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Abstract: “Prudent Person Rule” Standard
for the Investment of Pension Fund Assets

In recent years, there has been remarkable growth in privately managed pen-
sion assets in many OECD and non-OECD countries. The manner in which these
assets are invested and the way in which that investment is regulated and super-
vised are crucial to the success of privately funded pension programmes. The
regulation and supervision of pension assets has two main goals: First, to assure
the safety and security of those assets and second, to create an environment in
which asset management can obtain the best returns at an acceptable level of risk.
How best to achieve these goals has been the subject of intense debate in both
OECD and non-OECD countries in recent years, especially those that have estab-
lished or are in the process of establishing funded pension programmes and, in
particular, those in which assets are managed by private sector institutions.

One key aspect of the policy debate has been whether pension asset man-
agement should be regulated by quantitative criteria – that is, by the establish-
ment of express quantitative limits on the types of assets in which pension funds
may be invested – or by the so-called prudent person rule, which is a behav-
iourally-oriented standard. The debate is a significant one, because its outcome
determines who – the state or the pension fund’s governing body – will be respon-
sible for establishing the initial asset allocation parameters for pension invest-
ment activity.

Notwithstanding this active debate about whether a quantitative limitations-
based or prudent person-oriented approach to regulation (or a combination of the
two) is the more appropriate, there is insufficient understanding of the precise
parameters of the prudent person rule. Because of the behavioural orientation of
the rule, it is not as readily understood as quantitative limitations. This paper con-
tributes to the policy debate in two ways. First, we discuss the characteristics of
the prudent person rule, focusing on its development and its specific application
under UK and US law. Second, we review the methodological issues that arise
when seeking to compare outcomes under the prudent person rule to those under
quantitative limitations.
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We find that the prudent person rule as applied within the United Kingdom
and the United States is a complex, substantive rule of law that is composed of
several basic duties and principles. These include a duty to act prudently and
with due diligence with respect to the management of a pension fund and its
assets; a duty of loyalty to the pension fund and its members; and a principle of
diversification, which requires that a pension fund’s investment portfolio be suit-
ably diversified and that unwarranted risk be avoided. The rule can differ in its
precise contours, and therefore governments (legislature, regulators and supervi-
sors, and the judiciary) play a substantial role in shaping the rule’s application to
various aspects of pension asset management. Indeed, over time, the rule has
shown itself to be adaptable to new investment management theories, practices,
and products. Nonetheless, available studies suggest that the prudent person rule
has a constraining effect on pension asset management and has created a culture of
cautious behaviour among pension fund trustees, fiduciaries and other relevant
parties.
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“Prudent Person Rule” Standard
for the Investment of Pension Fund Assets*

In recent years, there has been remarkable growth in privately managed pen-
sion assets in many OECD and non-OECD countries. In some countries – such as
Australia, Ireland, the United Kingdom, and United States – privately-funded pen-
sion programmes have been in place for sometime, although undergoing seem-
ingly constant change in regulatory detail. In these countries, a number of
incremental changes, including the introduction of sometimes substantial, new
types of privately-funded retirement savings opportunities, have contributed to
the growth trend. In other countries – for example, Hungary, Poland and Mexico –
the growth of privately managed pension assets has been caused by the implemen-
tation of broader, wholesale reforms intended to reduce reliance on unfunded,
government-sponsored social security and pension programmes. In light of the
demographic and fiscal pressures facing many countries, we likely can anticipate
continuation of governmental efforts to encourage the accumulation of privately
managed pension assets.

The manner in which these assets are invested and the way in which that
investment is regulated and supervised are crucial to the success of these pri-
vately funded pension programmes. The regulation and supervision of pension
assets has two main goals: First, to assure the safety and security of those assets
and second, to create an environment in which asset management can obtain the
best returns at an acceptable level of risk. How best to achieve these goals has
been the subject of intense debate in both OECD and non-OECD countries in
recent years, especially those that have established or are in the process of estab-
lishing funded pension programmes and, in particular, those in which assets are
managed by private sector institutions.

* This article was prepared by Russell Galer, administrator in the Financial Affairs Division
of the Directorate of Financial, Fiscal and Corporate Affairs. The article benefited from
comments and inputs from the members of the Working Party on Private Pensions but
the author remains responsible for its content.
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One key aspect of the policy debate has been whether pension asset man-
agement should be regulated by quantitative criteria – that is, by the establish-
ment of express quantitative limits on the types of assets in which pension funds
may be invested – or by the so-called prudent person rule, which is a behaviourally-
oriented standard. Although the debate frequently is expressed in terms of these
polarised positions, in reality, the regulatory and supervisory environment in
many countries is less clear. One can generally observe with some degree of accu-
racy that OECD countries with an Anglo-American legal tradition have tended to
adopt a prudent person rule as their core regulatory mechanism, and other coun-
tries have tended to opt for a quantitative limits approach. These characterisa-
tions, however, are merely generalisations. Many countries with a prudent person
rule in place also have elected to use quantitative limitations – if only to a limited
extent. This is true in both the United Kingdom and the United States, which are
both frequently characterised as wholly adopting a prudent person rule method of
regulation. Furthermore, Canada is an example of a country that has more substan-
tial quantitative limitations in addition to its prudent person rule, although those
limitations have been modified in recent years. Similarly, there are countries that
are less associated with Anglo-American law that have adopted a prudent person
approach to regulation, such as the Netherlands, Japan and Italy. Finally, some
countries in which quantitative limits serve as the core method of regulation also
use the prudent person rule – or some similar form of behaviourally-oriented
guidance – in addition to the quantitative limitations. Evidence of such a mixed
approach can be found in certain OECD countries.1 Brazil is one example of a non-
OECD country that has been moving in recent years from a stringent quantitative
limitations approach to regulation towards a greater reliance on a prudent per-
son rule.

Despite the mixed approach to regulation taken by many countries, discus-
sion of this issue has sometimes taken on an almost ideological tone. The debate
has been most notably engaged in European Union discussions regarding the
development of its directive on “institutions for occupational retirement provi-
sion”(IORPs).2 The debate is a significant one, because its outcome determines
who – the state or the pension fund’s governing body – will be responsible for
establishing the initial asset allocation parameters for pension investment activity.
Indeed, this is a particularly important aspect of the management of any portfolio
of investments, and, in fact, there is widespread consensus among most econo-
mists that have reviewed the issue that the asset allocation decision – rather than
specific stock selection – is the critical element in determining long-run invest-
ment performance.

Notwithstanding this active debate about whether a quantitative limitations-
based or prudent person-oriented approach to regulation (or a combination of the
two) is the more appropriate, there is insufficient understanding of the precise
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parameters of the prudent person rule. Because of the behavioural orientation of
the rule, it is not as readily understood as quantitative limitations. This paper
hopes to contribute to the policy debate in two ways. First, we will discuss the
characteristics of the prudent person rule, focusing on its development and its
specific application under UK and US law. Second, we will review the methodolog-
ical issues that arise when seeking to compare outcomes under the prudent per-
son rule to those under quantitative limitations. Specifically, the discussion:

• Sets forth a definition of the “prudent-person rule”.

• Provides historical background on the rule’s development.

• Discusses the rule as applied to pensions in the United Kingdom, the
United States and other select countries.

• Reviews research regarding the impact of the prudent person rule on
investment manager behaviour.

• Identifies factors associated with successful implementation of the rule.

• Raises methodological considerations that arise in comparing the effects of
the prudent person rule to those of quantitative regulation.

I. Definition and key characteristics of the prudent person rule under
UK and US law

Statement of the rule. The prudent person rule can generally be stated in
terms of the following broad principle:

A fiduciary must discharge his or her duties with the care, skill, prudence and diligence that
a prudent person acting in a like capacity would use in the conduct of an enterprise of like
character and aims.

The prudent person rule may apply to all of the duties and obligations that a
fiduciary or trustee may have with regard to a trust, pension plan or fund.3 This
paper specifically addresses the rule’s application to the investment management
of pension assets.

Origin in the law of trusts. The prudent person rule has its roots in trust law.
The “trust” is a concept of Anglo-Saxon law in which an identified group of assets is
constituted and managed by trustees for the benefit of another party (the benefi-
ciary). The members of a pension plan or fund are beneficiaries of the trust, which
holds the assets of the pension plan or fund. The “prudent person rule” is the
standard in accordance with which the persons managing the trust – the trustees
or fiduciaries – must operate. 

Separation of assets. The “trust” legally separates the assets of the pension
plan or fund from other monies.4 This segregation of the pension assets protects
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them from being “confused” with those of the trustees, sponsoring employers or
financial institutions involved with their custody and management. In this way, it
becomes more apparent to the trustees and to other parties involved in asset man-
agement, that the pension assets are distinct and different from their own and from
other assets that they may be responsible for managing. Perhaps just as significantly,
legal separation of assets protects them from the creditors of the sponsoring employ-
ers, trustees and financial institutions involved with the pension plan or fund.

There is nothing inherently sacred, however, about the trust form. A prudent
person rule could be established and applied under different legal forms in coun-
tries without a law of trusts. Thus, contract law, for instance, may be used as the
basis for establishing and enforcing a prudent person rule for pension fund offi-
cials and investment managers.5 Indeed, the broader concept of fiduciary obligation
can be found outside the area of trusts, arising in a diverse range of relationships,
such as agent-principal, director-corporation, guardian-ward, lawyer-client, partner-
fellow partner, in addition to trustee-trust beneficiary relationships.

Legal obligations and liability. Generally, rules establishing fiduciary obliga-
tions seek to minimise potential divergences of interest in relationships where
one party is particularly vulnerable to another. These issues of “agency conflict” are
often addressed by reducing or prohibiting potential conflicts of interest or in
some other way aligning the interests of the parties.6 The precise scope of a
fiduciary’s obligation necessarily varies with the context of the relationship.
Thus, for instance, trustees are under more stringent restrictions in their deal-
ings with trust property than are corporate directors in their personal transac-
tions with the corporation. In all cases, however, a key element of the rule – in
addition, of course, to the substantive standard of behaviour it sets forth – is
the extent to which one is exposed to legal liability in the event the rule is vio-
lated. Legal liability and its effective enforcement through appropriate adminis-
trative and judicial measures are critical to the rule’s successful implementation.

