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This edition of Measuring Up summarizes our current research

paper Risk Management Revisited: Bui]ding Stakeholder Value.

Our 2002 risk paper offered several conclusions:
* Effective risk management facilitates intelligent

use of resources.

* Robust risk management techniques can model
“downside” risks with greater precision than

conventional approaches.

* Risk management “best practices” will help an
institutional investor to fulfill its fiduciary

obli gations.

Yanni Partners has gleaned insights about risk
management since 2002. We have enhanced our
asset allocation models to remedy limitations of

conventional approaches:

* Statistical techniques that account for markets’ tendencies
to sustain large losses with greater frequencies than

conventional models predict.

* Statistical techniques that account for the tendencies of
risky markets to decline simultaneously during periods

(yr market stress.

The ability to incorporate an institution’s cash flows in
the projections of portfolio values. This feature will
capture the complex dynamics between the

timing of cash flows and markets’ fluctuations.

* Results that respond to the client’s needs. We
developed models for pension plans, endowments,

foundations and healthcare institutions.

Enterprise Risk Management

Our current paper advances an emerging concept in
finance, Enterprise Risk Management (ERM).

ERM links portfolio management to the holistic
management of the enterprise. ERM ties investment

management to the organization’s core mission.

One industry source, the Committee of Sponsoring
Organizations of the Treadway Commission

(COSO), has defined ERM:!

* Internal Environment — Management
articulates the organization’s values, tone and

“appetite” for risk.

Objectives Setting — Management defines

objectives that support the mission.

Event Identification —When the entity
identifies internal and external events, it must

distinguish between threats and opportunities.

Risk Assessment — The entity must assess the
likelihood of each key risk and its probability of

occurrence.

Risk Response — Management needs to decide
whether to avoid, accept, reduce or share each

potential major risk.

* Control Activities — Management implements

policies and procedures to manage the risks.




objectives. This step determines the asset

allocation. One study showed that asset allocation
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Pension Plan Funded Ratio as of December 2012 has accounted for roughly 90% of a fund’s risk

and return.?
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future portfolio values. For example, a pension fund

receives contributions from the sponsor, and it

disburses benefits to retirees.
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must establish a mechanism to buy and sell

. Monitoring —The entity monitors the full

dimensions of Enterprise Risk Management.

Application of ERM to
Investment Management

ERM provides a robust application for investment
management. An organization integrates investment
management functions into the ERM paradigm

through the following actions:

* Governance Procedures — Investment success
hinges on good governance. An oversight body
(often a board committee), comprised of
committed and knowledgeable people, facilitates
effective governance. Education will strengthen

governance .

* Objectives — Management specifies the

portfolio’s objectives and benchmarks.

* Investment Strategy — Management

formulates an investment strategy to achieve the

individual securities. A professional investment

advisor (manager) typically serves this role.

* Monitoring — Management must install
procedures to monitor the portfolio. When
results deviate from objectives, management must

determine remedial actions.

The following sections explain applications of ERM
for pension plans, healthcare organizations and

endowments.

The plan sponsor manages assets to fund the
liability. The sponsor focuses on the plan’s funded
ratio (assets/liabilities) as the key objective.
Variability in this ratio constitutes the sponsor’s key
risk. Inadequate funding might jeopardize the
sponsor’s viability and imperil the benefit security

of plan participants.




A plan sponsor can test how changes in contributions,

investment strategy and benefit levels mlght affect Keystone Hospital: One-Year Effects of Current

the funded ratio. A rigorous risk management Investment Strategy on Excess Margin Ratio

technique will test the effects of these “policy ) ) )
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A pension plan constitutes a separate entity from

the sponsor. Nonetheless, the plan affects the
economic characteristics and risks of the sponsor. . i
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ability to raise benefits and increase contributions. a healthcare organization to integrate management

of investments with its overall financial position.
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An integrated healthcare financial planning model
will show how the capital markets affect an
institution’s financial position, including
profitability, liquidity and leverage. The capital
markets impact several components of an institution’s
financial structure: short-term reserves, funded
depreciation pools, restricted assets, outstanding

debt and the defined benefit pension plan.

The model can help the institution to determine
financial policy:

* Investment strategy for on-balance sheet assets.
* Debt structure.

¢ Compliance with debt covenants.

* Capital expenditures.

This approach can compute financial ratios for

liquidity, profitability and capital structure.

Figure Two illustrates how an investment strategy

might affect profitability in probabilistic terms.

Endowments

An endowed institution, such as a college, spends a
portion of the endowment each year for operations.
The institution bears a fiduciary obligation to
preserve the purchasing power of each donor’s gift.
The institution must therefore balance investment

and spending strategies.

The institution can employ an analytical framework
that tests how different investment and spending
strategies are likely to affect future endowment
values, spending, and the endowment’s prospects for
growth in purchasing power. Such a framework can
help the institution to select investment and
spending strategies that reconcile budget demands
and the needs for growth. Figure Three illustrates how
different policy variables might affect net
endowment growth in probabilistic terms. This
analysis will quantify the probabilities of achieving

growth in purchasing power.

Conclusion

An organization’s ability to enhance financial
resources will advance its mission. The pursuit of
capital growth requires intelligent design and the
execution of risk management. Modern risk
management practices have promoted a
comprehensive integration of assets and liabilities.
This holistic approach to managing risks will add
value for an organization’s stakeholders.

Yanni Partners will continue to pursue robust and

effective risk management solutions for its clients.

Previous issues of Measuring Up are available under Research at www.yannipartners.com
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of consulting services vital to the
management of various portfolios.
Our ultimate goal is to offer a basis
for improved investment

monitoring and performance.

Yanni Partners is registered as an
investment advisor with the

Securities Exchange Commission.

© 2008 Yanni Partners.

All rights reserved. Any copying,
redistribution, or retransmission of
any of the contents of this
newsletter without the written
consent of Yanni Partners is
expressly prohibited.

This Newsletter is a publication of
Yanni Partners. Nothing in this
publication is intended to
constitute securities or investment
advice, nor is it an opinion
regarding the appropriateness of
any investment. The contents are
intended for general, education,
and information purposes only and
should not be acted upon without
obtaining specific legal, tax, and
investment advice from a licensed
professional concerning your own
situation and any specific
investment questions you may have.




