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AGENDA 
  

ITEM 1. REQUEST APPROVAL OF THE MINUTES OF THE FEBRUARY 1, 2011, 
MEETING. 

 
 (See Attachment 1-A) 
   
  ACTION REQUIRED 
 
  
ITEM 2. QUARTERLY REPORTS PURSUANT TO 215.44 (2)(E), FLORIDA STATUTES 

 Executive Director/CIO Introductory Remarks – Ash Williams 
 Investment Performance Reports as of December 31, 2010 

Mike Sebastian – Hewitt EnnisKnupp 
- Florida Retirement System Pension Plan (DB) 
- Florida Retirement System Investment Plan (DC) 
- Florida PRIME (Local Government Surplus Funds Trust Fund) 

and Fund B 
         - Florida Hurricane Catastrophe Fund (FHCF) 

 Standing Reports 
              -     Investment Advisory Council 

- Participant Local Government Advisory Council 
- Audit Committee 
- SBA Staff Reports   

 
 (See Attachments 2-A through 2-L) 
 
 INFORMATION/DISCUSSION ITEMS  
 
 
ITEM 3. REVIEW OF THE INVESTMENT POLICY STATEMENT FOR THE 

FLORIDA RETIREMENT SYSTEM PENSION PLAN (i.e., FLORIDA 
RETIREMENT SYSTEM DEFINED BENEFIT [DB] PLAN), AS REQUIRED 
UNDER s. 215.475(2), F.S. 

 
Last year the State Board of Administration (SBA) staff and SBA investment 
consultants performed an in-depth analysis of the Pension Plan’s assets and liabilities 
or formal asset liability study.  The purpose of the asset liability study was to reassess 
the Pension Plan’s investment policy in light of the latest actuarial study and capital 
market expectations.  The Investment Policy Statement, required pursuant to s. 
215.475, F.S., is the principal vehicle through which the Trustees establish an 
investment objective(s), asset allocation and address associated policy issues for the 
Pension Plan.  Prior to recommended changes in the Investment Policy Statement 
being presented to the Trustees, the Executive Director of the Board presented such  

http://www.sbafla.com/fsb/Trustees/2011Meetings/tabid/990/Default.aspx
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changes to the Investment Advisory Council for review on June 7, 2010.  Results of 
the council’s review were presented to the Trustees on June 8, 2010.  Recommended 
changes to the Investment Policy Statement were approved by the Trustees on  
June 8, 2010.   
 
(See Attachment 3-A for version of the FRS DB Plan Investment Policy Statement 
reviewed by the Investment Advisory Council on June 7, 2010, and approved by 
the Trustees on June 8, 2010.)   
  

 Review of 2010 Asset Liability/Asset Allocation Study   
       Rowland Davis and Steve Cummings – Hewitt EnnisKnupp 
 Review of Strategic Investments  

Andre Mehta and Jim Mnookin - Cambridge & Associates 
 Review of Next Steps for FRS Pension Plan 

Ash Williams 
 
(See Attachments 3-A through 3-G)  
 
INFORMATION/DISCUSSION ITEMS  
 
 
 

 
 
 
 

 



T H E   C A B I N E T 
 

S T A T E  O F  F L O R I D A 
 
___________________________________________________________ 

Representing: 

 

STATE BOARD OF ADMINISTRATION 
 
 

DIVISION OF BOND FINANCE 
 
 

FINANCIAL SERVICES COMMISSION, OFFICE OF 
FINANCIAL REGULATION 

 
 
 

 

 

 

 

          The above agencies came to be heard before  
     THE FLORIDA CABINET, Honorable Governor Scott  
     presiding, in the Cabinet Meeting Room, LL-03,  
     The Capitol, Tallahassee, Florida, on Tuesday,  
     February 1, 2011, commencing at 9:00 a.m. 

 

 

Reported by: 
JO LANGSTON 

Registered Professional Reporter 
Notary Public 
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2894 REMINGTON GREEN LANE 
TALLAHASSEE, FLORIDA  32308 

(850) 878-2221 
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APPEARANCES: 

     Representing the Florida Cabinet: 

 

     RICK SCOTT  
     Governor 
 

     ADAM H. PUTNAM 
     Commissioner of Agriculture 
 

     PAM BONDI  
     Attorney General 
 

     JEFF ATWATER  
     Chief Financial Officer 
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 1 P R O C E E D I N G S 

 2 * * * 

 3 (Agenda items commenced at 9:05 a.m.) 

 4 GOVERNOR SCOTT:  The first agenda is the State

 5 Board of Administration presented by Ash Williams.

 6 So, Ash, good morning.

 7 MR. WILLIAMS:  Good morning, Governor,

 8 Trustees.  Before we get started this morning, I

 9 just wanted to let you know, as of last evening's

10 close, January 31, the balance of the Florida

11 Retirement System Trust Fund stood at $125.1 billion

12 fiscal year to date.  We're up 16.99 percent net of

13 all costs.

14 GOVERNOR SCOTT:  That's great.

15 MR. WILLIAMS:  Thank you.  Item 1, request

16 approval of the minutes from the November 9 and

17 December 7, 2010 meetings.

18 GOVERNOR SCOTT:  Is there a motion to approve?

19 CFO ATWATER:  So move.

20 GOVERNOR SCOTT:  And is there a second?

21 ATTORNEY GENERAL BONDI:  Second.

22 GOVERNOR SCOTT:  Moved and seconded.  Show Item

23 1 approved without objection.

24 MR. WILLIAMS:  Thank you.  Item 2, request

25 approval of a fiscal determination of an amount not

        ACCURATE STENOTYPE REPORTERS, INC.
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 1 exceeding $650 million Florida Housing Finance

 2 Corporation Homeowner Mortgage Revenue Bonds.

 3 GOVERNOR SCOTT:  Is there a motion to approve?

 4 ATTORNEY GENERAL BONDI:  Motion to approve.

 5 GOVERNOR SCOTT:  And second?

 6 CFO ATWATER:  Second.

 7 GOVERNOR SCOTT:  Moved and seconded.  Show Item

 8 2 approved without objection.

 9 MR. WILLIAMS:  Thank you.  Item 3, request

10 approval of a fiscal sufficiency of an amount not

11 exceeding $380 million State of Florida, Full Faith

12 and Credit, State Board of Education Public

13 Education Capital Outlay Refunding Bonds.

14 GOVERNOR SCOTT:  Is there a motion on Item 3?

15 ATTORNEY GENERAL BONDI:  Motion to approve.

16 (Seconded by Governor Scott.)

17 GOVERNOR SCOTT:  Moved and seconded.  Show Item

18 3 approved without objection.

19 MR. WILLIAMS:  Thank you.  Item 4, request

20 approval of a fiscal sufficiency of an amount not

21 exceeding $33 million State of Florida, Board of

22 Governors, University of Florida Clinical

23 Translational Research Building Revenue Bonds.

24 GOVERNOR SCOTT:  Mr. Williams, can you explain

25 how this is used on this one?  Can you explain what
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 1 it's going to be used for?

 2 MR. WILLIAMS:  The fiscal sufficiency function

 3 or the actual programmatic use of the

 4 Translational --

 5 GOVERNOR SCOTT:  The use.

 6 MR. WILLIAMS:  That I don't know.  Our job here

 7 is solely limited to looking at the revenues

 8 dedicated to a project and assuring that they're

 9 adequate to cover the principal and interest of the

10 related financing.

11 GOVERNOR SCOTT:  Okay.  All right.  Is there a

12 motion?

13 ATTORNEY GENERAL BONDI:  Motion to approve.

14 (Seconded by Governor Scott.)

15 GOVERNOR SCOTT:  Moved and seconded, show Item

16 4 approved without objection.

17 MR. WILLIAMS:  Thank you.  Item 5, request

18 approval of a fiscal determination of an amount not

19 exceeding $11,650,000 Florida Housing Finance

20 Corporation Multifamily Mortgage Revenue Bonds.

21 GOVERNOR SCOTT:  Is there a motion on Item 5?

22 CFO ATWATER:  So moved.  

23 (Seconded by Governor Scott.)

24 GOVERNOR SCOTT:  Moved and seconded.  Show Item

25 5 approved without objection.
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 1 MR. WILLIAMS:  Thank you.  Item 6, request

 2 approval of a fiscal determination of an amount not

 3 exceeding $10,400,000 Florida Housing Finance

 4 Corporation Multifamily Mortgage Revenue Bonds.

 5 GOVERNOR SCOTT:  Is there a motion on Item 6?

 6 ATTORNEY GENERAL BONDI:  So moved.

 7 (Seconded by Governor Scott.)

 8 GOVERNOR SCOTT:  Moved and seconded.  Show Item

 9 6 approved without objection.

10 MR. WILLIAMS:  Thank you.  Item 7, request

11 approval of a fiscal determination of an amount not

12 exceeding $7 million Florida Housing Finance

13 Corporation Multifamily Mortgage Revenue Bonds.

14 GOVERNOR SCOTT:  Is there a motion on Item 7?

15 ATTORNEY GENERAL BONDI:  Motion to approve.

16 (Seconded by Governor Scott.)

17 GOVERNOR SCOTT:  Moved and seconded.  Show Item

18 7 approved without objection.

19 MR. WILLIAMS:  Thank you.  Last item, request

20 approval for certification to the Joint Legislative

21 Auditing Committee that the Auditor General's Annual

22 Financial Audit Report of the Local Government

23 Surplus Funds Trust Fund, Florida PRIME, has been

24 received and there are no reported material

25 differences -- deficiencies in internal controls and
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 1 no reported instances of noncompliance, a clean

 2 audit.

 3 GOVERNOR SCOTT:  Is there a motion on Item 8?

 4 ATTORNEY GENERAL BONDI:  Motion to approve.

 5 GOVERNOR SCOTT:  And second?

 6 CFO ATWATER:  Second.

 7 GOVERNOR SCOTT:  Moved and seconded.  Show Item

 8 8 approved without objection.

 9 MR. WILLIAMS:  Thank you very much.

10 ATTORNEY GENERAL BONDI:  Governor, may I ask

11 Mr. Williams a question?

12 GOVERNOR SCOTT:  Sure.

13 ATTORNEY GENERAL BONDI:  Mr. Williams, I know

14 that we've expanded recently the Investment Advisory

15 Council, and we're ready, in the Office of the

16 Attorney General, with a highly qualified

17 individual.  Do you know what time frame that's

18 going to take place and when fellow Cabinet members

19 can make their appointments as well?

20 MR. WILLIAMS:  I think we have flexibility.

21 The IAC, as you know, is a very important advisory

22 body for the State Board, appointed by the Trustees,

23 confirmed by the Senate, composed of individuals

24 with significant personal investment expertise.

25 They've been a tremendous sounding board, oversight
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 1 body and sort of guidance group over the years.

 2 The law was changed last year to expand that

 3 group from six to three (sic) effective today.  I

 4 believe it's today.  And there's not a hard time

 5 frame within which appointments can be made.  I

 6 think at any point we're ready to go forward with

 7 individuals.  We'd certainly love to have them and

 8 get the process in motion.

 9 ATTORNEY GENERAL BONDI:  Okay.  Thank you.

10 MR. WILLIAMS:  Thank you.

11 GOVERNOR SCOTT:  Okay.  The next -- thank you,

12 Attorney General Bondi.  

13

14

15

16

17

18

19

20

21

22

23

24

25
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Executive Summary

• Performance of the Pension Plan when measured against the Performance Benchmark and Long-

Term Target has been strong over short- and long-term time periods

• Performance relative to peers is also competitive over short- and long-term time periods

• The Pension Plan is well-diversified across six broad asset classes, and each asset class is also 

well-diversified

– Public market asset class investments do not significantly deviate from their broad market based 

benchmarks, e.g., sectors, market capitalizations, global regions, credit quality, duration, and 

security types

– Private market asset classes are well-diversified by either vintage year, geography, property 

type, sectors, investment vehicle/asset type, and investment strategy

– Asset allocation is monitored on a daily basis to ensure the actual asset allocation of the plan 

remains close to the long-term policy targets set forth in the Investment Policy Statement

• Hewitt EnnisKnupp and SBA Staff revisit the plan design annually through informal and formal 

asset allocation and asset liability reviews

• Adequate liquidity exists within the asset allocation to pay the monthly obligations of the Pension 

Plan consistently and on a timely basis
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Performance Highlights

• Over the trailing one-, three-, five-, ten- and fifteen-year periods, the Total Fund outperformed the 

Performance Benchmark. During the fourth quarter, the Fund returned 6.2% and modestly trailed its 

Benchmark. 

• The Total Fund outperformed the Absolute Nominal Target Rate of Return over the trailing fifteen-, 

twenty-, twenty-five-, and thirty-year periods.

• The Total Fund return exceeded the median fund in the Trust Universe Comparison Service 

(TUCS) top ten defined benefit plan universe during the fourth quarter and over the trailing one-, 

three-, and five-year periods. Over the trailing ten-year period, the Total Fund return 

underperformed the median TUCS top ten defined benefit plan universe. Over the trailing one-year 

period, the Total Fund fell within the top quartile of returns reported by the TUCS top ten defined 

benefit plan universe.
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Market Environment Growth of a Dollar
1 Year Ending 12/31/10
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Asset Allocation Commentary

• The Fund assets total $124.2 billion as of December 31, 2010, which represents a $6.4 billion 
increase since last quarter.

• Actual allocations for all asset classes were within their respective policy ranges at quarter end.

– The Fund was slightly overweight to the Global Equity asset class at quarter end. All other asset 
classes were slightly underweight relative to their Target.
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FRS Change in Market Value  
Periods Ending 12/31/2010

Fourth Quarter One-Year

Beginning Market Value $117,802,426,321 $113,510,890,130

-Withdrawals ($1,696,271,378) ($7,113,545,808)

+ Contributions $763,997,431 $2,870,997,080

= Net Cash Flows ($932,273,947) ($4,242,548,729)

+ Net Investment Change $7,301,090,814 $14,902,901,787

= Ending Market Value $124,171,243,188 $124,171,243,188

Net Change $6,368,816,867 $10,660,353,058

Summary of Cash Flows 



State Board of Administration of Florida – Pension Plan Review | Fourth Quarter 2010 6

Asset Allocation as of 12/31/10
Total Fund Assets = $124.2 Billion
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Total Fund Performance Commentary

• The Total Fund return outperformed the Performance Benchmark over the trailing one-, 

three-, five-, ten-, and fifteen-year periods.

– Fixed Income, Foreign Equity, and Strategic Investments contributed the most to 
performance over the trailing one-year period, while Tactical Asset Allocation and

Real Estate detracted the most over the same time period. 

– Over the trailing five-year period, Real Estate and Foreign Equity continue to be the 
primary contributors to relative performance. Underperformance by the Private Equity and 
Domestic Equity components detracted the most from positive performance.

• The Fund outperformed the Absolute Nominal Target Rate of Return during the fourth quarter 
and over the trailing one- and fifteen-year periods. However, the Fund underperformed the 
return of its Absolute Nominal Target Rate of Return over the trailing three-, five-, and ten-year 
periods.

Presenter
Presentation Notes
Developed Markets include the Euro Area, Canada, Japan, United Kingdom, Switzerland, Australia, and Sweden. Emerging Markets are Mexico, China, Taiwan, Korea, Singapore, Hong Kong, Malaysia, Brazil, Thailand, Philippines, Indonesia, India, Israel,	Saudi Arabia, Russia, Argentina, Venezuela, Chile and Colombia.	Trade Weight Basis	
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FRS Investment Results
Periods Ending 12/31/10

Performance BenchmarkTotal FRS Absolute Nominal Target Rate of Return 
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FRS Investment Results
Periods Ending 12/31/10

Long-Term FRS Pension Plan Performance Results
vs. SBA's Long-Term Investment Objective

Time Periods Through December 31, 2010

FRS Pension Plan Managed Return Absolute Nominal Target Rate of Return
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Total FRS Cumulative Relative Performance
10 Years Ending 12/31/10
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Total FRS Attribution Analysis

5 Years Ending 12/31/20101 Year Ending 12/31/2010
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Peer Comparison Commentary

• The Total Fund return exceeded the median fund in the Trust Universe Comparison Service 

(TUCS) top ten defined benefit plan universe during the fourth quarter and over the trailing one-, 

three-, and five-year periods. Over the trailing ten-year period, the Total Fund return 

underperformed the median TUCS top ten defined benefit plan universe. Over the trailing one-year 

period, the Total Fund fell within the top quartile of returns reported by the TUCS top ten defined 

benefit plan universe.

• FRS returns relative to the TUCS universe are largely driven by asset allocation differences.

– While peer comparisons can be informative, asset allocation differences may cause the 
comparison to be misleading due to certain liability considerations and statutory restrictions.

• TUCS Top Ten Defined Benefit Plan Universe Data

– $1,099.0 billion in total assets.

– Median fund size is $105.3 billion.

– Average fund size is $109.9 billion.
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Comparison of Asset Allocation
As of 12/31/10

FRS Pension Plan vs. Top Ten Defined Benefit Plans

FRS TOTAL FUND TUCS Top Ten

**Global Equity Allocation: 31.9% Domestic Equity; 20.8% Foreign 
Equity.

*Global Equity Allocation: 30.2% Domestic Equity; 30.0% Foreign Equity; 
1.9% Global Equity Legacy. Percentages are of the Total FRS Fund.
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FRS Results Relative to TUCS Top Ten Defined Benefit Plans
Periods Ending 12/31/10
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Top Ten Defined Benefit Plans FRS Universe Comparison (TUCS)
Periods Ending 12/31/10

Total FRS Top Ten Median Defined Benefit Plan Universe
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Executive Summary

• The FRS Investment Plan outperformed the Plan Aggregate Benchmark over the trailing one-, three-, 
and five-year periods, suggesting strong relative performance for the underlying fund options 
participants are investing in

• The Total Plan Expense Ratio for the FRS Investment Plan is lower, on average, when compared to a 
defined contribution peer group and is significantly lower than the average corporate and public 
defined benefit plans

• Management fees are lower for every investment category than the median as represented by 
Morningstar’s mutual fund universe

• The FRS Investment Plan offers an appropriate number of fund options that span the risk and return 
spectrum

• Investment policy statement is revisited periodically to ensure the structure and guidelines of the 
Investment Plan are appropriate, taking into consideration the plan’s goals and objectives
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Total Investment Plan Returns

* Calculated return estimates based on average plan allocations data from PSCA (2009 Survey) and the 
median fund net of fee return data from Morningstar as of 12/31/2010.

**Aggregate benchmark returns are an average of the individual portfolio benchmark returns at their actual 
weights.

Periods Ending 12/31/2010

One-Year Three-Year Five-Year

FRS Investment Plan 10.6% 0.2% 4.0%

Average DC Plan* 13.0 0.8 4.0

FRS Investment Plan vs. Average DC Plan -2.4 -0.6 0.0

Total Plan Aggregate Benchmark** 10.2 -0.5 3.6

FRS Investment Plan vs. Total Plan Aggregate Benchmark 0.4 0.7 0.4
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Investment Plan Costs

*Source: CEM Benchmarking 2009 Report – Custom Peer Group for FSBA of 20 DC plans with assets between $2.3 - $11.0 billion.
**Source: Greenwich Associates 2009 Survey – Average fee of 69 corporate funds each with over $5 billion under management. 
***Source: Greenwich Associates 2009 Survey – Average fee of 77 public funds each with over $5 billion under management.

0.35%Public Funds***

0.49%Corporate**

DB Plan Investment Management Fees

0.27%Peer Corporate DC Plan Expense Ratio*

0.23%Investment Plan Expense Ratio*
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Investment Plan Costs (cont.)

*Average Fee if Multiple Products in Category as of 12/31/2010.