Common law basis of rule. The precise parameters of the early form of the pru-
dent person rule were developed in common law via judicial decisions made on a
case-by-case basis. In its modern form, the rule is often expressed in terms of
explicit statutory and regulatory language that either conforms to the common law
or alters it to better accommodate the practices of contemporary pension funds
and modern investment theory and practice. For example, the prudent person
rule as applied to pensions in both the United Kingdom and the United States is
based on common law, but adapted to the pension environment, primarily in the
UK Pensions Act 1995 and the US Employee Retirement Income Security Act
of 1974 (“ERISA”). In these instances, however, the judiciary continues to play an
important role in defining, interpreting and applying the rule. The UK and US
rules are discussed in more detail below at Section III.
© OECD 2002



“Prudent Person Rule” Standard for the Investment of Pension Fund Assets

47
Although the details of the prudent person rule will vary in expression from
country to country, in broad outline it is quite similarly stated in the Anglo-Saxon
countries employing it. This is generally a result of its common roots in British
common law.

Due diligence and process. The prudent person rule is behaviourally-oriented
rather than outcome-focused. Thus, the prudent person rule focuses on how dili-
gently a trustee or fiduciary performs his or her obligations with respect to the
pension plan, including how investment decisions are made. That is to say, fidu-
ciaries are judged not by a retrospective assessment of whether their investment
decisions were successful, but by whether they followed a reasonable process in
reaching their decisions. As one US court succinctly stated, “The focus of the
inquiry is how the fiduciary acted in his selection of the investment, and not
whether his investments succeeded or failed”.7 As one commentator has more
fully explained:

“Prudence is to be found principally in the process by which investment strate-
gies are developed, adopted, implemented, and monitored in light of the pur-
poses for which funds are held, invested, and deployed. Prudence is
demonstrated by the process through which risk is managed, rather than by the
definition of specific risks that are imprudent. Under a modern paradigm, no
investment is imprudent per se. The products and techniques of investment
are essentially neutral. It is the way in which they are used, and how decisions
as to their use are made, that should be examined to determine whether the
prudence standard has been met. Even the most aggressive and unconven-
tional investment should meet that standard if arrived at through a sound pro-
cess, while the most conservative and traditional one may not measure up if a
sound process is lacking.”8

Care, skill, delegation. The duty to act prudently imposes a standard of behav-
iour on trustees and other fiduciaries under which they must exercise such care
and skill as persons of ordinary prudence would exercise in dealing with their own
property. It thus requires that trustees and fiduciaries have the necessary level of
“familiarity” with the trust, plan, or fund to appropriately carry out their responsi-
bilities. Similarly, fiduciaries must have or acquire the care and skill sufficient to
the tasks for which they are responsible.9 Bluntly stated, “a pure heart and an
empty head are not enough”.10

To obtain a sufficient level of skills satisfying the prudent person standard,
fiduciaries frequently will obtain advice from relevant experts and delegate various
activities to those with the requisite skill. When employing an expert, fiduciaries
are responsible for assuring that the expert actually has the skills for which he or
she is being retained and, therefore, are obligated to adequately investigate the
expert’s qualifications. Second, fiduciaries also must ensure that retained experts
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acquire sufficient familiarity with the specific nature and needs of the pension
plan, fund or trust by providing them with complete, accurate and sufficient infor-
mation so that they can appropriately formulate requested advice or carry out
delegated tasks. Third, fiduciaries must ensure that the interests of those hired
are sufficiently aligned with those of the pension fund by assessing whether the
hired parties have any conflicts of interest that could provide inappropriate incen-
tives to act contrary to the interests of the pension fund.11

The duty to monitor. Even when delegating responsibilities, fiduciaries remain
responsible for monitoring and reviewing the activities delegated to assure that
they have been appropriately and prudently carried out. This would include the
monitoring and reviewing of investment managers based upon an established
investment policy and review procedure.

The duty of loyalty. The rule of prudence does not stand alone. It is typically
accompanied by additional rules, that some might argue are implicit in the stan-
dard of prudence itself. These include the duty of loyalty and the principle of
diversification. The duty of loyalty requires trustees to administer the trust, pen-
sion plan or fund solely in the interest of the plan members, often expressed in
terms of their “best”, “sole”, or “exclusive” interest. In the case of occupational
plans, particularly defined benefit plans, because the employer is responsible for
funding the plan, the duty may be somewhat modified. For instance, the law in the
United Kingdom requires that pension fund trustees take employer interests into
account and consult with the employer when formulating an investment policy for
the pension fund. In the United States, the accommodation has been made on a
case-by-case basis by the courts, which have recognised that pension fund fidu-
ciaries usually are employed by the employer sponsoring the plan and thus “wear
two hats”.

Prohibitions on self-dealing in the management of trust assets and on engag-
ing in other conflict-of-interest transactions adverse to the interests of plan mem-
bers are, in a sense, mere corollaries of the duty of loyalty. They are also an
alternative way to express the affirmative obligations of the prudent person rule in
terms of the negative, i.e., in terms of prohibitive barriers. They, thus, similarly
reflect the intent to assure that the interests of the trustees and fiduciaries are
aligned with those of plan members. These prohibitions are often separately and
explicitly stated in statutes or regulations, but also may be said to be included
implicitly in the duty of loyalty.12

The principle of diversification. Another principle associated with the pru-
dent person rule is the principle of diversification. This principle requires that
the investment portfolio of a pension fund be suitably diversified. It requires
both diversification among appropriate asset classes and within each asset
classification in order to avoid the unwarranted concentration of investment
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and the associated accumulation of risk in the portfolio. The principle of diver-
sification is often stated as an explicit rule, but generally without specific
quantitative limitations.13 Indeed, quantitative limitations regulation, arguably,
is nothing but the principle of diversification stated in an explicit, numerical
form, rather than in the form of general principle.

As applied to the investment management of plan assets, the duties of pru-
dence, loyalty and diversification are of extreme importance. Without them, there
would be solely a broad grant of authority to a fiduciary or trustee to manage pen-
sion assets or other trust property with little restraint, guidelines or guideposts. If
the principles explained above are understood, and are enforceable and
enforced, they have a remarkable ability to corral investment activity into a frame-
work of reasonable behaviour. Indeed, as discussed further below, the rules have
significantly curtailed adventurous asset management.

II. Historical background

Historically, the prudent person rule has placed significantly more explicit
constraints on trustees and fiduciaries of trusts than the contemporary version of
the rule. These antecedents are worth noting, because they are imbedded in the
culture of the rule and, thus, continue to colour the interpretation and implemen-
tation of the rule today. For example, UK courts continue to look to the common
law of trusts in addition to the statutory and regulatory rules specific to pensions.14

Similarly, in the United States, courts adjudicating pension matters will often refer
to the “federal common law” of trusts when interpreting the federal pension laws.

The old English rule, which was designed to protect beneficiaries from specula-
tive investments, provided that the sole obligation of a trustee was the conservation
of principal and, therefore, that the only safe (and thus only prudent) investment
was in government-backed securities. In the seminal 1830 case Harvard College v.
Amory, a US state court set forth a broad prudent person standard that departed
from this narrow rule, which had also been adopted by the US courts, and permitted
the investment of trust assets in the stock of private enterprises. The judge, observ-
ing that even government bonds carried risk, set forth a standard for trustees that is
remarkably similar to the contemporary prudent person rule:

“All that can be required of a trustee to invest, is, that he shall conduct himself
faithfully and exercise a sound discretion. He is to observe how men of prudence,
discretion and intelligence manage their own affairs, not in regard to speculation,
but in regard to the permanent disposition of their funds, considering the proba-
ble income, as well as the probable safety of the capital to be invested.”

The rule, like the modern day rule, embraced both a conduct or process-oriented
approach and a duty of loyalty, rejected as inappropriate specific limitations on
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specific types of investment, and recognised that return on capital (“income”) is a
legitimate factor in addition to the preservation or safety of the capital. It also set
forth a rudimentary concept of risk consistent with the contemporary understand-
ing that all investment decisions come with risk, and therefore, that even a pru-
dently made investment could turn out badly.15 

The Amory decision, however, also emphasised the avoidance of “specula-
tion”, and the need to give due consideration to expected “income” and the
“safety” of the principal. Focusing on these elements of the Amory decision, US
courts quickly retreated wholesale from the spirit of the Amory opinion. They
moved away from its process-oriented approach, and returned to a more tradi-
tional approach in defining prudent investment management behaviour for trust-
ees. This was reflected in several ways. First, specific types of investments were
declared to be “speculative” per se and, thus, in violation of the prudent person
rule. Second, the post-Amory courts focused on a trustee’s duty to preserve capi-
tal, even at the cost of failing to protect trust assets from the ravages of inflation.
Third, the courts continued to review trust investments on an investment-by-
investment basis, without regard to the trust’s overall portfolio. This post-Amory
judicial interpretation of prudence was also reflected in legislation.16

As a result of the post-Amory retrenchment, the prudent person rule as applied
in the United States was, in fact, quite restrictive until the passage of the ERISA leg-
islation in 1974 – legislation applicable only to pension plans sponsored by private
(non-governmental) employers. Since 1974, however, most United States public
pension plans, that is those sponsored by state and local governments for their
employees, also have adopted an ERISA-like prudent person standard.17 The
restrictive common law standard that applies to non-pension trusts prevailed in the
United States well into the 1980s.18 Under this traditional approach, trustees were
thus discouraged from contemplating the use of newer investment strategies and
products and from reviewing an investment opportunity in the context of an overall
portfolio of investments. Indeed, there is a large body of commentary that reflects
frustration with the rigidity of the common law version of the US prudent person
rule. Many commentators have been quite critical of the inability of the US common
law rule to accommodate newer investment products, methods and theories (the
concepts of modern portfolio theory, hedging, securities lending practices, etc.).19

A similarly restrictive approach remained in effect for pension trusts in the
United Kingdom well into the 20th century. In the United Kingdom, the pension laws
limited the nature of investment under both 1925 and 1961 legislation. The 1925 leg-
islation, for instance, limited investment to certain government or government-
sponsored securities and to stocks of local authorities and certain railways and
utilities. The 1961 legislation was somewhat more flexible; 1995 legislation essen-
tially eliminated such per se limitations.
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III. The prudent person rule in practice

In this section we provide some detail about the UK and US rules as applied
to pensions, a brief overview of some additional countries that apply a prudent
person rule or approach, and some general remarks regarding the rule’s adaptabil-
ity and flexibility.

UK application of the prudent person rule. In the United Kingdom, the duties
and powers of pension trustees derive from three sources: 1) the trust document
and rules of the pension scheme; 2) the general law applicable to trustees, which
is a mixture of legislation – such as the Trustees Act of 1925 – and case law; and
3) the law specific to trustees of occupational pension schemes, found largely in
the Pensions Security Act 1993 and Pensions Act 1995.

