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ince 2001, U.S. state and local pension

plans have been facing severe under-
funding. By 2008, Novy-Marx and

Rauh [2009] estimated that under-
funding was close to US$3.23 trillion.
Although the financial markets’ upturn sup-
ported a partial recovery, a nationwide pen-
sion crisis is still looming. At stake is the
potential failure of these institutions, which
could further precipitate the failure of state
and local governments. In 2016, state and
local plans represented the interests of 25 mil-
lion members, including 14.7 million active
participants and 10.3 million beneficiaries
who were distributed US$282.9 billion in
retirement benefits (Vidal [2017])." Notwith-
standing the cost to taxpayers, the direct social
and economic consequences of the failure
of these institutions would be devastating.
Aside from the numerous local particulari-
ties in underfunding (Munnell et al. [2014])
and process (see Clark and Monk [2014] on
investment management agreements), com-
mentators have noted commonalities deemed
instrumental in improving the health of these
institutions. In particular, Munnell et al.
[2015] have stressed the importance of ade-
quate contributions and investment returns.
As argued by Clark and Monk [2017],
however, plans “can be held hostage to local

"This amount does not include withdrawals and
other payments.

interests.” For example, during recessions,
the fall in tax revenues has impelled state
and local governments to significantly reduce
their contributions in an effort to balance
their use of public resources (Munnell et al.
[2015]). Commentators have also noted that
recent years difficult fiscal conditions have
pushed governments to resort to privatization
to reduce the costs of public administration
(Keefe [2012]). As noted by Clark and Monk
[2013], the investment functions of public
pension plans have traditionally largely been
outsourced to private sector asset managers
and consultants.

A growing number of studies, however,
show that institutional investors such as pen-
sion funds and sovereign wealth funds (SWFs)
can significantly reduce costs and improve
net investment performance by insourcing
their investment functions. CEM Bench-
marking found that pension funds’ median
cost of internal management is materially
lower than that of external management, a
finding that is consistent across asset classes
for active strategies (Maclntosh and Schei-
belhut [2012]). In a global study on pension
plans, Clark and Urwin [2008] estimated
that external management costs are 10 times
greater than internal management costs.
Finally, a study sponsored by the Maryland
Public Policy Institute has shown that state
plans paying the highest Wall Street fees were
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also consistently underperforming their peers (Hooke
and Walters [2013]).

Although the available evidence points to the
clear benefits of insourcing, its implementation has
not been a straightforward process. A small number
of beneficiary institutions have embraced the model
with success, but the majority has remained largely
outsourced. This finding is apparent in several studies.
Dixon and Monk’s [2014] global study of institutional
investors shows evidence that, despite grassroots move-
ments of insourcing among public pension systems
and SWFs, assets keep flowing toward private sector
contractors largely based in and around international
financial centers (IFCs), which highlights the enduring
centralization and agglomeration of investment ser-
vice provision. Another empirical study specifically
dedicated to state and local plans showed that during
the 2006—-2012 period, the majority of public pension
assets were consistently outsourced to private contractors
(Urban [2018c¢]).

The prevalence of outsourcing in the United States
contrasts sharply with Canadian pension plans, which
have long been recognized by scholars, experts, and the
media as the champions of insourcing (e.g., see Bachher
and Monk [2012]; The Economist, [2012]). Commonly
referred to as the Canadian model, the approach has
entailed both an extensive use of internal resources
to keep control over investment costs and aggressive
investment strategies with significant allocations toward
alternative investments (The Boston Consulting Group
[2015]). The results of Canadian plans are noteworthy,
but the replicability of their model across different polit-
ical and economic contexts is uncertain.

In the United States in particular, pension experts
have emphasized that the gap between public pen-
sion investment managers compensation compared
with international peers and national private sector
financial institutions represents a major impediment
to insourcing (Ambachtsheer et al. [2008]; Clark and
Monk [2013]). However, compensation is only one
part of an intricate puzzle. For instance, recent research
suggests that differences in plans’ local environment
in relation to access to specialized labor markets and
external contractors impacts public plans’ insourcing
strategies (Urban [2018a]). Whereas financial institutions
traditionally thrive in close spatial proximity, the devolve-
ment of the management of state and local governments’
pension assets to local government institutions means
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that each state and local pension plan is embedded in
a specific local political, economic, and regulatory
environment.

With close to 4,000 individual public pension plans
accounted for by the U.S. census, “the local dominates
the global” (Clark and Monk [2014]). As a conse-
quence, insourcing has to be considered in light of the
possibilities to implement global investment functions
from varied local environments. Acknowledging this
fundamental characteristic, this article aims to discuss
insourcing by public pension plans along six key influ-
ences. In that sense, this is not a best-practice article
proposing a blueprint for insourcing. Instead, it proposes
a set of analytical building blocks to evaluate its imple-
mentation across varied local environments.

These six key influences are drawn from a larger
research project on insourcing and outsourcing among
state and local plans. They are based on an empirical
analysis relying on mixed methods combining quali-
tative and quantitative data. The data were collected
over the past four years. These included the analysis of
public records—public retirement systems’ websites, data
collected by nonprofit organizations—and more than
50 interviews with public pension executives, invest-
ment staff, private sector investment managers, consul-
tants, and pension experts. Original quantitative data
on state pension plans’ insourcing strategies were also
collected and analyzed in two separate research projects
(Urban [2018c¢]; Urban [2018a]); these supplement and
cross-validate the qualitative insights.

