As data was not available in
some agencies for the entire period, statistical information included in a
number of areas of this Report is limited to a 3 or 4 year period.

24 Special Report No. 26 - Investment Management




PART 4

Investment Returns
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INVESTMENT RETURNS

B OVERVIEW

4.1 Although many of the agencies examined were similar, in terms
of their nature and objectives, marked variations occurred between the
agencies In the investment returns achieved, with average annual returns
over the past 5 years ranging from a low of 4 per cent to a high of
13.2 per cent. Because of the large amounts invested, these variations
translated into significant differences in terms of the income generated, on
a portfolio basis. The differences will impact directly on the level of
funding required to meet the future liabilities of the agencies.

4.2 The overall returns generated by all agencies over the last 2
years, with the exception of the Gas and Fuel Corporation
Superannuation Fund, have been well above movements in the
Consumer Price Index and the growth in salaries and wages. These
results indicate that certain agencies which have recently set
guantifiable 3 and 5 year return targets linked to these movements
are in a strong position to achieve the targets established.

4.3 Audit found that in individual asset classes, returns were In some
cases below industry benchmarks and the returns achieved by private
sector fund managers. In particular, comparatively poor returns resulted
from property investments.

4.4 The recent decline in the property market, which has resulted In
significant losses on property holdings, impacted adversely on the overall
returns of some agencies. Total property losses, predominantly
unrealised, of all agencies examined amounted to approximately
$500 million over the 5 years to 30 June 1993.

Bl NATURE OF RETURNS

4.5 In broad terms, there are 4 major classes of investment assets,
namely, short-term money market deposits, fixed interest securities,
property and equities.

4.6 Returns on investments are derived from both the capital growth
in assets and from income received in the form of interest and dividend
payments. While fixed interest securities and short-term money market
deposits generate returns largely from income, a significant proportion of
returns on equities, direct property holdings and units In property trusts is
derived from increases in the market value of the assets.

4.7 The overall level of returns generated on diversified investment
portfolios is dependent on management decisions made in the following
areas:

» strategic asset allocations which involve setting long-term targets
for apportioning funds between various asset classes;

» tactical asset allocations involving short-term decisions to apportion
funds to well performing asset classes and fund managers;

» selection of fund managers; and
* the amount of funds allocated to each fund manager.

Special Report No. 26 - Investment Management 27




INVESTMENT RETURNS

ﬁ MEASUREMENT OF RETURNS

4.8 The measurement of investment returns is important to any
assessment of the performance of a portfolio and evaluating the
effectiveness of investment management decision-making processes.

49 As the rate of return can be calculated in a number of ways, the
use of a generally accepted method and a consistent basis of calculation
is crucial to accurate assessment and fair comparison of performance.
Within the fund management industry, the time weighted rate of return is
generally accepted as a suitable method. This method makes adjustments
for the timing of cash flows which could otherwise distort investment
returns achieved by fund managers. For example, allowance Is made for
the receipt of a pool of funds for investment late in a month when
assessing a fund manager's performance for that month.

4.10 Audit found that all agencies examined used the time weighted
method when calculating returns. Returns were generally arrived at after
deducting all investment costs including consultant, custodian and fund
manager fees. Both realised and unrealised gains and losses were taken
into account in the calculation. All returns included in the Report are
calculated on this basis.

Bl RETURN OBJECTIVES

28

411 In measuring the returns achieved, the specific nature and
objectives of each agency need to.be considered. The returns also need
to be evaluated in the context of the agencies overall risk management
strategy (further comment on the risk profiles and the risk management
strategies adopted by agencies is included in Part 5 of this Report).

412 In the past, the investment objectives of most agencies were
expressed in general terms such as to maximise real rates of return
subject to acceptable risk. However, as detailed later in this Report, many
agencies have recently moved to setting more specific, quantifiable
targets, relating to both returns and risk with return targets linked to:

* movements in the Consumer Price Index (CPI);
» growth in wages and salaries; and
» specific funding requirements.

413 The establishment of these targets has assisted management in
the development of strategies to meet objectives and in monitoring the
performance of investment portfolios. Nevertheless, there is still a need
for a number of agencies to strengthen the accountability framework
by including quantifiable targets in their investment objectives.
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INVESTMENT RETURNS

Bl OVERALL RETURNS

Returns compared with movements in CPI and increases in wages and salaries

4.14 Of the 12 agencies included in the audit, 7 had established
investment objectives of achieving returns ranging from 3 to 6 per cent
above movements in the CPIl. Two other agencies had also set targets of
achieving returns greater than the annual growth in salaries and wages.
The targets were generally to be achieved over 3 or 5 year rolling periods.
Although the specific targets were, in many cases, only set in recent years,
agencies will be in a strong position to achieve those targets if their
performance over the past 5 years is maintained.

415 Details of the returns achieved by each agency over the 5 years
to 30 June 1993, together with movements in the CPl and growth in
salaries and wages, are set out In Table 4A.