**Source: Morningstar as of 12/31/2010.

Investment Category Investment Plan
Fee*

Median Mutual 
Fund Fee**

Large-Cap Equity Fund 0.27% 0.90%

Mid-Cap Equity Fund 0.56% 0.98%

Small-Cap Equity Fund 0.91% 1.09%

International Equity Fund 0.46% 1.09%

Diversified Bond Fund 0.31% 0.59%

Balanced Fund 0.05% 0.90%

Money Market 0.06% 0.31%
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Investment Plan Fiscal Year End Assets Under Management

Source: Aon Hewitt

Data Per FYE in Millions of Dollars
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Investment Plan Membership
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Executive Summary

• Performance of the Florida PRIME on both an absolute and relative basis has been strong over 
short- and long-term time periods

• Florida PRIME is adequately diversified across issuers within the short-term bond market

• Florida PRIME investment policy appropriately constrains the Fund to invest in short-term and high 
quality bonds to minimize both interest rate and credit risk

• Adequate liquidity exists to address the cash flow obligations of Florida PRIME

• Hewitt EnnisKnupp, in conjunction with SBA Staff, compiles an annual best practices report that 
includes a full review of the investment policy statement, operational items, and investment 
structure for Florida PRIME
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Florida PRIME Investment Results
Periods Ending 12/31/2010

FL PRIME Yield S&P AAA & AA GIP All 30-Day Net Yield Index**

*Returns less than one year are not annualized.
**S&P AAA + AA GIP All 30-Day Net Yield Index for all time periods shown.
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Florida PRIME Characteristics 
Quarter Ending 12/31/2010

Cash Flows as of 12/31/2010 Florida PRIME

Opening Balance (9/1/2010) $5,331,337,011

Participant Deposits $6,013,120,544

Transfers from Fund B $38,500,000

Gross Earnings $4,343,259

Participant Withdrawals ($4,120,282,666)

Fees ($334,294)

Closing Balance (12/31/2010) $7,266,648,712

Change Over Quarter $1,935,346,844



State Board of Administration of Florida – Florida PRIME and Fund B  |  Fourth Quarter 2010 4

Florida PRIME Characteristics 
Period Ending 12/31/2010

Effective Maturity Schedule
1-7 days 44.6%
8-30 days 24.1
31-90 days 25.0
91-180 days 2.2
181+ days 4.1
Total % of Portfolio: 100.0%

S & P Credit Quality Composition
A-1+ 62.4%
A-1 37.6
Total % of Portfolio: 100.0%
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Fund B Distributions to Participants
Period Ending 12/31/2010

Fund B Distributions to Participants 

Distributions to 
Participants

Cumulative 
Distributions

Participant 
Principal

Proportion of 
Original Principal 

Returned
12/5/2007 $ $ 2,009,451,941$ 0.0%
1/18/2008 50,000,000$         50,000,000$     $1,959,451,941 2.5%
2/11/2008 518,000,000$       568,000,000$   1,441,451,941$ 28.3%
3/18/2008 210,550,000$       778,550,000$   1,230,901,941$ 38.7%
4/21/2008 106,000,000$       884,550,000$   1,124,901,941$ 44.0%
6/19/2008 291,500,000$       1,176,050,000$ 833,401,941$   58.5%
6/26/2008 150,500,000$       1,326,550,000$ 682,901,941$   66.0%
7/7/2008 34,700,000$         1,361,250,000$ 648,201,941$   67.7%
8/6/2008 10,400,000$         1,371,650,000$ 637,801,941$   68.3%
9/5/2008 9,300,000$           1,380,950,000$ 628,501,941$   68.7%

10/7/2008 11,750,000$         1,392,700,000$ 616,751,941$   69.3%
11/7/2008 8,700,000$           1,401,400,000$ 608,051,941$   69.7%
12/4/2008 20,500,000$         1,421,900,000$ 587,551,941$   70.8%
1/9/2009 7,900,000$           1,429,800,000$ 579,651,941$   71.2%
2/9/2009 6,800,000$           1,436,600,000$ 572,851,941$   71.5%
3/9/2009 5,800,000$           1,442,400,000$ 567,051,941$   71.8%
4/9/2009 6,600,000$           1,449,000,000$ 560,451,941$   72.1%
5/8/2009 8,200,000$           1,457,200,000$ 552,251,941$   72.5%
6/8/2009 7,500,000$           1,464,700,000$ 544,751,941$   72.9%
7/9/2009 7,100,000$           1,471,800,000$ 537,651,941$   73.2%
8/7/2009 8,150,000$           1,479,950,000$ 529,501,941$   73.6%
9/4/2009 10,000,000$         1,489,950,000$ 519,501,941$   74.1%

10/7/2009 8,050,000$           1,498,000,000$ 511,451,941$   74.5%
11/6/2009 6,750,000$           1,504,750,000$ 504,701,941$   74.9%
12/8/2009 6,250,000$           1,511,000,000$ 498,451,941$   75.2%
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Fund B Distributions to Participants
Period Ending 12/31/2010

Fund B Distributions to Participants Continued 

Distributions to 
Participants

Cumulative 
Distributions

Participant 
Principal

Proportion of 
Original Principal 

Returned

1/8/2010 34,800,000$         1,545,800,000$ 463,651,941$   76.9%
2/8/2010 8,575,000$           1,554,375,000$ 455,076,941$   77.4%

3/8/2010 6,100,000$           1,560,475,000$ 448,976,941$   77.7%
4/8/2010 5,550,000$           1,566,025,000$ 443,426,941$   77.9%
5/7/2010 7,175,000$           1,573,200,000$ 436,251,941$   78.3%
6/7/2010 13,725,000$         1,586,925,000$ 422,526,941$   79.0%
7/9/2010 8,425,000$           1,595,350,000$ 414,101,941$   79.4%
8/6/2010 6,650,000$           1,602,000,000$ 407,451,941$   79.7%
9/8/2010 5,600,000$           1,607,600,000$ 401,851,941$   80.0%

10/7/2010 5,675,000$           1,613,275,000$ 396,176,941$   80.3%
11/5/2010 5,375,000$           1,618,650,000$ 390,801,941$   80.6%
12/8/2010 4,450,000$           1,623,100,000$ 386,351,941$   80.8%

12/22/2010 23,000,000$         1,646,100,000$ 363,351,941$   81.9%



State Board of Administration of Florida
CAT Fund

Fourth Quarter 2010
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Executive Summary

• Performance of the CAT Fund on both an absolute and relative basis has been strong over short-
and long-term time periods

• The CAT Fund is adequately diversified across issuers within the short-term bond market

• CAT Fund investment policy appropriately constrains the Fund to invest in short-term and high 
quality bonds to minimize both interest rate and credit risk

• Adequate liquidity exists to address the cash flow obligations of the CAT Fund 

• Investment policy statement is revisited periodically to ensure the structure and guidelines of the 
CAT Fund are appropriate, taking into consideration the Fund’s goals and objectives
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Florida Hurricane Catastrophe Fund Background

 The purpose of the Florida Hurricane Catastrophe Fund (FHCF) is to provide a stable, ongoing and 
timely source of reimbursement to insurers for a portion of their hurricane losses.

 The State Board of Administration of Florida (SBA) manages five FHCF accounts, the CAT Fund 
(Operating Fund), the CAT 2006 A Fund (Post Event Tax-Exempt Revenue Bonds), the CAT 2007 A 
Fund (Pre-Event Floating Rate Taxable Notes), the CAT 2008 A Fund (Post Event Tax-Exempt 
Revenue Bonds), and the CAT 2010 A Fund (Post Event Tax-Exempt Revenue Bonds).

 Both the CAT Fund (Operating Fund) and the CAT 2007 A Fund are internally managed portfolios 
benchmarked to a blend of the average of the 3-Month Treasury Bill rate and the iMoneyNet First 
Tier Institutional Money Market Fund Gross Index.

 The CAT 2006 A Fund, the CAT 2008 A Fund and the CAT 2010 A Fund are invested in State and 
Local Government Series (SLGS) securities.

 As of December 31, 2010, the total value of all FHFC accounts was $9.41 billion.
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CAT Fund Change in Market Value  
Periods Ending 12/31/2010

Fourth Quarter One-Year

Beginning Market Value $5,024,111,179 $4,557,897,098

Net Contributions/(Withdrawals) $863,792,625 $1,306,039,080

+ Net Investment Change $8,283,002 $32,250,628

= Ending Market Value $5,896,186,806 $5,896,186,806

Net Change $872,075,627 $1,338,289,708

Summary of Cash Flows 
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CAT Fund Investment Results  
Periods Ending 12/31/2010

CAT Fund* Performance Benchmark**

*CAT Fund: Beginning March 2008, the returns for the CAT Fund reflect marked-to-market returns. Prior to that time, cost-based returns are used.
**Performance Benchmark: The CAT Fund was benchmarked to the IBC First Tier through February 2008. From March 2008 to December 2009, it 
was the Merrill Lynch 1-Month LIBOR. Effective January 2010, it is a blend of the average of the 3-Month Treasury Bill rate and the iMoneyNet First 
Tier Institutional Money Market Fund Gross Index. 
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CAT Fund Characteristics 
Period Ending 12/31/2010

Effective Maturity Schedule
O/N* - 14 Days 25.8%
15 - 30 Days 2.5%
31 - 60 Days 8.3%
61 - 90 Days 4.3%
91 - 120 Days 5.9%
121 - 150 Days 8.6%
151 - 180 Days 5.1%
181 - 210 Days 6.9%
211 - 240 Days 8.3%
241 - 270 Days 4.1%
271 - 300 Days 0.4%
301 - 365 Days 10.8%
366 - 732 Days 5.0%
733 - 1,098 Days 2.4%
1,099 - 1,875 Days 1.6%
Total % of Portfolio: 100.0%

S & P Credit Quality Composition
AAA 51.0%
AA 13.0%
A 34.4%
BBB 0.0%
Non-Investment Grade 1.6%
Total % of Portfolio: 100.0%

*O/N stands for overnight.
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CAT 2007 A Fund Change in Market Value  
Periods Ending 12/31/2010

Fourth Quarter One-Year

Beginning Market Value $3,510,960,029 $3,517,077,181

Net Contributions/(Withdrawals) $0 ($17,880,374)

+ Net Investment Change $3,403,704 $15,166,926

= Ending Market Value $3,514,363,733 $3,514,363,733

Net Change $3,403,704 ($2,713,448)

Summary of Cash Flows 
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CAT 2007 A Fund Investment Results
Periods Ending 12/31/2010

CAT 2007 A Fund Performance Benchmark*

*Performance Benchmark: The CAT 2007 A Fund was benchmarked to the Merrill Lynch 1-Month LIBOR. Effective 
January 2010, it is a blend of the average of the 3-Month Treasury Bill rate and the iMoneyNet First Tier Institutional 
Money Market Fund Gross Index.
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CAT 2007 A Fund Characteristics 
Period Ending 12/31/2010

Effective Maturity Schedule
O/N* - 14 Days 24.1%
15 - 30 Days 3.6%
31 - 60 Days 11.5%
61 - 90 Days 3.7%
91 - 120 Days 5.3%
121 - 150 Days 8.2%
151 - 180 Days 3.0%
181 - 210 Days 7.7%
211 - 240 Days 7.4%
241 - 270 Days 2.3%
271 - 300 Days 0.0%
301 - 365 Days 15.1%
366 - 732 Days 6.5%
733 - 1,098 Days 1.5%
1,099 - 1,875 Days 0.0%
Total % of Portfolio: 100.0%

S & P Credit Quality Composition
AAA 51.7%
AA 15.7%
A 32.6%
BBB 0.0%
Non-Investment Grade 0.0%
Total % of Portfolio: 100.0%

*O/N stands for overnight.
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MEMORANDUM 
 
To:  State Board of Administration - Board of Trustees 
 
From:  Ash Williams 
 
Date: March 9, 2011 
 
Subject: State Board of Administration Standing Reports to Trustees for the Period 

December 8, 2010 – March 9, 2011 
 
 
Pursuant to 215.44 (2)(E), Florida Statutes, please find the Quarterly Standing Reports for: 
 

• Investment Advisory Council 
• Participant Local Government Advisory Council 
• Audit Committee  
• SBA Risk Management and Compliance  
• Strategic Planning Update 
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MEMORANDUM 
 
To:  Board of Trustees  
From:  Patsy Heffner, Chairman 
  Participant Local Government Advisory Council (PLGAC)  
Date:  March 9, 2011  
Subject:  Quarterly Update – Florida PRIME 
 
 
Since the prior meeting of the Trustees on December 7, 2010, the Participant Local Government Advisory Council 
(the “Council”) met on February 16th. The next quarterly meeting of the Council is scheduled to be held on June 15, 
2011, at the SBA’s office in Tallahassee. 

The Council continues to work on several issues designed to improve the operations, client service, and investment 
management of Florida PRIME.  

Most recently: 
 

1. Over the quarter ending December 31, 2010, participant deposits totaled $6.01 billion; participant 
withdrawals totaled $4.12 billion, for a net increase of approximately $1.94 billion (or 36.3%). During the 
4th quarter, Florida PRIME delivered an aggregate $4.35 million in investment earnings for its investors.  

2. Strong cash flows continued into 2011 with Florida PRIME’s assets piercing $7.5 billion in late January—
the first time the pool has closed above that level since April 2008. Florida PRIME was valued at $7.385 
billion as of February 21, 2011.  

3. For the period ending December 31, 2011, Florida PRIME has performed exceptionally well in the current 
interest rate environment, outperforming its investment benchmark over all time periods. For pool 
investors, Florida PRIME generated excess returns (performance above the pool’s benchmark) of 
approximately 14 basis points (0.14%) over the last three months, 12 basis points (0.12%) over the last 12 
months, and 8 basis points (0.08%) over the last three years. Florida PRIME’s 7 Day SEC Yield was 0.27% as 
of February 21, 2011. 

4. On December 21, 2010, the Auditor General distributed the Fiscal Year 2010 Financial Audit to all PRIME 
and Fund B participants—with no instances of non-compliance or material deficiencies in internal 
controls.  

5. On February 9th, the Council distributed its 2011 Biennial Report. 

6. Fund B has continued to pay principal and interest, with cumulative distributions to participants of 
$1,656,375,000 as of February 8, 2011. As a proportion of their original principal amount, 82.4% has been 
returned to Fund B investors. 



Minutes 
Audit Committee Meeting  

January 3, 2011 
 
A meeting of the State Board of Administration (SBA) Audit Committee was held on  
January 3, 2011, at 1:30 P.M. in the Hermitage Room at the Hermitage Centre, Tallahassee, Florida. 
 
Members Present: William Sweeney, Chair 
   Judy Goodman, Vice Chair 
   Kim Mills, Member 
 
Other Attendees: Ash Williams, Executive Director & CIO, SBA 

Kevin SigRist, Deputy Executive Director, SBA 
Eric Nelson, Chief Risk and Compliance Officer, SBA 
Robert Copeland, Acting Chief Operating Officer, SBA 

    Sarah Clemmons, Director of Accounting, SBA 
   Joan Haseman, Director of Administration, PEORP, SBA 

Dan Beard, Director of Policy, Risk and Compliance, PEORP, SBA 
Anne Bert, Director of Operations, FHCF, SBA  
Sharon Wilson, Manager of Financial Operations, FHCF, SBA 
Jeff Smith, Senior Portfolio Manager of Real Estate, SBA 
Sara Geiger, Portfolio Manager of Real Estate, SBA 
Flerida Rivera-Alsing, Chief of Internal Audit, SBA 
Loveleen Verma, Manager of Internal Audit, SBA 

   Belinda Dixon, Manager of Internal Audit, SBA 
   Marcia Carroll, Senior Audit Analyst III, SBA 
   Lillian Spell, Audit Analyst II, SBA 
   Elizabeth Scott, Audit Analyst II, SBA     

Mike Pattillo, Ernst & Young, LLP 
Lauren Harju, Ernst & Young, LLP 
John DiSanto, Ernst & Young, LLP 
Greg Schlaefer, Ernst & Young, LLP via teleconference 
Holly Morhead, Ernst & Young, LLP via teleconference 
Bill Ferguson, Thomas Howell Ferguson, P.A. 
Lisa Miller, Lisa Miller & Associates 
Kiran Gadde, KPMG, LLP 
Gary Fineout, Press Reporter 
 

 Mr. Sweeney called the meeting to order at 1:35 P.M.  
CALL TO ORDER 

 

Mr. Williams updated the Committee on the performance of the FRS Pension Plan.  He advised that 
the FRS Pension Plan was valued at $124 billion as of the December 31, 2010, which is a 15.5 percent 
increase in value from the fiscal year-end of June 30, 2010. He commented that the other funds and activities 
of the SBA are also showing improvement.   

OPENING REMARKS - SBA EXECUTIVE DIRECTOR & CIO 

 
Mr. Williams informed the Committee that a response to the recent press issues would be provided to 

the Committee when completed. 
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A motion was made and seconded to approve the minutes of the November 29, 2010, meeting. The 
vote was unanimous. 

APPROVAL OF MINUTES 

 
PRESENTATION OF ERNST & YOUNG (EY) ON THE AUDIT OF THE FLORIDA HURRICANE 
CATASTROPHE FUND (FHCF)
 Ms. Morhead and Mr. Schlaefer discussed the 2010 financial statements audit results of the FHCF. 
Mr. Schlaefer informed the Committee that EY has issued an unqualified opinion on the 2010 financial 
statements of the FHCF. Ms. Morehead gave an overview of the audit procedures used in testing 
management’s estimates and valuations. Ms. Morehead also discussed the required communications to the 
Committee along with the auditor’s responsibilities for testing and reporting on internal controls and 
compliance.  

  

 
 Mr. Sweeney inquired about the pricing of the securities.  Ms. Morehead explained that EY used 
their own pricing service to revalue SBA securities individually and in aggregate and did not find any 
significant difference. Mr. Sweeney inquired as to how uncertainty in the accounts receivables is determined. 
Ms. Bert replied that the receivables are assessed periodically and also at end of the audit period to determine 
whether a receivable should be booked as uncollectible or as a partial receivable.  
 
 Ms. Rivera-Alsing informed the Committee that the financial information of Florida Hurricane 
Catastrophe Financing Corporation is also included in the 2010 FHCF audited financial statements. The 
Florida Hurricane Catastrophe Financing Corporation is a blended component unit of FHCF. 
  

 Mr. Pattillo presented the results of the financial statements audit of the FRS Pension Plan and FRS 
Investment Plan for the year ended June 30, 2010.  

PRESENTATION OF EY ON THE AUDIT OF THE FRS PENSION PLAN AND FRS INVESTMENT 
PLAN TRUST FUNDS 

 
 Mr. Sweeney inquired when the audited financial statements of FRS Pension Plan and FRS 
Investment Plan were issued. He also asked when EY intends to have these audited financial statements 
issued next year. Mr. Pattillo replied that the audited financial statements were issued on December 17, 2010.  
Mr. Pattillo advised that audited financial statements for fiscal year ending June 30, 2011 will be issued 
earlier because the templates have been created and the foundation has been laid to facilitate the process.  
Mr. Pattillo advised the Committee that EY will also provide a management letter to share best practices and 
ideas from other peers for SBA’s process improvement. 
 
 Mr. Pattillo commented that for both sets of financial statements, EY issued unqualified opinions. 
The audits were performed according to Government Auditing Standards and no significant deficiencies or 
material instances of non-compliance with rules and regulations were noted.   
 
  Ms. Harju explained the areas of audit emphasis, along with the tests completed. Mr. Sweeney 
inquired about the private equity pricing process. Mr. Pattillo replied that private equity pricing was based on 
net asset value as required by Generally Accepted Accounting Principles (GAAP).   
 
 Mr. DiSanto discussed the required communications to the Committee, along with the auditor 
responsibilities pertaining to the audit of the financial statements. Mr. DiSanto also advised the Committee 
that there were no disagreements with the SBA management and that the SBA’s significant accounting 
policies and estimates are appropriate.  
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 Mr. Pattillo discussed the contents of the FRS Pension Plan audited financial statements. He 
explained the purpose of the Management’s Discussion and Analysis (MD&A) required under Government 
Auditing Standards. 
 
 Mr. Sweeney inquired about the actuaries’ valuation process. A discussion followed.  Mr. Sweeney 
suggested to invite the FRS Pension Plan actuary at one of the Committee meetings. 
 