The article is organized as follows. The first sec-
tion reviews insourcing as an important yet underap-
preciated solution in addressing a looming retirement
crisis. The argument is presented bearing in mind the
large differences in the functionalism and organiza-
tional arrangements of state and local pension plans.
The second section sets the stage for the core of the
article. In particular, it considers state and local plans’
heavy political underpinnings, lax regulatory environ-
ment, and varied governance structures and discusses
their implications for insourcing. The third and main
section unpacks the six key influences on the efficiency
of insourcing: cash flows, economies of scale, asset
allocation, compensation, location, and fiduciary duty
and oversight. They are discussed individually as well
as in relation to one another, and their significance is
illustrated with case studies and secondary quantitative
data analysis.
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THE LOCAL DOMINATES THE GLOBAL

State and local pension plans are organized to
fulfill a mission of public interest. Specifically, they
are charged through delegated authority to collect,
manage and distribute retirement assets for govern-
ment employees. Despite the uniformity of their mis-
sion, organizational arrangements vary considerably
among plans. Investment and administrative functions
are at times separated and at times integrated. Board
of trustees’ composition, plans’ choice to insource or
outsource their investment functions, and their use of
intensive or extensive delegation also all vary consid-
erably across institutions. Functionalist critiques hold
that such organizational diversity is inconsistent with
the imperatives that come with managing financial assets
under risk and uncertainty. Clark [2008] argues that
this difficulty may be mitigated by expertise on the part
of plans’ decision-makers. However, even though the
model trumps organizational quirks, it remains fragile
and vulnerable to changes among board members and
key investment staff.

Although I contend that large structural reforms
according to a strict functionalist blueprint are unrealistic
and undesirable, I argue in favor of a hybrid investment
strategy that combines in- and outsourcing in a way
that is tailored to different organizational arrangements
and contexts. Given the considerable diversity in the
public pension landscape, there is a real need to approach
the field with ontological flexibility. The diversity in
shapes and sizes of state and local retirement systems
in the United States is a direct product of the devolved
authority flowing from federal to local governments.
Here the “local dominates the global,” so that particular
local political and economic contexts largely dictate state
and local plans’ organizational arrangements. This con-
trasts with private pension systems, which are subject to
federal regulations (Clark and Monk [2014]).

The state legislator typically has overall authority
over pension regulation but delegates the investment of
contributions and the administration of benefits through
a set governance structure. Once again, governance struc-
tures vary considerably between plans. Although state leg-
islators should theoretically only have a role of oversight,
they can micromanage unhelpfully in a number of ways.
One way is through the introduction of legislative bills.
These can include a wide array of provisions that have
disruptive effects on the management of pension assets
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(both investment and administration). Examples include
altering a plan’s benefits structure (see the recent example
of Illinois unsuccessfully attempting to alter its pension
promises; Supreme Court of Illinois [2015]), placing
limits on asset allocations (see Mitchell et al. [2000]; Clark
and Monk [2013a]), or introducing a targeted investment
ban (see the Florida Statutes, which prohibit investments
in institutions doing business in or with Cuba). Miller and
Funston [2014] also underline problematic involvement
in the approval of operating budgets, staff headcount, and
plans’ staff compensation policies.

GOVERNANCE AND INSOURCING

Statutes delimit the structure, responsibilities, and
composition of plans’ board of trustees. To help navi-
gate structural differences, Miller and Funston [2014]
provide a useful classification of governance structures
based on close examination of the fifty-five largest state
plans. The most widely adopted model has one fidu-
ciary board that delegates both the investment and the
administration of the assets to a single organization. The
second most represented model has a fiduciary board that
has a sole investment focus, while the administration of
benefits is devolved to a separate organization. The third
model has one fiduciary board that delegates invest-
ment functions to one entity and the administration of
benefits to another. The least common model has a sole
fiduciary (not a board of fiduciaries), typically the state
comptroller or treasurer, who delegates pension invest-
ments to her/his department investment staff through a
CIO. There is a separate benefits administration organi-
zation with its own board that reports to another entity
(not the sole fiduciary).

Boards of trustees” size and composition vary sig-
nificantly across plans (Andonov et al. [2016]). These
variations have been extensively researched in rela-
tion to pension plans’ investment and funding perfor-
mance. Ambachtsheer [2007] suggests that substantive
differences in governance are associated with differ-
ences in the range of 100 to 300 basis points (bps) in
investment returns per year. For instance, Yang and
Mitchell [2005] studied the effect of board composi-
tion on funding status. They found that the presence on
boards of active and/or retired plan participants reduces
funding ratios, thus suggesting that the representation
of members’ interest on the board may conflict with
investment imperatives. Munnell et al. [2008] found
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mixed results on the relation between funding ratios
and board composition but also found that plans with
a separate investment council had, on average, funding
ratios 4.9% higher than those without. Dobra and Lubich
[2013], who also obtained inconclusive results on board
composition, found that board size affects asset allo-
cation, with larger boards taking larger risk exposure.
Finally, looking specifically at private equity invest-
ments, Andonov et al. [2016] found that the presence
of ex officio and participant elected board members
negatively impacted plans’ investment returns in the
asset class. Their research pointed to conflicts of interest
affecting fund performance in instances where ex officio
board members received political contributions from the
financial industry.

These results stress the fundamental importance
of the presence of investment expertise on a board.
Ultimately, good governance should be founded upon
expert pension management and sheltered from political
interferences. Clark [2004] noted that generally, the
model of governance observed in pension funds as well
as the “knowledge and competence” of pension funds’
trustees are not adapted to the complexity of contempo-
rary financial markets. While it would seem desirable and
effective to have both expertise and authority flowing top-
down from the board to the investment functions, there
are a number of instances where expertise is represented
effectively at lower levels through set delegation structures.

