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= The Fund’s results over the last 5 years have been excellent, reflecting the
organisation’s effectiveness in carrying out its mandate.

= The Guardians has been operating at global best practice in its activities.

» |t has achieved this state principally through the devotion and inspiration of its
leaders who have ensured that constant attention to improvement has been the
defining cultural characteristic of the organisation.
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The review in summary

The review in narrative The review in figures
= An independent review represents strong = 5 recommendations
governance in its own right, by supporting = 13 suggestions

accountability and constructive feedback = AAA govemance model — exceptional rating

= “Best practice” is where the organisation shared by at most 3 or 4 peer funds globally
compares very well to peers in strong performance = AA culture model — excellent rating
and enablers of good practice = AA investment model — excellent rating

= Best practice assessment involves judgment, not
least because it is not a static concept and is
formed by piecing together component parts

Governance People and
Model Culture Model

Component parts
[

Investment
Model
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The governance model is exceptionally strong

= Management quality and Board quality and their interaction, and operational independence, are fundamental to
governance quality and are the cornerstone to organisational effectiveness

= The Board and Management operate at global best-practice levels, by reference to the key principles: board and
team composition; role; process; and culture, as summarised in the figure below.
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The culture is excellent but has room to grow further

= Effective culture combines cultural strength; cultural Recommendations

alignment with strategy; leadership action using = There is room to develop culture further

culture; and associate ownership of culture. All of
these are present at the Guardians:

= People culture — how the workforce is treated
and how it behaves

= Purpose-driven culture — connecting their work
to benefit to current and future generations of
New Zealanders

= Positive leadership — sets the tone at the top
and carries consistent application of good values
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= We suggest that Management and the Board

could evolve the cultural effectiveness of the
organisation through:

doing further work to pinpoint the Guardians’
culture and communicate it

work to mitigate the effects of sub-cultures
and organisational size on effective culture
work on diversity and inclusion and servant
leadership

staying innovative with fresh ideas
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The people model has issues with compensation

= |nterms of talent; Recommendations

= we are impressed with the quality of the

Management team = We recommend that the Guardians should review
its compensation structure and implementation, to
assist with its EVP

= the capabilities of the Management team,
given the current size and complexity of the
portfolio, is in line with best practice

= but the NZ location of the Fund does
represent a structural impediment in terms of
hiring specialised skills

= which the organisation is off-setting through
its engagement with outside firms.

= Interms of EVP (employee value proposition):

= The organisation does well in the intrinsic
motivations like personal development

= Butit does less well with compensation:

o Lower variable compensation relative to
peers

o Changes to the Crown Entities Act create
difficulties for setting CEO remuneration
and create constraining follow-on effects
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The Guardians’ investment model is very impressive

= The Guardians has developed an exceptionally well-
thought-out approach to investing — it makes good use
of both their natural and developed advantages

= The approach has strong intellectual rigour and sound
thinking, coupled with pragmatism and a very good
understanding of what drives financial markets

= Many aspects of the investment model represent best
practice — including the approach to risk budgeting, the
integrated portfolio construction approach, the
management of liquidity risk and the ability to react
dynamically to opportunities.

= The Guardians’ approach to investing in New Zealand
sensibly combines the Ministerial directive to actively
seek and consider NZ investments; whilst also
complying with the terms of their investment mandate.

= The approach to ESG integration and stewardship is
also impressive. However Responsible Investing is a
developing area with positive momentum and so there is
a need for the Guardians to continue to evolve and
innovate to maintain their position as a leader.
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The ex-post returns are also very impressive

= The Fund’s realised returns, both in absolute
terms and the value added, are very
impressive.

= A significant contributor to the Fund’s absolute
returns has been the high risk profile adopted,
and the strong returns delivered by equities
and other risky assets over the past 5 years.

= However, the value added has also been
significant: +2.6% p.a. over the past 5 years,
with an information ratio well in excess of 1 —
this represents an excellent return for the
amount of active risk taken.

= Contributions to the value added have come
from a number of different sources, but
strategic tilting has been the dominant source.