 Ms. Goodman inquired about the reasonableness of the FRS Pension Plan’s investment management 
fees compared to SBA peers.  Mr. Pattillo responded that he cannot comment on the reasonableness of the 
fees compared to peers because no such analysis was performed. An analysis was rather done on the 
compliance of fees with the SBA agreements. A discussion followed.  Mr. SigRist suggested providing the 
Committee the result of a recent study comparing SBA’s investment management fees to its peers.   
 
 Mr. Sweeney requested Mr. Pattillo to recommend ways on how the Committee may improve its 
oversight over financial reporting. 
 
RECESS 
 Mr. Sweeney recessed the meeting at 2:45 P.M. 
 
CALL TO ORDER 
 Mr. Sweeney called the meeting back to order at 2:50 P.M. 
 

 Ms. Rivera-Alsing and Mr. SigRist provided an update on the following items that came up in the 
November 2010 Audit Committee meeting: 

UPDATE ON CERTAIN REAL ESTATE (RE) INVESTMENTS 

 
• Net investment loss and unrealized loss of the HC Florida/Briarbrook, LLC and HC Florida/Carol 

Stream, LLC - Mr. SigRist provided a memo to the Committee explaining the reasons for the net 
investment loss and unrealized loss.  He advised that, given the challenging economic conditions, 
 these investments underperformed.  
 

• Konover South financial statements presented in accordance with federal income tax basis - Ms. 
Rivera-Alsing advised that, moving forward, the financial statements will be presented in accordance 
with Generally Accepted Accounting Principles, as discussed in the November Committee meeting. 
 

• Avion and Cheli extension to file their state tax return - Ms. Rivera-Alsing advised that tax returns 
are usually filed by the investment advisors after their financial statements are finalized.  
 

• Sunrise Harbour’s rebilled items not specified in the property management and leasing agreement - 
Ms. Rivera-Alsing advised that the rebilled items were included in the budget approved by the SBA 
Real Estate asset class.   
 

• MS Inland Fund and Ramco 450 Venture audit of the ”investment level” financial statements and 
performance of agreed upon procedures (AUP)- Ms. Rivera-Alsing presented the comparison of the 
proposed fees from Deloitte, Grant Thornton, and EY for the investment level audit and AUP of MS 
Inland Fund and Ramco 450 Venture.  Based on the results of the comparison, Ms. Rivera-Alsing 
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recommended that the Committee accept the proposal of Grant Thornton for the audit and AUP of 
Ramco 450 Venture.  For the audit and AUP of MS Inland, she recommended that the Committee 
accept the proposal of EY. 

A motion was made and seconded to approve the proposal from Grant Thornton The vote was 
unanimous.  

 
A motion was made and seconded to approve the proposal from EY.  

The vote was unanimous. 
 

Ms. Rivera-Alsing advised the Committee that the evaluation of the ten respondents to the RFQ for a 
Pool of Auditors has been completed.  She discussed the result of the evaluation.  She advised further that the 
evaluation team recommended adopting the top five firms, KPMG, EY, Clifton Gunderson, Deloitte & 
Touche, and Crowe Horwath, as the SBA’s pool of auditors.  

UPDATE ON THE RFQ FOR A POOL OF AUDITORS FOR AUDIT AND/OR OTHER SERVICES 

 
Ms. Goodman commented that she wished to voluntarily recuse herself from voting due to a conflict. 

A motion was made and seconded to adopt the top five firms as the SBA’s pool of auditors.  
 

Ms. Stiff gave an overview on the new SBA Learn Center website, seminars that will be offered, and 
the mandatory trainings that are available on the website. Ms. Stiff also discussed the recent fiduciary 
training attended by several employees of the SBA and some members of the Committee. 

QUARTERLY UPDATE ON SBA TRAINING INITIATIVES 

 

 Mr. Sweeney asked Ms. Rivera-Alsing to defer the discussion of the status of the recommendations 
to the beginning of the next Committee meeting.  

UPDATE ON OPEN RECOMMENDATIONS 

 

Mr. Nelson updated the Committee on some of the recent activities of the Risk Management & 
Compliance unit.  He advised that a compliance procedure manual has been drafted, many recommendations 
related to the compliance section will soon be closed and fourteen of the recommendations related to the 
disaster recovery plan will be outsourced to BDA Global, LLC.  He further advised that the disaster recovery 
tests will be performed within the current fiscal year. 

UPDATE ON RISK MANAGEMENT & COMPLIANCE UNIT ACTIVITIES 

 
Mr. Nelson updated the Committee on the SBA policies on new investment vehicles and investment 

valuation. He also updated the Committee on the status of the Invitation to Negotiate (ITN) for a Total Fund 
Risk Model and Hedge Fund Risk Model. 

 

 Ms. Rivera-Alsing informed the Committee that the Office of Program Policy Analysis and 
Government Accountability (OPPAGA) issued their report on the Florida Growth Initiative. The Auditor 
General (AG) also issued the audited financial statements of the Local Government Surplus Funds Trust 
Funds (LGIP).  

UPDATE ON AUDIT ACTIVITIES 

 
 Ms. Rivera-Alsing updated the Committee on the ongoing external audits of the SBA. OPPAGA is 
currently performing a review on the SBA’s management of investments. The AG is wrapping up its 
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statewide audit. The EY audit of the SBA's title holding companies for the year ended September 30,2010,
is currently in progress.

Ms. Rivera-Alsing also updated the Committee on the activities of the Office of Internal Audit
(OIA). She advised that the OIA is also reviewing the status of recommendations to determine whether the
follow-up will be completed by June 30, 2011. Ms. Rivera-Alsing will update the Committee on this matter
at the next Committee meeting.

OTHER ITEMS OF INTEREST
. Mr. Williams informed the Committee that a new Chief Operating Officer/Chief Financial Officer

has accepted the position. The expected start date is March 1, 2011.
. The Committee will hold its next meeting on Tuesday, February 22,2011, at 1:30 P.M.

ADJOURNMENT
A motion was made and unanimously approved to adjourn the meeting at 3:50 P.M.

William Sweeney,-Chair
February 22,2011

)
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MEMORANDUM 
 
To:  Ashbel C. Williams, Executive Director & CIO 
 
From:  Maureen M. Hazen, General Counsel 
 
Date:  February 24, 2011 
 
Subject: Office of General Counsel: Standing Report to Trustees 
  For Period November 23, 2010 – February 22, 2011 
 
 
SBA Agreements. 
 

During the period covered by this report, the General Counsel’s Office drafted, reviewed 
and negotiated:  (i) 21 new contracts – including 7 new alternative and real estate investments, 1 
new contract with a Global Equity Manager and 1 new contract with a Prime Broker; (ii) 83 
contract amendments; and (iii) 21 contract terminations. 
 
SBA Litigation.  
 

(a) Passive.  As of February 22, 2011, the SBA was a passive member of the class in 
487 active and open securities class actions.  From November 23, 2010 through January 31, 
2011, the SBA collected recoveries in the amount of $2,000,330.08 as a passive member in 27 
securities class actions. 
 

(b) Active.  (i) On December 21, 2010, the SBA and JP Morgan resolved the dispute 
over the SBA’s claim for the sale of unregistered securities resulting in a distribution to the Fund 
B Surplus Funds Trust Fund in the amount of $23,000,000.  The Florida Attorney General’s 
Office and the Office of Financial Regulation assisted the SBA with negotiating the settlement.  
(ii) During the period covered by this report, the SBA joined the litigation styled Abu Dhabi 
Commercial Bank v. Morgan Stanley & Co.  The parties are currently conducting discovery. (iii) 
During the period covered by this report, the Attorney General filed a notice to intervene in the 
Qui Tam filed against BNY Mellon.  (iv) The SBA continues to manage and monitor the AIG 
and Countrywide opt-outs as well as other litigation that the SBA believes will not have a 
material impact on the SBA’s financial statements. 
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(c) Defined Contribution Program.  As of February 22, 2011, the General Counsel’s 

Office was handling 15 open cases for the Defined Contribution Program. 
 
 
Other Matters. 
 

(a) Public Records Requests.   During the period covered by this report, the General 
Counsel’s Office received 30 new public records requests and continued to work on 10 open 
requests. 

 
(b) SBA Rules.   During the period covered by this report, the SBA commenced its 

review of all SBA proposed and existing rules as requested by Executive Order 11-01.  After 
consultation with the Office of Fiscal Accountability and Regulatory Reform, the SBA 
proceeded with noticing 3 proposed rules for the DC program. 

 
(c) Dodd-Frank Rules.   During the period covered by this report, the SBA joined 

with other public funds in submitting a comment to letter to the SEC regarding changes to the 
U.S. securities laws that should be made as a result of the U.S. Supreme Court’s decision in 
Morrison v. National Australia Bank Ltd.  In addition, the SBA will be submitting a comment 
letter to the SEC on the regulation proposed under the Dodd-Frank Act requiring registration of 
certain “municipal advisors.” 
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MEMORANDUM 
 
To:  Ash Williams  
From:  Michael McCauley  
Date:  March 9, 2011  
Subject:  Board of Trustees Meeting – Standing Report on Corporate Governance 
 
 
Since the prior meeting of the Trustees on December 7th, the SBA has been active in several areas. 
 
ADVISORY VOTES ON EXECUTIVE COMPENSATION (SAY ON PAY) 
On January 25, 2011, the SEC issued final rules implementing Section 951 of the Dodd-Frank Wall Street Reform 
and Consumer Protection Act, which generally provides shareholders of US public companies with the right to cast 
three types of pay votes: (i) an advisory (non-binding) vote to approve the compensation of the named executive 
officers (“say on pay” vote, or “SOP”); (ii) a vote on the frequency with which shareholders should be entitled to 
cast votes on the company’s executive compensation (“say-when-on-pay”, or “SWOP”) and (iii) a vote to approve 
certain payments made to executives in connection with an acquisition, merger or other specified corporate 
transaction (golden parachute vote, or “say goodbye” vote). The SEC’s final rules varied somewhat from its initial 
proposed rules, with a notable two year exemption for small capitalization firms from all SOP requirements. Also, 
companies are allowed to exclude future say-on-pay shareowner proposals if a particular frequency vote was 
supported by a majority of shareowners and the company adopts a policy consistent with that vote signal. The say-
on-golden parachutes vote applies to initial filings made on/after April 25, 2011 and requires a separate 
shareowner vote in M&A transactions on NEO’s compensation that is based on or related to the transaction. 
 
Amendments reflecting the new regulations were added to the SBA’s Corporate Governance Principles & Proxy 
Voting Guidelines in late 2010. Although it is still very early in the 2011 proxy season, dozens of companies have 
conducted SOP proxy votes. Year to date, most companies have recommended a 3 year interval for SOP voting 
frequency, and only a handful of SOP voting items have garnered less than 50 percent of shareowners’ votes. The 
two primary governance research providers used by the SBA have made client recommendations overwhelmingly 
in favor of SOP votes. Institutional Shareholder Services (ISS) and Glass, Lewis & Co. have recommended a "No" 
vote approximately 10 percent of the time.  
 
Historically, in non-U.S. equity markets with SOP requirements (primarily the United Kingdom, Sweden, and 
Australia), very few say-on-pay proposals have failed—with average support levels of around 90 percent of all 
shares voted. Interestingly, investors voting against SOP items at a handful of individual firms have not coupled 
those voting decision with votes for or against individual directors. To date, votes against compensation plans have 
not corresponded with votes against compensation committee members. Although most boards have 
recommended holding triennial SOP votes, investors have thus far indicated a bias for annual SOP voting 
frequency.  
 
CORPORATE GOVERNANCE & PROXY VOTING OVERSIGHT GROUP 
The SBA’s Corporate Governance & Proxy Voting Oversight Group (Proxy Committee) conducted its most recent 
quarterly meeting on January 13th, discussing a range of governance activities and proxy voting issues. The Proxy 
Committee discussed the classified board initiative (see item below), reviewed company research tied to the 



Protecting Florida’s Investments Act (PFIA), and discussed a proposal for the SBA to host the 2011 Fall Mid Year 
conference of the International Corporate Governance Network (ICGN) in Miami in early December. 
 

On February 23, 2011, the SBA voted close to 2.5 million shares of Apple Computer, voting in favor of each of the 
following ballot items: 1) all director nominees; 2) selection of external auditor; 3) advisory vote on executive 
compensation; 4) a triennial SOP frequency; 5) adoption of a succession planning policy; and 6) adoption of a 
majority voting requirement in the election of directors. The SBA’s vote represents 0.28 percent of the company’s 
total outstanding shares. There were no major concerns with the company’s executive compensation framework, 
and the company has had a strong relationship between total compensation levels and total stock returns (as well 
as other performance metrics). The company’s compensation structure was rated an “A” by Glass, Lewis & Co, 
indicating a very strong relationship between its pay levels and stock returns. Although the company has a 
succession planning process in place, it has provided relatively poor transparency about the process to 
shareowners and even within its own governance guidelines. Additionally, the resolution was precatory (advisory) 
and does not require the board to disclose material sensitive information. Finally, Apple was one of the firms in the 
Russell 1000 index that received the SBA’s majority voting advocacy letter in the second half of 2010. 

HIGHLIGHTED PROXY VOTE 

 
REGULATORY COMMENTARY 
On February 3, 2011, the SBA submitted a comment letter to the SEC in response to its proposed rules on the 
required reporting disclosure by companies of Conflict Minerals (defined in the Dodd-Frank Wall Street Reform and 
Consumer Protection Act to include columbite-tantalie (coltan), cassiterite, gold, wolframite, or their derivatives or 
any other mineral or its derivatives determined by the Secretary of State to be financing conflict in the Democratic 
Republic of the Congo). SBA staff believes that by requiring enhanced disclosure of sourcing of conflict minerals, 
investors will have improved information on corporate supply chain risk. Without such disclosures, long-term 
institutional investors may face significant hidden risk exposures at companies that fail to properly manage their 
global supply chain, especially in high-risk markets. SBA staff encouraged the SEC to significantly narrow the scope 
of reporting entities, extend the implementation timeframe, and provide guidance on standardized reporting 
procedures.  
 
CLASSIFIED BOARD INITIATIVE 
Beginning in December, the SBA submitted 14 shareowner resolutions recommending each company remove its 
current classified board structure. For the first time, the SBA is working with the American Corporate Governance 
Institute to implement the project and aid in company dialogue. When a board of directors is classified, each 
director serves for a multi-year term—normally consisting of a three year time frame. The SBA’s resolutions allow 
all shareowners to vote on whether or not the directors’ terms should be staggered. Empirical evidence has shown 
that classified boards can lead to deterioration of share value and impair a company’s long-term financial 
performance. This SBA initiative is focused primarily on large capitalization firms within the S&P 500 stock index 
with classified board structures. To date, 4 of the 14 companies have agreed to implement the SBA’s proposal, and 
we continue to have very positive dialogue with most of the remaining firms.  [A copy of the SBA’s resolution is 
attached] 
  



PROPOSAL TO REPEAL CLASSIFIED BOARD 
 
RESOLVED, that shareholders of [COMPANY NAME] urge the Board of Directors to take all necessary steps (other 
than any steps that must be taken by shareholders) to eliminate the classification of the Board of Directors, and to 
require that, commencing no later than the annual meeting of 2013, all directors stand for elections annually. 
 

SUPPORTING STATEMENT 
 
This resolution, submitted by the Florida State Board of Administration with the assistance of the American 
Corporate Governance Institute, LLC, urges the board of directors to facilitate a declassification of the board.  Such 
a change would enable shareholders to register their views on the performance of all directors at each annual 
meeting. Having directors stand for elections annually makes directors more accountable to shareholders, and 
could thereby contribute to improving performance and increasing firm value.  
 
Over the past decade, many S&P 500 companies have declassified their board of directors.  According to FactSet 
Research Systems, between 2000 and 2009, the number of S&P 500 companies with classified boards declined 
from 300 to 164.  Furthermore, according to Georgeson reports, there were 187 shareholder proposals to 
declassify boards during the five proxy seasons of 2006 through 2010. The average percentage of votes cast in 
favor of proposals to declassify exceeded 65% in each of these five years.  
 
The significant shareholder support for proposals to declassify boards is consistent with evidence in academic 
studies that classified boards could be associated with lower firm valuation and/or worse corporate decision-
making. Studies report that: 
 

● takeover targets with classified boards are associated with lower gains to shareholders (Bebchuk, Coates, 
and Subramanian, 2002); 

● classified boards are associated with lower firm valuation (Bebchuk and Cohen, 2005); 
● firms with classified boards are more likely to be associated with value-decreasing acquisition decisions 

(Masulis, Wang, and Xie, 2007); and  
● classified boards are associated with lower sensitivity of compensation to performance and lower 

sensitivity of CEO turnover to firm performance (Faleye, 2007).  
 
Although one study (Bates, Becher and Lemmon, 2008) reports that classified boards are associated with higher 
takeover premiums, this study also reports that classified boards are associated with a lower likelihood of an 
acquisition, and that classified boards are associated with lower firm valuation. 
 
Please vote for this proposal to make directors more accountable to shareholders.  
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MEMORANDUM 
 
DATE:  February 24, 2011 
 
TO:  Ash Williams 
  
FROM: Eric Nelson 
 
SUBJECT: Trustee Update – March 2011 
______________________________________________________________________________ 
 
The following is a brief status report of Risk Management and Compliance initiatives completed 
or in progress during the period 12/1/10 through 2/24/11: 
 

• Federated Investors presented results of stress testing of the Florida PRIME to the Fixed 
Income Investment Oversight Group in early February, which included testing the 
following in conjunction with different levels of investor redemptions: 

 
 -Parallel shifts of yield curve 
 -Spread widening on floating rate securities 

-Redemptions 
-Downgrades 

 
All conditions tested resulted in satisfactory outcomes, with net asset value remaining 
above 99.5% except under extreme conditions which Federated deems as unlikely. 

 
• Significant work on enhancing our disaster recovery capabilities continued throughout 

the past quarter, including:  
 

• The external consultant has conducted numerous interviews and assisted staff in 
updating our business impact analysis and documenting key process critical paths.   

• A tele-work test involving select key staff and processes was conducted on 
February 16. 

• A tabletop exercise using the scenario of a mid-day complete unexpected 
shutdown of our facility was conducted on February 24 with members of the 
SBA’s Emergency Management Team. 

 
• A strategic review of the SBA’s records management program is being undertaken with 

the assistance of an external consultant. A Request For Quote was issued on February 8 



with the scope of work to include an evaluation and assessment of our enterprise content 
and records management program.  The selected vendor will provide the SBA with a 
series of findings, an actionable set of recommendations for improvement, and a roadmap 
for a board-wide records management solution that will include industry best practices in 
training, governance, processes and technology. Responses are due back March 1 and we 
anticipate the completion of this first strategic review phase of the project by fiscal year 
end. 

 
• Significant work has been done on our trading counterparty management practices, 

monitoring, and associated policy. We have enhanced our counterparty exposure 
reporting in conjunction with the development of a comprehensive trading counterparty 
management policy, which will be presented to the Trading Oversight Group within the 
next few weeks. 

 
• The first of a series of strategic planning sessions was conducted in mid-December with 

senior management members to identify and update the SBA’s critical objectives and 
priorities. The next planning session will held after benefit reform initiatives are finalized 
this spring. 

 
• The procurement process for a total fund holdings based risk system and/or a hedge fund 

risk system continued during the period.  A short list of four finalists was identified by 
the Evaluation Team on December 17. Oral presentations by the four finalists were 
initiated on January 27 and were concluded on February 10. The Evaluation Team met on 
February 14 and further whittled down the list of firms under consideration to two  – 
MSCI/Barra and Wilshire. It was also decided to decouple the evaluation of hedge fund 
risk systems from the procurement of the total fund risk system in order to identify other 
specialist firms that provide hedge fund risk analytics (as well as fund administrator 
capabilities), in addition to awaiting direction from the Trustees on hedge fund usage. 
Next step is a four to six week hands-on evaluation of the actual products by select SBA 
staff. We have also begun the process of obtaining feedback on the two finalist systems 
from other public funds currently utilizing these products. 