This is the case in a fiduciary management model in
which the design of the investment strategy is delegated
to an external agent. Here authority and responsibility
over the plan’s investments are transferred to an external
provider (Clark and Urwin [2017]). In this model, board
level expertise is only incidental in its ability to select
and negotiate a competent and competitive provider.
Fiduciary management has the merit of limiting board-
led strategic and tactical misallocations that occur in
instances when boards are charged with designing the
investment strategy and yet lack the expertise to do so.
A board’s lack of investment expertise is, however, very
problematic in the hub-and-spokes model, where an
investment strategy designed by the board is then imple-
mented by a number of external contractors. Serious
mistakes in asset allocation made by boards that lack
investment expertise and/or have hidden agendas are
likely to incur significant losses in investment perfor-
mance (Brinson et al. [1986]), regardless of the execu-
tion of external contractors.
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Based on these considerations, the article argues
that insourcing can not only be a cost-efficient invest-
ment model, but also has the merit of fostering essential
skills and expertise inside the organization. Under this
model, boards of trustees, sometimes in conjunction
with an investment subcommittee, design the overall
investment strategy, which is then implemented using
internal staff capabilities. That said, in practice, there
are no entirely in-sourced public pension plans, and
this strategy is usually pursued in conjunction with the
help of external consultants, for third-party oversight
and guidance, and external managers, to fill the gaps
in internal expertise. These insourced or rather hybrid
plans nonetheless have substantial technological infra-
structure and human capital that allow them to imple-
ment a significant portion of their investment strategy
in a timely and direct fashion and monitor their entire
portfolio using internal resources. Here, expertise is
represented at different levels of authority within the
organization. Top-down investment decisions ema-
nating from the board are filtered through several layers
of internal expertise, including the CIO, asset class
heads, investment managers, analysts, traders, and risk
managers. This hierarchy insures that investment deci-
sions are assessed, negotiated, and implemented dynami-
cally inside the organization (see Urban [2018b] for a
detailed description of a large hybrid pension plan).

As discussed, good governance correlates positively
with fund performance. Good governance does not nec-
essarily depend on a specific structural design but rather
is anchored in mechanisms that allow decision-makers to
efficiently and effectively manage stakeholders’ expec-
tations. Ambachtsheer et al. [2008] note: “Instead of
providing oversight to the pension organization, Boards,
and to a lesser degree, management, can get involved in
sorting out the respective financial interests of retirees,
active workers, future workers and sometimes even
those of bond holders, shareholders or current and future
taxpayers.” To address these conflicting expectations,
Clark and Urwin [2008] proposed a set of governance
best practices. They identified three dimensions by
which the quality of practice can be gauged—mnamely,
mission, people, and process. In a nutshell, these three
dimensions prescribe the following: 1) a clearly formu-
lated and stated organizational mission supported by
adequate resources; 2) a strong investment expertise
among investment decision makers; and 3) a fundwide
investment process.
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The eftectiveness of their proposition stems from its
versatility. Rather than propose a fixed model of pension
governance that might dictate board of trustees’ size,
structure, and responsibilities, the authors address its
moving parts to insure adaptability across a large range
of structures. The six key influences on the efticiency
of insourcing proposed hereafter were identified in that
same spirit—an attempt to conciliate practical relevance
with flexibility. Although each influence is further dis-
cussed in reference to specific research, a number of
key scholarly works on institutional investors and public
pension plans underpin them.

The first two influences, cash flows and econo-
mies of scale, are largely inspired by Clark and Monk’s
latest book Institutional Investors in Global Markets [2017]
and prior journal articles (Clark and Monk [2013b, c],
[2016]). Influence three, asset allocation, is identified
as needing separate discussion in part because of its rec-
ognized importance in financial economics (Brinson
et al. [1986]), but more specifically because of the
importance it plays for insourcing in relation to human
capital requirements to manage diverse global balanced
institutional portfolios (for empirical demonstration and
discussion, see Urban [2018a, b]). Influence four, com-
pensation, is deemed important because of the funda-
mental role it plays in the competition for talent between
financial institutions (Philippon and Reshef [2012]) and
the persisting difficulties of public plans in attracting
and retaining talented investment professionals (Clark
and Urwin [2008]; Clark and Monk [2013b]). Influ-
ence five, location, is grounded in the work conducted
by Dixon and Monk [2014] on frontier finance and the
implications of location on the insourcing strategies of
institutional investors that find themselves at a distance
from financial agglomerations. Finally, influence six,
fiduciary duty and oversight, is anchored in Clark and
Urwin’s [2017] comparative discussion on fiduciary
management, hub and spokes, and insourcing.

SIX KEY INFLUENCES ON THE EFFICIENCY
OF INSOURCING

Influence 1: Cash Flows

Insourcing requires substantial investments and
organizational changes. In order for the associated costs
to be fully amortized over time, plans need to be in a
position to reasonably expect continuity of operations.
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In general, plans facing adverse cash flows would be ill
advised to invest in internal capabilities. Cash flows are
influenced in a number of ways—notably, by demo-
graphic change. A mature plan with a growing ratio of
retirees per contributors will face negative cash flows.

Legislative decisions can also affect plans’ cash
flows. The most obvious is the decision to freeze and/or
close a defined-benefit (DB) system and replace it with
a defined-contribution (DC) system. These initiatives
seldom happen overnight and usually reflect a commit-
ment on the part of legislators to different systems of
retirement (DB versus DC). Systems embedded in a polit-
ical environment that has an established record of pushing
for the institution of DC systems may be well advised to
avoid engaging in costly organizational changes. Broader
public administration decisions, such as budgetary cuts
and privatization, affecting the size of the state and local
government workforce, and as a result the number of plan
participants, will also affect future cash flows.