Generally, in carrying out their powers and obligations, pension trustees in
the United Kingdom are bound to exercise reasonable care and to show the pru-
dence and diligence that an ordinary man of business would in the exercise of his
own affairs. In the words of a 19th century court, the duty is to “take such care as an
ordinary prudent man would take if he were minded to make an investment for
the benefit of other people for whom he felt morally bound”.20 In accordance with
common law principles, pension trustees also have a general duty to invest the
pension scheme’s assets and not allow them to sit idle, unless immediately
required for the payment of benefits or other purposes. 

In addition to these common law obligations, the powers and duties of pen-
sion trustees with respect to asset management are further codified at Sections
33-36 of the Pensions Act 1995,21 as follows:

1. Trustees and any person to whom the function has been delegated, have a
duty of care to exercise skill in the performance of the investment function,
exercising any special skills they may possess.

2. When choosing investments, the trustees must have regard for a) the need
to diversify investments insofar as appropriate for the pension scheme;
b) the suitability of the type of investment for the pension scheme and
c) the suitability of the particular investment; the trustees also must
d) obtain proper advice on their investments, and e) act in accordance with
their statement of investment principles. 

3. Trustees must prepare and maintain a written statement of investment
principles that a) identify the kinds of investments to be held; b) identify
the balance between different kinds of investment; c) address the nature
and extent of risk anticipated in the investment portfolio; d) identify the
expected return on investments; and e) set forth a policy for assuring com-
pliance with the investment principles set forth in the statute.
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4. Subject to these rules, the trustees’ powers to invest are broad, and
include the power “to make an investment of any kind as if they were abso-
lutely entitled to the assets of the scheme”.

5. Trustees may delegate investment functions to a fund manager legally
authorised to undertake investment business in UK; the trustees, however,
must assure the fund manager has appropriate knowledge and experience,
and monitor the fund manager’s performance.

The UK law also restricts employer-related investments (“self-investment”) –
using an explicit, quantitative limit to do so. Specifically, these investments are
restricted to 5% of the pension scheme’s assets. Loans to the employer are totally
prohibited.

The UK law generally takes a “whole portfolio approach”. Specifically, trustees
and their investment managers are judged by the standards of portfolio manage-
ment theory current at the relevant time, and the level of risk in the portfolio as a
whole will be looked at, rather than on a per investment basis.22

US application of the prudent person rule. As previously noted, the US rule is
set forth in the Employee Retirement Income Security Act of 1974 (ERISA). ERISA
Section 404 sets forth the general standards of fiduciary conduct, requiring that
plan trustees and other fiduciaries to the pension plan discharge their duties in
the following manner:

1. “Solely in the interest of plan participants and beneficiaries.”

2. “For the exclusive purpose of providing benefits” and “defraying reason-
able expenses of administering the plan”.

3. “With the care, skill, prudence and diligence under the circumstances then
prevailing that a prudent man acting in a like capacity and familiar with
such matters would use in the conduct of an enterprise of a like character
with like aims.”

4. “By diversifying investments… so as to minimize the risk of large losses,
unless under the circumstances it is clearly prudent not to do so.”

5. In accordance with plan documents. 

Unlike UK law, the US pension statute does not expressly require pension
plan fiduciaries to establish an “investment policy”. The US Department of Labor,
however, has strongly encouraged their preparation and use.23

To the extent a plan fiduciary delegates investment responsibility to an
investment manager, that manager is subject to the prudent person rule as
expressed in Section 404.24
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Although the ERISA prudent person rule essentially codifies the common law,
US courts have in fact interpreted this codification of the law to be a more exacting
standard. One often-quoted judicial opinion stated that the duties of an ERISA
trustee are “the highest known to the law”.25

Similar to the UK law, the US law also supplements the general standard by
explicitly addressing the issue of self-investment. It places significant quantitative
limits (generally 10% of plan assets) on a pension plan’s acquisition and holding of
employer securities and real property. It also expressly prohibits numerous specified
transactions between a plan, plan fiduciaries and affiliated “parties in interest”.26

ERISA takes a “whole portfolio approach” to plan asset management. The US
Department of Labor specifically clarified that the statutory standard should be
interpreted to mean that the “prudence of a particular investment decision should
not be judged without regard to the role that the proposed investment or invest-
ment course of action plays within the overall portfolio”.28

In interpreting the statute, both the US Department of Labor and the courts
have stressed the importance of “process”. The Department’s regulatory pro-
nouncements indicate that fiduciaries should give “appropriate consideration” to
all relevant factors in assessing an investment; employ proper methods to investi-
gate, evaluate, and structure investments; act in a manner in accordance with others
who have a capacity and familiarity with such matters; and exercise independent
judgement when making investment decisions.29 The regulator has steadfastly
refused to develop any list of investments or investment techniques that might be
considered per se permissible or impermissible.30

Additional countries that employ the prudent person rule.31 Most countries
employing a version of the prudent person rule similar to that used in the United
Kingdom and the United States have an Anglo-Saxon common law legal tradition.
These would include among others Australia, Canada, and Ireland. Certain non-Anglo-
Saxon countries also use a prudent person approach, including principles such as
diversification and dispersion in their regulatory framework. These would include,
for example, Italy, Japan and the Netherlands, among others. In some cases, the
prudent person rule is accompanied by certain quantitative restrictions. However,
some of those restrictions – such as those that require diversification or limit self-
investment – are, in effect, an articulation of aspects of the prudent person rule.

As already noted, both the United Kingdom and the United States require
that pension assets be invested on a diversified basis. In each case, however, this
diversification requirement is stated as a general principle, rather than in terms of
specific quantitative rules. Similarly, the Netherlands also includes a general
diversification requirement in its laws. By contrast, Canada imposes certain quan-
titative limitations related to diversification, for example, by limiting real estate
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investment to 5% of a pension fund’s portfolio and limiting fund investment in for-
eign assets to 30%. Italy permits only up to 15% of a pension fund to be invested in
one investment. 

Countries that employ a prudent person rule also frequently employ explicit
quantitative restrictions on self-investment. Examples include Australia (5%), Canada
(10%), Netherlands (generally 5%) and, as already noted, the United Kingdom
(5%); and the United States (generally 10%).32 Ireland requires disclosure when the
5% threshold is crossed. The EU Directive applies a 5% limit to investment in the
“sponsoring undertaking” and a 10% limit to investment in entities within the
“same group” as the sponsoring undertaking. Non-Anglo-Saxon countries with a
prudent person approach also sometimes include similar explicitly quantitative
restrictions on self-investment.

Of course, the more explicit and numerous the restrictions placed upon the
composition of a pension fund’s portfolio, the less distinguishable the prudent
person rule becomes from the quantitative limitation approach employed by
many other countries. Indeed, countries employing a combination of the two
approaches present a significant challenge in comparing investment outcomes
under the two methods of investment regulation. (See discussion below at Part VI
of this paper.)

Prudent person rule can vary in application. It is important to observe, based on
the discussion above, that in practice the prudent person rule is interpreted, cali-
brated and applied in a variety of ways. This can be demonstrated first by comparing
the rule as historically applied to its contemporary form; second, by comparing the
details of the contemporary rule in the United Kingdom with those in the United
States; and third, by comparing the rule as applied to pensions with the rule as
applied in non-pension trust contexts.

Historically, as identified above, the prudent person rule focused on the
preservation of capital and an extreme aversion to risk-taking; the rule included
per se prohibitions on investing in a number of asset categories; and courts apply-
ing the rule reviewed investment decisions on an investment-by-investment
basis. By contrast, contemporary interpretations of the rule strike a wholly differ-
ent balance between capital preservation and risk-taking, and emphasise the
investment management process over the actual investments made. Today’s
courts, reviewing the prudence of any particular investment, do so in the context
of a fiduciary’s management of the entire trust portfolio.

Similarly, the details of the rule vary from jurisdiction to jurisdiction. For
instance, the United States incorporates a “prudent expert” standard in its pen-
sion laws, whereas the United Kingdom uses an “ordinary man of business” stan-
dard. Likewise, some countries will more explicitly state various aspects of the
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rule than others will. For example, the United Kingdom explicitly requires fiduciaries
to develop a statement of investment policy to guide investment decision mak-
ing. In the United States, however, there is no explicit rule on this point.

Even within a country, the precise parameters of the rule may vary with the
context. As noted above, this is true of the nature of fiduciary obligations gener-
ally. For example, the fiduciary obligations of a corporate director to a corporation
and its shareholders are different from the fiduciary obligations of a trustee to a
trust and its beneficiaries. This is also true within the trust context itself. The pre-
cise rules applied to pension trusts – in both the United Kingdom and the United
States – differ from those applied to non-pension trusts. Both the United Kingdom
and the United States have developed prudent person rules specific to pensions
or added rules that complement the basic rule. Within the United States, the com-
mon law rule as applied to bank trusts and other institutions has not developed in
lock step with the pension rule. (Indeed, these differences are reflected in invest-
ment practices and investment outcomes. See below at Section IV.)

More generally, in designing a prudent person rule applicable to pension
asset management, some jurisdictions rely more on a “purer” form of the rule,
albeit often supplemented with rules providing additional specificity to the gen-
eral standard (e.g., the United Kingdom, the United States); other jurisdictions
appear to use a combined approach that also relies, in part, on quantitative
restrictions (e.g., Canada, certain US public (state and local government) plans, EU
directive.)

Adaptability of the prudent person rule. Notwithstanding the differences, in its con-
temporary application in the United Kingdom and the United States, the prudent per-
son rule has shown itself to be broadly applicable, flexible and resilient. This may be
because the contemporary prudent person rule is set out as a set of principles
intended to lead to prudential decision-making, rather than to dictate outcome. The
adaptable nature of the rule in application is both its principal strength and weakness.

Adaptability is needed to accommodate the wide variety of objectives and
circumstances that trustees and other fiduciaries may face. It is also important in
light of the rapid pace of change in today’s financial marketplace. For example, our
concept of risk and risk management techniques have changed dramatically over
time and will continue to do so. Today’s trustees and fiduciaries must assess a
constant stream of new developments in the financial markets, new investment
products and advances in practice and theory employed by asset managers. The
prudent person rule has provided fiduciaries the flexibility they need to make
investment management decisions in this ever-changing environment.

