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3 Background 

3.1 In 2019 the ACC Board Investment Committee (BIC) initiated a wide ranging view of 
governance processes for the funds that comprise Reserve Assets.  The objective was to 
ensure that all structures were fully fit for purpose and future proof.  It was noted that the 
current structure had grown haphazardly, having changed relatively little as fund size and staff 
numbers had expanded (Reserves have increased from $11 billion a decade ago to $45 billion 
currently).  The review was undertaken by PWC. 

3.2 One of the recommendations was that there should be a single head of the investment 
function, reporting to the CEO (currently there are four area heads, all reporting to the CFO).  
This recommendation has been accepted by BIC.  The new position will be titled Chief 
Investment Officer (CIO).  This is a fairly standard structure for large investment organisations. 

3.3 Nicholas Bagnall, ACC’s current Investment Manager, has headed ACC’s equity and strategy 
teams for most of the past 20 years.  During this time the performance of ACC’s funds has 
been remarkable.  Since 1992 Reserves have returned a compound 10.1%, as against a 
benchmark return of 8.8%.  Moreover, the excess performance has been remarkably 
consistent (FY19 was the first time in 20 years that performance has been below benchmark).  
In general, most investment funds underperform their benchmarks over time (investors 
collectively receive index returns but suffer drag from expenses and taxes).  ACC’s sustained 
excess performance is very rare (almost unique) among large funds.  Our calculations suggest 
that this outperformance has cumulatively benefitted levy payers by around $2.3 billion since 
1998.1   

3.4 This backdrop means that Mr Bagnall would have been a natural contender for the CIO role.  
However, he has indicated that he does not want it.  Nor is he interested in any of the other 
senior roles within the new structure.  After 26 years at ACC, he would like to try new pastures. 

3.5 This is a loss for ACC.  Proven talent within securities markets is rare and valuable.  However, 
Mr Bagnall has indicated that he would like to continue managing his current portfolio for ACC.   

3.6 This seems mutually advantageous.  For the past eight years Mr Bagnall has, alongside his 
wider duties, managed a global listed equity portfolio for ACC.  This is currently $1.55 billion in 
size, comprising about 3 percent of total reserves or about 20% of ACC’s total listed global 
equity.  Performance of this portfolio has been solid.  It has added an average of 0.35% p.a. 
since inception.  Performance has been weaker over the past three years, mainly because the 
portfolio has a pronounced tilt towards “value” stocks.  Value has done badly since 2016.  This 
in itself does not concern us. Returns to factors such as value cycle around, and many or most 
of our external managers have permanent style biases.  We both adjust for this when 
assessing performance, and control exposures at total portfolio level to ensure that we have a 
mix of manager types and no unintended aggregate style exposures.  Rolling three-year value 
add from ACC’s total global equity portfolio has remained continually positive.  

3.7 The proposal is to transfer the current portfolio, with largely unchanged objectives and portfolio 
guidelines, from being an internal portfolio to being externally managed by Te Ahumairangi.  
The balance of this paper describes the proposed terms, the transition path, and the steps 
taken to ensure that ACC’s standards of probity and investment selection have been fully met. 

                                                
1 This figure also includes outperformance by the fixed income and private market teams.  On the other hand, it 
does not include the gains from adjusting benchmark weights over time, which are likely to have been positive, 
but which are hard to quantify. 
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5 The Proposed Mandate 

5.1 The high level objectives for the mandate were to make the terms and conditions fully 
commercial and on an arm’s length basis, while adapting them where necessary to fit 
circumstances.   

5.2 ACC’s (and most investment organisations) usual approach is to begin with a standard legal 
contract and append the specifics of the mandate.  That is the case here.  The standard 
contract imposes many seemingly mundane, but in practice vital, standard requirements on 
client and manager.  For example, it establishes requirements on the manager in terms of 
reporting, related-party transactions, voting shares, indemnifying the client from losses due to 
improper actions, and confidentiality, to give a few examples. 