Cuts in sponsor contributions, widespread in times
of budgetary deficit, also need to be considered. Com-
pared to public plans in other countries, public pension
plans in the United States offer considerable room for
maneuvering to reflect the wishes of local constituencies
when it comes to funding. U.S. public plans have no
funding ratio requirement, unlike with other jurisdic-
tions, which typically set a funding floor for retirement
systems. Dutch pension plans, for instance, are required
to be funded at 105%. The Governmental Accounting
Standards Board (GASB), which defines state and local
government accounting standards, defines the actuari-
ally required contribution (ARC) as the dollar amount
of contributions plans should pay in to cover their pro-
jected liabilities.

No mechanism exists to enforce this rule, however,
so public administrations have the latitude to undercon-
tribute and defer responsibility. This flexibility allows
local governments to make trade-offs over competing
uses of public resources, be it to manage budgetary defi-
cits or peruse political strategies. Unfortunately, under-
contributions can significantly affect funding ratios and
place pension plans in precarious positions (Munnell
et al. [2015]). Exhibit 1 shows the marked increase in
ARC as a percentage of payroll and the concomitant rise
in unpaid contributions since 2001. Between 2001 and
2016, while the aggregate ARC increased from 5% to
16.5% of payroll, unpaid contributions increased from
0% to 5%, peaking at 18.7% in 2011.
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ExHIBIT 1
ARC and Unpaid Contributions (2006-2016)
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15%
10%
5%

0%

—5%
2001 2004 2007

2010 2013 2016

e Unpaid ARC, as Percent of ARC

ww ARC as Percent of Payroll ‘

Source: Authors’ calculations, based on national data from the Center for Retirement Research at Boston College (CRR) [2016].

Brown and Wilcox [2009] argue that current
accounting standards allow state and local pension plans
to disguise the sheer size of their unfunded liabilities. The
behavior is incentivized by current regulation allowing
public pension plans to use expected investment returns
as a discount rate for projected liabilities. A study by
Andonov et al. [2015] has expanded on this issue by dem-
onstrating how plans’ investment risk increases as plans
artificially improve their funding status through inflated
investment return objectives. Current lax regulatory
standards may conceivably cause a vicious circle that
particularly affects plans in precarious situation: A plan
with a lower funding ratio faces a higher ARC that is
unlikely to be met, especially when the sponsoring gov-
ernment faces significant budgetary deficits; in an effort
to mask the effect of undercontributions, plans increase
investment return objectives and change their portfolio
allocation with the hope that investment returns will
make up for unpaid ARC. This simply increases the
fund’s risk—return profile. In adverse market conditions,
funding ratios are negatively impacted twice through
skimpy contributions and investment losses; in turn, this
has the effect of incentivizing further relative cuts in
contributions, matched by further pressure to increase
market return expectations.

Overall, supportive cash flows that demonstrate a
political commitment to public sector services and DB

SOURCING IN STATE AND LOCAL PLANS

retirement systems are essential for successful insourcing.
No matter how sound the investment strategy, inad-
equate contributions will always risk inadequate funding
and cannot be realistically compensated by financial
market returns. While building internal capabilities
offers substantial benefits, it should not be pursued as a
cost management strategy to make up for a fundamen-
tally weak financial position.

Influence 2: Economies of Scale

Industry experts and scholars alike contend that the
size of assets under management (AUM) largely deter-
mine funds’ ability to perform internal management.
Clark [2004] states: “Few pension funds are large enough
in terms of their assets to provide both the routine and
the highly specialized tasks and functions at competitive
performance-related prices.” Dixon and Monk [2014]
also assert that, in their experience, US$25 billion is
the threshold under which institutional investors such
as pension plans and SWFs have not been able to inter-
nalize asset management in a meaningful way. Although
there are clear economies of scale in asset management
(see Collins [2003] for a detailed empirical discussion),
the view ought to be taken with a pinch of salt.

Based on data collected by the Maryland Public
Policy Institute on the management fees paid in 2014
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by 31 state plans ranging from US$2 billion to US$300
billion, Exhibit 2 shows that the relationship between
assets size and total fees spent by public pension plans
is not as clear as suggested. For instance, a number of
“small” institutions managed to keep external fees low.
Overall, fees ranged from 0.101% to 0.758% of AUM;
these minimum and maximum ratios were paid by a
US$42 billion and US$81 billion plan, respectively.
Average fees paid out were 0.413%. The sample’s stan-
dard deviation was 0.178%. The absence of a clear linear
relationship (R-squared = 0.0798) suggests that factors
other than total scale dictate the costs of asset manage-
ment. If anything, the relationship between asset size
and the costs of outsourcing would be expected to be
negative, with larger plans paying lower management
fees (expressed as a percentage of total AUM). Gener-
ally, I would argue that total scale does not matter as
much as the manner in which the plan operationalizes its
investment functions. The use of internal management,
passive strategies, or avoiding expensive asset classes all
offer investment solutions to keep costs down regard-
less of size. This will later be discussed in more detail in
relation to asset allocation.

The same can be said about the relationship
between scale and the proportion of assets that plans
manage in-house. Whereas all pension plans share the
same mission to fund future liabilities, their strategic

responses in terms of in- versus outsourcing have been
shown to vary according to several criteria, many of
which take precedent over economies of scale. Recent
econometric research has shown that the proportion
of assets managed internally by state pension plans is
expected to grow by only 0.1% for every 1% increase
in plan size (approximated using total membership).
On the other hand, the study revealed the importance
of other factors pertaining to asset allocation decisions
(discussed in Influence 3) and the location of plans (dis-
cussed in Influence 5). It also predicted that for every
1% increase in the assumed rate of return (ARR), an
additional 12.1% of total assets is allocated to external
contractors (Urban [2018a]).

In light of the way that DB pension plans design
their investment strategies, these findings are not partic-
ularly surprising. DB pension funds’ primary objective
is to meet their projected liabilities, which is assumed
to be achieved through a combination of the annual
employer contribution (ARC) and ARR, the targets
for both of which are established through actuarial
methods. As discussed previously, because there are no
legal requirements for plans to meet their ARC, actu-
arial targets are often tweaked in practice. As a result,
investment return objectives can be inflated to make
up for undercontribution by state sponsors (Brown and
Wilcox [2009]; Munnell et al. [2015]).