TABLE 4A
OVERALL INVESTMENT RETURNS

(per cent)
Agency 7988-89 1989-90 1990-91 1991-92  7992-93
ESSS 13.3 8.3 8.1 11.6 13.7
GFCSF 8.3 21 4.0 6.0 04
HSB 114 9.6 3.6 8.1 12.7
LASB 11.0 11.7 8.1 12.2 12.2
MWCESF 8.9 11.6 9.4 10.7 14.1
SECSF 105 8.7 3.8 8.9 9.6
SERBB 10.8 10.8 14.1 11.9 11.6
SSB 12.3 11.7 8.1 11.0 11.6
STC 14.2 15.0 13.6 11.8 9.4
TAC 11.1 145 13.7 14.1 12.6
TSB (a) 16.7 14.0 16.5 15.8
WorkCover 95 11.6 12.1 125 13.8
Movements In the CPI 7.6 7.7 34 12 19
Growth in wages and salaries (b) 6.6 7.7 2.0 3.8 3.0

(@) As the Transport Superannuation Board was not provided with investment funds until April 1989,
1989-90 represents its first full year of investment activity.
(b) Source: ABS, Average Weekly Earnings, States and Australia (6302.0).

4.16 Chart 4B shows the average return achieved by each agency
over the 5 year period, prepared on an annualised cumulative basis,
together with the average movement in the CPI and wages and salaries. In
the case of the Transport Superannuation Board, the average return
relates to the 4 year period of the Board's investment operations.

Special Report No. 26 - Investment Management 29




INVESTMENT RETURNS

30

CHART 4B
ANNUALISED CUMULATIVE PERFORMANCE
OVERALL RETURNS FOR 5 YEARS TO 30 JUNE 1993
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417 As indicated in the analyses, returns have generally been well

above movements in the CPI and the growth in wages and salaries.
However, performance has varied considerably between agencies,
ranging from returns of the Transport Accident Commission and the
Transport Superannuation Board which have been consistently high
over the period to those of the Gas and Fuel Corporation
Superannuation Fund which have been significantly below those
achieved by other agencies in all years examined. In 75 per cent of
agencies there was a marked improvement in the returns achieved In
1991-92 and this improvement continued in 1992-93 for most of those
agencies, reflecting improved investment management practices.

4.18 It is recognised that any comparison of returns needs to be
considered in the light of the specific objectives of each agency. For
example, the Common Funds of the State Trust Corporation are
comprised almost entirely of various forms of fixed interest securities with
the aim of protecting the assets of, and providing regular Income to,
clients. This factor needs to be taken Into account in any comparisons with
other agencies. Timing considerations also need to be considered in any
comparisons. For example, agencies such as the Transport
Superannuation Board and the Transport Accident Commission which
were more recently established were not constrained, to the same extent
as other agencies, in the investment options available to them.
Consequently, they were not in a position of holding a large proportion of
funds in property at the time of the property market downturn.
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4.19 Nevertheless, audit found that many of the agencies examined
were similar in nature, in Investment objectives and in diversity of
portfolios. The differences in returns in these cases can therefore only be
partially explained by the nature and objectives of the agencies. In audit
opinion, the differences are largely attributable to the alternative strategies
adopted in the management of the portfolios.

4.20 In view of the substantial funds invested, even minor variations In
the rates of return achieved can have a significant Impact on the Income
generated. For example, if the returns of the 9 lower performing
agencies over the 5 year period to 30 June 1993 had been in line with
those achieved by the Transport Accident Commission, additional
income totalling approximately $1.2 billion would have been
generated. Details of the additional income, together with the percentage
increase in income which would have been achieved by each of the
agencies, is set out in Table 4C.

TABLE 4C
ADDITIONAL INCOME OVER 5 YEAR PERIOD

Additional Increase

Agency income in income
($million) (per cent)

GFCSF 149 234
SECSF 325 57
HSB 93 49
MWCESF 50 47
ESSS 72 41
SSB 215 29
LASB 134 24
SERBB 14 24
WorkCover 110 13
Total 1162 35

421 By way of comparison, if all agencies had only achieved returns

similar to those of the poorest performer, Gas and Fuel Corporation
Superannuation Fund, total income over the 5 year period would have
been $3 billion less than that actually generated.

Funding requirements

422 In 3 cases, agencies examined in detail had set investment
targets linked to funding requirements. Details of progress made by the
agencies in achieving these targets follows.
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Hospitals Superannuation Board

4.23 The Hospitals Superannuation Board's objectives, effective from
1991-92, included the following funding targets:

» Adoption of an investment strategy which creates a 75 per cent
chance of increasing the net assets coverage ratio to 35 per cent or
better over 3 years and to 60 per cent or better over 20 years. The
coverage ratio Is a measure of funding with a ratio of 100 per cent
indicating full funding; and

* Investment of funds in order to have a 75 per cent chance of
increasing the vested benefits Index ratio to 1.27 or better over 3
years and to 1.29 or better over 20 years. The vested benefit index
ratio is a measure of solvency with a ratio of 1 indicating that all
vested benefits could be paid to members at the date of calculation.

4.24 The Board's progress in meeting these objectives was reviewed
by a consultant in February 1993. The consultant found that while the
Board's coverage ratio had improved from 28 per cent in June 1991 to 47
per cent in June 1992, the vested benefits index ratio had deteriorated
from 0.86 to 0.63 over that period. While the decrease in the vested benefit
ratio is contrary to the Board's objectives, it would only impact adversely
on the Board's liquidity in the unlikely event that all vested benefits were to
be paid to members at the same date.

4.25 Funding ratios for the 1992-93 financial year have not yet been
assessed by the Board.

Transport Accident Commission

4.26 The Commission commenced operation in January 1987 with a
major goal of accumulating sufficient funds by the end of 1997 to fully
cover all outstanding liabilites of the Transport Accident Scheme, a
scheme established to provide Victorian motorists with personal injury
insurance cover. This funding goal was achieved in 1989-90, 7 years
ahead of schedule.