This very virtue of the prudent person rule, however, is perhaps its greatest
weakness. The rule’s appropriate application is not as readily assessed as a clear
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quantitative limitation. While this is true of any rule of law that takes the form of a
broad principle, it nonetheless presents challenges for pension trustees and fidu-
ciaries, as well as for regulators and supervisors. Simply put, it may not be easy to
determine when the rule is violated. As economic circumstances and a pension
fund’s demographic profile change and as new products, techniques and methods
of investment become available, trustees and fiduciaries, under the prudent per-
son rule, must consider whether their current investment practices and invest-
ment portfolio remain prudent and whether that which is newly available may be
appropriately and prudently utilised in their particular pension fund. This process
of on-going monitoring, review and assessment is, of course, the very heart of the
prudent person rule. Similarly, pension regulators and supervisors themselves
may need to decide whether certain of these new products, investment tech-
niques and practices are more or less likely to be prudently used by plan trustees
and offer guidance to the fiduciary community. 

Applicability to member-directed pension plans. The discussion thus far has
focused on the application of the prudent person rule to the investment manage-
ment of pension fund assets. The rule applies, however, much more broadly. For
example, the rule continues to have a significant role to play in the management
of defined contribution vehicles with member-directed accounts. Thus, under the
rule in the United States, plan or fund trustees are required to select and review
investment options available to plan members. In carrying out such responsibili-
ties, trustees are expected to assure the availability of an appropriate array of
investment choices for members, considering the composition of the membership
and their needs, the costs associated with each available investment and whether
or not the investment is being adequately managed. In doing so, trustees to whom
the prudent person rule applies may establish an investment policy and bench-
marks by which to measure and monitor the performance of each investment
option, replacing them when appropriate. 

IV. Impact of prudent person rule on investment manager behaviour

This section reviews available studies presenting empirical data regarding
investment performance under the prudent person rule. This literature consis-
tently suggests that, on the whole, trustees and fiduciaries subject to the prudent
person rule invest cautiously. Following the review of the data, we present some
possible explanations for the observed behaviour.

A review of studies presenting empirical data regarding investment performance
under the rule. Commentators reviewing pension funds and other funds subject to a
prudent person rule generally observe that the rule has had a constraining effect on
investment management behaviour. In reviewing the literature, however, one must
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carefully distinguish between the various versions of the rule being reviewed. In the
United States, for instance, much commentary has focused on the common law rule
as applied to non-pension trusts. As noted above, the common law rule in the
United States, which is applied for instance to bank trust funds, was late in accom-
modating modern portfolio theory and more recent financial instruments now fre-
quently used in asset management, as compared to the rule applied to US pension
plans. Similarly, conclusions from these studies must be placed in some interna-
tional perspective. Although the studies discussed below all suggest that pension
funds, whether in the United States or the United Kingdom, are invested cautiously,
as the Myners’ Report pointed out, US pension funds are much more likely to invest
in the private equity and venture capital markets than UK funds.33 

Moreover, comparing fund performance or asset allocation in the aggregate
may be misleading, as many trusts or funds will have entirely different short- and
long-term needs than others. Presumably, these differing needs are reflected in
the asset allocation of their portfolios. For instance, there is no reason to expect
that a pension fund should have a similar portfolio to either another pension fund
or a mutual fund, or that all mutual funds will have similar portfolio preferences,
given the wide variety of objectives and styles of fund management. Looking at
average institutional investment behaviour, therefore, may provide very little
information from which to draw significant conclusions. Notwithstanding these res-
ervations, there appears to be some consistency in findings among studies.

One study, which reviewed US data, concluded that under the prudent per-
son rule investment managers tended to tilt the composition of their portfolios
over time toward stocks that courts might view as prudent.34 Notably, this study
found that bank trust managers acted more cautiously in this regard than pension
fund managers; in turn, pension fund managers were more cautious than those
managing mutual fund portfolios. This finding corresponds with the fact that com-
mon law trust standards in the United States historically have been more con-
straining than the statutory ERISA standards imposed on pension fund fiduciaries.

Another study, which reviewed the performance of the equity portfolios of
UK pension funds from 1983-1997, made a similar finding to the US study. It found
a similar pattern in the returns of most funds and the FT All Share index and
concluded that with respect to their equity portfolios most pension funds were
“closet trackers” of the index.35

The Myners’ Report, which was issued in 2001, identified similar investment
management practices in its review of UK pension funds and their investment
management activities. Specifically, the report found that the pension trustee
practice of reviewing investment manager performance by “benchmarking” pro-
vides incentives to “cling closely to stock market indices”. Further, incentives were
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aligned such that there was little investment in new and different asset classes,
such as private equity. 

Finally, a 1985 survey of US managers of bank trust assets, college and univer-
sity endowments, private foundations and corporate pension fund sponsors –
although a bit dated – found that one-third of the managers that were surveyed
stated that the version of the prudent person rule that applied to them con-
strained their investment activities. Bank trust departments, subject to the most
rigid version of the prudent man rule, reported the most constraint, while pension
fund sponsors subject to ERISA, the more liberal version of the standard, reported
the least constraint. The survey also found that the use of many new or unconven-
tional products and techniques were considered legally precluded or question-
able by a significant number of fiduciaries. Although some “less conventional
investments”, such as venture capital, real estate and foreign equities, had gained
acceptance in portfolios, others, such as options, futures, and index funds were
not typically employed at the time of the survey.36 

Explaining cautious investment behaviour under prudent person rule. There
seem to be a number of somewhat overlapping reasons for the investment man-
agement behaviour identified in the studies noted above. These include:

• The substantive antecedent common law.

• The nature of common law lawmaking.

• Benchmarking practices and related herding behaviour.

• The due diligence and process-orientation of the prudent person rule.

• The threat of liability.

Each is discussed in turn below.

Substantive antecedent law. As discussed above, the contemporary prudent
person rule is historically rooted in prior versions of the rule that emphasised the
preservation of capital rather than the achievement of investment gain, invest-
ment-by-investment review, and per se restrictions on certain investments. This
history continues to colour the rule and its interpretation by trustees, fiduciaries,
regulatory authorities and courts. Even where the prudent person rule has a statu-
tory basis, as in both UK and US pension law, the common law antecedents continue
to play a role in the interpretation of the rule’s parameters. Moreover, courts may
be ill-at-ease considering and reviewing complex portfolio management tech-
niques, especially where payments to retirees are at stake, and thus, have some
inclination to resort to a review of the performance of a particular asset rather than
an entire portfolio.37

Nature of common law. Judicial lawmaking, particularly in common law juris-
dictions, is characteristically a cautious and incremental process. First, courts
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traditionally respect and adhere to legal precedent and standards established in
previous cases. Second, courts must wait for appropriate cases or controversies to
either promulgate new or reinforce old standards of law. Each of these elements
slows the acceptance of contemporary theories, practices and products used in
asset management. 

Legislators and regulators may step into the breach where the courts do
not accommodate changing practices. Even so, jurisdictions with longstanding
prudent person traditions are cautious in adapting to expansive new laws or
“liberalisations”. Moreover, trustees and fiduciaries often are reticent to
quickly take advantage of the legislative or regulatory action intended to liber-
alise current practice under the rule. In the United States, for instance, it took
not only the passage of federal law in 1974, but further regulatory action by the
US Department of Labor to affirmatively clarify for US pension plan trustees
that they could employ modern portfolio theory within the prudent person
framework. 

In the United Kingdom, the 1995 pension laws provided trustees the power to
invest pension assets and select investments subject to a prudent person rule. As
noted above, subject only to restrictions placed on them by the pension scheme
and the fiduciary duty of prudent investment, the trustees under the 1995 law
have the same power to make an investment of any kind as if they were absolutely
entitled to the assets. This law, in effect, conferred a wide range of investment
power – making prior legislation conferring less authority no longer applicable.38

Notwithstanding the legislation, according to at least one commentator, there was
some debate about the sufficiency of the statutory authority. Specifically, because
the 1995  legislation  did  not  define  “investment”,  doubt was expressed that the
acquisition of assets likely to produce capital return rather than an income stream
was permitted under the legislation. While this was likely an overly cautious view,
it is apparently common – as a result of this concern – to include explicitly a num-
ber of powers in the trust document to assure that trustees can engage in some
activities that may not strictly be regarded as “investments” under the statute
itself. Two of the most common “activities” in this category are the power to pur-
chase options and futures and the power to engage in securities lending.39 

Benchmarking practices and herding. Benchmarking is one activity that fiducia-
ries engage in to satisfy the standard of care imposed upon them by the prudent
person rule. First, the benchmarking activity is an on-going procedural activity that
responds to the procedural component of the rule. Second, benchmarking helps to
satisfy a substantive aspect of the rule. Under the prudent person rule, plan or fund
trustees and other fiduciaries are required to act as an ordinary prudent person of
business entrusted with the management of another’s money. To find out what ordi-
nary prudent persons are doing, one might, quite naturally, look at a peer average or
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relevant index as a benchmark.40 Indeed, trustees are likely to find themselves in
breach of their fiduciary obligations – and potentially legally liable – if their plan’s
investment performance (or the performance of any investment manager that they
have engaged on behalf of the plan or fund) is consistently below average and they
have taken no steps to address the situation.

The Myners’ Report noted that the practice of “benchmarking” investment man-
ager performance might lead to “herding” behaviour. “Herding” is characterised by
an excessive adherence to the practices of one’s peers. The Myners’ Report obser-
vation is consistent with that of other researchers and commentators that were dis-
cussed above. Herding may be the unfortunate twin of caution, and may have some
potentially undesirable side effects. First, if pension funds (and other similarly situ-
ated institutional investors) rely on the same indices and benchmarking tools, they
will prefer similar, if not identical, investments. In theory, this alignment of invest-
ment preferences potentially could result in the overvaluation of the securities in
the indices and produce exaggerated swings in their prices. Second, and more rele-
vant to pension funds themselves, when fiduciaries have too strong an incentive to
perform in accordance with their peers, it may also stifle innovation and appropriate
risk-taking. As one US commentator observed, “[E]ven the liberality of ERISA’s pru-
dence standard has proved insufficient to overcome the craving for safety in num-
bers (and the attendant bias against innovation) that characterises fiduciaries
subject to less sophisticated versions of the prudent man rule.”41 One way to
address this unwanted side effect of the rule, is to adopt a “prudent expert” stan-
dard, as opposed to a “ordinary person” standard. This might reduce the problem
somewhat, although indications from US based studies suggest the effect of such a
change may be small. 

Due diligence and process-orientation. As discussed above, the prudent person
rule emphasises process rather than investment outcome. It places a premium on
effective fund governance, deliberative decision-making and appropriate documen-
tation, i.e. on procedural prudence. In practice trustees have implemented their
due diligence obligations and monitoring processes by using such practices as the
benchmarking of performance, as discussed above, and by employing the exper-
tise of a consultant community to assist them in the process of reviewing plan
asset management. The deliberative and transparent nature of the process of
making and reviewing asset allocation and investment decisions inherently
breeds more cautious management.