= We suggest that Management consider
whether the returns achieved from strategic
tilting are consistent with their beliefs on the
reliability of mean reversion “working” for the
different assets used in programme.
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It will be challenging to achieve the Fund’s mandate
over the next decade, under our assumption that
market conditions will be less supportive than
experienced over the past 5 years.

The Fund’s large exposure to equity risk means that it
is exposed if equity returns disappoint over a
prolonged period.

Peers are increasingly competing for the same
opportunities, making attractive new investments
harder to find.

Responsible Investing (RI) is set to become an
increasingly mainstream part of the landscape.

But the investment model has certain challenges

Recommendations

= \We recommend the Guardians should:

= Make greater use of a risk factor framework, as
an additional lens through which to view the
portfolio and to help identify diversification
opportunities

= Make greater use of reverse stress-testing or
“pre-mortems”

= Allocate more resources to focus on Rl issues
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Further suggestions

Governance and people models

= The Board could benefit from greater use of
external advice, particularly on issues that are
highly complex or contentious.

= Management could give greater attention to
identifying and reducing bias in decision-making.

= Management could introduce more holistic
dashboard reporting of all Fund risks

= Greater consideration could be given to scenarios
as part of the Long Term Target State review

Investment model

The Board could:

= Consider the most appropriate process for determining
the reference portfolio

= Confirm that it remains comfortable with the size of the
strategic tilting programme, in the context of the Fund’s
overall active risk budget

= Assign greater time to strategic dialogue on Rl issues
and the oversight of RI actions

Management could:

= Review the long-term cash rate assumptions as part of
the next reference portfolio review.

= Review the case for having a 100% currency hedge in
the reference portfolio

= Consider whether the current level of process rigour is
consistent with maintaining creativity
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Final thoughts

= This review concludes with “so far so good” on the

Guardians’ journey since 2003, and more “If the world outside is changing faster than the
particularly the great progress made in the last 5 world inside your organisation, the end is nigh” |
years Jack Welch, CEO General Electric

= But the Guardians and the Treasury should think
deeply about the accelerating change in the industry
and the “Red Queen race”, where increasing speed “Culture isn't just one aspect of the game,
is needed to survive and thrive it is the game.” | Lou Gerstner, CEO IBM

*= The Guardians should be particularly keen to
manage stakeholder expectations and in particular
secure its positive relationship with Treasury and the
Crown

= The Guardians should be giving increasing attention
to its culture
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Confidentiality and Disclaimer

Willis Towers Watson has prepared this document for the Treasury under the terms of our engagement with you,
which principally is to carry out an independent review of the Guardians of New Zealand Superannuation (the
Guardians) and the New Zealand Superannuation Fund (the Fund).

In preparing this document we have relied upon data supplied to us by third parties. While reasonable care has
been taken to gauge the reliability of this data, this document carries no guarantee of accuracy or completeness
and Willis Towers Watson cannot be held responsible or liable for any loss or damage resulting directly or
indirectly from any reliance on inaccurate or incomplete data supplied by third parties.

Our opinions and assessment of the Guardians are not |ntended to imply, nor should be interpreted as conveylng,
any form;;%guarantee or assurance by Willis T

“the future performance of the Guardians or the F
from our research process: It should be noted in partlcular that we
administrative, taxation and accounting procedures and accordingly make no warranty and accept no
responsibility for consequences arising from these areas.

This document is provided to the Treasury solely for its use, for the purpose indicated. This document is based on
data/information available to Willis Towers Watson at the date of the document and takes no account of
subsequent developments. It may not be modified or provided by the Treasury to any other party without Willis
Towers Watson'’s prior written permission. This document may not be disclosed, whether in whole or in part, by
the Treasury to any other party without Willis Towers Watson'’s prior written permission except as may be
required by law. In the absence of our express written agreement to the contrary, Willis Towers Watson accepts
no responsibility or liability for any loss or damage arising directly or indirectly from any third party relying on this
document or the opinions we have expressed. This document is not intended by Willis Towers Watson to form a
basis of any decision by a third party to do or omit to do anything.

Towers Watson Australia Pty Ltd
ABN 45 002 415 349 AFSL 229921
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