4.27 The audit review found that although the stock market downturn
which occurred in the Commission's first year of operation impacted
adversely on investment returns in that year, excellent returns achieved
since that time have made a significant contribution to the
achievement of the funding goal.

SEC Superannuation Fund

32

4.28 The Trustees of the SEC Superannuation Fund have set a target
of ensuring sufficient assets are available to meet present and future
benefits of the Fund. Contributions are made by the State Electricity
Commission of Victoria to meet any shortfall in funding requirements.

4.29 The Fund's assets and liabilities are reviewed in detail every 3
years by actuaries appointed by the Commission. The Fund's current
investment objectives were established partly as a result of the actuarial
assessment of January 1990 which forecast Fund earnings of 4 per cent
above CPI movements.
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4.30 The Trustees subsequently chose a return objective of achieving
5 per cent above movements In the CPI as It was seen as a testing, but
achievable, target that would result in a reduction in the Commission's
long-term contributions to the Fund, estimated by the actuary as 11.5 per
cent, based on achieving an investment return of 4 per cent above CPI
movements. In the 2 years since the objective was set, returns
achieved by the Fund have been well in excess of the specified return
target.

Bl RETURNS BY ASSET CLASS

431 Most large public sector investing agencies manage diversified
portfolios which comprise a mix of Australian and overseas assets.
Management of these portfolios is primarily directed towards allocating
funds to asset classes and fund managers in a manner which will achieve
the maximum overall return while maintaining an acceptable risk profile. As
returns in individual asset classes may fluctuate over time, due to factors
such as economic conditions, movements in Interest rates or changing
market values, it is important that returns in each class are measured
against an industry standard.

4.32 Benchmarks utilised within the industry to assess performance
are asset class specific and usually take the form of Indices designed to
measure Investment returns. For example, the Commonwealth Bank Bond
Index is used in some cases to assess performance in the fixed Interest
area. The composition of the particular benchmark is critical to its
usefulness as a performance assessment tool.

4.33 Within the agencies included in the audit, benchmarks had
generally been used, particularly in recent years, as a means of assessing
the performance of both individual asset classes and fund managers.
Although non-performance against benchmarks did not automatically
result in fund manager termination, explanations were sought from
managers who performed below the benchmarks. The performance of
investment portfolios was also assessed against the results of private
sector surveys of the returns achieved by various fund managers.

4.34 Performance of agencies examined in detail, in each asset class,
is discussed in the following paragraphs. The returns have been
compared with relevant industry benchmarks and the results of a private
sector survey conducted by William Mercer Pty Ltd. This survey, which Is
well recognised within the investment industry, includes 56 private sector
fund managers and provides a measure of median performance by asset
class over 1, 3 and 5 year periods.

4.35 While the actual returns achieved by each agency have generally
been provided for a 5 year period, the comparisons with survey results
and industry benchmarks are restricted to a 3 year period to allow the
inclusion of the Hospitals Superannuation Board in the comparisons. In
the case of the State Trust Corporation, the comparisons in individual
asset classes include only fixed interest securities and short-term money
market deposits as the assets held within the Common Funds were limited
to these categories during most of the 5 year period.
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Short-term money market

4.36 The returns achieved by agencies on funds held in cash or short-
term money market deposits over the past 5 years are set out in Table 4D.

34

TABLE 4D
SHORT-TERM MONEY MARKET RETURNS
(per cent)
Agency 1988-89 1989-90 1990-91 1991-92 1992-93
HSB (a) 18.1 12.3 9.9 5.6
SECSF 16.3 16.7 13.8 8.9 5.8
SSB 176 17.8 13.2 9.4 5.6
STC 14.6 17.3 13.1 8.8 5.9
TAC 15.8 185 14.0 105 6.1
fa) Figure not available.
4.37 As indicated in the above table, returns of all agencies fell

consistently over the past 3 years, reflecting the downward trend in

nominal interest rates.

4.38 Returns in this asset class varied considerably from the relevant
industry benchmark, namely, the SBC Dominguez Barry Bank Bill Index,
and the Mercer Survey results. Comparisons for the 3 years to 30 June
1993 are provided in Chart 4E.

CHART 4E
SHORT-TERM MONEY MARKET RETURNS,
ANNUALISED CUMULATIVE RETURN AGAINST BENCHMARKS
FOR THE 3 YEARS ENDING 30 JUNE 1993
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Fixed interest securities

4.39 Returns achieved by each agency on fixed Interest securities
over the past 5 years are set out in Table 4F.

TABLE 4F
RETURNS ON FIXED INTEREST SECURITIES
(per cent)

Agency 1988-89 1989-90 1990-91 1991-92 1992-93

HSB (a) 183 16.8 190 16.0
SECSF 6.2 16.3 20.2 234 157
SSB 74 145 22.8 225 15.2
STC 136 142 13.9 138 130
TAC 7.8 16.1 23.7 225 140

(@) Figure not available.

4.40 The consistently high returns achieved since 1989-90 reflect the
high interest rates available at the time the funds were invested. The
market value of fixed interest securities fluctuates on the basis of changes
In prevailing interest rates with values rising as interest rates fall.
Consequently, the market value of the securities held by agencies has
increased due to the significant decline in interest rates in the last 2 years.
The realised and unrealised gains resulting from these increases have
contributed to the high returns.