 
• A procurement process was initiated for general investment consulting services with an 

Invitation to Negotiate issued on February 14 and a response date of March 14. The scope 
of services is loosely split up into investment policy/general consulting (e.g., asset 
liability studies, asset allocation modeling, performance analysis and presentation, risk 
budgeting support, general investment advice and counsel) and public market 
implementation consulting (e.g., manager monitoring, manager search, selection, and 
oversight, risk budgeting support, general consulting, etc.). The start date for the 
vendor(s) selected will be July 1. 

 
• A “New Investment Vehicles and Programs” policy was implemented effective 

December 20, which sets forth approval requirements for new investment vehicles (e.g., a 
new fixed income security type) and new investment programs (e.g., a frontier market 
strategy). 
 

• Annual Investment Protection Principle certifications were sent out in December to 
public market asset class managers and all have been completed and returned to the SBA 
as of the first week of February. 



 
• Semi-annual certifications were sent out to public market asset class investment 

managers by our external manager oversight group in December. All certifications have 
been received back as of mid-February and risk rankings for manager oversight and 
surveillance purposes have been updated based on information extracted from the 
certifications. 
 

• Currently working with short term Fixed Income staff to develop procedures for 
generation and maintenance of an “Approved List” of authorized securities which have 
been reviewed by both credit staff and portfolio management staff.  A first draft has been 
developed by Fixed Income staff and submitted to Risk Management for review. A 
meeting was held to discuss issues and the procedures are being edited based on 
feedback. 
 

• Draft compliance program procedures were completed as of 12/31/10. 
 

• The first fiduciary training class for SBA staff was administered by representatives from 
the Groom Law Group on December 13. This training was mandatory for a large number 
of SBA staff, including all management staff in both the asset classes and investment 
support units.   

 
• A mandatory investment foundation skills training program was finalized and 

implemented effective December 1.  The SBA is using an online product (Intuition) to 
deliver a core investment training program, which will be required for staff in the asset 
classes as well as investment support units. The curriculum has been set up as a five level 
program with ten classes required at each level (which are composed of a mixture of 
mandatory classes as well as electives chosen from a specified pool of offerings).  
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MEMORANDUM 
 
DATE:  February 25, 2011 
 
TO:  Ash Williams 
 
CC: Kevin SigRist, Ron Poppell, Jack Nicholson, John Benton, Robert Copeland, 

Maureen Hazen and Mike McCauley  
 
FROM: Eric Nelson 
 
SUBJECT: Strategic Planning Update 
_____________________________________________________________________________________ 
 
 
Management staff met in December 2010 to review progress on existing strategic objectives, as 
well as to identify and discuss new strategic objectives based on perceived opportunities and 
threats.  Discussions also involved the strategic planning process itself, as well the value 
proposition in the production of a detailed and extensive plan document.  In the end, the 
management group embraced a strategic planning approach that one might say is embodied in an 
excerpt of an Eisenhower quote “...plans are useless, but planning is indispensible”.  Two 
consensus recommendations resulted from our deliberations. First, it was decided that the best 
use of our time and energy was to hold periodic “mini” strategic planning sessions rather than 
meeting once a year for a marathon planning session. Second, we determined that documenting 
concise, high level objectives statements and tasks served our purposes more effectively from a 
leadership perspective, rather than creating a detailed plan document setting forth numerous 
action steps/tasks, target dates, etc. that becomes obsolete shortly after printing. In our collective 
managerial wisdom, we felt regular planning sessions will facilitate adapting and recalibrating 
efforts on a more real time basis, and a “big picture” oriented plan document will ensure clarity 
and focus on the endgame.  
 
As previously discussed, the attached plan presents the SBA’s strategic goals and objectives as 
of the date of this writing for the following 16 month period (the remainder of this fiscal year as 
well as fiscal year 2012). Although there are Florida Retirement System reform initiatives being 
considered and the Trustees and IAC members are revisiting our current FRS Pension Plan 
Investment Policy Statement, the objectives we have set forth should not be significantly 
impacted/altered by the outcome of these uncertainties (at least for the 16 month period).       
 
Work on many of our strategic objectives is already well underway, including employee training 
and development, evaluation of internally managing a passive foreign equity portfolio, 



evaluation of our custodian bank relationships, and enhancing our disaster recovery capabilities. 
Other objectives have active procurement processes under way, including the total fund holdings 
based risk system and advisory services for our enterprise content management needs. Finally, 
certain objectives are projected to be a bit longer term in nature or have start dates out in the 
future, including evaluation of the Florida Hurricane Catastrophe Fund’s Paragon relationship (as 
procurement is not slated to begin until late in FY 2012) and evaluation of internal management 
of index funds for the FRS Investment Plan. 
 
At this time, I am anticipating we will conduct another strategic planning session late this fiscal 
year to review progress on current objectives as well as assessing the potential impact of 
applicable Florida statutory changes. The timing of this next session should also provide our new 
Chief Operating Officer ample opportunity to familiarize herself with strategic issues within her 
sphere of responsibilities. 
 
Call me with questions. 
 
 
attachment 
 
  
 
 



Goals & Strategic Objectives 
(“SO”) FY 2011 Projects FY 2012 Projects Outcomes 
        

Go
al

 1
 

Promote organizational values, 
including cost effectiveness and 
adherence to the highest ethical, 
fiduciary, and professional 
standards.       

SO 1.11 
Continue to develop and expand 
the enterprise risk management 
and compliance program. 

Finalize compliance program 
documentation 

Update process owner risk 
assessments and risk 
responses 

Enhanced risk management 
capabilities 

 
   Finalize enterprise risk 

management template and 
plan   

 
   Finalize enterprise risk 

management reporting 
package   

Go
al

 2
 Deliver superior investment 

performance. 

      

SO 2.7 

Evaluate additional 
methodologies for total fund risk 
measurement and management, 
including possible procurement 
and implementation of a total 
fund holdings-based risk 
management system. 

Conclude already initiated 
procurement of total fund 
holdings based risk system 

Implement new risk system 
(contingent upon approval), 
including develop new/revised 
risk reporting packages based 
on feedback from internal 
management, IAC and 
Trustees 

Enhanced risk management 
capabilities 

      
    
    
      



Goals & Strategic Objectives 
(“SO”) FY 2011 Projects FY 2012 Projects Outcomes 

SO 2.10 

Evaluate internal management 
of passive foreign equity 
portfolio, including researching 
technological and operational 
infrastructure required to 
support. 

Continue research project on 
feasibility of internally 
managing passive foreign 
equity portfolio 

Depending on outcome of 
feasibility research, develop 
business case (including 
cost/benefit analysis) for 
internal management, IAC and 
Trustee consideration 

Reduced investment 
management costs and 
increased value for FRS 
Pension Plan stakeholders 

    
  Conduct benchmarking visits 

to other public funds 
    

      
  Identify tools, systems and 

human capital required to 
implement the strategy 

    

  
    

SO 2.11 

Evaluate internally managing 
index funds for the FRS 
Investment Plan. 

 Develop cost/benefit 
analysis and obtain input 
from Trustees and 
Investment Advisory Council 

 Contingent on Trustee 
approval, seek legislative 
authorization  

Reduced investment 
management costs and 
increased retirement wealth 
for FRS Investment Plan 
participants 

Go
al

 3
 Proactively manage human 

capital risk. 

      

SO 3.5 

Further enhance SBA employee 
education, training, and 
development programs. 

Identify and evaluate 
managerial and leadership 
training and development 
program options 

Implement mandatory 
managerial and leadership 
training program for all 
current management staff as 
well as "high potentials" 

Enhanced productivity of SBA 
staff (i.e., improved quality 
and cost-effective service 
delivery) 

    
    
  Develop managerial and 

leadership training 
curriculum and objectives 

Implement individualized 
professional development 
plans for key technical and 
managerial staff 

  

  
  

      



Goals & Strategic Objectives 
(“SO”) FY 2011 Projects FY 2012 Projects Outcomes 

  Continue to identify technical 
training needs with staff 

Complete enhancements to 
policy and ethics training 

  
    

SO 3.6 
Enhance recruitment, retention 
and succession planning 
strategies. 

Chief Operating Officer will 
assess SBA’s human capital 
strengths, weaknesses, 
opportunities, and threats 

Work with Training and 
Development Manager to 
identify appropriate training 
for high potential succession 
candidates 

Minimize risk of 
disrupted/degraded SBA 
services  

  

 

  Develop market based 
compensation strategy with 
input from expert consultant, 
IAC and Trustees    

Go
al

 4
 Maintain superior operational 

and technological 
infrastructures. 

      

SO 4.8 
Evaluate the scope of services 
and evaluation criteria for the 
custodian bank relationships. 

Conduct updated custodial 
services business 
requirement analysis and 
needs assessment utilizing 
consultant 

Conclude custodial 
procurement process 

Enhanced value obtained from 
custodial service provider(s) 

    
  

  Develop and issue ITN for 
procurement of custodial 
services, including core 
custody, foreign exchange, 
securities lending, 
performance measurement 
etc. 

Transition assets and services 
as required based on results 
of procurement 

  
    
    

 
   

  

SO 4.10 

Enhance disaster recovery 
capabilities, including expanding 
frequency and depth of testing. 

Update business impact 
analysis and critical path 
analysis for key SBA 
processes 

Finalize enhanced SBA COOP 
plan and disseminate 

Seamless and uninterrupted 
delivery of services 



Goals & Strategic Objectives 
(“SO”) FY 2011 Projects FY 2012 Projects Outcomes 

  Work with consultant to 
reformat & enhance current 
SBA Continuity of Operations 
Program (COOP)  plan 

Complete development of 
enhanced business 
interruption testing strategies, 
including functional testing 

  
    

  
  

 
 

 Implement enhanced 
business interruption testing 
utilizing table top exercises 
and telework capabilities 

  
  

    
    

SO 4.11 

Evaluate Paragon relationship 
and service model within FHCF 

  

Develop and issue ITN for 
administrative services 
currently performed by 
Paragon 

Maximum value obtained 
from service provider(s 

SO 4.12 

Evaluate electronic content 
management strategies and 
solutions for the Board’s records 
management needs. 

Procure consultant for 
strategic review of the SBA's 
records management needs 
(both electronic and hard 
copy) 

Evaluate strategic review, 
assess cost/benefit and 
develop implementation plan 

Enhanced security and 
availability of information and 
compliance with public records 
laws 

    
  Work with consultant to 

assess records management 
needs and receive strategic 
electronic content 
management (ECM) 
assessment 

    
      
      

 
 

    

SO 4.13 

Enhance private market asset 
class operational infrastructure, 
including evaluating 
administrative recordkeeping 
systems. 

Conclude already initiated 
procurement of hedge 
fund/strategic investments 
risk/administrative 
recordkeeping system 
(pending outcome of Trustee 
review of FRS Investment 
Policy Statement) 

Implement new hedge 
fund/strategic investments 
risk/administrative 
recordkeeping system 
(contingent on outcome of 
Trustee review of FRS 
Investment Policy Statement) 

Enhanced risk management 
capabilities 

    

  
  



Goals & Strategic Objectives 
(“SO”) FY 2011 Projects FY 2012 Projects Outcomes 

Go
al

 5
 Deliver superior Administrative 

and Client Services. 

      

SO 5.6 

Enhance communications with 
key stakeholders (i.e., 
taxpayer/public, participants, 
media, legislature, trustees, 
other governmental entities, 
vendors). 

Improve and expand website 
and electronic outreach 
capabilities 

Formalize issue management 
team 

Effective, transparent and 
timely communications with 
stakeholders, media and other 
interested parties 

  Develop resource library of 
key messages, themes, FAQs, 
etc. 

Strategically review media 
release/press event program 

  

  
  

       
      
        

SO 5.7 

Exit non-core SBA investment 
mandates 

 Collect market pricing and 
service offerings via a request 
for quote of successor 
trustees (i.e., OTTED 
accounts) 

Exit remaining discretionary 
non-core SBA investment 
mandates 

Enhanced focus on SBA’s core 
investment mandates 

       

  

Close CAMP Money Market 
fund and move clients to 
PRIME or external money 
market funds    

      
      



Goals & Strategic Objectives 
(“SO”) FY 2011 Projects FY 2012 Projects Outcomes 

SO 5.8 

Evaluate, enhance and 
consolidate external financial 
reporting, including the Annual 
Investment Report and the CAFR 

  

Identify stakeholder needs for 
external financial reporting, 
including incorporating 
recommendations received 
from OPPAGA 

Effective communication of 
financial position and results 
of operations 

    Evaluate feasibility and 
cost/benefit of combining 
Annual Investment Report, 
audited financial statements 
and Comprehensive Annual 
Financial Report 
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FLORIDA RETIREMENT SYSTEM 
DEFINED BENEFIT PLAN INVESTMENT POLICY STATEMENT 

 

 

I. DEFINITIONS 

 

Absolute Real Target Rate of Return - The total rate of return by which the FRS Portfolio 

must grow, in excess of inflation as reported by the U.S. Department of Labor, Bureau of Labor 

Statistics (Consumer Price Index – All Urban Consumers), in order to achieve the long-run 

investment objective. 

Asset Class - An asset class is an aggregation of one or more portfolios with the same principal 

asset type.
1
  For example, all of the portfolios whose principal asset type was stocks would be 

aggregated together as the Global Equity asset class.  As such, it would contain primarily—but 

not exclusively—the principal asset type.   

Asset Type - An asset type is a category of investment instrument such as common stock or 

bond. 

Portfolio - A portfolio is the basic organization unit of the FRS Fund.  Funds are managed within 

portfolios.  A portfolio will typically contain one principal asset type (common stocks, for 

example), but may contain other asset types as well.  The discretion for this mix of asset types is 

set out in guidelines for each portfolio. 

 

II. OVERVIEW OF THE FRS AND SBA   

 

The State Board of Administration (Board) provides investment management of assets 

contributed and held on behalf of the Florida Retirement System (FRS).  The investment of 

retirement assets is one aspect of the activity involved in the overall administration of the Florida 

Retirement System.  The Division of Retirement (DOR), the administrative agency for the FRS, 

provides full accounting and administration of benefits and contributions, commissions actuarial 

studies, and proposes rules and regulations for the administration of the FRS.  The State 

Legislature has the responsibility of setting contribution and benefit levels, and providing the 

statutory guidance for the administration of the FRS. 

 

III. THE BOARD 

 

The State Board of Administration has the authority and responsibility for the investment of FRS 

assets.  The Board consists of the Governor, as Chairman, the Chief Financial Officer, as 

Treasurer, and the Attorney General, as Secretary. The Board has statutory responsibility for the 

                                                 
1
 The Strategic Investments asset class is an exception, purposefully established to potentially contain a variety of 

portfolios which may represent asset types and strategies not suitable for inclusion in other asset classes.  
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investment of FRS assets, subject to limitations on investments as outlined in Section 215.47, 

Florida Statutes.  

 

The Board shall discharge its fiduciary duties in accordance with the Florida statutory fiduciary 

standards of care as contained in Sections 215.44(2)(a) and 215.47(9), Florida Statutes. 

 

The Board delegates to the Executive Director the administrative and investment authority, 

within the statutory limitations and rules, to manage the investment of FRS assets.  An 

Investment Advisory Council (IAC) is appointed by the Board.  The IAC meets quarterly, and is 

charged with the review and study of general portfolio objectives, policies and strategies, 

including a review of investment performance. 

 

The mission of the State Board of Administration is to provide superior investment and trust 

services while adhering to the highest ethical, fiduciary and professional standards. 

 

IV. THE EXECUTIVE DIRECTOR 

 

The Executive Director is charged with the responsibility for managing and directing 

administrative, personnel, budgeting, and investment functions, including the strategic and 

tactical allocation of investment assets. 

 

The Executive Director is charged with developing specific individual investment portfolio 

objectives and policy guidelines, and providing the Board with monthly and quarterly reports of 

investment activities.   

 

The Executive Director has investment responsibility for maintaining diversified portfolios, and 

maximizing returns with respect to the broad diversified market standards of individual asset 

classes, consistent with appropriate risk constraints.  The Executive Director will develop 

policies and procedures to: 

 

 Identify, monitor and control/mitigate key investment and operational risks.  

 Maintain an appropriate and effective risk management and compliance program 

that identifies, evaluates and manages risks within business units and at the 

enterprise level.  

 Maintain an appropriate and effective control environment for SBA investment 

and operational responsibilities.  

 Approve risk allocations and limits, including total fund and asset class risk 

budgets. 
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Pursuant to written SBA policy, the Executive Director will organize an Investment Oversight 

Group(s) to regularly review, document and formally escalate guideline compliance exceptions 

and events that may have a material impact on the Trust Fund. The Executive Director is 

delegated the authority and responsibility to prudently address any such compliance exceptions, 

with input from the Investment Advisory Council and Audit Committee as necessary and 

appropriate, unless otherwise required in this Investment Policy Statement. 

 

The Executive Director is responsible for evaluating the appropriateness of the goals and 

objectives in this Plan in light of actuarial studies and recommending changes to the Board when 

appropriate. 

 

V. INVESTMENT OBJECTIVES 

 

The investment objective of the Board is to provide investment returns sufficient for the plan to 

be maintained in a manner that ensures the timely payment of promised benefits to current and 

future participants and keeps the plan cost at a reasonable level.  To achieve this, a long-term real 

return approximating 5% per annum (compounded and net of investment expenses) should be 

attained, consistent with the actuarial investment return assumption of 7.75%.  As additional 

considerations, the Board seeks to avoid excessive risk in long-term cost trends. To manage these 

risks, the volatility of annual returns should be reasonably controlled.  

 

The Board's principal means for achieving this goal is through investment directives to the 

Executive Director.  The main object of these investment directives is the asset class.  The Board 

directs the Executive Director to manage the asset classes in ways that, in the Board's opinion, 

will maximize the likelihood of achieving the Board's investment objective within an appropriate 

risk management framework.  The Board establishes asset classes, sets target allocations and 

reasonable ranges around them for each and establishes performance benchmarks for them.  In 

addition, it establishes a performance benchmark for the total portfolio. 

 

VI. TARGET PORTFOLIO AND ASSET ALLOCATION RANGES 

 

The Board's investment objective is an absolute one: achieve a specific rate of return, the 

absolute real target rate of return.  In order to achieve it, the Board sets a relative objective for the 

Executive Director: achieve or exceed the return on a performance benchmark known as the 

Target Portfolio over time.  The Target Portfolio is a portfolio composed of a specific mix of the 

authorized asset classes.  The return on this portfolio is a weighted-average of the returns to 

passive benchmarks for each of the asset classes.  The expectation is that this return will equal or 

exceed the absolute real target rate of return long-term and will thus assure achievement of the 

Board's investment objective.    

 

This relative return objective is developed in a risk management framework.  Risk from the 

perspective of the Board is failing to earn the absolute real target rate of return over long periods 

of time, and the asset mix is developed to minimize this risk. In selecting the Target Portfolio, 
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the Board considers information from actuarial valuation reviews and asset/liability studies of the 

FRS, as well as asset class risk and return characteristics.  In addition, the timing of cash 

demands on the portfolio to honor benefit payments and other liabilities are an important 

consideration.  Potential asset mixes are thus evaluated with respect to their expected return, 

volatility and liquidity.   

 

The Target Portfolio defined in Tables 2 (i.e., 2a and 2b, as applicable) and, 4 has a long-term 

expected compound annual real return that approximates the absolute real target rate of return.  

To achieve the absolute real target rate of return or actuarial return, material market risk must be 

borne (i.e., year to year volatility of returns). For example, in 2008 the Trust Fund’s net managed 

real return was -26.81% compared to gains of 17.56% in 2009 and 21.48% in 2003. While 

downside risk is considerably greater over shorter horizons, the natural investment horizon for 

the Trust Fund is the long-term. Table 1 illustrates a modeled estimate of the Target Portfolio’s 

potential range of real returns that could result over longer-term investment horizons.  Over a 15-

year investment horizon there is an 80 percent probability that the Target Portfolio will 

experience a compound annual real return between -0.5% and 9.9% and a 90 percent probability 

that the Target Portfolio will experience a compound annual real return between -2.7% and 

10.9%.   