One result of the due diligence activity of pension fund fiduciaries may be
the recognition that it is very difficult to assess and select investments and
investment managers. The most obvious way in which trustees can monitor fund
managers is by reviewing performance, selecting managers who have exhibited
the highest returns in the past and firing fund managers who fail to perform. But
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comparing manager performance may be difficult when managers adopt differ-
ent levels of risk and different strategies or styles, or have differing mandates
from the trustees. Moreover over the short term, market volatility makes the
analysis even more difficult. Indeed, it is difficult to show empirically that past
years of investment manager performance sufficiently predict future perfor-
mance.42 In addition to reviewing past performance, trustees may also review
investment manager background and training, assess reputation and brand
name of the firm, and use size of an investment management business or years
of experience in the business as additional measures of investment management
ability. Given the difficulties in selecting and assessing investment managers, the
deliberative process itself may give rise to the conclusion that indexation (explicit
or implicit) may be the most prudent route.43

There has been little empirical study of the pension fiduciary’s decision mak-
ing process, as distinguished from studies focusing on its outcomes. The Myners’
Report findings focus on the practice of benchmarking. Another study, a survey of
large US pension fund managers, finds a great deal of heterogeneity in the deci-
sion making processes employed by pension fiduciaries under the prudent per-
son rule.44 Because the establishment of appropriate processes is at the heart of
the prudent person rule, it is an area that warrants future study.

Threat of liability. Where the threat of supervisory review, sanctions, litigation
or liability is real and credible, courts and regulators have substantial ability to
shape the manner in which a rule is interpreted and applied by fiduciaries and
investment managers. At bottom, the ultimate reason that other enumerated fac-
tors may have an effect on behaviour is because they are associated with a credi-
ble threat of liability or sanction.

As one commentator observed: “A collective savings institution is con-
strained by legal and actuarial requirements… While there are penalties for vio-
lating these risk thresholds, there are no obvious rewards for out-performing a
minimum target return. This encourages a defensive attitude to asset manage-
ment.”45 Similarly, an observer of US fiduciary activity hypothesised that the
exposure of ERISA fiduciaries to increased liability altered the incentive struc-
ture by which they operate. “Specifically, the incentives to maximise risk-
adjusted return was severely curtailed” because the fiduciary’s level of perfor-
mance was to be evaluated in terms of prevailing professional or other stan-
dards applicable to pension asset management.46

V. Factors for successful implementation of the prudent person rule

This section identifies some key factors for the successful implementation of the
prudent person rule as applied to the investment management of pension assets. The
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identified factors reflect the explanations for cautious behaviour under the rule, which
were just identified above. Specifically we discuss the following factors:

• The pension fund’s governance framework.

• The role of the regulatory authority in rule interpretation.

• Monitoring, reporting and disclosure.

• The role of the judiciary.

• The availability of adequate remedies.

The pension fund’s governance framework. Because the prudent person rule is
a rule of process, it is vitally important that regulatory and supervisory authori-
ties create incentives or rules that encourage or ensure that pension funds
establish a robust, process-oriented decision-making framework within which
investment management activities can be conducted. Suitability and compe-
tency requirements may be appropriate to assure that pension fund trustees
and other fiduciaries are up to the task of managing the investment management
process, as well as of carrying out other duties associated with pension fund
administration.47 Similarly, a statement of investment principles or an investment
policy might be used to guide trustee decision-making. Third, in establishing an
appropriate governance framework, regulators (or pension fund fiduciaries them-
selves) should consider the role that various service providers (auditors, custodians,
and others with certain oversight responsibilities) might play in enhancing the gov-
ernance process. Similarly, investment management consultants and unaffiliated
investment managers engaged by a pension plan or fund have an important role to
play in the governance process, as pointed out in the Myners’ Report.48 

The role of the regulatory authority in rule interpretation. Regulatory pro-
nouncements can have a significant effect on the manner in which the prudent
person rule is implemented by plan fiduciaries and trustees and thus have an
effect on how much the general rule restrains certain activity. The effectiveness
of the regulator, however, will be directly correlated with the ability to sanction
or impose penalties when its pronouncements are disregarded. Thus, regulators,
supported by sufficient enforcement authority and activity, can chill or encour-
age various investment practices. This regulatory function can be quite impor-
tant in slowing down or encouraging the adoption of new investment products
and risk-management techniques. In a trust and fiduciary culture that appears to
be quite cautious in application of the prudent person rule, regulators and
supervisory bodies may have particularly significant leverage to shape and
define behaviour under the rule.

One example, which was mentioned earlier, involves the US Department of
Labor pronouncement regarding the role of modern portfolio theory under the
prudent person rule, which clarified the appropriateness of its use to a rather skit-
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tish trustee community. Similarly, the US Department of Labor clarified the role
and management of derivatives in pension fund portfolios. The EU Directive deals
similarly with the use of derivatives.49 In this manner a regulator can massage the
precise contours of the rule in application.

Monitoring, reporting and disclosure. Another key element in successful
implementation of the prudent person rule is the ability of the supervisory
authority and plan members to monitor plan investment management activity
and all other related fiduciary activities. For effective monitoring to occur there
must be adequate information available to the supervisory authority and plan
members. This requires an effective reporting and disclosure regime.50 Supervi-
sory authorities and plan members should be able to initiate legal proceedings,
whether judicial or administrative in nature, when improprieties are discovered.
(The right to initiate such proceedings, of course, must be balanced against the
costs of doing so; judicial or administrative intervention can be costly, time-consuming
and distracting for the pension fund.) Third party service providers (auditors,
custodians, etc.) may also serve an important monitoring role with respect to a
variety of pension fund activities related to the investment management of
assets – either as external monitors or as parties reporting to fund trustees and
fiduciaries as part of the governance process.

The role of the judiciary. The judiciary has played and continues to play a
very important role in the development, interpretation, application, and
enforcement of the prudent person rule in the United Kingdom, the United
States and other Anglo-Saxon common law jurisdictions. In the absence of
bright-line, quantitative rules, which it can easily apply, the judiciary will tend to
rely more heavily on expert testimony as to the appropriateness of a given
fund’s investment management practices and the process and rationale by
which various investment decisions were made. Judicial reliance on experts may
reinforce the tendency of plan fiduciaries to use consultants and benchmarks in
their management of plan assets to assure that plan asset management corre-
sponds to industry standards.

The availability of adequate remedies. The extent of available remedies for vio-
lations of the prudent person rule and resulting losses to pension funds will have
a direct impact on the amount of litigation or number of administrative actions
that will be instigated by members on behalf of their pension plan or fund. There
are numerous ways to calibrate remedies. Anglo-Saxon jurisdictions do not neces-
sarily calculate remedies similarly, and courts within each jurisdiction continue to
refine the precise parameters and nature of remedies.51

If an appropriate balance is struck, the threat of litigation, supervisory action,
liability and/or sanctions can have a tremendous prophylactic effect on inappro-
priate investment management activity. The benefit of the presence of an effec-
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tive liability “threat” is that it reins in aberrant, unusual, and excessively risky
investment management practices and leads to cautious – indeed, prudent –
behaviour. The drawback is that substantial liability concerns in conjunction with
the particularities of the prudent person rule’s substantive standards, can encour-
age an over-reliance on benchmarks and, correspondingly, result in excessive
herding behaviour. Further, the presence of substantial liability concerns can sig-
nificantly slow the introduction of innovative investment products and techniques
that might be beneficial to a pension plan or fund and its members.

VI. Comparing the effect of prudent-person and quantitative approaches
to regulation: methodological considerations

Comparing the effects of the prudent person rule and quantitative restrictions
on pension fund asset management is a difficult undertaking. Prior OECD work has
sought to identify the differences in asset allocation in countries with and without
quantitative restrictions and to compare investment returns in those countries.
Based on the available data, the tentative findings suggested that, on average,
quantitative asset restrictions (such as those on investment in real estate or for-
eign assets) constrained the asset allocation of the average pension fund and that
where a prudent person rule, rather than quantitative restrictions, was applied,
greater investment returns were generated. These findings, however, did not
account for other influences on portfolios that may complement, interact with or
override the effect of portfolio regulations. Therefore, the findings are suggestive,
but not conclusive.52 It is beyond the scope here to re-evaluate the preceding
work in this area or to gather additional empirical data. Rather, we identify below
some of the impediments to proceeding with additional empirical work on this
topic and recommend ways to address certain of these issues. Specifically, we
address the following items:

• Fundamental definitional matters.

• The use of aggregated data.

• The role of valuation, funding, accounting and actuarial rules, and tax
treatment.

• The role of domestic investment.

• Transaction and other costs and fees.

• The role of pension fund governance practices.

• The importance of considering plan design.

Fundamental definitional matters. To proceed with further comparative work,
one must first address at least two preliminary issues. First it is necessary to
clearly define which countries are to be considered to employ a prudent person
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rule and which a quantitative approach. Second, it is necessary to define what is
meant by “constraint” in the context of both rules. Identifying which countries are
prudent person rule jurisdictions and which quantitative is more difficult than it at
first would appear. As we have discussed above, many countries embrace a combi-
nation of the two forms of regulation, including countries frequently considered to
employ the prudent person rule. Some of these countries may only marginally use
quantitative restrictions, most notably by placing quantitative limits on self-
investment. As we noted above, the United Kingdom and the United States are
such countries. On the other hand, some prudent person jurisdictions overlay a
much more significant layer of quantitative limits. Canada is an example of this
approach. Similarly, the issue arises from the other direction: a country with substan-
tial quantitative restrictions may also employ a prudent person rule or set forth at
least some of the elements of the rule in its regulations, even though it is not the
primary aspect of its regulations. In these cases, it becomes difficult to identify a
country as either a prudent person oriented or quantitatively oriented jurisdiction for
purposes of legitimately comparing outcomes under the two regulatory approaches.

One way to address this definitional issue is for researchers to focus their
attention solely on the “purer” countries – those that do not mix the prudent per-
son and quantitative approaches to regulation at all. Although this would signifi-
cantly limit the scope of study, it would yield clearer results. Researchers also
could develop a taxonomy that recognises that many countries fit along a scale
between the two extremes. By more accurately classifying countries that employ a
hybrid approach to regulation, a more sophisticated range of results might be
obtained. Such a taxonomy also could address the precise contours of the prudent
person approach itself as applied in various countries. It may be the case that
there are some distinct versions of the prudent person approach that are best dis-
tinguished for purposes of the comparison exercise.