441 Although the returns on fixed interest securities have been high,
the performance in this asset class has generally been in line with or below
the industry benchmarks and the Mercer Survey results. This comparison
is illustrated in Chart 4G. The relevant benchmarks used for comparative
purposes are the SBC Dominguez Barry 0 to 5 Year Semi-government
Index in the case of the State Trust Corporation and the SBC Dominguez
Barry Composite Bond Index for all other agencies.
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CHART 4G
FIXED INTEREST RETURNS,
ANNUALISED CUMULATIVE RETURN AGAINST BENCHMARKS
FOR THE 3 YEARS ENDING 30 JUNE 1993
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(@) Benchmark relevant to all agencies with the exception of STC.
(b) Benchmark relevant to STC.

Australian and overseas equities

4.42 Since 1987, the majority of agencies have expanded their
portfolios to include an increasing proportion of Australian and overseas
equities. The portfolios of more recently established organisations such as
the Transport Accident Commission and Victorian WorkCover Authority
have included such equities since their establishment. The returns
achieved by each agency on Australian equities are set out in Table 4H.

TABLE 4H
RETURNS ON AUSTRALIAN EQUITIES
(per cent)

Agency 1988-89 1989-90 1990-91 1991-92 1992-93

HSB (@) 10.3 9.4 148 9.6
SECSF 72 11.9 12.6 18.2 11.9
SSB (1.2) 9.4 111 14.0 11.2
TAC 2.7 8.5 9.0 15.0 10.5

(@) Fgure not available.
Note: Figure in brackets represents a negative retum.
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4.43 The poor returns in 1988-89 primarily reflect the impact of the
October 1987 stock market crash. Although the returns have fluctuated
since that time, they have generally compared favourably with the
benchmark, namely, the All Ordinaries Accumulation Index and with the
Mercer Survey results. This comparison is illustrated in Chart 41.

CHART 41
AUSTRALIAN EQUITY RETURNS,
ANNUALISED CUMULATIVE RETURN AGAINST BENCHMARKS
FOR 3 YEARS TO 30 JUNE 1993
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4.44 In the case of overseas equities the returns fluctuated
considerably over the 5 year period. However, as indicated in Table 4J,
the returns in 1992-93 were outstanding.

TABLE 44
RETURNS ON OVERSEAS EQUITIES
(per cent)

Agency 7988-89 7989-90 7990-97 1991-92 7992-93

HSB (@ 6.0 14 34 245
SECSF 195 11.0 36 11.2 29.4
SSB(b) - - - - 15.1
TAC 15.1 7.7 (3.0) 8.6 24.4

(@) Figure not available.

(b) The State Superannuation Board of Victoria did not hold overseas equities prior to
December 1992.

Note: Figure in brackets represents a negative return.
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Property

4.45 As indicated in Chart 4K, the performance of the Transport
Accident Commission and the Hospitals Superannuation Board has been
below the industry benchmark, namely, the Morgan Stanley Capital
International World (ex Australia) Index, while the SEC Superannuation
Fund's performance has been well above the benchmark and the
Mercer Survey results.

CHART 4K
OVERSEAS EQUITY RETURNS,
ANNUALISED CUMULATIVE RETURN AGAINST BENCHMARKS
FOR 3 YEARS TO 30 JUNE 1993
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Nature of property assets
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4.46 The investment portfolios of public sector superannuation funds
have traditionally included a significant proportion of direct property
holdings with the aim of providing long-term capital growth. Such assets
have mainly consisted of commercial properties located in the Melbourne
Central Business District and suburban areas. More recently established
portfolios such as those of the Transport Accident Commission and the
Victorian WorkCover Authority have allocated a smaller proportion of
funds to property holdings. In the case of the Transport Accident
Commission, a significantly larger component of retail property assets
have been acquired including the Fountain Gate Shopping Centre, a
suburban shopping complex, purchased in July 1992 for $187 million. In
more recent years, agencies have also acquired units in property trusts.
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Fountain Gate Shopping Centre, purchased by the
Transport Accident Commission in 1992 for $187 million.

Decline in value of property assets

4.47 The proportion of the portfolios allocated to property assets, of
the 4 agencies examined in detail, is set out in Table 4L.

~ TABLE 4L
ALLOCATION TO PROPERTY HOLDINGS
(per cent)

Agency 7988-89 1989-90 7990-97 1991-92 7992-93

HSB 19 21 17 7 5
SECSF 28 28 24 19 15
SSB 28 26 19 13 10
TAC - 2 2 2 7

4.48 The downturn in the property market in recent years has

significantly devalued the property assets held. This position, rather than
the disposal of properties, has been the major factor contributing to the
decrease in property assets, as a proportion of total investment portfolios.

4.49 The losses on properties for the entire 12 agencies included
in the audit amounted to approximately $500 million over the 5 year
period. As most assets have not yet been sold, the majority of the
losses are unrealised.
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Returns on property holdings

40

4.50 After taking account of the decline in the market value of property
assets, many agencies have recorded significant negative returns on
property holdings in recent years. The returns over the past 5 years of
the agencies most affected by the property market downturn, are set
out in Table 4M.

TABLE 4M
RETURNS ON PROPERTY HOLDINGS
(per cent)

Agency 7988-89 1989-90 7990-97 1991-92 1992-93

ESSS 23.3 8.2) (19.5) (7.2) 05
GFCSF 12.9 8.2) (14.9) (19.4) (28.2)
HSB (@) 105 (20.1) (12.6) (8.4)
SECSF 12.7 0.9) (15.5) (13.8) (13.6)
SSB 18.6 3.0 (19.3) (13.0) 2.2)

(a) Figure not available.
Note: Figures in brackets represent negative returns.