 
Table 1:  Expected Risk in Target Portfolio’s Real Returns 
Time  

Horizon 

5
th

 Percentile 

Real Return 

10
th

 Percentile 

Real Return 

90
th

 Percentile 

Real Return 

95th Percentile 

 Real Return 

     

10 Years -4.9% -2.8% 10.3% 11.4% 

15 Years -2.7% -0.5% 9.9% 10.9% 

20 Years -1.3% 0.4% 9.5% 10.3% 

25 Years -0.7% 1.0% 9.1% 10.1% 

30 Years -0.2% 1.5% 9.0% 9.8% 

     

 

Although the Target Portfolio has an expected return and risk associated with it, it is important to 

note that this expected return is neither an explicit nor an implicit goal for the managers of the 

Florida Retirement System Trust Fund (FRSTF).  These figures are used solely in developing 

directives for fund management that will raise the probability of success in achieving the absolute 

real target rate of return.  The Executive Director is held responsible not for specifically 

achieving the absolute real target rate of return in each period, but rather for doing at least as well 

as the market using the Target Portfolio's mix of assets.  

 

In pursuit of incremental investment returns, the Executive Director may vary the asset mix from 

the target allocation based on market conditions and the investment environment for the 

individual asset classes.  The Executive Director shall adopt an asset allocation policy guideline 

which specifies the process for making these tactical decisions.  The guideline shall concentrate 

on the analysis of economic conditions, the absolute values of asset class investments and the 
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relative values between asset classes.  The Board establishes ranges for tactical allocations, as 

shown in Table 2 (i.e., 2a and 2b, as applicable).  

 

The Executive Director is directed by the Trustees to seek expanded statutory authority to  invest 

in alternative investments (i.e.,  private equity, venture capital, distress funds, hedge funds and 

certain other investments described at s. 215.47(15), Florida Statutes) beyond the current limit of 

10%. The policy allocation in Table 2a would be effective upon such expanded authority 

becoming effective in law. Upon the effective date of this policy statement, but prior to obtaining 

such expanded statutory investment authority, a Transitional Asset Allocation Policy described in 

Table 2b would govern. 

 

 

Table 2:  Authorized Asset Classes, Target Allocations and Policy Ranges 

 

Table 2a:  Expanded Authority 

Asset Class 

Target 

Allocation 

Policy Range 

Low 

Policy Range 

High 

    

Global Equity 52% 44% 60% 

Fixed Income 24% 16% 32% 

Real Estate 7% 2% 12% 

Private Equity 5% 0% 7% 

Strategic Investments 11% 0% 20% 

Cash Equivalents 1% 0% 9% 

Total Fund 100% -- -- 

    

Table 2b:  Transitional 

Asset Class 

Target 

Allocation 

Policy Range 

Low 

Policy Range 

High 

    

Global Equity 56% 48% 64% 

Fixed Income 26% 18% 34% 

Real Estate 7% 2% 12% 

Private Equity 4% 0% 7% 

Strategic Investments 6% 0% 20% 

Cash Equivalents 1% 0% 9% 

Total Fund 100% -- -- 
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For purposes of determining compliance with these policy ranges, an asset class is considered to 

be an aggregation of one or more portfolios with substantially the same principal asset type.
2 

An 

asset type is a category of investment instrument such as common stock or bond.  For example, 

all of the portfolios whose principal asset type is bonds would be aggregated together as the 

Fixed Income asset class.  As such, it would contain primarily—but not exclusively—the 

principal asset type.  As a standard management practice, portfolio managers are expected to 

meet their goals for all assets allocated to their portfolio. 

 

It is expected that the FRS Portfolio will be managed in such a way that the actual allocation mix 

will remain within these ranges.  Investment strategies or market conditions which result in an 

allocation position for any asset class outside of the enumerated ranges for a period exceeding 

thirty (30) consecutive business days shall be reported to the Board, together with a review of 

conditions causing the persistent deviation and a recommendation for subsequent investment 

action. 

 

The asset allocation is established in concert with the investment objective, capital market 

expectations, projected actuarial liabilities, and resulting cash flows. Table 3 indicates estimated 

net cash flows (employer contributions minus benefit payments) and associated probabilities that 

are implicit in this policy statement, assuming the Legislature adheres to system funding 

provisions in current law. Additionally, the annualized income yield of the fund is projected to 

approximate 2% to 3%. 

 

 

Table 3:  Estimated Net Cash Flow ($ millions/ % Fund)  

 

 

 

In 5 Years 

 

In 10 Years 
   

10
th

 Percentile -$3,982/ -3.1% -$7,353/ -3.5% 

25
th

 Percentile -$3,781/ -2.8% -$6,480/ -3.1% 

Median -$3,575/ -2.6% -$5,282/ -2.8% 

75
th

 Percentile -$3,288/ -2.4% -$3.233/ -2.3% 

90
th

 Percentile -$1,872/ -2.1% -$705/ -0.8% 
   

 

                                                 
2
 The Strategic Investments asset class is an exception, purposefully established to potentially contain a variety of 

portfolios which may represent asset types and strategies not suitable for inclusion in other asset classes. 
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VII. PERFORMANCE MEASUREMENT 

 

Asset class performance is measured in accordance with a broad market index appropriate to the 

asset class.  The indices identified in Table 4 are used as the primary benchmarks for the 

authorized asset classes. 

 

Table 4:  Authorized Target Indices 
Asset Class Index 
  

Global Equity A custom version of the MSCI All Country World Investable Market 

Index (ACWI IMI), in dollar terms, net of withholding taxes on non-

resident institutional investors, adjusted to reflect the provisions of the 

Protecting Florida’s Investments Act 

Fixed Income The Barclays Capital U.S. Aggregate Index 
 

 

Real Estate An average of the National Council of Real Estate Investment 

Fiduciaries (NCREIF) Fund Index – Open-ended Diversified Core 

Equity, NET of fees, weighted at 90%, and the FTSE EPRA/NAREIT 

Developed Index, in dollar terms, net of withholding taxes on non-

resident institutional investors, weighted at 10% 
 

 

Private Equity  The Russell 3000 index return plus a fixed premium return of 300 

basis points per annum 

 

Strategic Investments A weighted-average of individual portfolio level benchmark returns  

Cash Equivalents iMoneyNet First Tier Institutional Money Market Funds Net Index  
   

 

 

The return on the Target Portfolio shall be calculated as an average of the returns to the target 

indices indicated in Table 5 weighted by the target allocations indicated by Table 2 (i.e., 2a and 

2b, as applicable), but adjusted for floating allocations.  The policy allocation for Strategic 

Investments, Private Equity and Real Estate would all ―float‖ against Global Equity (i.e., limited 

short-term liquidity available for rebalancing and benefit payments means that their policy 

allocations would equal their actual allocations). 

 

Measurement of asset allocation performance shall be made by comparing the actual asset 

allocation times the return for the appropriate indices to the target allocation times the index 

returns.  For asset classes with floating allocations the basis of tactical measurement shall be the 

asset class’s actual share.  

 

Performance measurement of the effectiveness of the implementation of the Private Equity asset 

class shall be based on an internal rate of return (IRR) methodology, applied over significant 

periods of time. Performance measurement of the effectiveness of the implementation of the 
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Private Equity and Strategic Investments asset classes shall be assessed relative to both the 

applicable index in Table 4 and: 

 

 For Private Equity, a fund-based private equity benchmark (e.g., from Venture 

Economics or Cambridge Associates). 

 For Strategic Investments, the CPI, as reported by the U.S. Department of Labor, 

Bureau of Labor Statistics (Consumer Price Index – All Urban Consumers), plus 

5%.  Fundamentally, the Strategic Investments asset class is expected to improve 

the risk-adjusted return of the total fund over multiple market cycles.    

 

 

VIII. ASSET CLASS PORTFOLIO MANAGEMENT 

 

General Asset Class and Portfolio Guidelines 

 

The Executive Director is responsible for developing asset class and individual portfolio policies 

and guidelines which reflect the goals and objectives of this Investment Policy Statement.  In 

doing so, he is authorized to use all investment authority spelled out in Section 215.47, Florida 

Statutes, except as limited by this Plan or SBA Rules.  The Executive Director shall develop 

guidelines for the selection and retention of portfolios, and shall manage all external contractual 

relationships in accordance with the fiduciary responsibilities of the Board. 

 

All asset classes shall be invested to achieve or exceed the return on their respective benchmarks 

over a long period of time.  To obtain appropriate compensation for associated performance 

risks: 

 

 Public market asset classes shall be well diversified with respect to their 

benchmarks and have a reliance on low cost passive strategies scaled according to 

the degree of efficiency in underlying securities markets, capacity in effective 

active strategies, and ongoing total fund liquidity requirements. 

 Private Equity, Real Estate and Strategic Investments asset classes shall utilize a 

prudent process to maximize long-term access to attractive risk-adjusted 

investment opportunities through use of business partners with appropriate: 

o Financial, operational and investment expertise and resources; 

o Alignment of interests; 

o Transparency and repeatability of investment process; and 

o Controls on leverage.  
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Strategic Investments Guidelines 

 

The objective of the asset class is to proactively identify and utilize non-traditional and multi-

asset class investments, on an opportunistic and strategic basis, in order to accomplish one or 

more of the following: 

 

 Generate long-term incremental returns in excess of a 5% annualized real rate of 

return, commensurate with risk. 

 Diversify the FRS Pension Plan assets. 

 Provide a potential hedge against inflation. 

 Increase investment flexibility, across market environments, in order to access 

evolving or opportunistic investments outside of traditional asset classes and 

effective risk-adjusted portfolio management strategies. 

 

Strategic Investments may include, but not be limited to, direct investments authorized by s. 

215.47, Florida Statutes or investments in capital commitment partnerships, hedge funds or other 

vehicles that make or involve non-traditional, opportunistic and/or long or short investments in 

marketable and nonmarketable debt, equity, and/or real assets (e.g., real estate, infrastructure, or 

commodities). Leverage may be utilized subject to appropriate controls. 

 

The Executive Director shall develop and implement policies as appropriate for the orderly and 

effective implementation of the provisions of Chapter 2007-88, Laws of Florida, the ―Protecting 

Florida’s Investments Act.‖ Actions taken and determinations made pursuant to said policies are 

hereby incorporated by reference into this Investment Policy Statement, as required by subsection 

215.473(6), Florida Statutes. 

 

 

IX. REPORTING 

  

The Board directs the Executive Director to coordinate the preparation of quarterly reports of the 

investment performance of the FRS by the Board's independent performance evaluation 

consultant. 

 

The following formal periodic reports to the Board shall be the responsibility of the Executive 

Director: 

 

 An annual report on the SBA and its investment portfolios, including that of the 

FRS. 

 A monthly report on performance and investment actions taken. 

 Special investment reports pursuant to Section 215.44-215.53, Florida Statutes. 
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X. IMPLEMENTATION SCHEDULE 

 

This policy statement shall be effective on the first business day of the month following approval 

by the Trustees. However, the target allocations listed in Table 2 and the target indices for the 

Global Equity and Real Estate asset classes indicated in Table 4 may be phased in over a 12 

month period subsequent to the effective date(s). Authorized policy ranges shall be adjusted 

accordingly. 

 



Pension Finance Concepts



Overview

 Pension obligations

– Future benefit cash flows

– Types of liability measures (i.e. discounted value of future cash flows)

• Current accrued benefit obligations

• Target level for long-term funding

 Funding approaches

– Corporate plan model = focus on short term balance sheet exposures

– Public plan model = focus on long term cost levels

 Investment policy, to balance competing objectives:

– Earn high returns over the long term, using the available “equity risk 
premium”

– Control risk

• Long term cost uncertainty

• Short term cost volatility

• Short term balance sheet exposures

1



Pension Obligations – Future Benefit Cash Flows

2

A
B C1

C2
D
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A = benefits for current retirees
B = benefits already accrued/earned for current employees
C1+C2 = benefits yet to be earned for current employees

(C1 = portion allocated by actuarial method for past service)
D = benefits for future employees



Pension Obligations – Liability Measures 

 A liability measure is calculated by:

– Taking future cash flow estimates

– Discounting the value of each yearly amount by some rate of interest, or discount rate

– Adding all these values into a single amount

 Different liability amounts result from:

– Including different portions of the total future cash flow stream

– Using different discount rates

• A higher rate to reflect the expected future investment return (e.g. 7.75%)

• A risk-free, or low risk, bond yield (e.g. 5.5% - 6.0%)

 Different calculations may be more appropriate for certain purposes:

– Measuring current balance sheet exposure

– Guiding long term funding rates

3



Pension Obligations – Balance Sheet Liability Measures

4

A
B C1

C2
D

A = benefits for current retirees
B = benefits already accrued/earned for current employees
C1+C2 = benefits yet to be earned for current employees

(C1 = portion allocated by actuarial method for past service)
D = benefits for future employees

For balance sheet, only layers A and B represent current obligations.  The liability measure that 
includes these layers is the “Accumulated Benefit Obligation (aka ABO)”.

Estimated FRS Pension Liability at 7/1/2010 (billions):

Benefit 
payment 

layer:

7.75% 
Expected 

Return

6.00%       
AA Corp. 

Bond Yields

A 79$              94$              

B 35$              47$              

Total 114$            141$            

----- Discount Rate -----



Pension Obligations – Funding Target Liability Measure

5

A
B C1

C2
D

A = benefits for current retirees
B = benefits already accrued/earned for current employees
C1+C2 = benefits yet to be earned for current employees

(C1 = portion allocated by actuarial method for past service)
D = benefits for future employees

For developing  contribution rates intended to follow a level % of payroll, the actuary also 
includes layer C1.  This funding target measure is called the “Actuarial Accrued Liability.”

Estimated FRS Pension Liability at 7/1/2010 (billions):

Discount
Benefit 

payment 
layer:

7.75% 
Expected 

Return

A 79$             
B 35$             
C1 24$             

Total 138$           



Pension Liability Measures
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Estimated FRS Pension Liability at 7/1/2010 (billions):

Discount
Benefit 

payment 
layer:

7.75% 
Expected 

Return

6.00%       
AA Corp. 

Bond Yields

7.75% 
Expected 

Return

A 79$              94$              79$             
B 35$              47$              35$             
C1 NA NA 24$             

Total 114$            141$            138$           

----- Discount Rate -----

ABO measured
at 7.75% --

disclosed in 
FRS annual 

report

ABO measured
at 6.00% --

comparable to 
corporate plan 
measurement

Funding target 
used by 

actuary to 
determine 

funding rates



Funding Approaches – Current Corporate Pension Model

 Evolved over the last 25 years

– Prior focus was on long term cost

– Current focus is on short term balance sheet exposure – keep the assets close to the ABO 
liability measure at all times

– Driven by changes in accounting rules and Federal funding rules

 Rationale for short term balance sheet focus

– In a corporate transaction (e.g. merger, bankruptcy), the difference between the ABO pension 
liability and the pension fund is directly reflected on balance sheet

– The Pension Benefit Guaranty Corporation (PBGC) insures much of the risk of underfunding in 
the event of bankruptcy – leading to strong Federal rules on full funding of the ABO

 Consequences of the current corporate pension model

– Most sponsors have reduced their level of investment risk – which creates a much higher 
expected cost

– Interest rate hedging is used to control cost volatility

– Significant movement away from traditional, defined benefit pension plans toward defined 
contribution plans (e.g. 401k)
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Funding Approaches – Current Public Plan Model

 Primary focus is on long term cost management

– Keep expected long term cost level as low as possible…

– With required control on upside cost risk (both long term and short term)

– Use available cost smoothing techniques to control short term volatility

 Rationale for long term cost focus

– Relatively stable workforce

– No exposure to sudden transactional events

 Consequences of the current public plan model

– Investment policy seeks high risk-adjusted returns over the long term

8



Investment Policy -- Background

 Investment policy is driven by the tension between risk and reward in the capital markets

– Higher returns can be expected over the long term from equities, and other equity-like assets…

– But there is more uncertainty about the actual return, especially in the short term

 The potential for additional return (i.e. the “equity risk premium” versus bond returns) is usually 
estimated at between 2% to 5% per year

– Over the last 50 years, the equity risk premium has averaged about 3.5% over 15-year time 
periods – but there are periods with slightly negative risk premiums, and periods where the risk 
premium has exceeded 8%

– In the 2010 FRS asset liability and asset allocation study, the analysis used an average 15-year 
risk premium of 3.4% (based on specific assumptions from four different consulting firms)

9



Investment Returns – Expected Return + Range Of Uncertainty

 This chart shows the projected returns used in the 2010 study for the current asset allocation policy 
(29% fixed income + 71% other)
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1 yr. 30 yrs.20 yrs.15 yrs.10 yrs.5 yrs. 25 yrs.

95th percentile

50th percentile

5th percentile

90% confidence interval



Reducing Uncertainty

 In this chart we compare the range of returns for the current policy (prior chart) with the range of 
returns from a 100% fixed income allocation

 Much of the uncertainty can be removed, but this comes with a high opportunity cost:

– The expected long term return is now projected to be around 5% with a fairly high degree of 
certainty (plus or minus 0.7%)

– This is a decrease in the expected long term return of 3.2%

– The downside risk (5th percentile value) is improved, from 2.6% to 4.3%

– The upside opportunity (95th percentile) drops from 12.3% to 5.7%

11
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range of returns



Long Term Cost

 Over the long term, the cost of any plan will be driven primarily by the benefit cash flows and the level 
of investment return, based on this fundamental equation:

Benefits paid = Contributions + Investment return

or

Contributions = Benefits paid – Investment return

 From this equation we see that each future dollar of investment return (or loss) will decrease (or 
increase) future contribution requirements by one dollar

 The expected long term equilibrium cost for any plan is referred to as the “normal cost”, and the 
estimate of this cost is very sensitive to the expected return on assets:

– For the current FRS benefit structure, the normal cost is about 12% of pay using the current 
7.75% estimated long term return on assets

– For every 1% change in the return assumption, the normal cost will change by about 30%

– For example, if the expected return is 6.75%, then the normal cost would become 15.6% of pay 
(= 1.30 x 12%)

 It is important to note that the actual long term cost will depend on the actual long term returns, and 
not the actuarial discount rate assumption.  The actuarial assumption is merely an estimate, so that 
the actuary can attempt to allocate, or budget, contribution requirements over a long period of future 
years in a relatively stable pattern.
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Long Term Cost Sensitivity

 Since the long term return is primarily a function of asset allocation, there is a clear relationship 
between investment policy and long term plan cost:
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Low Risk Current High Risk
Percentage Allocation:

Fixed Income 100% 65% 34% 29% 24% 0%
Other 0% 35% 66% 71% 76% 100%

Long Term Return (40+ yrs.)
Expected 5.1% 6.9% 8.1% 8.3% 8.4% 9.1%
90% Confidence Range

High return 5.8% 8.7% 11.6% 12.1% 12.5% 14.6%
Low return 4.5% 4.7% 3.8% 3.6% 3.4% 2.1%

Long Term Plan Normal Cost
Expected 23.9% 15.2% 11.0% 10.5% 10.0% 8.4%
90% Confidence Range

Low cost 20.0% 9.3% 4.4% 3.9% 3.4% 2.0%
High cost 27.8% 26.8% 33.7% 35.8% 37.8% 52.6%



Review of 
2010 Asset-Liability and Asset Allocation Study



Agenda

 Asset/Liability Analysis
– Process and Assumptions
– Analysis
– Final Asset/Liability Recommendation

 Asset Allocation Analysis
– Process
– 2010 Changes
– Diversification Themes and Strategic Investments
– Recommended Investment Policy

1



Asset/Liability Analysis

22



 Establish assumptions and simulate key economic variables
– Inflation
– Interest rates
– Asset class returns, volatility and correlations

 Use simulations to develop plan financial results over forecast period
– Liabilities
– Assets
– Costs

 Summarize and graph results
– Trends
– Range and distribution of results (i.e. uncertainty or risk)

 Test impact of alternative asset allocation targets
– Fixed income 

vs.
– All other asset classes: referred to as “risk assets”, where some additional risk is taken in order to 

earn an expected spread return over fixed income

Steps In The Asset-Liability Process

3



Steps In Developing Expected Returns

 U.S. bonds: based on current yields and expected yield changes
 U.S. equities: add an equity risk premium to the U.S. bond expected return
 All other asset classes – returns will be consistent with U.S. equity and U.S. bonds, in proportion to 

their relative market risk (“beta”)
 Volatility and correlation assumptions for all classes are based on historical values since 1978
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 For the 2010 study we used an equity risk premium assumption equal to 3.36%, the average of the 
assumptions then used by the four SBA investment consultants.  The resulting expected average 
compounded return for U.S. equities is equal to 8.0% (the U.S. bond expected return of 4.6% plus the 
equity risk premium of 3.4%):

U.S. Equity Return

EnnisKnupp Mercer Wilshire Callan Average

2010 assumptions (15-yr. geometric average expected returns)
Domestic equity* 7.00% 8.40% 7.50% 8.50%
Core US bonds** 4.60% 4.60% 4.25% 4.50%

Equity risk premium 2.40% 3.80% 3.25% 4.00% 3.36%

2007 equity risk premium 1.79% 2.36% 3.00% 3.64% 2.70%

Change 2010 vs 2007 0.61% 1.44% 0.25% 0.36% 0.67%

*  Broad market (e.g. Wilshire 5000, Russell 3000, etc.)
**  E.g. Barclay Capital Aggregate Index
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 The equity risk premium is the difference between the expected return on US equities and the expected 
return on US bonds, using compounded returns.