The second preliminary matter regards the assessment of “rule constraint”.
How can we determine when a quantitative limit actually “constrains” investment
management behaviour – and to what extent? Presumably, pension funds are acting
in accordance with applicable laws. Therefore, it (usually) will not be possible to
identify pension fund portfolios that actually exceed or violate a particular quantita-
tive limitation. Funds, however, will have assets allocated below the established
limits to varying degrees. The difficulty is in determining which pension funds would
have allocated assets differently in the absence of the legal limits. If a fund would
have had a different asset allocation absent legal limits, the limits can be said to be
constraining. One way to estimate which funds are so constrained is to identify those
that are “close to” the legal limits. What remains is to establish how close to the limit
is close enough to infer that the fund is in fact constrained by the limit? Although
one ultimately must select a somewhat arbitrary mark or “collar”, it should be possi-
ble to identify a reasonable convention for such an exercise.
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The task might be more difficult, however, with respect to the prudent person
rule. To what extent does the prudent person rule “constrain” asset allocation? The
information presented above suggests that the prudent person rule does tend to
constrain fiduciaries and trustees; identifying to what extent, however, may be diffi-
cult to measure. To better define the constraints operative under the prudent per-
son rule, one could conduct a qualitative survey of pension trustees, fiduciaries and
investment managers subject to the rule, such as the 1985 survey referred to above.
Such a survey also could help assess the extent to which the factors enumerated
below have an impact upon investment management practices.

The use of aggregated data. If data is analysed on an aggregated (countrywide)
basis, conclusions must be drawn with care. Averaging asset allocation behaviour
and investment returns across pension funds within a country can yield misleading
data. Regardless of whether a pension fund is operating under a prudent person
rule or quantitative limitations, the manner in which its assets are allocated should
differ from fund to fund within each country. For example, one would expect a
mature pension fund with numerous retirees to which it must make current benefit
payments and a declining or older workforce to have a different asset allocation
than a pension fund confronting the opposite demographic scenario. One also
would expect that each of these funds would generate different investment returns
on those differing portfolios. Averaging these pension funds together to compare
them to another set of similarly aggregated funds will provide somewhat limited
insights into how they fare under prudent person and quantitative regimes.

One might consider supplementing the analysis of aggregated data with a
case study or sector-based analysis to mitigate this concern. The case study would
review the investment management practices and investment returns of specifi-
cally selected pension funds of various countries that are of similar size and
demographic circumstance. Alternatively, this exercise could take the form of a
sector-based analysis where one would expect all pension funds across countries
to be of generally similar demographic characteristics and maturity (e.g., steel or
coal industry plans, plans of newer technology companies, etc.).

The role of valuation, funding, accounting and actuarial rules, and tax treatment.
In many countries, there are a variety of fairly complex rules in addition to investment
regulations that may have an impact on asset allocation and investment return.
Although this may be especially true in jurisdictions with defined benefit plans, the
issue is not confined to them. One needs to consider valuation, funding, accounting
and actuarial rules, as well as the varying tax treatment of different asset classes, when
comparing asset allocation across countries. Minimum funding rules in the United
Kingdom, for instance, are said to directly influence the asset allocation decisions of
pension funds. Similarly, in comparing the differences in equity/bond allocations in
the United Kingdom and the Netherlands – neither of which has in place quantitative
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restrictions – one commentator concluded that “[t]he evidence is overwhelming
that actuarial and accounting standards have a profound effect on the split between
equities and bonds.”53

The role of domestic investment. It is also necessary to take into account eco-
nomic conditions in each country that may cause changes in portfolio composition.
Presumably, pension funds have significant domestic investment allocations
(regardless of whether or not foreign asset allocation limitations are in place). The
extent and composition of those investments may be unrelated to either the pru-
dent person rule or quantitative limitations.54 In comparing the investment perfor-
mance of pension funds in one country to the performance of those in another,
one must make adjustments for this factor – especially for time periods during
which the markets performed quite differently from country to country. 

Transaction and other costs and fees. Similarly, one might need to consider the
fact that trading and other transaction costs will differ from country to country, thus
effecting how a pension fund portfolio is managed. Custodial and other fees will
differ. Are returns reviewed net of these fees? Even if so, how do these cost struc-
tures effect asset allocation, portfolio turnover rates, and so forth? Portfolios, for
instance, may be more inflexible to market conditions in the presence of higher
trading costs. Could the effects of trading and other such costs on investment
management behaviour be as significant as the difference between the rules we
seek to compare?

The role of pension fund governance practices. The governance infrastructure
of a pension fund may play a role in the fund’s investment performance. While
the process-oriented nature of the prudent person rule puts a priority on good gov-
ernance, pension plans operating in a quantitative environment also rely on the plan’s
governing body to make investment decisions for the fund. The effects of robust or
weak governance practices on returns must be accounted for in order to accurately
assess the prudent person and quantitative regimes. By way of example, one study of
public (state, local and municipal government) pension funds in the US found that the
presence of retirees on the governing board of a fund appeared to reduce investment
returns.55 Similarly, the Myners’ Report places great emphasis on the role of gover-
nance in the asset allocation process.

Plan design. Pension plan design also may effect the way in which a pension
fund’s portfolio is managed. For instance, in the presence of a minimum return
guaranty provided by a pension plan to members, presumably different asset
allocation decisions will be made – regardless of whether the plan is regulated
under a prudent person rule or quantitative limitations.56 Along these lines, one
might need to differentiate between the performance of assets in defined benefit
plans and defined contribution plans (even in the absence of member-directed
accounts).
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In brief, there are many methodological considerations to address when seek-
ing to measure and compare the impact of prudent person rules and quantitative
limitations on pension fund asset management – specifically on asset allocation
practices and on investment performance. Investment performance, however, is
not the only measure of successful regulation. Successful pension regulation also
must ensure the security and safety of pension assets. 

VII. Conclusion

This paper has provided a general description of the prudent person rule,
specifically focusing on the rule in the United Kingdom and the United States. The
prudent person rule is a complex, substantive rule of law that is composed of sev-
eral basic duties and principles. These include a duty to act prudently and with
due diligence with respect to the management of a pension fund and its assets; a
duty of loyalty to the pension fund and its members; and a principle of diversifica-
tion, which requires that a pension fund’s investment portfolio be suitably diversi-
fied and that unwarranted risk be avoided. The rule can differ in its precise
contours, and therefore governments (legislature, regulators and supervisors, and
the judiciary) play a substantial role in shaping the rule’s application to various
aspects of pension asset management. Indeed, over time, the rule has shown
itself to be adaptable to new investment management theories, practices, and
products. Nonetheless, available studies suggest that the prudent person rule has
a constraining effect on pension asset management and has created a culture of
cautious behaviour among pension fund trustees, fiduciaries and other relevant
parties.
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Notes

1. For instance, the Polish law establishes prudent person like investment rules within
the framework established by overall quantitative limits, based on Articles 29,
139 and 150 of the Law on Organisation and Operation of Pension Funds.

2. As approved at the Ministerial level in June 2002, the EU Directive takes a compro-
mised, hybrid approach that enables countries to retain quantitative limitations for
domestic pension funds within their borders, and provides a broad, prudent person
rule for pan-European funds. Even while embracing the prudent person rule for cross-
border activities, however, the directive includes some quantitative boundaries. European
funds will be limited to investing no more than 5% of their portfolios in shares of the
pension fund’s sponsoring entity, 10% in the sponsoring entity and its affiliates, 30% in
unregulated markets, and 30% in assets denominated in currencies other than those in
which liabilities are expressed. See Article 18 of the “Proposal for a Directive of the
European Parliament and of the Council on the activities of institutions for occupational
retirement provision” (Document Number 9649/02, June 5, 2002), hereinafter referred to
as “EU Directive”. 

3. We use the terms “fiduciary” and “trustee” interchangeably throughout the discussion.
We also assume for purposes of discussion that persons or entities with discretion in
the management of pension plan assets are fiduciaries or trustees to whom the pru-
dent person rule applies. In some jurisdictions, there may be debate about the extent
to which certain parties – for instance, third party service providers – acquire fiduciary
status in relationship to the activities they undertake on behalf of a trust, plan or fund.
Discussion of that issue is beyond the scope of this paper.

4. Legal separation is one of the principles identified in the OECD Basic Principles of
Regulation of Private Occupational Pension Schemes. See Principle No. 5; see also Article
8 of the EU Directive.

5. Even within the Anglo-Saxon tradition, pension law is a unique combination of trust and
contract principles and trust law itself a specialised form of contract law. See,
e.g., Langbein, J.H. “The Secret Life of the Trust: The Trust as an Instrument of Commerce”
in 107 Yale Law Journal at pp. 165-189 (1997) (“[T]he typical trust... embodies a contract-
like relationship... about how the trustee will manage the trust assets and distribute them
to the trust beneficiaries. The difference between a trust and a third-party beneficiary
contract is largely a lawyer’s conceptualism. When, therefore, we enforce a trust . . . we are
already in the realm of contract-like behavior.”) and Gillese, E.E. “Pension Plans and The
Law of Trusts” in 75 Canadian Bar Review 221 at p. 250 (1996) (“Pension law... is the inter-
section of competing systems of law: contract law and trust law.”) Cf. Millett, L. “Pension
Schemes and The Law of Trusts: The Tail Wagging The Dog?” in Trust Law International,
V. 14, No. 2 (2000) (reviewing United Kingdom law on this issue). 
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6. “The central preoccupation of fiduciary obligation [is] minimizing potential or incipient
conflicts in parties’ interests... Some commentators emphasize the characteristics of
the fiduciary-beneficiary relationship that may in some situations invite abuse, empha-
sizing the vulnerability of the beneficiary and the ability of the fiduciary in such situa-
tions to indulge his own interest while injurying the beneficiary. This helps to explain
the strong prophylactic nature of fiduciary rules, which often seem structured to deter
the fiduciary from undertaking particular types of transactions.” See DeMott, D. “Beyond
Metaphor: An Analysis of Fiduciary Obligation”, 1988 Duke Law Journal at pp. 881-924. 