451 By comparison, the Transport Accident Commission has
been largely unaffected by the downturn and has achieved positive
returns over the past 4 years ranging from 5.6 per cent to 18.5 per
cent. As the State Trust Corporation took action in recent years to reduce
its exposure to property in the form of commercial mortgages, it has also
avoided any adverse impacts of the property downturn.

452 As the returns on property were measured by each agency
against different benchmarks, audit has used the Mercer Property Index,
which relates to direct property only, as a benchmark for comparison
across all agencies. As Indicated in Chart 4N, the returns achieved by the
majority of the agencies listed above have been worse than this
benchmark and the Mercer Survey results.
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CHART 4N
PROPERTY RETURNS,
ANNUALISED CUMULATIVE RETURN AGAINST BENCHMARKS
FOR 3 YEARS TO 30 JUNE 1993
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453 In view of the large proportion of funds held by some agencies in

property assets, the poor performance in this area has had a
significant negative impact on the overall investment returns
achieved by those agencies.

454 Specific details relating to several of the agencies follow.

SEC Superannuation Fund

4.55 Property holdings have traditionally represented a major
component of the SEC Superannuation Fund's investment portfolio with
property holdings in the 5 years to June 1993 averaging 22 per cent of the
total portfolio. The direct property holdings at 30 June 1993 consisted of 3
office buildings located in, or adjacent to, the Melbourne Central Business
District and 2 shopping centres and a retail property in suburban
Melbourne. In addition to the direct property holdings, valued at $160
million at 30 June 1993, the Fund also held investments in property trusts.

4.56 The Fund reacted to the depressed property market by selling
many of its small property holdings with a value of less than $20 million.
Between 1986 and 1990, it sold 20 properties realising approximately
$50 million. However, during that period, the Fund re-invested $80 million
in the property sector through the purchase of units in the Cities of
Australia Property Trust.
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457 Although the Fund has continued to receive a positive income
stream from its direct property holdings, both the direct and indirect
property assets have suffered significant declines in value since 1989-90.
Table 40 shows percentage changes in the value of the Fund's overall
property holdings since 1989-90.

TABLE 40
DECLINE IN VALUE OF PROPERTY
(per cent)
Percentage
Year decline
1989-90 11.8
1990-91 16.9
1991-92 18.8
1992-93 22.1
Total 69.6
458 Apart from the sale in 1992 of an office complex in Canberra for

$9.1 million, there have not been any purchases or sales of direct or
indirect property since June 1990. The reduction in the proportion of total
investments represented by the property asset class from 28 per cent to

15 per cent at 30 June 1893 has therefore been almost entirely attributable
to a decline in market values.

459 The listed price of the Cities of Australia Property Trust units
at 30 June 1993 had fallen by over 50 per cent in value since they
were purchased by the Fund. Although the Fund has attempted to sell its
holdings in the Trust on several occasions, the units have proved to be

unsaleable, for a reasonable consideration, due to the large number of
units held by the Fund.
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« RESPONSE provided by Chairman, SEC Superannuation Fund

Property investment performance in cyclical and property investors must be
prepared to adopt a long-term time horizon. The audit has concentrated on returns
over the last 3 to 5 years, a period coinciding with a downturn in the property
cycle.

SECSF's strong investment performance in the latter half of the 1980s (top quartile
performance in the Mercers Survey for 5 years) was due almost entirely to the
strength in the property cycle over that time.

Clearly, in reviewing property investment performance, a time horizon longer than
3 to 5 years should be adopted.

As you would expect in a diversified investment portfolio, the effects of the
downturn in property have been largely offset by SECSF's outstanding investment
performance in other asset classes as lllustrated in the Report.

In the September 1993 quarter, the investment In Cities of Australia Property Trust
returned 31.4 per cent.

The Fund did anticipate a downturn in the property sector and was a heavy seller
of commercial and industrial property between 1987 and 1990. However, the Fund
did not expect that the downturn would be so severe.

In addition, in 1989 the Fund had no way of anticipating the dramatic downsizing of
the SECV and the implications for asset allocation and the property weighting. In
the last 4 years the Fund has paid out nearly $800 million in retrenchment benefits.
If this had not occurred and these assets were still held, the Fund's property
weightings would be only 9 per cent and the impact of property on the Fund's
overall performance would have been significantly diluted.

It should also be noted that the negative returns from property are due entirely to
unrealised losses arising from property re-valuations. Despite these book losses,
the property portfolio has continued to generate substantial positive cash flow at a
time when the Fund has had an urgent need for cash.

Hospitals Superannuation Board

4.60 At 30 June 1883, the property assets of the Board, amounting to
$29 million, included a number of commercial properties located in the
Melbourne suburb of Camberwell and holdings in a number of property
trusts.

4.61 In recent years, poor returns on property investments have
had a significant negative impact on the overall returns achieved by
the Board, primarily due to unrealised losses resulting from the
downturn in the property market.