EXHIBIT 2

Total AUM (US$ billion) vs. Total Investment Management Fees as Percentage of AUM (2014)
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Once a target investment return is established,
portfolio theory can be applied to determine an
optimal strategic asset allocation that minimizes a
fund’s total risk for the given return objective. An
asset class specific target return and risk budget are then
established. These are then weighted against market
return expectations to choose between an active
or a passive strategy. If the targets exceed expected
market returns, the need for alpha (returns in excess
of a given market benchmark) will call for an active
strategy. This process is schematically represented in
Exhibit 3. Overall, rather than a fund’s total scale, it is
the scale and performance objectives of individual asset

classes that will determine the choice to either insource
or outsource.

Influence 3: Asset Allocation

Whereas total AUM may not provide the best
starting point to think about in-versus outsourcing,
asset allocation and investment strategies help address
the dilemma in a more granular way. Indeed, the man-
agement of different types of assets calls for different
needs in human and technological capital. In general,
as the complexity of investments increases, investment
management tends to become more human capital

ExXHIBIT 3
Scheme of Investment Process in DB Public Plans
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intensive and require larger technological infrastruc-
ture. Conversely, less complex investments tend to be
less human capital intensive and require smaller tech-
nological infrastructure. Here, the degree of com-
plexity is to be understood as related to the liquidity
and efficiency of assets, the degree of sophistica-
tion in the way they are traded, and the way they are
assembled into a comprehensive investment strategy.
A U.S. large-cap equity portfolio is a typical example
of a low-complexity investment strategy that assembles
long exposures to highly efficient and liquid assets.
A hedge fund, on the other hand, is a typical example
of a complex investment strategy. It may assemble long
and short trades seeking to minimize market exposure
(market neutral strategy) and may invest in inefficient
and illiquid assets (distressed or relative value strategies).

In public pension plans with limited budgetary
resources, internal management should be geared toward
liquid and efficient investments, particularly public mar-
kets in equities and investment-grade debt. Generally,
internal active strategies may be better suited to larger
plans, given the fact that these strategies require more
resources than passive ones. Interestingly, a growing
number of players have decided to abandon active
management. The most notable example is the Public
Employees’ Retirement System of Nevada, which
ascribes to a passive and outsourced model of invest-
ment management. As of 2016, 91% of the plan’s assets
of US$36 billion were invested in public markets cov-
ering U.S. and non-U.S. equities and fixed income. The
fund employs a single investment manager that oversees
a highly concentrated selection of external managers.
Since 2015, its assets have been invested entirely through
externally managed index funds distributed among six
managers. Another four managers cover the plan’s secu-
rities lending and private market commitments. Finally,
the fund uses the services of only two external consul-
tants. In 2016, it paid US$18 million in total annual
fees (Martin [2016]), which corresponds to only 5 bps
(compared to the 41 bp average external management
fees, calculated and shown in Exhibit 2). Overall, the
fund stands out as one of the best-performing plans in
the country. Replicating this low-complexity model
using internal resources could yield further cost savings.

However, a fund’s appetite for superior investment
returns will inevitably push plans toward more complex,
less scalable, and less flexible asset classes that require
scarce investment expertise. In particular, investment
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in alternative asset classes effectively requires both a
large pool of illiquid capital and internal know-how
(Boston Consulting Group [2015]). In general, invest-
ment expenses (internal and/or external) increase as
complexity increases. These expenses primarily reflect
the pay premium for human capital encompassing scarce
investment management skills and expertise, as is typical
in asset classes such as hedge funds and private equity.
Regardless of total AUM, these asset classes are unlikely
to be managed internally by pension plans because the
required skills and expertise are prohibitive, especially
for plans subject to legislative budgetary approval. The
only option is then to either outsource or avoid these
asset classes entirely. This choice, of course, needs to be
weighed with the risk—return objectives of the fund.
When considering the former solution, there are clear
advantages of having sizable commitments to complex
asset classes in negotiating fees with external providers.

A study by CEM Benchmarking covering
1998-2011 notes that public pension plans with less
than US$2 billion in AUM underperformed their larger
peers. This was in part due to small plans’ underper-
formance in U.S. small-cap equities, real estate, and
private equity, which trailed their peer group by 115,
109, and 407 bps, respectively. While the study does
not get into further details, the author notes that under-
performance is “at least in part, due to higher invest-
ment costs relative to the other fund type/size cohorts”
(Beath [2014]).

This relationship is further demonstrated in
Exhibit 4, which illustrates a stronger linear relation-
ship between plans’ allocations to alternatives and total
investment costs (R-squared = 0.375). By comparing
Exhibit 4 with observations from Exhibit 2, it may be
argued that total investment costs are more a function of
allocation to alternatives than of total AUM. For small
plans, the investments costs associated with complex
asset classes may outweigh the return benefits. While
small plans may prefer to stay away entirely, there are
reasons that may entice sizable plans to do the same
thing. With more than US$300 billion, CalPERS
decided to divest its US$4 billion hedge fund com-
mitment in 2014 over cost and complexity concerns
(Marois [2014]).

To be sure, fund size should not determine whether
plans should or should not do internal management;
instead, it should determine how to do it. Overall, and
regardless of size, plans should focus their internal
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ExXHIBIT 4

Allocation to Alternatives as Percentage of AUM and Total Investment Management Fees as Percentage of AUM (2014)
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capabilities in investments where they can add value in
a cost-effective way, within the limits imposed by the
legislature on their operational budget.

