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Public pensions face greater public scrutiny 
and difficult financial markets which pro-
vide compelling reasons for pension boards 
to review and assess investment compliance 
issues, long-term pension sustainability, and 
the performance, practices, and costs 
associated with the pension’s outside 
managers and consultants. 
 
One of the consequences of the financial 
crisis and downturn that began in 2008 is 
that many public pension systems have 
taken affirmative steps to review the costs of 
their investments and question whether 
investments with hedge funds and private 
equity funds are appropriate in light of the 
relevant costs, risks and upside potential. 
For example, in September 2014, the 
California Public Employees’ Retirement 
System (“CalPERS”), the nation’s largest 
public pension, ended its investments in 
hedge funds due to the cost, complexity, and 
risk associated with hedge fund invest-
ments.1  
 
Many pensions have followed CalPERS’ 
lead.2 According to a study by the Pew 
Charitable Trusts, as of 2012, public pen-
sions had approximately $3 trillion in assets 
available to pay more than $4 trillion in 
expected benefit payouts – leaving an 
underfunded gap of more than $1 trillion.3 In 

an effort to boost returns, pensions have 
shifted away from fixed-income returns such 
as government and high-quality corporate 
bonds, and significantly increased their 
reliance on stocks and alternative invest-
ments such as private equity, hedge funds, 
real estate and commodities.  
 
During the past decade, this significant 
change in investment strategy and allocation 
has affected the costs, fees, complexity, and 
costs associated with pension investments. 
In addition, pension boards and pension 
beneficiaries have struggled to understand 
the structure and economic returns of 
alternative investments which are more 
complex and less transparent than stocks and 
bonds. 
 
During this same time period the scope and 
detail of financial disclosures required by 
the Government Accounting Standards 
Board, and other regulatory agencies, related 
to pension investments and their “fair value” 
has increased significantly.4  
 
CalPERS has taken a leading role in identi-
fying and publicizing “best practices” for 
pensions with respect to investment compli-
ance issues, long-term sustainability, and 
relationships with outside managers and 
consultants.5 Pension fiduciaries need to 
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understand the benefits and risks of alterna-
tive investments, and should assess the 
efficacy and true cost of outside managers 
and advisors. Moreover, pension boards 
need to monitor the pension’s overall 
investment strategy, and be responsive to 
beneficiaries who are increasingly question-
ing the costs associated with pension in-
vestments. 
 
Pensions that do not voluntarily perform 
internal reviews can be subject to outside 
investigations by governmental authorities, 
or private investigations, sometimes funded 
through “crowd funding”.6 New York City’s 
public pension recently conducted an 
extensive internal review.7  
 
Public pensions can shield themselves from 
disruptive outside investigations by proac-
tively retaining their own forensic and legal 
professionals to investigate and review 
investments, investment advisor perfor-
mance and costs, governance issues, and 
investment policy scope and implementa-
tion. These periodic check-ups demonstrate 
to pension constituents and regulators that 
pension management is attentive and 
vigilant in protecting pension assets and 
monitoring long-term pension sustainability. 
 
Below is a checklist of some of the critical 
issues that should be addressed in an internal 
check-up. 
 
• Review of relationships with investment 
 advisors and fiduciaries, with a focus on 
 their independence, and their perfor-
 mance. 
• Compliance with overall investment 

guidelines. 
• Review of investments in all categories 
 to consider compliance with pension 
 investment guidelines. For example, 
 what is the appropriate percentage of 
 real estate investments? 

• Review the pension’s strategic asset 
 allocation and long-term sustainability. 

• Engage an independent auditor to 
ensure that the pension is using appro-
priate values for plan assets and liabili-
ties. 

• Engage independent professionals to 
analyze fee arrangement and incentive 
compensation agreements with outside 
managers, advisors, and consultants. 

• Analyze the true costs of alternative 
investments (hedge funds, private equi-
ty funds, and real estate investments), 
and seek to better understand and dis-
close outside management fees, includ-
ing incentive compensation. 

• Review management and placement 
agent fees, and incentive compensation 
arrangements with respect to alternative 
investments. For example, placement 
agent fees often are paid by the partner-
ships which own the private equity or 
real estate investment entity. The pen-
sion is often a limited partner in the 
partnerships, but should not be paying a 
portion of the placement fee. 

•  Review governance practices and                 
conflicts of interest policies. 

• Gifts to board or staff members from 
outside managers and consultants 
should be carefully scrutinized and lim-
ited. Expenses for lavish diners and en-
tertainment associated with annual, ad-
visory board, and other meetings should 
be reconsidered.  The pension should 
strive for transparency and accountabil-
ity with respect to these issues. 

• Rules should be established regarding 
post-board employment for board 
members and staff by outside advisors 
and managers.8 

• Increase sensitivity to diversity issues 
and environmental issues in connection 
with choosing investments, and advi-
sors.9 
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*  *  *  *  * * * 

 
Diamond McCarthy LLP is a national litigation boutique law firm with vast experience in 

forensic investigations, including public pension investigations. 
 

For more information about Diamond McCarthy’s capabilities, please contact:  
 
• Allan B. Diamond (713) 333-5104; adiamond@diamondmccarthy.com  
• Adam L. Rosen (212) 430-5418; arosen@diamondmccarthy.com  
• Andrea Levin Kim (713) 333-5107; akim@diamondmccarthy.com  
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Transmission or receipt of this information does not create an attorney-client relationship with DM. Parties seeking legal advice 
should consult with legal counsel familiar with their particular circumstances. The contents of these materials may constitute 
attorney advertising under the regulations of various jurisdictions. 
                                                
1 http://www.bloomberg.com/news/articles/2014-09-15/calpers-to-exit-hedge-funds-citing-expenses-complexity. 
2 For example, public pensions in Los Angeles, New Mexico, and Louisiana have eliminated or reduced their hedge fund 

investments. http://www.pionline.com/article/20140818/PRINT/308189978/hedge-fund-investing-strong-in-2014. 
3 National Bureau of Economic Research http://www.nber.org/digest/nov08/w14343.html. 
4 Since 2012, the Government Accounting Standards Board has issued three new standards directly affecting the financial 

reporting obligations of public pensions in this area, including GASB Statement Nos. 67, 68, and 72. 
5 For example, CalPERS has published its core beliefs at https://www.calpers.ca.gov/docs/forms-publications/calpers-beliefs.pdf. 
6 For example, Rhode Island’s pension was the subject of a “crowd-funded” investigation. 

https://www.kickstarter.com/projects/1525282896/rhode-island-state-pension-forensic-investigation. 
7 http://www.nytimes.com/2016/01/27/nyregion/new-york-citys-pension-system-in-danger-of-operational-failure-report-

says.html?smprod=nytcore-iphone&smid=nytcore-iphone-share. 
8  For example, see: https://www.calpers.ca.gov/docs/ethics-fact-sheet.pdf. 
9 CalPERS Investment Belief No. 4 addresses fair labor practices, health and safety, and diversity issues. 

https://www.calpers.ca.gov/docs/forms-publications/calpers-beliefs.pdf. 