Special Report No. 26 - Investment Management 43




INVESTMENT RETURNS

4.62 Recent action was taken by the Board to address a number of
problems experienced in this area of activity including the appointment of a
specialist property consultant and the implementation of a specific
property management strategy. The development of the strategy was
based on a number of key principles, including:

» the short-term goal of increasing property assets, as a proportion of
the Board's portfolio, to a target of 15 per cent;

» greater diversification of the property portfolio;
* Improving the liquidity of the portfolio;

» assessment of the portfolio to be conducted on the basis of
exceeding movements in the CPI by 3 per cent over rolling 3 year
periods and against a benchmark based on Australian
performance; and

» focusing on low risk and simple investment structures in the initial
years, with enhancements in later years.

« RESPONSE provided by General Manager, Hospitals Superannuation Board

Property weightings were reduced to enable the allocated funds to be invested in
assets producing higher returns at reduced risk. The reduced weightings of the
last 2 years limited exposure to further declines in value. The Board has
substantially altered its approach to investing in property since appointing a
property adviser. Property investments are characterised by individual large
outlays and considerable research has been undertaken in selecting the most
appropriate options. The achievement of the property weighting is being actively
pursued.

Gas and Fuel Corporation Superannuation Fund

44

4.63 At 30 June 1993, property assets of the Gas and Fuel
Corporation Superannuation Fund amounted to $52 million. The assets
comprised predominantly direct commercial property holdings in, or
adjacent to, the Melbourne Central Business District and in suburban
Melbourne.

4.64 The funds invested in property assets over the past 5 years have
represented a very high proportion of the total portfolio, falling from 44 per
cent at 30 June 1989 to 18 per cent at 30 June 1993. This reduction
reflects a decline in excess of 55 per cent In the market value of the assets
rather than the sale of property holdings.

4.65 The high exposure of the Fund to the property market, coupled
with a concentration of property holdings in the commercial sector, has
resulted In poor returns in this area in the last 4 years which have impacted
adversely on the overall returns of the Fund.
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® RESPONSE provided by Chairman, Gas and Fuel Corporation Superannuation
Fund

We agree that the Fund has achieved a disappointing investment return due, by
and large, to negative returns on property holdings over recent years.

It is perhaps worth making the point that the Fund has almost completed a major
restructuring which has resulted in all of its assets, other than the property
portfolio, being placed under external professional management

In respect of the property portfolio, we expect by Christmas to have appointed a
professional property manager who will review the property portfolio and
recommend any changes in order to meet the investment objectives set by the
Trustees on advice from our Asset Allocator.

These changes, as well as the outsourcing of Fund administration to an external
provider, should ensure that, in future, investment returns will be significantly
improved and costs reduced.

In spite of its poor investment record, the Corporation's Fund remains fully funded
and, in this regard, is probably unique as far as public sector funds are
concerned.
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Bl OVERVIEW

51 While every investment Involves some degree of risk, higher
returns are generally associated with increased risk. It is therefore
necessary for each agency to achieve a balance, between maximising
returns and minimising risk, which best meets its objectives and the needs
of its clients and members.

5.2 Audit concluded that the agencies examined had generally
established appropriate frameworks to manage the risks associated
with investments. The techniques adopted included:

» diversification of portfolios among various classes of assets;

» further diversification by the allocation of funds to both internal and
external fund managers;

» establishment of prudential guidelines within which fund managers
can operate; and

 where appropriate, compliance with prudential guidelines
established by the Department of the Treasury.

5.3 However, the specific investment management strategies
adopted over the past 5 years have resulted in significant variations
between agencies in their risk/return profiles. While some agencies
achieved higher than average returns and at the same time maintained a
lower than average risk profile, others performed poorly in both areas,
compared with the average. These variances highlighted the need for
increased emphasis to be placed on the measurement and regular
review of the risk profile of each portfolio.

54 Since the increase in 1987 in the investment options available to
some agencies, there has been a move away from investments in property
and short-term money market deposits with an increasing proportion of
portfolios being allocated to Australian and overseas equities. However,
the diversification process has been slow in some agencies and has
been inhibited, to some extent, by the large number of public sector
redundancies which has necessitated the retention of substantial
funds in assets which can be readily converted to cash.

55 Audit concluded that the benefits of return maximisation and
risk minimisation from diversification have not yet been fully realised
by some agencies. In particular, greater diversification could be achieved
within the property area and the procedures for monitoring compliance by
fund managers with prudential guidelines could be significantly
strengthened.
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Bl DEFINITION OF RISK

5.6 In the investment management industry, the term risk is not
afforded its usual meaning of a chance or possibility of loss or bad
consequence but is defined as the variability of investment returns. It is
recognised within the Industry that the greater the variation in returns,
between periods, the greater the risks that have been taken in generating
those returns.

5.7 The standard deviation of returns is the most commonly used
measure of the variability of returns earned on an investment portfolio. A
general rule for evaluating performance is that for any given rate of return,
the portfolio that achieves the least standard deviation is best, and for any
given standard deviation, the portfolio that achieves the highest rate of
return is best. For example, a portfolio earning 10 per cent each period is
preferable to one that alternates between rates of return of zero per cent in
one period and 20 per cent in the next.

Bl RISK AND DIVERSIFICATION
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5.8 As indicated previously, there are 4 major classes of Investment
assets each with different characteristics in terms of risk, returns and
liquidity. In relation to risk, equities are the most volatile class of asset
followed by property and fixed interest. Short-term money market deposits
are the most liquid of assets as they can be quickly converted to cash.
Property holdings, on the other hand, are more difficult to sell at short
notice, especially when unfavourable market conditions prevail.

59 Over time, not all asset classes perform well, or poorly, at the
same time. For example, when the equity markets are booming, interest
rates are generally low.