5.3 Distinctive features of this mandate (insofar as they vary from a “standard” mandate) include: 
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6 Proposed Fees 
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3) ACC’s lawyers, Russell McVeigh, who have prepared the legal documentation and 

reviewed all changes, have attested that they are now fit to sign (Appendix 3) 

4) ACC staff with reporting lines to Mr Bagnall have been excluded from the 
recommendation process.  This is a key reason for needing the independent due 
diligence audit; usually this would be done by ACC’s middle office. 

5) A number of contractual clauses that would not appear in standard contracts, and that 
that favour ACC, have been included 

7.2 I am confident that the appointment process would withstand audit should it ever come to that. 

8 Conclusions 

8.1 The underlying motivation for this appointment is NOT to reward the past performance Mr 
Bagnall has generated, commendable though this is.  The dominant reason is about the future.  
This is a good prospective deal for ACC.  The mandate will provide our portfolio with access to 
a top flight manager, at around half the fees we are currently paying our existing comparable 
managers.   

8.2 This is not a high-risk appointment.  Over and above the contractual terms, two key risk 
mitigants should be kept in mind: 

a) All ACC funds will remain held by ACC’s custodian (JP Morgan).  In a standard custodial 
arrangement “hiring a manager” in effect means authorising them to instruct the 
custodian to accept trades the manager makes.  Likewise, terminating a manager simply 
means having the custodian cease taking manager instructions.  The custodian also 
provides all base data for reporting and performance calculations.  By appointing Te 
Ahumairangi we expose ourselves to their investment performance risk, not custodial 
risk.  We have previously been happy to take this with the same individual for the same 
portfolio.  It is hard to see why this should change. 

b) We have a Plan B.  If Te Ahumairangi were to fail, for any reason, it would be 
straightforward to redeploy the portfolio.  The default option would simply be to (perhaps 
temporarily) redistribute the portfolio between ACC’s seven other existing equity 
managers (see below).  This might result in a less than ideal initial risk allocation, and 
might strike capacity limits with some of them, but these issues should be second-order 
and correctable. 

8.3 Communication of this decision warrants attention.  Mr Bagnall has high standing in the market 
and his departure is bound to draw both market and media attention.  Our communications 
team are managing this (a draft press release is in Appendix 2). 

8.4 Taking all the above into account, I have no hesitation in recommending this appointment to 
the Board.   

 

Scott Pickering  

Chief Executive 
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List of Appendices 

 

1) Probity Report from Russell Investments 

2) Legal signoff from Russell McVeigh attesting that the Transitional Services Agreement (TSA) 
and Investment Management Agreement (IMA) are ready to be executed. 

3) Draft ACC press release announcing Mr Bagnall’s departure from ACC and awarding of a 
cornerstone mandate to Te Ahumairangi Investments. 

4) Covering Letter to Mr Bagnall to accompany draft contracts 

5) Copy of the Transitional Services Agreement 

6) Copy of the Investment Management Agreement 
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There are aspects of the Term Sheet which are not consistent with the desire for a true arm’s- 

length arrangement (i.e., appointment of a director to the board of the Fund Manager). Our 

response does not pick out these inconsistencies as we understand it is likely an issue 

already being discussed by ACC.   

2. The terms detailed in the Term Sheet are attractive and the fee arrangement, in particular, is 

competitive. (This is often the case for investors who seed a manager, which may simply be 

reflecting the fact that the investor is taking on some risk).  

3. While we understand ACC undertakes operational due diligence prior to funding its managers 

(and on an ongoing basis), it is necessary to emphasise its particular importance in this 

instance given that ACC will be funding a small, start-up manager. We encourage 

collaboration between ACC’s operational due diligence team and the Fund Manager to ensure 

that back office support and processes are in place and that there is a programme of 

continuous improvement. Further, we recommend a robust governance structure be created 

so that if material issues are discovered, these are reported and subsequently addressed by 

both the Fund Manager and ACC.  

The section titles below reflect those used in the Term Sheet. 

Fees 

Base fee is   

When contrasted with other global equities mandates this base fee appears to be reasonable and 

competitive. The key will be ensuring that the Fund Manager has a sustainable business and we 

will address this matter later. 