 This is the single most important assumption for an asset-liability study, as it establishes the price of risk.
 Historical equity risk premiums over 15-year time periods are not very stable:
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Average 15-yr. ERP from 
1960 to 2009 = 3.54%

Equity Risk Premium

3.36% estimate

Equity risk premium 
for prior 15 years

6



--- Expected Average Return ---
Current Policy 

Targets* Compounded Single Year Standard Deviation

Domestic Equity 38% 8.0% 9.4% 17.1%

International Equity 20% 7.7% 9.7% 19.7%

Private Equity 4% 10.9% 16.1% 32.3%

Real Estate 7% 6.3% 7.0% 12.3%

High Yield Bonds 2% 6.2% 7.0% 12.3%

US Bonds 28% 4.6% 4.8% 6.6%

Cash 1% 3.0% 3.0% 0.2%

Inflation 2.6%

Total Portfolio
Gross 7.5% 8.2%
Expenses 0.14% 0.14%
Net - Nominal Return 7.4% 8.1% 12.0%
Net - Real Return 4.7%

Return Under 2007 Assumptions
Net - Nominal Return 7.6% 8.3%
Net - Real Return 5.0%

* Allocation targets excluding Strategic Investment class.

Best Estimate Return –
71% Risk Assets + 29% Fixed Income

Risk Assets

Fixed Income
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%-tile values:

5% 10.0% 15.6% 15.5% 15.1% 14.6% 13.7% 12.8% 12.7% 10.8% 7.3% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
25% 10.0% 15.6% 15.7% 15.7% 15.7% 15.6% 15.4% 14.8% 14.2% 13.6% 13.1% 12.6% 12.0% 9.9% 7.6% 4.5%
50% 10.0% 15.6% 15.8% 16.1% 16.4% 16.7% 16.9% 17.0% 17.3% 17.3% 17.2% 17.1% 17.0% 16.7% 16.8% 16.4%
75% 10.0% 15.6% 16.0% 16.5% 17.3% 18.4% 20.0% 21.0% 22.1% 22.7% 23.1% 23.7% 24.2% 24.6% 24.5% 25.3%
95% 10.0% 15.6% 16.3% 21.4% 24.3% 27.2% 29.6% 30.7% 31.6% 32.0% 32.8% 33.4% 34.3% 35.0% 35.2% 35.2%
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33%

35%

16%
17% 16%

15%

10%
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20%

30%

40%

FY10 FY11 FY12 FY13 FY14 FY15 FY16 FY17 FY18 FY19 FY20 FY21 FY22 FY23 FY24 FY25

Range Of Employer Contribution Rates (DB Plan Only) –
Current 71% Risk Asset Allocation

Trend line 

Dark shaded area indicates the 50% probability zone, and light shaded area indicates the 90% probability zone.
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%-tile values:

5% 88% 86% 70% 62% 53% 47% 44% 43% 43% 40% 40% 40% 39% 39% 40% 40%
25% 88% 87% 86% 84% 81% 76% 74% 71% 70% 70% 69% 68% 68% 68% 68% 68%
50% 88% 87% 87% 86% 86% 86% 86% 86% 86% 87% 88% 89% 91% 92% 94% 95%
75% 88% 88% 88% 89% 90% 91% 93% 95% 98% 99% 103% 107% 111% 114% 118% 121%
95% 88% 88% 90% 92% 96% 99% 103% 109% 115% 123% 130% 136% 143% 150% 156% 167%
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86% 88%
95%

62%

40% 40%
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Dark shaded area indicates the 50% probability zone, and light shaded area indicates the 90% probability zone.
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2010 Risk-Reward Analysis:
Based On Long-Term Economic Cost

81% 91%

61%

100%

Current 71% risk 
asset allocation 

Asset/Liability Study Phase 1: How much overall portfolio risk?

Conclusion: The current (June 2010) policy is right in the middle of the risk-reward optimal range, 
suggesting maintenance of the current level of risk.

Benchmark line where 
3 units of risk create 1 

unit of reward.
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Investment Policy Phase 2:  Diversification
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Phase 2: Can we improve results with better diversification—finding solutions in the 
shaded space below?
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Final Recommendation

Diversification changes can improve the results.  

The Recommended policy, which will be presented, offers long-term cost savings of 
$2.1 billion, with a modest reduction in risk.  A Lower-Risk alternative offers savings of 
$1.6 billion, with a more substantial reduction in the risk.
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Sources And Uses Of Liquidity

 Benefit payments (annuities + DROP + PEORP transfers)
– In the next several years these will average about 6.0% to 6.5% of the fund value, with an inter-

quartile range of 5.7% to 7.5%
– The monthly values are fairly predictable for at least 12 months in advance

 Employer contributions
– In the next several years these will average about 3.6% of the fund value, with an inter-quartile 

range of 3.2% to 4.5%
– The monthly values are fairly predictable for at least 12 months in advance

 Cash yield on portfolio (stock dividends, bond coupons, etc.) assumed to be 3% of fund initially, 
trending down to 2%

 Projected range of net cash flow
– The expected trend line (median) shows net cash outflow of less than 1% per year over the 15 

year projection period
– With 95% probability:

• Net cash outflow should not exceed 1.5% of fund value over the next 5 years
• Net cash outflow should not exceed 2.5% - 3.0% of fund value from year 6 through year 15

14



Closing Plan To New Entrants

 Demographic impact after 15 years
– Most active participants have retired or entered the DROP program
– The DB payroll (including DROP) is about 20% of what it would be without any changes

 Liability impact after 15 years
– Total liabilities are reduced about 15% from what they would be without any changes
– About 75% of the total liability is for retirees, compared with 65% without any changes

 Asset impact after 15 years
– Total fund is reduced about 18% from what it would be without any changes
– Benefit payouts as a percent of fund value is about 7.9%, compared with 6.7% without any 

changes
 Employer cost rate (total system = DB + DC) as percent of payroll

– After 15 years the total FRS blended cost rate would drop from 15.2% (current pension 
continues) to 13.9% (pension plan closed to new entrants)

– The interquartile range (25th to 75th percentile values) after 15 years would move from 3% - 30% 
(current pension continues) to 9% - 24% (pension plan closed to new entrants)
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Impact Of Closing Plan On Risk-Reward Curve

The risk-reward curve for the closed plan has shifted slightly towards less risk.  As 
time passes, the shift will become more pronounced – and a complete review of risk 
measures and utility functions would be recommended.  Dynamic and/or liability 
hedging strategies may become optimal if the liabilities become fully funded.

Blue = closed plan

Red = open plan
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Estimated Impact Of Changes Since 2010 Study

 We have made a preliminary analysis of how the risk-reward profile of the FRS Plan might have 
changed due to events since the 2010 study was presented:

– Actual investment returns during CY 2010
– Changes in forward-looking return estimates for asset classes, with a particular focus on the 

equity risk premium assumption
– Proposed changes to the benefit structure

• Closing the plan to new hires
• Addition of employee contributions at the level of 5% of pay
• Phase-out of the post-retirement COLA

 For our analysis, we used last year’s projection model, with appropriate (and often approximate) 
adjustments to reflect the above items.

 The following pages provide more detail on each item, but if all the items are considered, we see that 
the risk-reward profile might shift in a manner that suggests an overall reduction in portfolio risk may 
be appropriate.

17



Investment Returns For CY 2010

 In our 2010 study, we had reflected actual returns through 12/31/2009 and then used our simulation 
model to project future returns.

 The actual fund return for CY 2010 was 13.5% -- well above the expected, or average, value from our 
simulation model.

 The resulting improvement in the plan’s projected funded status produces a shift in the risk-reward 
profile that favors less risk.  The “optimal” point on the curve in our standard framework shifts from 
71% to 66% (the percentage allocation to “risk” assets which are intended to capture additional return 
over bonds)
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Forward-Looking Return Expectations

 Reflecting the SBA methodology of averaging the equity risk premium assumption for all four of its 
investment consultants (Hewitt EnnisKnupp, Callan, Wilshire, Mercer), the current assumptions (1st

quarter 2011) have changed as follows compared with those used in the 2010 study:
– US equity returns – unchanged at 8%
– US fixed income returns – down 45 bps from 4.60% to 4.15%
– Equity risk premium – up 45 bps from 3.35% to 3.80%
– Inflation – down 25 bps from 2.40% to 2.15%

 For the current FRS policy allocations, these new assumptions produce a slightly lower net nominal 
return expectation over the next 15 years (7.20% vs 7.35% from the 2010 study).  However, with the 
lower inflation assumption, the real return expectation has increased.

 The change in risk-reward profile from these assumptions is driven primarily by the increase in the 
equity risk premium, which shifts the curve in favor of increased risk.  The “optimal” point on our 
standard curve would now lie between 76% and 81% -- but the current allocation is still within the 
acceptable range.
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Proposed Plan Changes

 Closing the plan to new hires slows the growth in the liability, and shifts the risk-reward curve in the 
direction of less risk.  The “optimal” point on our standard curve would now be at 71%.

 Phasing out the COLA and adding employee contributions would further shift the risk-reward curve in 
the direction of less risk.  The “optimal” point on our standard curve would now be around 61%.
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Asset Allocation Analysis
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Asset Allocation Analysis Process

In conjunction with staff, Hewitt EnnisKnupp:

 Developed return and risk assumptions for a wide variety of traditional and opportunistic asset 
categories

 Reviewed a broad set of alternative asset allocation policies
 Identified a Lower-Risk policy alternative that would allow for a modest reduction in risk
 Developed a Recommended policy with a risk level similar to that of the current policy, but with 

increased expected returns reflecting broader and more opportunistic diversification
 Developed a Near-Term policy to allow for transition toward the Recommended portfolio as 

legislative authority for increased investments in alternative investments
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Reasons for 2010 Policy Changes

Changes were focused on enhancing diversification and taking risk more 
efficiently

 Maintain or reduce the overall level of investment risk in the fund
– Reduction in the fund’s overall exposure to global stock markets
– Decrease in the fund’s use of active management in the public stock and bond markets

 Further increase diversification of investments
– Greater global diversification within the publicly traded stock investments
– Greater diversification into a broader array of investment types (i.e. alternative investments) that 

do not necessarily fluctuate with stock markets

 Increase flexibility to take investment risks more efficiently
– Downside protection from volatile markets through bond investments
– Participate in worldwide economic growth through stock investments
– Generate above market returns, with strong risk controls, through skillful opportunistic investing
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Diversification Themes: Global Orientation

 EnnisKnupp has always recommended that clients invest in the broadest definition of each asset 
class, resisting biases toward or away from various market segments.

 Finance theory suggests that holding an equity portfolio in market proportions is optimal and investors 
will maximize the risk/return tradeoff.

 A greater allocation to foreign equities allows greater diversification and enhanced participation in 
global economic growth

 Recommendation: Global orientation in public equities
– Increase in allocation to foreign equities
– Consolidation of public equities into one asset class, Global Equities

24



Diversification Themes: Opportunistic Investing

 Removing constraints allows skilled staff members and external investment managers to more 
efficiently take risk

 Consistent with “parsimonious investing” theme of accessing principal protection through the fixed 
income allocation, and economic growth through equity risk premiums, while accessing the best of 
investment manager talent in a more opportunistic framework

 Recommendation: More opportunistic and flexible approach, not as tethered to narrow 
benchmarks

– Expansion of the Strategic Investments asset class, including increased allocation to private debt 
investments and an allocation to infrastructure

– Expansion of real estate and private equity investments is also anticipated
– Substantial investment in hedge fund strategies in dollar terms
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Why Strategic Investments?

 Outperformance relative to more traditional strategies
 Lower risk than publicly traded asset classes
 Diversification: Don’t move in lockstep with equity and fixed income markets
 Downside protection
 Strategic Investments can include:

– Debt-oriented funds
– Infrastructure
– Absolute return funds
– Long/short equity
– Global macro / multi-strategy funds
– Commodities
– Timberland
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Outperformance Lower Risk

Growth of a Dollar
Jan 1994 – Dec 2010

Annualized Volatility
Jan 1994- Dec 2010

Compelling Return and Risk Attributes
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Compelling Return and Risk Attributes (cont’d)

Downside Protection in Unfavorable Markets

28
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Current and Recommended Asset Allocation Policies

*Prior to July 2010, Global Equity was composed of two asset classes, Domestic Equities and Foreign Equities, with  target allocations of 38% and 20%, 
respectively.
**Global Equity asset class includes existing Domestic Equity , Foreign Equity  and Global Equity mandates; Strategic Investments includes existing High 
Yield allocation.
*** In recognition of the dynamic nature of this asset class, there is no specific expected weight. Its actual allocation will vary within the policy range 
depending on the mix of included strategies at any given time.  When the actual allocation of Strategic Investments is greater than zero, all other asset 
class target allocations shall be reduced pro-rata.
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Prior
Policy* 

(before July 2010)

Global Equity 58% 56% 52%
Fixed Income (Investment Grade) 28 26 24
High Yield 2 N/A N/A
Real Estate 7 7 7
Private Equity 4 4 5
Strategic Investments --*** 6 11
Cash 1 1 1
Total 100% 100% 100%

Asset Class Current or 
Transitional Policy** 

(as of July 2010)

Expanded Authority 
Policy**
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Risk and Return Assumptions: Traditional Asset Classes

*Includes 1.0% Liquidity Premium Adjustment
**Includes 3.0% Liquidity Premium Adjustment

Asset Class Risk
Expected 

Return Methodology
Non-Risky
Fixed Income (Investment Grade) 6.6% 4.6% Barclays Capital U.S. Aggregate Bond Index
Treasuries 6.5 3.6 Barclays Capital U.S. Treasury Index
Treasury Inflation Protected Securities (TIPS) 5.8 4.1 Barclays Capital U.S. TIPS Index
Cash 0.2 3.0 90-Day Treasury Bill
Risky
High Yield Bonds 12.3 6.2 Citigroup High Yield Bond Index
U.S. Equity 17.1 8.0 Dow Jones U.S. Total Stock Market Index
Non-U.S. Equity 19.7 7.7 MSCI All Country World ex-U.S. Index
Global Equity 17.1 8.0 MSCI All Country World Index
Core Private Real Estate* 12.3 6.2 MIT Transaction Based Index
Private Equity (Broad)** 32.3 10.9 Venture Economics Post-Venture Capital Index
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Risk and Return Assumptions: Strategic Investments Asset Types

*Includes 3.0% Liquidity Premium Adjustment + Adjusted for Active Management Premium
**Includes 3.0% Liquidity Premium Adjustment

Asset Type Risk
Expected 

Return Methodology
Debt-Oriented Funds* 10.5% 9.7% HFRI Distressed Securities Index
Commodities 16.0 4.1 Dow Jones/UBS Commodity Index
Absolute Return Hedge 
Funds 9.3 5.9

Developed by Staff with Consultants’ 
Input

Long/Short Equity Hedge 
Funds 12.9 7.8

Developed by Staff with Consultants’ 
Input

Open Mandate Hedge 
Funds 10.6 7.4

Developed by Staff with Consultants’ 
Input

Infrastructure** 27.9 8.8 Macquarie Global Infrastructure Index
Timberland** 8.0 6.4 NCREIF Timberland Index

32



 

 

The Honorable Charlie Crist 
Governor, State of Florida 
PL-05, The Capitol 
400 South Monroe Street 
Tallahassee, Florida 32399 

 

The Honorable Alex Sink 
Chief Financial Officer 
Plaza Level, The Capitol 
400 South Monroe Street 
Tallahassee, Florida 32399 

 

The Honorable Bill McCollum 
Attorney General 
PL-01, The Capitol 
400 South Monroe Street 
Tallahassee, Florida 32399 

 
 
Dear Trustees of the Florida State Board of Administration, 
 
As you know, Ennis, Knupp & Associates (EnnisKnupp) recently completed a comprehensive review of 
investment strategy for the State Board of Administration (SBA). EnnisKnupp is an advisor to institutional 
investors, serving 168 clients with over $2 trillion in assets, including numerous large public pension funds such 
as the one overseen by the SBA. EnnisKnupp has served the SBA as an investment advisor since 1996.  
 
The review was conducted over a period of several months, leading up to a number of recommended 
enhancements to investment strategy presented to the SBA’s Investment Advisory Council (IAC) and Board of 
Trustees. It considered numerous aspects of the SBA’s investment strategy, focusing on 1) the appropriate 
overall level of investment risk within the fund, 2) diversification within the fund so as to maximize expected 
return at an appropriate level of risk, and 3) strategy for implementing the investment policy to maximize the 
efficiency with which investment risk is taken. 
 
We note that the SBA’s investment program has been successful over the years, reflecting a robust investment 
strategy in terms of investment policy and implementation of that policy. The fund’s investment returns have met 
or exceeded what would have been expected given its investment strategy over all periods analyzed in our 
regular performance reports to the IAC and Trustees, have exceeded the fund’s absolute return target (inflation 
plus 5% per year) over the long term, and have been competitive with those of large pension fund peers.  
 
Our review did not suggest sweeping changes, but, rather, enhancements in the areas of additional 
diversification and flexibility. We recap our primary recommendations below.  
 

Maintain or reduce the overall level of investment risk in the fund 
The EnnisKnupp study, which analyzed potential investment strategies in the context of the SBA’s 
pension liabilities, found the current overall level of investment risk to be in the middle of the optimal 
range of risk and return tradeoff. Consequently, we recommended that the level of investment risk be 
maintained or even reduced where possible. Our recommendations include a reduction in the fund’s 
overall exposure to global stock markets. We also recommend a decrease in the fund’s use of active 
management (which seeks to outperform the market through investment skill) in the public stock and 
bond markets, reducing its risk relative to its long-term investment policy. 

 



 

Further increase diversification of investments 
The SBA portfolio is well-diversified across investment types, including stocks, bonds, real estate, 
private equity and alternative investments. We recommend further increasing diversification in two 
ways. First, we recommend greater global diversification within the fund’s publicly traded stock 
investments. Academic theory suggests that the optimal stock portfolio in terms of risk and return is one 
that is as broadly diversified as possible. A greater allocation to foreign stocks also allows for full 
participation in global economic growth over the long term.  
 
Second, we recommend greater diversification into a broader array of investment types that do not 
necessarily fluctuate with the stock markets. This represents a modest increase in allocation to 
alternative investments. While our review of the SBA’s investment strategy was based on its individual 
circumstances and objectives, we do note that the recommended increase moves the SBA more in line 
with the practices of its largest public pension fund peers. 
 