Influence 4: Compensation and Source
of Current Expenditure Financing

Canadian pension funds have gathered a lot of atten-
tion over the past 10 years. Coined as the Canadian
model and pioneered by Ontario teachers in the 1990s,
a number of Canadian plans successfully brought a
majority of their assets in-house. But their superior
investment returns are not just the result of their larger
internal capabilities. According to a recent report by the
Boston Consulting Group [2015], Canadian plans owe
their investment success to a combination of low-cost
internal management as well as to their distinctive asset
allocation. Their sizable commitment toward alterna-
tive investments, which average 32%, was rewarded by
superior returns in private equity in particular. In com-
parison, their U.S. peers allocate only 16.4% of their
assets to alternatives.

Although the Canadian model has demonstrated its
merits, it cannot likely be replicated in any meaningful
way in the United States for at least two reasons, both
rooted in the heavy legislative interference imposed on
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U.S. plans. First, the legislation of a number of states
imposes potentially restrictive allocation ceilings by asset
class. Second, U.S. public plans continue to offer some of
the least competitive compensation packages, making it
difficult for plans to attract and retain talented investment
professionals across asset classes, particularly managers of
complex classes. A global study of large pension institu-
tions (MacIntosh and Scheibelhut [2012] showed marked
cross-country compensation differences. Canadian funds
pay the highest compensation to their investment staff,
with annual salaries averaging US$536,000; followed by
Europe, US$246,000; the United States, US$148,000;
and Australia and New Zealand, US$139,000. Salary
differences of similar magnitude are observed for gov-
ernance, operations, and support functions.

These differences result, in most cases, from the
fact that expenses on internal capabilities are billed to
the legislative branch. This contrasts with external man-
agement fees, which are charged directly to plan assets.
For instance, the Oregon State Treasury, which man-
ages over US$72 billion in DB assets, recently made a
second attempt to convince the state legislature to add
US$10 million to its operating budget to recruit an extra
30 investment professionals and extend its current in-
house capabilities (P&I Online [2017]). US$10 million
is a sum large enough for a public administration to
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want to consider the demand carefully. Relative to the
plan’s asset base, however, the extra budget represents
only 1.39 bps, a small commitment in comparison to the
average 41.3 bps paid by state plans on external manage-
ment fees in 2014.

From a legislator’s point of view, satisfying public
opinion may at times take priority over plan efficiency.
Because of the differences in accounting treatments
between internal and external management costs, every
penny spent on internal resources is subject to public
scrutiny, whereas fees paid for external management ser-
vices go relatively unnoticed. Given the lack of popularity
of public pension plans, often perceived as a minority
privilege collectively sponsored by tax payers, elected
officials tend to worry over the political costs of allo-
cating public resources toward public pension systems.
As a consequence, public plans’ operating budgets tend
to be slim, effectively forcing them to turn to the market
for investment services. Over the long run, this tendency
is highly counterproductive, given the large savings that
could be achieved through in-house asset management.

The current system is also perverse, given that tax-
payers ultimately bear responsibility for public pension
liabilities. The current double standard in the treatment
of internal and external investment expenses distorts the
perception of the problem. In a nutshell, it discourages
unnecessary legislative spending, increases future costs,
and generally disguises negative consequences. In the
tuture, public plans that keep overpaying for external
management fees are more likely to have to tap into tax-
payers’ money to pay benefits. One solution would be to
give public pension plans the autonomy to manage their
operating budgets independently and charge funds’ assets
directly. Internal and external expenses would then both
affect the funds’ net performance, and the structure of
internal and external management would be optimized
according to a strict economic logic. Another solution
would be to make external management costs part of
a fund’s operating budget. Under this system, both
internal and external management costs would be sub-
ject to public scrutiny. This would require the public
and elected representatives to address the question of
whether public resources should be spent on Wall Street
fees or local public servants.

While the political dynamics underpinning invest-
ment staff compensation differentials among state and
local plans continue to pose significant challenges,
it has been argued that some public plans have been

SPRING 2018

able to adopt creative recruitment strategies to hire at
the margin of labor markets (Dixon and Monk [2014]).
Rather than try to compete directly with private sector
financial institutions, resource-constrained pension
plans and SWFs have been shown to recruit strategically.
One solution has been to observe a countercyclical
recruitment strategy, hiring private sector talents at a
discount during slack skilled labor markets. In particular,
the sustained labor market contraction that followed the
2008-2009 financial crisis has provided fertile ground
for public plans. A more long-term strategy followed
by public plans has been to offer qualitatively superior
working conditions compared to private sector firms in
order to compensate the quantitative discount in pay.

In a detailed case study and analysis of skilled labor
in public pension plans, Urban [2018b] showed the
advantages of recruitment differentiation tactics focused
around improved work-life balance and a collaborative
work environment. This stands in contrast with private
sector norms that tend to value intensity of effort and
personal concessions and nurture a silo mentality that
rewards individual, not collective, performance. Since
most pension plans are located in small to midsize met-
ropolitan areas, lower costs of living were also shown to
help justify lower base pay compared to the high wages
and high cost of living observed in and around large
financial centers. Finally, in order to keep employees
incentivized to think and act comprehensively to achieve
a total fund return objective, incentive compensation has
been kept below industry levels and structured to put a
premium on total fund return as opposed to rewarding
asset class or individual performance.

Influence 5: Location

Plan location in relation to private sector pro-
viders of financial products and services also plays a
significant role in dictating in-versus outsourcing
strategies. A study of 21 state plans over the period
from 2006-2012 indicates that plans embedded in a
vibrant local financial sector as well as those in prox-
imity of leading IFCs (New York, Boston, Chicago,
and San Francisco) are significantly more likely to out-
source their investment management (Urban [2018a]).
Plans co-located with a vibrant financial sector may
have greater difficulty attracting investment pro-
fessionals since the pay gap becomes more apparent.
Co-located plans face the difficulty of having to offer
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lower compensation packages relative to the industry,
without the benefit of either an enhanced quality of
life (e.g., congestion, pollution, commuting times) or
a lower cost of living. Close physical proximity with a
financial agglomeration also likely nurtures a relational
proximity with the industry that may discourage public
plans from trying to replicate the functions of top-tier
financial institutions.