7. Donovan v. Cunningham, 716 F.2d 1455 (5th Cir. 1983).

8. Longstreth, B. “Modern Investment Management Theory and the Prudent Man Rule”
(1986) at p. 7.

9. This aspect of the rule may be expressed in terms of an “ordinary man” or “prudent
expert” standard. In the case of the US, the federal pension laws require a fiduciary dis-
charge duties in the manner of a “prudent man acting in a like capacity and familiar
with such matters would use in the conduct of an enterprise of a like character and with
like aims”. ERISA Section 404(a)(1)(B). This is a “prudent expert” standard. By contrast,
in the United Kingdom, a pension plan trustee is expected to show the skill and pru-
dence of an “ordinary man of business”. See “Institutional Investment in the United
Kingdom: A Review”, dated March 6, 2001, referred to throughout this paper as “the
Myners’ Report”, which recommends adoption of a “prudent expert” standard. 

10. Springate v. Weighmasters Murphy, Inc. Money Purchase Pension Plan, 2002 US Dist. LEXIS
16234 (C.D. Cal. 2002).

11. For example, if retaining an investment management consultant to assist the pension fund
in developing an asst allocation strategy or to provide advice regarding the hiring and
retention of investment managers, fiduciaries should investigate whether the consultant is
receiving any fees or compensation from the investment managers that it recommends.

12. These concepts are consistent with OECD principles stating that self-investment
should be limited, unless appropriate safeguards exist. See Principle No. 11, OECD
Basic Principles of Regulation of Private Occupational Pension Schemes. See also
Article 18(1)(f) of the EU Directive. 

13. The principle of diversification also is included in the OECD principles. See Principle
No. 11, OECD Basic Principles of Regulation of Private Occupational Pension Schemes.
See also Article 18(1)(e) of the EU Directive. 

14. As one commentator discussing UK pension law explained, “The law relating to
pension trusts... involves no departure from established trust law. Rather an ever-
adaptable trust law is developing on the foundation of established principle to
meet the particular problems to which pension schemes give rise.” Lacy S. and
Topham, G. “The Powers and Duties of Pension Scheme Trustees” in Tolley’s Pensions
Law (1999) at E2. 

15. The court more fully expressed this concept as follows: “It will not do to reject those
stocks as unsafe which are in the management of directors whose well or ill directed
measures may involve a total loss. Do what you will, the capital is at hazard. If the pub-
lic funds are resorted to, what becomes of the capital when the credit of the govern-
ment shall be so much impaired as it was at the close of the last war? Investments on
mortgage of real estate are not always safe. Its value fluctuates more, perhaps, than the
capital of insurance stock. Again, the title to real estate, after the most careful investiga-
tion, may... ultimately fail, and so the capital, which was originally supposed to be as
firm as the earth itself, will be dissolved.” Harvard College v. Amory, 26 Mass. 454 (1830).
© OECD 2002



“Prudent Person Rule” Standard for the Investment of Pension Fund Assets

71
16. Consider, for example, the law of New York state: In King v. Talbot, 40 N.Y. 76 (1869), New
York courts limited permissible trust investments to government bonds and mortgages
and declared investments in shares of stock imprudent. In 1889, the New York legisla-
ture limited trust investments to government bonds and mortgaged debt securities
unless otherwise directed by the creator of the trust. This law remained in effect
until 1950 when the list of permissible investments was expanded to permit invest-
ments up to 35% in corporate stocks and bonds. 

17. Almost all state and local government pension systems in the United States, although
not subject to the federal ERISA law, operate under the prudent person rule, having
moved away from a quantitative limitations approach to regulation. Nonetheless, a
minority of states (10 of 50 as of 1996), continue to use a combined approach to regula-
tion by maintaining a “legal list” (i.e., quantitative limits) in addition to the prudent per-
son standard. This approach, however, is in decline. For instance in 1987, 26 states
used this combined approach; by 1996 the number had declined to 10 states. Only
three states continued to use the legal list approach alone. For those states using
quantitative limitations the most common quantitative restrictions were on the per-
centage of investments in equities (averaging 53% maximum), real estate (averaging
26% maximum) and foreign investments (averaging 8% maximum). Additionally, a small
number of these plans are sometimes subject to political pressures, resulting – albeit
infrequently – in some very specific investment restrictions (e.g., legislative encourage-
ment of so-called “economically targeted investments”, restrictions on investing in
tobacco stocks and so forth). Harris, J. “From Broad to Specific: The Evolution of Public
Pension Investment Restrictions” Public Retirement Institute (July 1998); see also, Moore,
C.L. “Protecting Retirees Money: Fiduciary Duties and Other Laws Applicable to State
Retirement Systems,” 4th edition (August 2000). 

18. The hornbook restatement of the US common law, which summarises the law generally
applicable to non-pension trusts, did not embrace a broad portfolio-based approach to
asset management until 1990. See Restatement Third of Trusts (US) revised in 1990 and
Halbach, E. “Redefining The “Prudent Investor Rule’ For Trustees” in Trusts and Estates,
December, 1990 at pp. 14-22. 

19. See, e.g., Johnson, S.P. “Trustee Investment: The Prudent Person Rule or Modern Portfolio
Theory, You Make the Choice”, 44 Syracuse Law Review at pp. 1175-1195 (1993); Gordon,
J.N., “The Puzzling Persistence of the Constrained Prudent Man Rule”, 62 N.Y.U. L. Rev. 52
(1987); and Longstreth, B. “Modern Investment Management Theory and the Prudent
Man Rule” (1986). 

20. Re Whitely (1886) 33 Ch D 347 as cited in Moore, N. “Trustees’ Duties in Relation to
Money Purchase Pension Schemes” in Tolley’s Trust Law International Vol. 13, No. 1
(1999). 

21. This summary is based on Lacey, S. and Topham, G. “The Powers and Duties of Pension
Scheme Trustees” in Tolley’s Pensions Law (1999) at E2.

22. See, e.g., Nestle v. Westminster Bank (1988); see also, Tolley’s Pensions Law (1999) at E2 and G1. 

23. See 29 US Code of Federal Regulations (C.F.R.) Section 2509.94-2(2). ERISA Section 402(b)
requires pension plans to have a procedure for establishing and carrying out a “funding
policy” consistent with the objectives of the plan. It is unclear whether the statute requires
the funding policy to be set forth in a written document, although it is generally strongly
recommended that it be so formalised. The better interpretation of this provision is that it
also implicitly requires the development of a statement of investment policy, although
there has been no explicit interpretation by courts or the US regulator on this point. 
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24. ERISA Sections 402(c)(3) and 405(c).

25. Donovan v. Bierwirth, 716 F.2d 263 (2nd Cir. 1982), cert. denied, 459 US 1069 (1982).

26. ERISA Sections 406 and 407. It would be remiss to fail to acknowledge the recent
debates in the US regarding the use of employer stock in 401(k) plans – most notably
arising from the Enron scandal. Full analysis of the issue is beyond the scope of this
paper. Historically, limitations on pension plan investment in employer stock have not
applied to 401(k) plans, except in quite limited circumstances. See ERISA Section
407(b)(2). As a result, many employers fund their 401(k) plans by contributing company
stock. They also frequently permit employees to voluntarily purchase additional shares
with their own contributions (elective deferrals of salary) to the plan. Much attention
has focused on the fact that the stock contributed by the employer often cannot be
sold by the employee for a number of years. Less attention has been paid to the fact
that many employees voluntarily purchase even more employer securities for their
401(k) account, rather than diversifying their own portfolios. 

27. Arguably, employees in 401(k) plans are, in effect, acting as their own fiduciaries or
investment managers and therefore should be similarly restricted from the temptation
to “self-invest”, that is to invest in their employer’s shares, and similarly should be
required to diversify their portfolios under an extension of the prudent person rule.
The issue, however, is more complicated: For one thing, the prudent person rule inter-
poses itself between two parties to resolve a problem of agency (see footnote 6) and is
therefore arguably irrelevant to the 401(k) case. Second, there may be countervailing
pension and labour policies to consider. For example, permitting contributions in the
form of employer stock may be a necessary (or, at least, desirable) incentive to encour-
age employers to voluntarily offer and maintain pension plans, and providing employ-
ees with shares in the company may better align their interests with those of their
employer. 

Regardless of these issues, the prudent person rule itself, even in the absence of
explicit prohibitions, may be applicable to Enron 401(k) plan fiduciaries that continued
to accept Enron shares from the employer and continued to make them available for
employee purchase. As discussed below, plan fiduciaries of member-directed plans,
such as 401(k) plans, have particular legal obligations arising from the prudent person
rule. These obligations may have been breached in this and similar cases now under
consideration in the the United States. 

28. US Code of Federal Regulations (C.F.R.) Section 2550.404a-1(b), first published in 1979. 

29. US Code of Federal Regulations (C.F.R.) Section 2550.404a-1.

30. For instance, with respect to the use of derivatives, the US Department of Labor indi-
cated that in determining the propriety of such an investment plan fiduciaries are
required to engage in the same process and undertake the same type of analysis they
would in making any other investment decision. This would include considering how
the investment fit within the plan’s investment policy, what role the particular deriva-
tive plays in the plan’s portfolio, and the plan’s potential exposure to losses. The regu-
lator also cautioned, however, that plan fiduciaries are responsible for securing
sufficient information to understand the investment prior to making it. US DOL Informa-
tion Letter, dated March 21, 1996.

31. The information in the following paragraphs is intended to offer some examples and is
not intended to comprehensively include all OECD countries. This information gener-
ally draws upon material set forth in other OECD documents.
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32. As noted above, the rule in the United States differs somewhat in its application to cer-
tain defined contribution plans. See footnote 26.

33. According to the Myners’ Report overseas investors – particularly from the United
States – provided over 70 per cent of the United Kingdom private equity industry’s
funding. Moreover, investment by overseas pension funds in the United Kingdom’s is
private equity markets tripled during the same time period (1996-2000) that the level
of annual investment by UK pension funds was falling. Myners’ Report at p. 19.

34. Del Guercio, D. “The Distorting Effect of the Prudent-Man Laws on Institutional Equity
Investments” in Journal of Financial Economics 40 (1996) at pp. 31-62. See also, Gompers,
P.A. and Metrick A., “Institutional Investors and Equity Prices” NBER Working Paper
6723 (1998), which suggests that “large” institutional investors – asset managers with
greater than $100 million under discretionary control – prefer stocks that have greater
market capitalizations because of fiduciary concerns, liquidity and transaction-cost
motives, and historical return patterns for different types of stocks; and Johnson,
S.B. and VanDerhei, J.L., “Fiduciary Decision Making and the Nature of Private Pension
Fund Investment Behavior” 55(4) Journal of Risk and Insurance at pp. 692-700 (1988),
hypothesising that the performance incentive of pension fund fiduciaries to maximise
risk-adjusted return is curtailed by the fiduciary standard (in this case, as expressed in
the US law). 

