
To protect the confidential and proprietary information included in this material, it may not 
be disclosed or provided to any third parties without the approval of Aon Hewitt.

Introducing Diversified Growth Funds
 

John Harrison

 
Sahul

 

Patel

London Borough of Harrow 25 June 2012



2

Introduction

Diversified growth funds (DGFs) are actively managed funds that are designed to deliver an equity type return with less volatility by 
diversifying across a range of asset classes and strategies.

As a prelude to Newton’s training on DGFs, we have carried out some modelling to consider how an allocation to DGFs affects the 
Scheme’s expected return and risk.

DGF managers seek to gain alpha through: 

–

 

top down dynamic asset allocation, and 

–

 

manager skill.

Selecting the right DGF manager is very important as there are many variations in the approach taken by managers and therefore 
differences in the level of alpha attained.
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Portfolios modelled

Currently the Scheme has an allocation of 69% equities, 
13% bonds, 13% alternatives and around 5% in cash. 

We have modelled the current portfolio and one containing 
a 10% allocation to DGFs.

We have assumed the DGF allocation is sourced from the 
5% cash balance and taking 5% from UK passive equities 
(managed by State Street).

Current 
actual

Portfolio 
with DGFs

Equities
UK (passive)
Global (active)

69%
25%
44%

64%
20%
44%

Bonds
Index-linked
Corporate

13%
3%

10%

13%
3%

10%

Alternatives
Property
Private Equity
DGF
Currency

13%
8%
5%
0%
0%

23%
8%
5%

10%
0%

Cash 5% 0%
Total 100% 100%
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Results

Based on the Scheme’s current asset allocation (at 30 
April 2012) and our latest capital market assumptions 
(at 31 March 2012), the portfolio has an 

–

 

expected return of 8.8% pa (or 6.1% pa relative to 
liabilities) and 

–

 

volatility of 16.3% (or 18.6% relative to liabilities).

The portfolio containing DGFs

–

 

increases expected return by around 0.2%pa 

–

 

offers better downside protection, and

–

 

has a greater probability of meeting your fund’s long 
term objectives 

Current 
actual

% pa

Portfolio 
with DGFs

% pa

Nominal
Expected return
Expected risk

8.8
16.3

9.0
16.2

Relative to liabilities
Expected return
Expected risk

6.1
18.6

6.3
18.6

Range of outcomes
Best 5% outcome
Worst 5% outcome

15.8
-3.7

15.9
-3.4

Probability of gilts + 1.6% 78.1 79.5
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Implementing an investment in DGFs

 

and related costs
You would be investing in a fund, not awarding a mandate
–

 

Most LGPS funds treat an investment in a pooled fund as outside the OJEU process
–

 

This would significantly reduce the time and cost of making an appointment
Indicative Costs

Aon Hewitt’s indicative fees
–

 

Fixed fee of £22,500 for providing a short list of three/four managers to consider and detailed briefing notes
–

 

Additional costs for administrating process, if required –

 

estimated as £25,000 for full OJEU
–

 

Additional costs for attending selection meeting, if required –

 

estimated at £5,000
–

 

Total indicative fee of £52,500 if within OJEU and £27,500 if outside OJEU
Transition costs 
–

 

These will depend on market conditions at the time, the nature of the assets being sold and (most importantly) the dealing spread on the 
DGFs

 

selected
Manager fees 
–

 

The annual quoted fee should be in the range of 60-80 basis points, depending on the manager chosen
–

 

In addition, most DGFs

 

use external capabilities to a greater or lesser extent –

 

the annual cost varies from 3-35bps
–

 

The annual Total Expense Ratio (TER) will be 75-100 bps for most DGFs
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Disclaimer

This document and any enclosures or attachments are prepared on the understanding that it is solely for the benefit of the 
addressee(s). Unless we provide express prior written consent, no part of this document should be reproduced, 
distributed or communicated to anyone else and, in providing this document, we do not accept or assume any 
responsibility for any other purpose or to anyone other than the

 

addressee(s) of this document.

Notwithstanding the level of skill and care used in conducting due diligence into any organisation that is the subject of a 
rating in this document, it is not always possible to detect the

 

negligence, fraud, or other misconduct of the organisation 
being assessed or any weaknesses in that organisation's systems and controls or operations.

This document and any due diligence conducted is based upon information available to us at the date of this document 
and takes no account of subsequent developments. In preparing this document we may have relied upon data supplied to 
us by third parties (including those that are the subject of due

 

diligence) and therefore no warranty or guarantee of 
accuracy or completeness is provided. We cannot be held accountable for any error, omission or misrepresentation of 
any data provided to us by third parties (including those that are the subject of due diligence). This document is not 
intended by us to form a basis of any decision by any third party to do or omit to do anything.

Any opinions or assumptions in this document have been derived by us through a blend of economic theory, historical 
analysis and/or other sources. Any opinion or assumption may contain elements of subjective judgement and are not 
intended to imply, nor should be interpreted as conveying, any form of guarantee or assurance by us of any future 
performance. Views are derived from our research process and it should be noted in particular that we can not research 
legal, regulatory, administrative or accounting procedures and accordingly make no warranty and accept no responsibility 
for consequences arising from relying on this document in this regard.

Calculations may be derived from our proprietary models in use at that time. Models may be based on historical analysis 
of data and other methodologies and we may have incorporated their subjective judgement to complement such data as 
is available. It should be noted that models may change over time and they should not be relied upon to capture future 
uncertainty or events.
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