5.10 Consequently, the diversification of investment portfolios among
various classes of assets is used as a means of reducing risk. While it Is
recognised that factors such as stock market crashes or depressed
property markets may impact adversely on a portfolio's performance,
diversification can, to some extent, provide opportunities to offset losses in
one area against gains in another.

5.11 Diversification is not limited to the selection of different asset
classes but also the selection of various forms of assets within each class.
For example, a diversified portfolio should include equities in companies
operating in different sectors of the economy both locally and overseas.
Similarly, property portfolios should include Investments in commercial,
retail and industrial properties located in different areas within and outside
the State.

5.12 The options for diversification are dependent, to some extent, on
the size of the portfolio. In the case of smaller portfolios, for example,
insufficient funds may be available to make investments in large retail or
commercial properties.

Special Report No. 26 - Investment Management



RISK MANAGEMENT

ﬁ ROLE OF TREASURY GUIDELINES IN REDUCING RISK

5.13 Treasury Guidelines were set in place by the Department of the
Treasury to "... identify the essential features of the fund management
system that are considered necessary to ensure that risks are regularly
identified, measured and considered by both Government and those
responsible for the investments of superannuation funds and authorities."

5.14 The Guidelines contain maximum net exposure limits for each
class of asset (refer paragraph 5.76 of this Report). They also contain
limitations and guidance relating to:

» the proportion of portfolios which can be held in overseas
investments;

» the acceptable credit ratings of counterparties; and
» the use of financial instruments such as futures, options and swaps.

5.15 These parameters have been established as an indicative
framework for defined agencies with the investment strategies of individual
agencies intended to address more specific details of the choice of asset
classes, the relative allocation of funds to each class and the selection of
particular assets within each class.

;-_ RISK AND RETURN RELATIONSHIP

5.16 While every investment involves some degree of risk, higher
returns are generally associated with higher risk investments. It is therefore
Important for agencies to establish strategies which achieve a balance
between maximising returns and minimising risks. Boards and Trustees of
each agency need to set and regularly review a target risk/return profile
which best meets the overall objectives of the agency and the needs of its
members or clients.
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5.17 The Investment objectives of the agencies covered by the audit
contain components which reflect the 2 dimensional nature of investment
performance. Examples of such objectives follow.

Agency Component of objective

Transport Accident Commission Maximisation of returns while maintaining an
acceptable risk level within prudential guidelines.

Hospitals Superannuation Board Ensuring that the risk profile of the Fund does not
exceed the median volatility of better than average
managers.

State Superannuation Board of To achieve an after tax long-term annual rate of

Victoria return of between 3 and 6 per cent in excess of

the annual percentage change in the Consumer
Price Index for Melbourne with a 5 per cent
chance of a negative return in any one year.

SEC Superannuation Fund Obtain the highest possible return without
increasing risk to an unacceptable level.

State Trust Corporation To maximise returns to clients, while providing
low risk investment strategies, within legislative
constraints.

5.18 In the case of the Transport Accident Commission and the

Hospitals Superannuation Board, standard deviation analysis has been
used by external consultants engaged by the agencies to measure the
risk/return profile of their portfolio. This analysis has been undertaken on
the basis of variations in returns from month-to-month. Details of the
results of these analyses follow.

Transport Accident Commission
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5.19 A survey, conducted by the Transport Accident Commission's
investment consultant, of large and medium-sized pooled funds in the
Australian private sector for the 3 and 5 year periods ending 30 June
1992, indicated that the Commission out-performed all but one of the
10 other funds over both periods. Chart 5A shows the results for the 5
year period.
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CHART 5A
TRANSPORT ACCIDENT COMMISSION
RISK/RETURN COMPARISON
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5.20 Although second in terms of return, the Commission had

achieved the lowest level of risk of all funds surveyed.

Hospitals Superannuation Board

5.21 The Board aims to manage its investments in a manner which
ensures the risk profile of its portfolio does not exceed the median volatility
of better than average managers. Analysis undertaken by the Board's
consultant indicated that for the 3 years ending 30 June 1993, the risk
profile has been below this parameter. However, as illustrated in
Chart 5B which plots the Board's risk/return profile in relation to the
median profiles of 33 other portfolios, returns over the period have
also been below average.
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CHART 5B
HOSPITALS SUPERANNUATION BOARD
RISK/RETURN COMPARISON
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® RESPONSE provided by General Manager, Hospitals Superannuation Board

The Board is aware of its responsibility to ensure that investment activities are
undertaken to achieve optimum returns consistent with an acceptable level of risk.
Extensive consultation has occurred to ensure compliance with this key objective
and the investment strategy reflects this approach.

Profile of other agencies
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5.22 Although most other agencies recognised the standard
deviation of returns as a suitable measure of risk, they had not
regularly analysed the portfolio from this perspective. Information was
not available to enable audit analyses to be undertaken of variations in
returns on a monthly basis. However, a calculation of the annual standard
deviation over the 5 years to 30 June 1993 disclosed significant variations
in the risk/return profiles of each agency. Chart 5C plots the profile of
each of the 11 agencies in relation to the median return and risk of those
agencies' portfolios. As the Transport Superannuation Board has only
been involved in investment activities for 4 full financial years, it has been
excluded from the analysis.