35. Thomas A. and Tonks I. “Equity performance of segregated pension funds in the United
Kingdom”, Journal of Asset Management v. 1, #4, at pp. 321-343 (2001). This study is
limited to a review of the equity portion of the portfolios for funds reviewed. The
authors estimate that about 57 per cent of assets in funds are in UK equities; the
remaining portion of the portfolio is not analysed.

36. Longstreth, B. “Modern Investment Management and the Prudent Man Rule” (1986) at p. 6.

37. As one legal commentator observed: “[C]ontemporary economic theory dealing with
investment is difficult for the lawyer to understand, and when understood is not always
convincing.” Haskell, P.G., “The Prudent Person Rule For Trustee Investment and Modern
Portfolio Theory” in 69 North Carolina Law Review at p. 87 (1990). 

38. Under the 1925 Trustee Act, trustees had a fiduciary duty to protect the trust capital and
to apply the capital and its income according to the trust deed; absent special provision
in the trust deed, the act limited pension fund investments to British government or gov-
ernment-guaranteed securities and to the stocks of local authorities and certain railways
and utilities. This was superseded by legislation in 1961 that considerably widened the
scope of authorised investments to include company securities and unit trusts. 

39. Marshall, J. “Pension Fund Investment and Safeguarding Fund Assets” in Tolley’s Pen-
sions Law (1999) at G1.15.

40. Benchmarking practices are of at least two kinds. First is the use of an appropriate mar-
ket index or peer average that plan fiduciaries use as a baseline against which to mea-
sure the performance of the fund’s investment managers. Second, the managers
themselves may use a market index or benchmark around which to build a portfolio.

41. Longstreth, B. “Modern Investment Management and the Prudent Man Rule” at p. 36.

42. One recent study found evidence of significant persistence in the performance of fund
managers over relatively short (one-year) time horizons. The study, however, did not
account for the costs of investment management. Its author concluded that even
assuming the statistical significance of the findings, it would be difficult for pension
fund trustees to take advantage of them, because the findings suggest that investment
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management mandates should be set up on a yearly basis. Changing managers at such
frequent intervals, however, could impose substantial transaction costs, outweighing
the benefits gained. Tonks, I. “Performance Persistence of Pension Fund Managers”,
February 2002. 

43. See, e.g., Shah, A. and Fernandes, K. “The Relevance of Index Funds for Pension Invest-
ment in Equities” World Bank Policy Research Working Paper 2494, November 2000. See
also, Avery, H. “Passive Management to take off in Europe” reported at www.ipe-newsline.com
(September 10, 2002).

44. Worzala, E. and Bajtelsmit, V.L. “How Do Pension Fund Managers Really Make Asset
Allocation Decisions?” Benefits Quarterly, 1999. 

45. Hepp, S. “The investment behaviour of European Pension Funds: Implications for
Europe’s Capital Markets” in “The Future of Pensions in the European Community” ed.
Mortensen, J. (1992).

46. Johnson, S.B. and VanDerhei, J.L., “Fiduciary Decision Making and the Nature of Private
Pension Fund Investment Behavior” 55(4) Journal of Risk and Insurance at pp. 692-700
(1988).

47. The extent to which trustees and other fiduciaries have sufficient understanding of
their legal obligations under the prudent person rule and the appropriate skills and
training to carry out those obligations has received much attention recently. See,
e.g., the Myners’ Report; see also various testimony before the US Department of Labor’s
ERISA Advisory Council, September 19, 2002 regarding the need for fiduciary education
and training. 

48. A useful overall guide to pension fund governance are the OECD’s Guidelines for Pen-
sion Fund Governance, promulgated in 2002.

49. For the US Department of Labor’s position on the use of derivatives, see footnote 29.
Article 18(1)(d) of the EU Directive permits investment in derivative instruments “inso-
far as they contribute to a reduction of investment risks or facilitate efficient portfolio
management” and are “valued on a prudent basis, taking into account the underlying
asset”. The Directive also requires the avoidance of “excessive risk exposure to a single
counterparty and to other derivative operations”. 

50. One example of this type of robust reporting is found in the Netherlands. The Dutch
supervisory authority requires pension funds to deliver information to the authority
regarding such matters as diversification, solvency and buffers, risks, internal controls,
and asset valuation.

51. See Ali, P. and Russell, T. “Investor Remedies against Fiduciaries in Rising and Falling
Markets”, 18 Company and Securities Law Journal at pp. 326-350 (2000) for a discussion
in the broader context of fiduciary liability in managed funds, reviewing Australian, Brit-
ish and US law.

52. See OECD Working Party on Private Pensions paper.

53. Griffin, M.W. “A Global Perspective on Pension Fund Asset Allocation” in Financial Analysts
Journal (March/April 1998). See also Gollier, J. “Private Pension Systems” in Private Pension
Systems and Policy Issues, OECD Private Pension Series No. 1 (2000) (observing that the
divergence in portfolio allocation among pension funds in Germany, Netherlands, Japan,
US and UK may be attributable to differences in methods of valuing equities and bonds,
especially where it is possible to value bonds at book rather than market value) and
Hepp, S. “The Investment Behaviour of European Pension Funds: Implications for Europe’s
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Capital Markets” in “The Future of Pensions in the European Community” ed. Mortensen, J.
(1992). 

54. The economic literature has documented a strong investor preference for investing in
domestic securities. Explanations focusing on barriers to international investment, such
as government restrictions, foreign taxes,and high transaction costs may not fully
explain the phenomenon. See Coval, J.D. and Moskowitz, T.J. “Home Bias at Home:
Local Equity Preference in Domestic Portfolios”, 54 The Journal of Finance 2045 (1999).

55. Mitchell O.S. and Hsin, P.L. “Public Pension Governance and Performance” NBER Working
Paper #4632 (1994).

56. See Jensen, B.A. and Sorenson, C. “Paying for Minimum Interest Rate Guarantees: Who
Should Compensate Who?” in European Financial Management, Vol. 7, No. 2, 2001 at
pp. 183-211.
© OECD 2002


	Contents
	Table des matières
	Highlights of Recent Trends in Financial Markets
	I. Overview
	II. Foreign exchange markets
	Figure 1. Comparative daily exchange rates: relative to US dollar

	III. Interest rates
	Figure 2. Interest rates: 2-year government bonds
	Figure 3. Long-term interest rates: 10-year government bonds

	IV. Corporate bonds
	Figure 4. Corporate bond spreads
	Figure 5. 10-year swap spreads
	Figure 6. Global corporate bond defaults
	Figure 7. Corporate debt issuance

	V. Equity markets
	Figure 8. Global stock indices

	VI. Focus on financial institutions
	Figure 9. Financial sector stock indices

	VII. Technology stocks
	Figure 10. Technology stock indices

	Notes

	L’actualité récente des marchés des capitaux
	I. Aperçu
	II. Marchés des changes
	Graphique 1. Évolution comparée des cours de change quotidien par rapport au dollar...

	III. Taux d’intérêt
	Graphique 2. Taux de rendement des obligations d’État à 2 ans
	Graphique 3. Taux de rendement des obligations d’État à 10 ans

	IV. Obligations de sociétés
	Graphique 4. Écarts de rémunération des obligations de sociétés
	Graphique 5. Écarts de rémunération des échanges financiers à 10 ans
	Graphique 6. Évolution mondiale du taux de défaillance des obligations de sociétés...
	Graphique 7. Émissions d’obligations de sociétés

	V. Marchés d’actions
	Graphique 8. Quelques grands indices boursiers

	VI. Pleins feux sur les institutions financières
	Graphique 9. Indices boursiers du secteur financier

	VII. Valeurs technologiques
	Graphique 10. Quelques indices des valeurs technologiques

	Notes

	Abstract: “Prudent Person Rule” Standard for the Investment of Pension Fund Assets
	“Prudent Person Rule” Standard for the Investment of Pension Fund Assets
	I. Definition and key characteristics of the prudent person rule under UK and US law
	II. Historical background
	III. The prudent person rule in practice
	IV. Impact of prudent person rule on investment manager behaviour
	V. Factors for successful implementation of the prudent person rule
	VI. Comparing the effect of prudent-person and quantitative approaches to regulation...
	VII. Conclusion
	Notes

	Résumé : La «règle de prudence» et les placements des actifs des fonds de pension
	Abstract: Private Annuity Markets
	Private Annuity Markets
	I. Background: The changing pension landscape
	II. The development of private annuities in OECD countries
	III. Elements in measuring annuity value: Adverse Selection, Money’s Worth and Equivalent...
	IV. Recent findings of Money’s Worth and Equivalent Annuity Wealth
	V. Why is annuity demand so weak if annuities are such good value?
	Why is annuity demand so weak
	Are today’s annuity prices too good

	VI. Policy issues regarding annuity markets
	VII. Final remarks
	Notes

	Résumé : Les marchés des annuités privées
	Guidelines for Pension Fund Governance
	I. Background
	II. Guidelines for pension fund governance
	Governance structure
	Governance mechanisms

	III. Annotations to guidelines on pension fund governance
	Governance structure
	Governance mechanisms

	Notes

	Abstract: Increases in Investment in the 1990s: The Role of Output, Cost of Capital and Finance
	Increases in Investment in the 1990s: The Role of Output, Cost of Capital and Finance?
	I. Introduction
	II. Development in investment rates
	Figure 1. Real output and business investment 1993 = 100

	III. Data and empirical results
	Data
	Estimation results
	Figure 2. Relative price of capital goods of capital
	Table 1. Panel estimates of investment equations, 1970-1999
	Table 2. Panel estimates of investment equations, 1970-1995


	IV. The investment boom of the late1990s: How much can be explained?
	Table 3. Contributions to the changes in real business investment between 1995 and1999
	Table 4. Estimates of underlying “steady-state” business investment rates

	V. Conclusions
	Notes
	References

	Résumé : Augmentation de l’investissement dans les années 90 : Le rôle de la production...
	Decision of the Council on the Exchange of Information on Reinsurers
	I. OECD promotes exchange of information on reinsurers to protect market integrity
	II. Decision of the Council
	Article 1: Scope of the Decision
	Article 2: Definitions
	Article 3: General principles
	Article 4: Self-limitation
	Article 5: Provision of information on request
	Article 6: Provision of information on own initiative basis
	Article 7: Provision of information systematically transmitted, through OECD internet...
	Article 8: Failure to respect confidentiality requirements
	Article 9: Use of information provided
	Article 10: Other international agreements


	Index of Recent Features
	Prudent person rules cover page.pdf
	“PRUDENT PERSON RULE” STANDARD FOR THE INVESTMENT
	Russell Galer, OECD
	November 2002