Performance fee

 of the risk-adjusted outperformance above the benchmark. 

Given the competitive base fee, a performance fee of  is not unreasonable. Indeed, this is lower 

than fees we typically see for similar mandates. Further, the Fund Manager’s proposal that fixed 

management fees be subtracted from raw performance before calculating outperformance is 

commonly used in performance-fee methodologies. 

While the base and performance fees are reasonable, the mechanics of the performance fee 

component are also important as these can lead to behaviours or outcomes that are not in the 

interests of either party. These behaviours are, for the most part, best managed by monitoring 
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through an historical lens (i.e., monitoring performance, trading activity, stock concentrations, 

tracking error and active share etc.) 

Performance fee cap 

The Term Sheet specifies a performance fee cap of  per annum, and we assume that there is 

no carry forward of accrued fees over the cap (as this is not specified). Our experience indicates 

that this cap is on the low side. As such, the cap is valuable to ACC as it removes the top of the 

fee distribution (thereby lowering the expected fees paid to the Fund Manager).  

We have undertaken some modelling of the performance fee based on the Term Sheet in order to 

estimate the value of this cap. We have made assumptions as to outperformance and tracking 

error and undertaken 10,000 simulations in order to calculate expected fees with and without the 

cap. 

In summary, the structure of the performance fee as outlined in the Term Sheet is reasonable 

and the methodology proposed does not generate any red flags that would, in our view, 

require a change to the model.   
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Will the Fund Manager have a sustainable business?   

It is useful to consider whether the Fund Manager’s business will be sustainable under different 

scenarios. Considering whether these fees will cover the cost base will provide an indication into 

the sustainability of the arrangement. An arrangement that is too challenging for the Fund Manager 

will simply lead to uncertainly and potential instability.   

Our analysis based on a range of scenarios shows that the sustainability of the Fund Manager’s 

business is, naturally, dependent on the level of outperformance and/or the AUM provided by 

ACC.  

 

It would therefore be useful to 

get some insight into the costs the Fund Manager expects to incur to provide comfort that the 

business will be profitable under a range of scenarios. This might include confirmation of the Fund 

Manager’s estimated break-even AUM. The key point is that reducing ACC’s commitment in terms 

of AUM might lead to a deterioration of the business sustainability of the Fund Manager and as a 

result the investment outcomes for ACC.  

Term 

Contract 

The use of an industry-standard investment management contract is appropriate. 

The Fund Manager 

Personal guarantee: Rather than requiring a personal guarantee, we would suggest the focus be 

on ensuring adequate insurance coverage is in place. In particular, ACC should ensure sufficient 

insurance coverage for errors and omission (E&O) is in place.  

  

Funds from other clients: The Term Sheet allows for the Fund Manager to seek funds from other 

clients after the first year. A question proposed by ACC is whether there needs to be any limits on 

the size of FUM from future clients. In terms of AUM, we do not see capacity as an issue for global 

equities mandates such as that being proposed. It would, however, we useful to ask the Fund 

Manager to give an indication of a capacity limit and hold the Fund Manager to this.  

However, a more important issue is likely to be the client servicing constraints that come with 

operating a fund management firm. The greater the number of clients, the greater the time needed 

to service clients (and the less time will be available to manage the portfolio). This is particularly 

important if the Fund Manager were to enter the retail market. Nevertheless, it will likely be several 

years before this could become an issue for ACC and the investment team should be able to 

monitor this from time to time. 
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Trade allocation policy: The term requiring the consent of ACC when seeking business from other 

clients is reasonable.

 

Transitional 

A key consideration is that the transition to the new Fund Manager be seamless. We now make 

some observations and provide questions that ACC might want to consider prior to any portfolio 

transition (some of which ACC may already be addressing as part of its operational due diligence 

process).  

ACC should request that the Fund Manager confirm the transition arrangements as part of the 

initial discussions. In assessing the response, ACC should ensure that the following, matters (a 

non-exhaustive list) have been considered. 