As discussed, total AUM as an isolated concept
is a weak predictor of public plans’ insourcing strate-
gies. It may, however, play a significant role in the out-
sourcing of investment functions when considered in
relation to plans’ relative proximity to hubs of private
sector contractors. In general, scale gives room for choice.
A large co-located plan such as CalPERS (US$300+
billion), based in Sacramento only a few miles from
San Francisco, is in a strong position to negotiate fees
and cultivate close relationships with external contrac-
tors. On the other hand, a large isolated plan such as the
State Board Administration of Florida (SBA; US$150+
billion), based in Tallahassee, represents enough busi-
ness potential for external contractors to be willing to
undergo four-hour flights via Atlanta. When it comes
to outsourcing, scale transcends geographical distance.

Considering insourcing, on the other hand, the
SBA may be at a slight advantage compared to CalPERS,
given the fact that it does not have to compete with a
vibrant local financial sector. Initially, given the small
local labor pool, it may be harder to recruit experienced
talent nationally in highly competitive markets. For pro-
spective employees, the relocation process may be a dis-
incentive to join the SBA. On the other hand, isolation
may help retention given the absence of local profes-
sional alternatives. Lower local cost of living in Talla-
hassee compared to Sacramento also helps justify lower
compensation. Base salary for an investment manager
position at CalPERS is set at US$175,000, compared
to US$127,000 at the SBA. Differences become more
significant when including variable compensation,
which is substantial at CalPERS (about 40% of base
pay) and capped below market standards at the SBA. The
gap that is not explained by lower cost of living is likely
due to differences in political support and public accep-
tance of government employees’ compensation policies
in California and Florida—historically progressive and
conservative states, respectively.

Small plans have less flexibility when consid-
ering relationships with external providers, which has
agbearinggonythepimpactyofdocationmin general, small
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players are expected to be at a disadvantage because their
business potential is too small to negotiate preferential
fees. For the same reason, they are also less likely to
receive the degree of personal care external contrac-
tors would dedicate to larger plans. When plans are
isolated (located afar from contractors), the problem is
likely to increase. As the relationship grows more dis-
tant, so does the quality of oversight, which may result
in poor interest alignment. Being small and distant is
probably the weakest position to be in when considering
external management.

This challenge may be, at least in part, overcome
through the buildup of internal management capabilities.
Given the strong relationship between costs and com-
plexity, small plans choosing insourcing should try to
focus their internal, if not all, their resources on long,
passive, and low-turnover strategies. However, because
small plans tend to have lower funding ratios than
their larger peers, they are also more likely to have an
increased appetite for more complex and active strate-
gies. This is problematic, given the evidence that small
plans are generally unsuccessful at managing complex
strategies because of higher management costs (Boston
Consulting Group [2015]). These recommendations are
summarized in Exhibit 5.

Influence 6: Fiduciary Duty and Oversight

Working in the best interests of their clients, board
members ought to deploy an investment strategy that
is consistent with the fund’s net risk-adjusted invest-
ment return objectives. The main impediment to the
fulfilment of this objective is political interference that
“right-skews” investment objectives. This is likely to
happen when public plans become entangled with
larger public administration considerations and legisla-
tors transfer part of their responsibility for contributions

EXHIBIT 5
Location vs. AUM

Total AUM
Small Large
Location Relative | Connected | Outsource-mix | Choice-mix
to Financial
Agglomerations Isolated Insource Choice-mix
Source: Author.
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onto the board’s responsibility for investment returns. In
turn, this problem will lead to suboptimal deployment
of the fund’s assets, reflected in a fund’s asset allocation
and its implementation (insourcing, outsourcing), and
ultimately, it will lead to inferior investment returns.

As argued previously, the current regulatory
vacuum incentivizes a problematic chain of decisions
in public pension plans. In particular, the fact that short-
comings in ARC can be artificially offset by inflated
ARR ultimately leads plans to shoot for unrealistic
returns. Fundamentally, net risk-adjusted investment
return objectives and corresponding investment strat-
egies (asset allocation and insourcing) should not be
driven artificially by the funding needs of the plan (as
determined by actuarial projections) but chosen based
on financial market prospects and costs of implementa-
tion. This fine and complex balance requires shrewd
investment expertise. Different combinations of funding
status, legislative commitment to adequate contribution
levels, and financial market prospects will call for dif-
ferent asset allocation strategies leading to different target
returns and implementation. For the resulting strategy
to be eftective it will not only have to perform well on a
risk-adjusted gross return basis but also be cost effective.
In general, fiduciary duty and investment management
expertise should dictate pension plans’ investment strate-
gies and trump conflicting stakeholders’ agendas.

Arguably, effective cost management may pro-
vide the basic rationale for fostering internal capabilities.
Having internal skills and expertise as well as technological
infrastructure can also play a critical role in guaranteeing
a board’s ability to exercise its responsibility of oversight
in a timely way. In instances where pension plans com-
prehensively adopt fiduciary management, the problem
is, at least in theory, resolved, as investment responsibili-
ties are delegated to an external agent. Clark and Urwin
[2017] state: “Fiduciary management is understood as the
outsourcing of the framing and implementation of invest-
ment strategy when using a number of external managers
to fulfil a total fund objective, conforming to investment
mandates and redundancy between mandates.” However,
as the authors note, fiduciary management still requires
good governance to function effectively.