Increase flexibility to take investment risks more efficiently 
EnnisKnupp believes that removing constraints allows skilled professional staff, and external 
investment advisors, to invest more efficiently, allowing them to add value while maintaining or reducing 
the level of downside risk for the fund. This is consistent with EnnisKnupp’s view of long-term 
investment strategy as achieving three goals: 1) downside protection from volatile markets through 
high-quality bond investments, 2) participating in worldwide economic growth through stock 
investments, and 3) generating above-market returns, with strong risk controls, through skillful 
opportunistic investing.  
 
As such, we recommend an expansion of the SBA’s existing Strategic Investments asset category, to 
allow for increased ability to access the best in investment manager skill (with an appropriate level of 
transparency and risk control), and capitalize on attractive investment  opportunities as they present 
themselves in the marketplace. 

 
We are pleased to have the opportunity to offer our best thinking regarding investment strategy to the SBA. We 
believe that the enhancements recommended in our review will contribute to the SBA’s continuing record of 
successful investment results.  
 
 
Sincerely, 

 

 

Michael D. Sebastian 
Principal 
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Presenter
Presentation Notes
We’d like to achieve a number of things today.  First we’d like to introduce the team that will serve you and talk about the resources at Cambridge Associates that support your team.  We would also like to share with you some of the many insights we have gained over the past 30 years advising investment committees, to give you a sense of our core investment principles and beliefs and what we think best practices entail. Last but not least, we’ll talk about the way we work with clients and our fees.  (It is also appropriate to check in with the audience as to whether it meets their needs and to check timing.) 
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Overview of Cambridge Associates

Who We Are We are a privately held independent consulting firm that seeks to help
institutional investors and private clients around the globe meet or exceed their
investment objectives by providing proactive, unbiased advice grounded in
intensive and independent research.

Widely recognized as a leading investment consulting firm to sophisticated
institutional investors, we place a special emphasis on avoiding conflicts of
interest and maintaining complete independence from money management
firms.

Our History We were founded in 1973 to serve as an external research arm to educational
endowments. Our consulting practice grew out of this solid research foundation
and now serves over 800 current clients with assets ranging from under $100
million to several billion dollars.

Strengths We believe that our greatest strengths are our independence of advice,
sophisticated client base that provides knowledge of best practices, and
exceptional depth of research across all asset classes.

Capacity We have nearly 1,000 employees in our Arlington, Boston, Dallas, London,
Menlo Park, Singapore, and Sydney offices, with consulting and research staff
on four continents to support global investors.
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Overview of Cambridge Associates
Distinctive Strengths

Independence of Advice  Work for the “owners” of assets, not the “managers” of assets
 Not affiliated with any financial institution
 Do not sell products or services or receive any compensation from

investment management firms
 Do not offer our own fund-of-funds

Commitment to 
Primary Research

 Comprehensive and proprietary
 Over 30 years of institutional comparative data (source of best practice

advice)
 Over 150 dedicated research professionals
 Coverage of all major capital markets and all asset classes
 Unique depth in alternative asset classes

Consulting Talent  Dedicated and experienced professionals
 Diverse professional backgrounds and collaborative culture
 Low turnover ensures continuity for our clients
 Technical expertise and strong information networks

Client Satisfaction  95% average annual client retention over the last five years
 Our long-term relationships promote continuity in working with clients’

portfolios
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Research Team (18)  Source new hedge funds for consideration
 Perform in-depth research on funds for possible investment
 Monitor established funds

Business Risk 
Management Team (5)

 Perform operational / business risk management due diligence
 Perform background checks on managers
 Verify vendor relationships
 Review terms

Specialist Consultants 
(36)

 Advise clients on direct hedge fund investment programs
 Recommend new investments and redemptions
 Recommend manager sizing and rebalancing
 Evaluate performance

Performance Reporting 
(15)

 Produce detailed reporting of performance, leverage, strategy allocations
individually by manager and for overall client portfolio

Administrative Support 
(26)

 Assist clients with document preparation
 Provide assistance in managing liquidity

Overview of Cambridge Associates
Hedge Fund Resources
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Overview of Cambridge Associates
Selected Client Institutions

UNIVERSITIES FOUNDATIONS MUSEUMS/LIBRARIES

University of California

Columbia University

Harvard University

Massachusetts Institute of Technology

University of Michigan

Northwestern University

Princeton University

Stanford University

UTIMCO (University of Texas)

Yale University

Bill and Melinda Gates Foundation Trust

Hershey Trust Company

Leona M. & Harry B. Helmsley Charitable Trust

The William and Flora Hewlett Foundation

Robert Wood Johnson Foundation

W.K. Kellogg Foundation and W.K. Kellogg Foundation
Trust

John and Catherine MacArthur Foundation

The Andrew W. Mellon Foundation

The Gordon and Betty Moore Foundation

The David and Lucile Packard Foundation

Indianapolis Museum of Art, Inc

Longwood Gardens, Inc.

Metropolitan Museum of Art

Museum of Fine Arts, Boston

Museum of Fine Arts, Houston

National Gallery of Art

The New York Public Library

Philadelphia Museum of Art

Smithsonian Institution

Winterthur Museum and Country Estate

COLLEGES MEDICAL INSTITUTIONS CORPORATIONS & INSURANCE COMPANIES

Amherst College

Boston College

Bowdoin College

Bryn Mawr College

Dartmouth College

Oberlin College

Pomona College

Swarthmore College

Vassar College

Wellesley College

Children's HealthCare of Atlanta, Inc.

Children's Hospital of Philadelphia

Children's Medical Center

Hospital Authority Provident Fund Scheme

Howard Hughes Medical Institute

Mayo Clinic

New York Presbyterian Hospital

Northwestern Memorial Hospital

Partners HealthCare System, Inc.

Texas Scottish Rite Hospital for Crippled Children

California State Automobile Association

DII Industries, LLC Asbestos PI Trust

General Mills, Inc.

Hallmark Cards, Inc.

ITV Pension Scheme Limited

Lockheed Martin Investment Management Co.

Owens Corning/Fibreboard Asbestos Trust

Raytheon Company

Saudi Aramco

Stellar Insurance, Ltd

SOVEREIGN WEALTH FUNDS PROFESSIONAL/RESEARCH INSTITUTIONS PUBLIC & GOVERNMENT-RELATED ENTITIES

10 Confidential Clients American College of Surgeons

The Broad Institute, Inc

The Brookings Institution

Council on Foreign Relations

National Endowment for Financial Education

National Geographic Society

Society for Human Resource Management, Inc.

St. Jude Children's Research Hospital

Woods Hole Oceanographic Institution

World Wildlife Fund, Inc.

California State Teachers' Retirement System

CalPERS

The Global Crop Diversity Trust

Houston Firefighters' Relief and Retirement Fund

International Monetary Fund

The National Railroad Retirement Investment Trust

Norges Bank Investment Management

Pennsylvania State Employees' Retirement System

Railways Pension Investments Limited

State Board of Administration of Florida

Note: The Securities and Exchange Commission (SEC)
requires that a partial list of clients be chosen using an
“objective” methodology and that the methodology be
disclosed. In order to comply with this requirement, we
chose institutions that were the largest in each category,
using investment size as the criterion (omitting only those
that prefer anonymity). In keeping with SEC guidelines,
the listing of these institutions is not meant to imply that
they endorse Cambridge Associates or the service we
provide. Private clients are confidential and are not
disclosed.

Data for 2010 is as of December 31.

Presenter
Presentation Notes
Here is a diverse sampling of the institutions we serve. 
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Independence of
Advice

Customized Hedge
Fund Programs

Direct Relationships
with Managers

Direct Ownership 
of Assets

Unparalleled Global
Research Capabilities

Overview of Cambridge Associates
Hedge Fund Advisory Service

 Independence from investment management firms helps us avoid conflicts of interest.

 Clients can be confident that our recommendations are objective, as we are free from 
strategic or “pay-for-play” relationships.

 We construct truly tailored programs for our clients – no two programs are alike.

 Our independence allows us to tailor our advice for each client on an individual basis 
based on their specific investment goals and constraints – not a menu of products.

 Our hedge fund research staff is dedicated to providing on-the-ground coverage of global 
opportunities for our clients from seven offices on four continents.

 Today our proprietary database tracks over 2,250 hedge funds from more than 1,450 
managers.

 Our long history as an investment advisor enables us to introduce clients to leading 
hedge fund managers, many of whom we have worked with since our inception.  

 Our clients forge lasting relationships with these managers and build reputations as 
desirable investors.  

 Our clients retain direct ownership of their hedge fund investments whether or not they 
retain our firm.

Direct Access to
Dedicated Resources

 Over 65 specialists, research staff, and performance reporting staff dedicated to serving 
our hedge fund clients. 

 Each client is served by a dedicated team of professionals to implement and monitor the 
hedge fund program.
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Agenda

Presenter
Presentation Notes
We’d like to achieve a number of things today.  First we’d like to introduce the team that will serve you and talk about the resources at Cambridge Associates that support your team.  We would also like to share with you some of the many insights we have gained over the past 30 years advising investment committees, to give you a sense of our core investment principles and beliefs and what we think best practices entail. Last but not least, we’ll talk about the way we work with clients and our fees.  (It is also appropriate to check in with the audience as to whether it meets their needs and to check timing.) 
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• Investment Strategies
– Wide range of very specialized investment strategies with common theme of earning returns that are

independent of the stock and bond markets
– Wide range of risk levels from quite conservative to very risky leveraged strategies
– Not an asset class; very dependent on individual managers
– Managers may have very broad mandates

• Vehicles
– Legal structure: limited partnerships and offshore investment companies
– Limited liquidity (typically monthly, quarterly, or annual redemptions)
– Performance-based fees

- Typically, 1.5% of assets and 20% of profits (subject to a loss carry-forward)

• Advantages
– Access to specialized strategies not otherwise available (e.g., short-selling, arbitrage, distressed

investing)
– Earn equity-like returns while providing volatility reduction
– Superior performance (versus equities) in down markets
– Access to some of the most talented investment managers

• Considerations
– Limited liquidity
– Limited transparency
– Use of leverage
– Exposure to systemic risk in financial system
– Need for extreme selectivity in choosing managers

Hedge Fund Investing
Definitions
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Hedge Fund Investing
Strategy Descriptions

Strategy Characteristic

Multi-strategy
• Defensive
• Returns are dependent on select events and are not (in the long run)

necessarily directly correlated with market movements
• Arbitrage opportunities
• Distressed securities

Open Mandate
• Flexible allocation of capital
• Focus on capital preservation
• Goal is to compound capital effectively through positive performance

during all periods
• Generally contrarian / value, longer-term investors

Long/Short Equity
• Goal is to add significant “alpha”
• Use of expanded opportunity set (shorts)
• Degree of defensiveness depends on net positioning
• Access to manager talent is key

• We divide hedge funds strategies into two primary groups – multi-strategy and long/short equity –
with a third category – open mandate – consisting of managers who have the ability to invest
across the other two strategies.
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Hedge Fund Investing
Strategies Descriptions - Expanded

Multi-strategy Long/Short Equity

• Event (Merger) Arbitrage
– Typically, buying the stock of an announced

acquisition target and shorting the stock of the
acquirer

– Related investments include spin-offs,
divestitures, reorganizations, and restructurings

• Credit and Distressed Securities
– Purchasing, at a large discount, the debt of

companies in bankruptcy or distress and
participating in the reorganization

• Convertible Arbitrage
– Typically, purchasing a convertible bond and

shorting the common stock of the same issuer

• Global Macro Funds
– Broad range of opportunistic investments in

equity markets, currencies, commodities, etc.,
based on evaluation of macro trends

– Tend to make significant bets and can use high
degrees of leverage

• Other Arbitrage Strategies
– Fixed income arbitrage
– Derivative and Warrant Arbitrage
– Statistical Arbitrage
– Closed-End Fund Arbitrage

• Long/Short Funds
– Combine long stock positions with short stock

positions
– Short positions reduce market risk, and

manager seeks to add value through stock
selection in both long and short portfolio

– Net market exposure varies but typically funds
are net long

– Style bias, geographic focus, sector focus,
concentration and market exposure vary greatly
across funds

• Short Selling
– Managers invest only on the short side, making

outright bets that their shorts will decline in price

• Market-Neutral Equity
– Equally-matched long and short portfolios
– Net market exposure close to zero
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Investment Objective

XYZ Institution is considering a moderate risk, diversified marketable alternatives program to meet the 
following objectives:

1. Generate positive, real returns in excess of the risk-free rate.  Generate returns comparable to those of 
the equity markets over a full market cycle.  Outperform peer portfolios as measured by a hedge fund-
of-funds index.

2. Generate returns with bond-like volatility.  Moderate the volatility of its total portfolio in order to improve 
year-to-year stability in endowment values and spending.

3. Participate in up markets while protecting in down markets.

4. Diversify the economic source of returns for the endowment, increasing the amount of return that is 
likely to come from manager skill versus market direction.  We believe this will be particularly important 
if financial market returns prove to be modest over the next several years.

Hedge Fund Investing
Sample Investment Objectives
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Hedge Fund Investing
Goals of a Hedge Funds Program

Expected
Goals Notes Short Term Intermediate Long Term

Return

Positive Real Returns
The program should deliver returns in excess of the Strategic Investments’
benchmark of consumer price inflation plus 5%.

√

Risk-free Rate Plus Spread
The program must earn a positive return derived from T-Bills plus a reasonable
spread for taking investment risks, generally 4-6%.

√

Protect Capital in Down Markets
Hedging and focus on alpha should provide meaningful protection when equity
markets fall.

√ √

Participate in Up Markets
Lower gross long exposure and short exposure for alpha/hedging will limit
returns relative to equity markets when equities are rallying.

√ √

Outperform a FoF Index
A Hedge Fund-of-Fund index provides a reasonable peer comparison for a
hedge fund program.

√ √

Outperform Peer Institutions
Peer institutions with similarly-sized hedge fund allocations and similar
investment policies and philosophies may also provide a useful comparison.

Outperform Equity Markets

The program, depending on its return target and construction, may outperform
equity markets over a full market cycle due to the asymmetric return profile
resulting from downside protection. Equities is also the source of funds for
Strategic Investments.

Risk

Consistency of Returns
Diversification of strategies and managers should provide low volatility of
returns at the hedge fund portfolio level.

√ √

Volatility The hedge fund portfolio should lower the volatility of the total portfolio. √

Drawdown
Cumulative drawdown should be less and time to recover should be quicker
than equity markets.

√ √

Diversification

Correlation

Correlation to other asset classes provide an indication of portfolio
diversification and the diversification of economic sources of return. In
particular, we look at the correlation of the hedge fund portfolio with the total
portfolio excluding hedge funds. Note that the measure is start- and end-point
sensitive.

√

Note: The definition of short, intermediate and long-term is subjective, however a reasonable estimate might be: Short term: trailing twelve months. Intermediate: trailing three years Long term: 
trailing five years or since inception.  These measures are intended for a hedge fund program rather than for individual managers.
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Note: Portfolio represents a diversified hedge fund program. Roughly half of the portfolio comprises managers following absolute return strategies, while the other half constitutes managers following long/short 
strategies.  Within the absolute return strategies, the breakdown is as follows: multi-strategy arbitrage (25%), event-driven arbitrage (15%), and distressed securities (10%).  Within the hedge fund long/short 
strategies, the breakdown is as follows: U.S. long/short (25%), global long/short (15%), and long/short sector funds (10%).

The hedge fund portfolio exhibits volatility (measured by standard deviation) of 8.0 whereas during the same time period the S&P 500 experiences volatility of 18.7.  The hedge fund portfolio performance (measured 
by average annualized compound return (AACR)) also compares favorable to the S&P 500's performance during the same time period: 11.3% vs. 5.7% respectively.

Source: Cambridge Associates LLC Investment Manager Database. Data show is for the period beginning January 1, 1997 through December 31, 2010.

Hedge Fund Investing
Historical Performance

Hypothetical Hedge Fund Portfolio Performance Over Time
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ALTERNATIVE ASSET MANAGER MEDIANS 
10-YEAR RISK/RETURN ANALYSIS

S&P 500
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Hedge Fund Investing
Manager Medians: Risk/Return Analysis

Sources: Barclays Capital, Bloomberg L.P., BofA Merrill Lynch, Cambridge Associates LLC Investment Manager Database, MSCI Inc., Standard & Poor's, and Thomson Datastream. MSCI data 
provided "as is" without any express or implied warranties.

Note: Cambridge Associates LLC's (CA) manager universe statistics are derived from CA's proprietary database covering investment managers. Performance results are generally reported net of 
investment management fees and performance fees. Performance results do not include returns for managers that exclude reserves (cash) from reported total return. Returns for inactive 
(discontinued) managers are included if performance is available for the entire period measured. Average annual compound returns have been calculated from net quarterly returns. In many cases 
the net quarterly returns include estimates of the annual performance-based fee. Since the performance-based fees are not actually paid until year-end, using actual net annual returns to calculate 
the average annual compound returns would produce slightly different results. Standard deviations are based on quarterly data. Data shown is for the ten year-period from October 1, 2000 through  
September 30, 2010. 

Cambridge Associates LLC (CA) receives no fees or any other form of remuneration from investment managers. CA’s Manager Universe Statistics are derived from CA’s proprietary investment 
manager database and may be cited by participating investment managers; however, this does not constitute an endorsement by CA.

Absolute Return Hedge Funds
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Hedge Funds Investing
Cumulative Returns in Up and Down S&P 500  Markets

Note: Median returns are net of fees. Data shown is for the ten year period beginning January 1, 2001 through December 31, 2010.

*Asset class data were derived from CA Manager Medians.

Cumulative Returns in Up and Down S&P 500 Markets
January 1, 2001 through December 31, 2010

10 Years
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Universe of approximately 10,000 managers

1. Lead Sourcing:
We screen approximately 1,500 proposals per year sourced from industry networking, analyst and manager tracking, 

and direct submissions from managers

2. Strategy Assessment:
Assess six fundamental factors to determine if a fund warrants deeper analysis.  (e.g. What is the inefficiency? What is 

their strategy for exploiting the inefficiency? Do they have a sustainable competitive advantage?, etc.) 

3. In-Depth Analysis:
Our team conducts approximately 1,000 manager meetings and conference calls per year to fully understand the organization, 

strategy, clients, asset base, investment process, performance attribution, terms and fees, and other factors.

4. Business Risk Assessment:
Our operational due diligence team conducts background checks, reviews vendor relationships, reviews firm 

operations, and reviews terms.

Hedge Fund Managers Viable for Client Investment

Investment Research and Due Diligence
Manager Research
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Investment Research and Due Diligence
Risk Assessment

– Complexity of strategies: Can the investor understand investment strategy?

– Breadth of Mandate: Does the firm invest only where it has expertise?

– Limited disclosure / transparency: Is level of investor communication satisfactory?

– Leverage: Are returns dependent on borrowing, short-sales, or derivatives?

– Illiquidity: Does liquidity of firm’s positions match investment strategy?

– Co-investor risk: Are other investors in fund also long-term investors?

– Correlations: Have correlations increased in light of the market crisis?

– Key man risk: How dependent is a firm on one or more key individuals?

– Organizational risks: Does firm have proper controls / regulation in place?

Risks that exist with other types of investment managers, but tend to be more important with hedge 
fund investing include:
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Assessment of Business Risks

The Role of the Operational Due Diligence Group

1. Review Annual Audited Financial Statements

2. Conduct comprehensive business risk (operating) reviews – initial and ongoing

3. Review of hedge fund terms and terms changes

4. Maintain on-going dialog with key operations personnel (C level) to monitor 
developments.

5. Maintain relationships with Administrators, Auditors and Prime Brokers with a view 
towards understanding capabilities, strengths and potential weaknesses.

6. Support consultants and clients relative to hedge fund operating best practices.

Investment Research and Due Diligence
Operational Due Diligence
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Investment Research and Due Diligence
Notable Hedge Fund Failures

• There have been many well publicized hedge fund failures. Many involve either the failed use
of leverage, poor risk controls, or instances of fraud.

Fund Year Reason

Long-Term Capital Management 1998 Large, levered bets on fixed income including Russian
government bonds. No effective risk controls.

Amaranth Advisors 2005 Thousands of positions, making effective risk control
extremely difficult. As a result, portfolio managers were able
to make large, levered bets on natural gas prices that went
against them.