 System infrastructure in place (servers, ability to access custodian systems) 

 Confirmation that the Fund Manager has the ability to instruct on the portfolio (i.e., corporate 

action notices). 

 Formal notification to the custodian advising of the appointment of the new investment 

manager. 

 Confirmation of who will execute and who will confirm trades with the broker (ACC should 

ensure there is a segregation of duties between the Fund Manager’s front and back office 

teams). 

 Confirmation of a business continuity plan and cybersecurity systems. 

 Back-up plans should be in place for managing the portfolio should the Fund Manager not 

be in a position to manage the portfolio (e.g., ACC could have in place a process for the 

portfolio to be managed to a passive benchmark at short notice). 

 There should be a period prior to any transition (of at least two weeks) during which the 

Fund Manager tests its ability to manage the portfolio in the same capacity as is the case at 

ACC.  

ACC should also consider the following: 

 During the transition, what support is ACC providing the Fund Manager?    

 Post transition (the week after), ACC should have a process in place to review the Fund 

Manager’s operational set-up. 

 It may be worth confirming the date when the performance fee begins, particularly if there is 

an expectation that trading will be required as part of the transition.    

Other 

The Fund Manager has offered a defined amount of consulting services to ACC. While such a term 

provides ACC with what appears to be a cost-free option, such an agreement should be 
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considered separately in the form of an arm’s length relationship. The focus of ACC should be on 

ensuring that the Fund Manager is best positioned to add value on the assets it manages for ACC. 

Conclusion 

Paul, our response does not consider the investment case for this arrangement, nor have we 

reviewed the investment or operational capabilities of the Fund Manager. We have limited our 

comments to the Term Sheet proposed by the Fund Manager and how it compares with terms that 

are typically offered by large, global equities managers.  

 

 

 

 

In general, the fee arrangements are competitive and are lower than we typically see in arm’s-

length arrangements with large, global equities managers. A key focus will be ensuring that the 

Fund Manager’s business is sustainable. 

We have also raised a series of matters which ACC should explore as early as possible to ensure 

the transition of the portfolio to this new arrangement is seamless.  

Finally, we emphasise the relatively greater importance operational due diligence will play in this 

arrangement given ACC is funding a small, start-up manager. We encourage collaboration 

between ACC’s operational due diligence team and the Fund Manager to create a programme of 

continuous improvement.    

Yours sincerely 

Julian Darby 

Senior Consultant 

I:\DATA\ACC\REPORT\2019\2019-003 Review of Term Sheet.docx 
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[To be printed on ACC letterhead] 

[date] 2019 

Nicholas Bagnall 

[address line 1] 

[address line 2] 

[address line 3] 

Dear Nicholas 

Establishment of your new funds management business 

1. Further to our previous discussions, we wanted to emphasise the value we place on the time

you have spent as chief investment officer with us, and the significant contribution you have

made, over more than 20 years.  We hope that the experience you have gained over that

time stands you in good stead with your new venture.

2. We also wanted to acknowledge, and take you up on, your offer to continue managing our

global equities portfolio as you transition to being an independent fund manager, as well as

continuing to assist us on a transitional basis with the futures trades, historical Official

Information Act requests and other matters as may be required from time to time over the

next few years.

3.

.

4. We expect this support, when combined with your standing as a highly regarded global

equities manager, to result in a high demand for your services.  As such, we are pleased to

enter into the transitional services agreement enclosed, and later the investment

management agreement attached to that transitional services agreement, so that you will

continue to manage our global equities portfolio, and we will be able to continue to receive

the best pricing offered to any of your clients.

5. We see entering into these agreements as a mutually beneficial way to continue our long-

standing relationship and reflect the philosophy and governance of the global equities

portfolio which you have been instrumental in establishing.  Accordingly, if you could please

Appendix 4

s 9(2)(ba)(i)

 



 

sign the transitional services agreement and return it to us, that would be appreciated.  We 

will then return a counter-signed copy to you. 

 

7. We look forward to continuing to work with you into the future.  

 

Yours faithfully 

Accident Compensation Corporation  

 

 

Dame Paula Rebstock 

Chairperson 

 