Regardless of the mode of investment manage-
ment—hub and spokes, fiduciary management, or
insourcing—a combination of high-level internal exper-
tise and access to timely and transparent information is
critical to support good governance and efficient invest-
ment outcomes. Across all three models, board-level
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investment expertise should be a priority and constitutes
a nonnegotiable building block of plans’ internal capa-
bilities. To guarantee proper oversight, further internal
capabilities may be required, depending on differences
in investment strategy and implementation. For the pur-
pose of this discussion, these are stylized into three key
strategies.

Under Model A, plans adopt an almost entirely
passive and low-complexity investment strategy. In this
case, because index trackers entail no proprietary infor-
mation in terms of allocation, holdings can be reconciled
and accessed in real time with basic technological means.
Under this model, transparency of information is almost
guaranteed. Given the low complexity as well as the pas-
sive nature of the strategy (index tracking and low inter-
vention), it also requires very little human capital. This
model can be adopted by co-located and distant plans
alike. It is also accessible to small, medium, and large
plans with the differing governance structures typically
observed in state and local plans, as long as fiduciaries
can attest to minimum investment management exper-
tise. This model is likely to be embraced by plans that
have superior funding ratios and can afford to aim for
investment returns that reflect global market returns on
balanced strategies.

Under Model B, plans adopt a mixed strategy
of actively and passively managed accounts. Because
active strategies entail proprietary information, invest-
ment managers can be wary of seeing their processes
and models appropriated and replicated by competitors
and clients. To protect their integrity, external active
managers may not guarantee continuous access to their
holdings. This will leave gaps in oversight when external
managers can take opportunistic bets that fall outside of
their mandate. As a result, the diversification strategy
of the plan may be temporarily compromised. Further-
more, investments across mandates delegated to different
external managers might overlap.’

Under this model, building internal capabilities
that combine asset class—specific expertise, together
with a technological infrastructure that guarantees daily
access through a single custodian account, can be a cost-
effective way to guarantee timely oversight. The model
requires acceptance and support from the legislature, as it

*Typically, a U.S. mid-cap manager may take an opportu-
nistic position in a small-cap fund to improve the return of its fund.
The client might end up with undesired overlapping investments
between its mid- and small-cap managers.
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requires more significant budgetary commitments than
Model A. Internal investment capabilities will be biased
toward long-term investments in efficient and liquid
asset classes, while expertise gaps in more-complex asset
classes will be filled by external mandates. This model is
highly scalable and should be within the reach of plans
of different sizes. Because recruitment is an important
component of the model, location in conjunction with
compensation policies are central to its effectiveness.

Under Model C, plans adopt a predominantly
active strategy. This strategy is the most capital-inten-
sive model and corresponds to the Canadian model. It
requires internal resources that are most likely beyond
the reach of U.S. public pension plans given their cur-
rent budgetary constraints, regardless of size. The issues
regarding their governance are, however, the same as the
ones encountered under Model B. The recruitment of
a small team capable of selecting capable specific asset
managers and providing effective oversight would be
advisable. As with Model B, those plans would also be
advised to invest in the minimum technological infra-
structure allowing timely and comprehensive access to
their fund’s holdings through a single custodian.

CONCLUSIONS

This article has built on the evidence suggesting
that insourcing could be an important part of the solu-
tions aimed at improving the health of state and local
pension plans. Recognizing the significant differences
that exist across a varied landscape regrouping close
to 4,000 individual public plans, it emphasizes that
insourcing needs to be strategically implemented in
reference to particular contexts and circumstances and,
ideally, be supported by a larger set of reforms.

Particularly, one would hope that the GASB would
enforce new standards for discounting liabilities in cal-
culating public plans’ funding ratios. Ideally, these stan-
dards would be the same as those currently enforced
for private sector pension plans, which require discount
rates to be calculated as a function of current interest
rates (Crossley and Jametti [2013]). This would have
the effect of clarifying the political discussion on the
future of these institutions with a fairer representation
of their true budgetary costs. It would also be desir-
able to institute new regulations that force state and
local governments to meet their required contributions.
These measures would eliminate the current practice
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of transferring sponsors’ responsibility for contributions
onto boards’ responsibility for investment returns.

Last but not least, one would hope to see sig-
nificant cohesive changes in the governance struc-
ture of state and local plans. Particularly, and as noted
by previous commentators, a board of trustees must
have adequate investment expertise (Clark and Urwin
[2008]). This is foundational in insulating the invest-
ment operations of public pension plans from polit-
ical interference. It is the author’s sincere hope that
he may witness the materialization of such a leap in
political courage. This combination of regulatory and
governance reforms would provide a healthy base to
implement fundwide investment programs that use
insourcing and outsourcing in the most efficient way,
given contextual particularities.

Caught between idealism and skepticism, realism
forces us to consider and address the current dynamics
that shape state and local pension plans. This position is
taken in this article and underlines the proposed influ-
ences on the efficiency of insourcing. Whereas a future
change of paradigm is desirable, the proposed perspec-
tives have the merit of offering instrumental flexibility
across a varied landscape of institutions without the need
for major legislative reforms. Overall, the correct appre-
ciation of the role of the six influences offers a compre-
hensive framework to strategically consider insourcing
as an investment model that can be highly cost eftective
and improve fundwide oversight. Finally, whereas this
article primarily follows and addresses recent debates
on the benefits of insourcing and outsourcing for insti-
tutional investors, it also points to an interesting third
alley to improve net returns by focusing on mini-
mizing investment costs. The “do-nothing” approach
(Martin [2016]), which focuses on low-turnover passive
strategies in public markets and is powerfully exemplitied
by the Public Employees’ Retirement System of Nevada,
should be followed closely and may provide inspiration
to fix complex problems with simple solutions.
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