5.23 While it is recognised that the measurements of standard
deviations on an annual basis do not disclose the extent of variations
evident in monthly analysis, the chart does provide an indication of
the relative positions of each agency.
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CHART 5C
RISK/RETURN PROFILES
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5.24 As indicated in the above chart, a number of agencies such as
the Transport Accident Commission and the State Employee's Retirement
Benefits Board achieved significantly higher than average returns and
lower than average risks over the period. However, the performance of the
Hospitals Superannuation Board, SEC Superannuation Fund and the Gas
and Fuel Corporation Superannuation Fund have been below the average
in both areas.

5.25 Variations of this magnitude highlight the need for each agency
to regularly measure and monitor the risk profile of its investment portfolio
to ensure that it is in line with the targets set to meet government and
agency objectives and the needs of members and clients.

Special Report No. 26 - Investment Management _ 55



RISK MANAGEMENT

m RESPONSE provided by General Manager, Hospitals Superannuation Board

The chart depicting comparative risk/return profiles is presented on a scale which
suggested that the Board has adopted a high risk strategy. This is certainly not the
case particularly when compared with the median of other portfolios (refer to
Chart 5B).

Additionally, the chart compares funds which may have quite different long-term
objectives, tolerance for risk and liability structures, all of which have an impact on
investment strategies adopted and returns achieved.

A further consideration is the relevance of historical data given the substantial
changes adopted by the Board in 1991-92 the benefits of which have only been
recognised in the most recent 2 years.

m RESPONSE provided by Chairman, SEC Superannuation Fund

It is prudent for trustees of public sector defined benefit funds with long-term
liability profiles to adopt a relatively high tolerance to risk and a long-term
investment time horizon. This is consistent with significant asset allocation
exposures to higher risk growth assets such as equities and property.

Based on historical evidence, it is anomalous that, in the 5 years period under
review, cash and fixed interest have significantly out-performed higher risk assets.
This will not continue, and already in 1993-94 investors are again being paid for
taking risk.

SECSF's return for the year ended October is 29 per cent and the fund is now fully
funded.

A risk/return scatter diagram with the standard deviation determined by 5 annual
observations has obvious limitations.

Bl ASSET ALLOCATIONS
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5.26 Within the investment management industry, it is recognised that
decisions made in relation to the allocation of funds to various asset
classes are the major determining factor in maximising returns and
minimising risks.

5.27 As indicated in Section 2 of this Report, the introduction of the
Borrowing and Investment Powers Act 1987 expanded the investment
options available to many agencies enabling them to include Australian
and overseas equities and a number of other financial instruments within
their portfolios. Since that time, there has been a general trend away from
short-term money market deposits and property towards investments in
equities.

5.28 Chart 5D shows the change in the composition of portfolios over
the past 5 years. The assets held by the 12 agencies included in the audit
have been used as the basis of this analysis.
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CHART 5D
COMPOSITION OF PORTFOLIOS
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5.29 Specific findings relating to the diversification process within a
number of individual agencies follow.

State Superannuation Board of Victoria
Diversification of portfolio

5.30 In 1989, the Board engaged an investment consultant to quantify
an acceptable level of risk for its investment portfolio and to recommend
alternative asset allocations to meet various target rates of return within
that risk parameter. The target allocations subsequently adopted by the
Board in 1990 required a significant increase in the proportion of funds
held in equities. Further changes to these targets in November 1991 and
April 1993 involved a reduction in the allocation to property assets, the
further diversification to overseas equities and a significant reduction in the
exposure to Australian fixed interest securities. For example, an initial
target allocation of 5 per cent of the portfolio to overseas equities was to
be increased to 15 per cent while the Australian fixed interest component
was to be reduced to 20 per cent from the original target of 30 per cent.

5.31 Table 5E shows the actual asset allocations made by the Board
to each asset class at 30 June in the past 5 years.
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TABLE 5E
ACTUAL ASSET ALLOCATIONS

(per cent)
Asset class 1988-89 1989-90 1990-91 1991-92  1992-93
Australian equities 4 12 16 39 38
Australian fixed interest sec;urities 39 38 44 42 35
Mortgages 14 8 6 3 1
Overseas equities - - - - 4
Overseas fixed interest - - - - -
Property 28 26 19 13 10
Short-term money market 15 16 15 3 12
Total 100 100 100 100 100
5.32 As shown in the above table, the Board has adopted a gradual

approach to diversifying its investment portfolio to meet its target
allocations. It was not until June 1989 that funds were first allocated to
Australian equities and December 1992 that overseas equities were
included in the portfolio. In contrast, audit found that a number of other
agencies provided with the same increased investment options in 1987
had included assets in these areas as early as 1988.

5.33 Although the Board agreed to make a relatively modest
investment in overseas equities in December 1990, a 2 year delay
occurred due, in part, to lengthy fund manager approval procedures within
the Department of the Treasury and protracted contract negotiations with
global equity managers (refer to Part 6 of this Report).

* RESPONSE provided by President, State Superannuation Board of Victoria

There is an implied criticism in audit's Report that the Board should have more
rapidly diversified its investments to include overseas investments. The Board
does not agree with this criticism. Five years ago, the Board had no equity
investments and no experience in those markets in Australia or overseas. At that
time, the task was to diversify first into Australian equities; a vast task for such a
large fund. This was done gradually and prudently while enhancing investment
performance.

Diversification of property holdings
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5.34 The Board's current property assets mainly comprise office
buildings within the Melbourne Central Business District tenanted by
government bodies. In 1990, the Board's investment consultant
recommended that property investments be diversified to include other
property types such as suburban retail properties with no