Bayou Hedge Fund Group 2005 Fraud; misappropriated funds for personal use

Sowood Capital Management 2007 Failed to make connection between increased leverage and
increased risk in capital structure arbitrage positions. Overly
secretive about portfolio positions. When markets went
against them, had no ability to control portfolio.

Copper River Management 2008 Combination of U.S. Government ban on short sales and
failure of Lehman Brothers caused massive losses.
Counterparty failure (Lehman Brothers)

Madoff Investment Securities 2008 Impossible to understand sources of return. Implication was
manager engaged in front-running positions of market
making operation which in itself is illegal. In truth was giant
Ponzi scheme fraud .
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Program Level

Develop Hedge Funds investment policy

Objectives

Strategy allocation

Restrictions

Develop Hedge Funds investment plan

Implementation

Monitor

Fund Level

Fact sheet, memo, analyses

Cultivate relationships & meet with manager

Gain access

Decision to invest  

Document reviews and side letter negotiated

Invest

Program Construction and Monitoring
Investment Process
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Program Construction and Monitoring
Overview of Hedge Fund Manager Selection

• Selecting the right hedge funds is more important than for long-only managers

– The range of returns is wider than for traditional managers.

– The broader investment mandate allows managers to invest in more complex financial
instruments such as loans, derivatives, etc. This requires more operational
capabilities.

– Because of the fees that hedge fund managers earn and the lower transparency with
which they operate, hedge funds also attract fraud.

• To avoid making mistakes, investors should use a number of common sense criteria:

– Don’t invest in anything you don’t understand.

– Perform comprehensive due diligence in advance of making an investment.

– Watch out for red flags, such as performance that doesn’t make sense, conflicts of
interest, etc.

– Scrutinize funds’ legal documents and negotiate side letters as appropriate.

• Above all, make sure that investments are of a reasonable size relative to the pension’s risk
and return goals, and diversify among managers, strategies, geographies, etc.
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Program Construction and Monitoring
Comparative Asset Class Manager Returns

Source: Cambridge Associates LLC Investment Manager Database. 

Note: Percentile rankings are based on a scale of 0 - 100 where 0 represents the highest value and 100 the lowest. Absolute Return includes general arbitrage, event arbitrage, and distressed securities.

Data is for the ten year period ending December 31, 2010.

95th Percentile

Manager Return Dispersion
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75th Percentile 6.01 16.02 2.06 6.15 4.58 8.01 5.72
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Program Construction and Monitoring
Importance of Diversification

Sources: Barclays Capital, Cambridge Associates LLC Investment Manager Database, Frank Russell Company, Hedge Fund Research, Inc., MSCI Inc., Standard & Poor's, and Thomson Datastream. MSCI data 
provided "as is" without any express or implied warranties.

Notes: Cambridge Associates LLC's (CA) Manager Universe Statistics are derived from CA's proprietary database covering investment managers. Performance results are generally reported net of investment 
management fees and performance fees. Performance results do not include returns for managers that exclude reserves (cash) from reported total return and those managers with less than $50 million in product 
assets (unless otherwise noted). Returns for inactive (discontinued) managers are included if performance is available for the entire period measured. Returns and standard deviations are based on quarterly data. Data 
for 2010 are as of December 31.

When citing these statistics, the following statement must be included: Cambridge Associates LLC (CA) receives no fees or any other form of remuneration from investment managers. CA’s Manager Universe Statistics 
are derived from CA’s proprietary Investment Manager Database and may be cited by participating investment managers; however, this does not constitute an endorsement by CA.

1 The CA Manager Median AACRs include managers that have dropped below the $50 million asset level because all managers in the universe have dropped below that mark at some point over the last ten years.

2 Manager universe contains fewer than ten managers for the ten-year AACR and Standard Deviation calculations.

3 Manager universe contains fewer than ten managers for the five-year AACR and Standard Deviation calculations.

4 Managed Futures data are compiled from the Credit Suisse/Tremont Managed Futures Index. All other strategy data are derived from CA medians.

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 STRATEGY 10-Yr 
AACR

5-Yr 
AACR

12.7% 20.8% 24.7% 13.4% 14.0% 14.2% 19.3% 33.8% 31.8% 14.0% Fixed Income Arbitrage 1,2 11.0% 9.1%

11.1% 18.3% 22.4% 12.5% 9.6% 13.4% 14.8% 18.3% 26.0% 13.0% Credit Opportunities 11.3% 7.9%

10.2% 9.1% 16.0% 10.7% 9.1% 13.4% 13.2% 6.2% 23.0% 12.2% Managed Futures 4 7.5% 7.3%

10.0% 9.0% 14.3% 9.3% 7.8% 12.8% 11.3% -0.1% 21.3% 10.4% U.S. Long/Short 7.6% 6.1%

7.5% 5.7% 14.1% 8.3% 7.4% 11.4% 9.5% -2.8% 19.3% 9.9% Multi-Strategy 8.7% 7.7%

5.2% 5.0% 13.9% 6.0% 7.1% 9.2% 9.3% -3.8% 15.3% 8.8% Risk Arbitrage 1,2,3 6.0% 7.6%

5.2% 2.5% 8.5% 5.6% 5.4% 8.2% 7.3% -15.8% 12.7% 6.9% Global Long/Short 10.5% 10.6%

4.4% 1.8% 4.5% 5.3% 5.3% 8.1% 6.0% -16.2% -0.8% 6.1% Global Macro 1 12.2% 9.4%

4.4% 0.6% 3.0% 3.0% 2.3% 7.5% 5.7% -20.0% -6.6% 1.2% Market Neutral Equity 1 3.9% 3.2%

1.9% -7.6% -28.5% -13.0% -0.1% -9.1% 4.6% -22.3% -23.7% -16.8% Dedicated Short 1,2,3 1.0% 3.7%

Margin Between Best-and Worst-Performing Strategies in a Given Year
10.8 28.4 53.1 26.3 14.1 23.2 14.7 56.1 55.5 30.8
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Bonds
9.0%

Distressed Securities
4.7%

Private Equity & Venture 
Capital
17.6%

Marketable Alternatives
22.4%

Global ex U.S. Equity
15.4%

U.S. Equity
11.9%

Cash & Equivalents
3.0%

Other
0.6%

Real Assets & Infl-Linked 
Bonds
15.4%

A Sample Portfolio – Asset Allocation¹

Global Long/Short
25%

U.S. Long/Short 
Sector

5%

U.S. Long/Short Value
15%

U.S. Long/Short 
Growth

10%

Diversified Arbitrage/ 
Multi-Strategy

20%

Event Arbitrage
7%

Credit/ Distressed
8%

Opportunistic/ Open 
Mandate

10%

Program Construction and Monitoring
Asset Allocation and Hedge Fund Strategy Allocation

A Sample Program – Strategy Allocation

¹ Equal weighted means from 45 institutions with asset sizes over $1 billion as of June 30, 2010
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Program Construction and Monitoring
Ongoing Monitoring

Manager Portfolio
Continuously

• Manager news
• Terms changes

Continuously

• Portfolio liquidity

Monthly Monthly

• Manager performance reports
• Calls if performance falls outside expected range

• Flash reports of performance and strategy allocation

Quarterly Quarterly

• Calls with managers
• Detailed performance reports and analysis providing:

– Top long positions
– Net/gross positions
– Overlay leverage
– Exposure by strategy and/or by geography
– Organizational update including assets by

product/by firm and changes to personnel
• Review of 13-F SEC Filings

– Reconcile against stated holdings

• Performance and performance attribution
• Strategy allocation versus targets
• Detailed portfolio analysis of overall:

– Net/gross positions
– Overlay leverage
– Exposure by strategy

Annually Annually

• On-site meeting with managers • Comprehensive review of client’s hedge fund
program by Hedge Fund Advisory Committee

• Hedge fund managers, within their partnership agreements, provide themselves with generous levels of
latitude with respect to investment of assets, which could potentially result in strategy drift by the manager.
Cambridge Associates’ ongoing monitoring seeks to identify when a risk could become a material issue.
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Program Construction and Monitoring
Investment Evaluation and Monitoring Steps for Direct Funds*

Full Investment Evaluation Ongoing Monitoring

Investment 
Process

• Evaluate investment process and strategy, security selection
expertise, and ability to exploit stated market inefficiencies

• On-site visit to assess risk controls and team

• Assess portfolio transparency

• Annual on-site visit

• Quarterly inquiry into changes in the investment strategy
and investment process

Organization

• Examine composition and stability of current and expected
client base

• Perform formal background checks on key professionals

• Assess stability of organization and turnover at senior and
mid-levels

• Monitor AUM over time

• Quarterly inquiry into changes in the investment team,
clients, and assets under management

Compliance

• Evaluate business terms in documents

• Identify and verify vendor relationships (prime brokers,
auditors, legal counsel, etc.)

• Meet with compliance officer (on phone or in person)

• Review on-site back office / operations (trading procedures,
pricing methodology, organizational structure, etc.)

• Review SEC filings, including 13-Fs and ADV, if applicable

• Review all changes to terms including fees, liquidity and
key-man provisions.

• Annual review of audited financials and SEC filings

Fees / Costs

• Review fee and liquidity comparison to strategy peers

• Review all fees and expenses charged by the manager
(including management fees, incentive fees, redemption fees
and other expenses).

• Quarterly inquiry into changes in fees and terms

Performance
• Analyze historical performance, leverage and current

attribution analysis: return patterns, volatility over time,
performance in up/down markets, drawdowns and recovery
periods, gross and net exposures

• Quarterly performance attribution, including discussion of
decisions, gross long and short exposures,
strategy/sector/geography, and holdings

* Because of the unique nature of each manager that is evaluated and monitored, not all of the listed bullet-points may be followed in each case. 
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Agenda

Presenter
Presentation Notes
We’d like to achieve a number of things today.  First we’d like to introduce the team that will serve you and talk about the resources at Cambridge Associates that support your team.  We would also like to share with you some of the many insights we have gained over the past 30 years advising investment committees, to give you a sense of our core investment principles and beliefs and what we think best practices entail. Last but not least, we’ll talk about the way we work with clients and our fees.  (It is also appropriate to check in with the audience as to whether it meets their needs and to check timing.) 
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Cambridge Associates believes:

 Hedge funds offer investors access to "best-in-class" managers
because of the wide investment mandate and performance
incentives.

 Hedge fund managers possess the flexibility to invest in areas
where they see the best opportunities for good risk-adjusted
returns. Over the long-run, their returns should be comparable to
those of equities with lower volatility.

 Hedge funds offer investors the ability to diversify the economic
sources of returns, thus reducing risk through the uncorrelated
nature of their investment strategies that are not replicable through
traditional long-only investment.

 A carefully constructed portfolio of hedge funds should reduce the
volatility of an overall portfolio while adding to returns over a full
market cycle because of the added diversification.

Hedge Fund Investing Summary
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Performance of Cambridge Associates’ 
Hedge Fund Advisory Clients (Page 1 of 4)

NOTE: This exhibit is incomplete without the disclosures on page 4 of 4.
1. “CA Client Mean Return” includes hedge fund program returns for the Cambridge Associates Group’s comprehensive advisory clients or investors in Single Investor Funds who receive hedge fund performance reports. These data are calculated on a monthly

basis. “The Cambridge Associates Group” is comprised of four investment consulting affiliates that were established for the sole purpose of providing our consulting, research, and performance monitoring services in various regulatory jurisdictions around the
globe: Cambridge Associates LLC, Cambridge Associates Asia PTE Ltd., Cambridge Associates Limited LLC, and Cambridge Associates Limited. These entities serve our clients from our U.S., Singapore, Sydney, and London office locations, respectively.
Each of the affiliates has full access to all of CA’s research and consulting resources. All clients in the 10-year universe are served by Cambridge Associates LLC.

2. The HFRI Fund of Funds Composite index is comprised of over 800 U.S. and offshore fund-of-funds. All funds in the composite are categorized as either Conservative, Diversified, Market Defensive, or Strategic. There is no required asset-size minimum for fund
inclusion in the HFRI or required length of time a fund must be actively trading before inclusion in the HFRI.

3. Sharpe Ratio: To calculate this number, subtract the average T-bill return (risk free return) from the universe’s average return then divide by the universe’s standard deviation. The Sharpe ratio is the amount of return over the risk free rate that was achieved for
each unit of risk accepted.

Source:  Hedge Fund Research, Inc., copyright HFR, Inc. (2010), (www.hedgefundresearch.com), Barclays Capital,  Standard and Poor’s, 
Thomson Datastream, and Cambridge Associates LLC.

Copyright © 2011  by Cambridge Associates LLC.  All rights reserved.

Last updated February 25, 2011

October 1, 2000 through September 30, 2010

Ten Years

Manager(s)

Average Annual 
Compound 

Return

Annualized 
Standard 
Deviation

Sharpe 
Ratio[3]

CA Client Mean Return[1] 6.26 6.21 0.61

Index(es)

HFRI FOF Composite Index[2] 3.66     5.34 0.23

HFRI FOF Conservative Index 3.26    4.27 0.18

HFRI FOF Strategic Index 3.28 7.13 0.14

S&P 500 -0.43    16.41 NM

Barclays Capital
Aggregate Bond Index 6.41 3.80 1.00

CA Client Mean 
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Performance of Cambridge Associates’ 
Hedge Fund Advisory Clients (Page 2 of 4)

NOTE: This exhibit is incomplete without the disclosures on page 4 of 4.
1. “CA Client Mean Return” includes hedge fund program returns for the Cambridge Associates Group’s comprehensive advisory clients or investors in Single Investor Funds who receive hedge fund performance reports. These data are calculated on a monthly

basis. “The Cambridge Associates Group” is comprised of four investment consulting affiliates that were established for the sole purpose of providing our consulting, research, and performance monitoring services in various regulatory jurisdictions around the
globe: Cambridge Associates LLC, Cambridge Associates Asia PTE Ltd., Cambridge Associates Limited LLC, and Cambridge Associates Limited. These entities serve our clients from our U.S., Singapore, Sydney, and London office locations, respectively.
Each of the affiliates has full access to all of CA’s research and consulting resources. All clients in the sample are served by Cambridge Associates LLC.

2. The HFRI Fund of Funds Composite index is comprised of over 800 U.S. and offshore fund-of-funds. All funds in the composite are categorized as either Conservative, Diversified, Market Defensive, or Strategic. There is no required asset-size minimum for fund
inclusion in the HFRI or required length of time a fund must be actively trading before inclusion in the HFRI.

3. Sharpe Ratio: To calculate this number, subtract the average T-bill return (risk free return) from the universe’s average return then divide by the universe’s standard deviation. The Sharpe ratio is the amount of return over the risk free rate that was achieved for
each unit of risk accepted.

Source:  Hedge Fund Research, Inc., copyright HFR, Inc. (2011), (www.hedgefundresearch.com), Barclays Capital, Standard and Poor’s, Thomson Datastream, and Cambridge Associates LLC.

Copyright © 2011  by Cambridge Associates LLC.  All rights reserved.

Last updated: February 25, 2011

October 1, 2003 through September 30, 2010

Seven Years

Manager(s)

Average Annual 
Compound 

Return

Annualized 
Standard 
Deviation

Sharpe 
Ratio[3]

CA Client Mean Return[1] 7.78 6.69 0.81

Index(es)

HFRI FOF Composite Index[2] 3.79     6.07 0.25

HFRI FOF Conservative Index 2.74 4.93 0.09

HFRI FOF Strategic Index 4.62   7.57 0.32

S&P 500 4.04 15.55 0.18

Barclays Capital
Aggregate Bond Index 5.35 3.59 0.81

CA Client Mean 
Return

HFRI FOF 
Composite IndexHFRI FOF 

Conservative Index

HFRI FOF Strategic 
Index

S&P 500

Barclays Capital 
Agg Bond Index
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Performance of Cambridge Associates’ 
Hedge Fund Advisory Clients (Page 3 of 4)

NOTE: This exhibit is incomplete without the disclosures on page 4 of 4.
1. “CA Client Mean Return” includes hedge fund program returns for the Cambridge Associates Group’s comprehensive advisory clients or investors in Single Investor Funds who receive hedge fund performance reports. These data are calculated on a

monthly basis. “The Cambridge Associates Group” is comprised of four investment consulting affiliates that were established for the sole purpose of providing our consulting, research, and performance monitoring services in various regulatory jurisdictions
around the globe: Cambridge Associates LLC, Cambridge Associates Asia PTE Ltd., Cambridge Associates Limited LLC, and Cambridge Associates Limited. These entities serve our clients from our U.S., Singapore, Sydney, and London office locations,
respectively. Each of the affiliates has full access to all of CA’s research and consulting resources.

2. The HFRI Fund of Funds Composite index is comprised of over 800 U.S. and offshore fund-of-funds. All funds in the composite are categorized as either Conservative, Diversified, Market Defensive, or Strategic. There is no required asset-size minimum for
fund inclusion in the HFRI or required length of time a fund must be actively trading before inclusion in the HFRI.

Source: Hedge Fund Research, Inc., copyright HFR, Inc. (2011), (www.hedgefundresearch.com), Barclays Capital, Standard and Poor’s, Thomson Datastream, and Cambridge Associates LLC.
Copyright © 2011 by Cambridge Associates LLC. All rights reserved. ast updated: February 25, 2011

Calendar Year Returns

YTD 2010 2009 2008 2007 2006 2005 2004 2003 2002 2001

CA Client Mean 3.95 21.63 -19.37 14.32 12.58 9.03 10.23 16.14 1.15 4.84

n= 215 194 150 120 89 70 54 38 26 10

Indexes

HFRI FOF Composite Index 2.01 11.47 -21.37 10.26 10.39 7.49 6.87 11.62 1.01 2.80

HFRI FOF Conservative Index 2.40 9.65 -19.86 7.67 9.21 5.15 5.82 9.01 3.58 3.11

HFRI FOF Strategic Index 2.01 13.25 -25.16 12.81 11.77 10.27 8.35 15.84 -4.04 1.18

S&P 500 3.89 26.46 -37.00 5.49 15.80 4.91 10.88 28.69 -22.10 -11.88

Barclays Capital Aggregate Bond Index 7.95 5.93 5.24 6.96 4.33 2.43 4.34 4.11 10.27 8.42

Average Annual Compound Return (%) as of September 30, 2010

10 Year 9 Year 8 Year 7 Year 6 Year 5 Year 4 Year 3 Year 2 Year 1 Year

CA Client Mean 6.26 6.81 8.56 7.78 7.35 6.22 5.40 1.76 7.53 8.18

n= 7 12 33 43 61 77 99 126 183 212

Indexes

HFRI FOF Composite Index 3.65 4.16 4.42 3.79 3.46 2.15 0.96 -3.03 1.13 3.51

HFRI FOF Conservative Index 3.26 3.38 3.45 2.74 2.39 1.43 0.18 -2.96 -0.30 3.52

HFRI FOF Strategic Index 3.28 4.70 5.37 4.62 4.07 2.28 1.02 -4.06 1.61 3.78

S&P 500 -0.43 3.00 6.39 4.04 2.48 0.64 -1.75 -7.16 1.27 10.16

Barclays Capital Aggregate Bond Index 6.41 5.71 5.35 5.35 5.63 6.20 6.85 7.43 9.36 8.17
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Performance of Cambridge Associates’ 
Hedge Fund Advisory Clients (Page 4 of 4)

The exhibit shows returns for all comprehensive advisory clients or investors in our Single Investor Funds who receive CA's hedge fund performance
monitoring service. In keeping with SEC guidelines, it is important to evaluate this information with the following facts in mind:

– The performance of CA’s clients may be attributable to factors other than CA’s advice because CA’s clients may or may not follow this advice. As
a result, the experience of an institution or private client that follows CA’s advice may differ materially from the performance presented.

– The return figures are provided from the date each client joined CA and may or may not reflect investments made by clients prior to joining CA.

– The size of each client’s total investment portfolio varies considerably, and each client may have different risk tolerances.

– Past performance is not necessarily a guide to future performance.

– The performance data is net of investment managers’ fees but has not been adjusted to reflect CA’s advisory fees and other expenses that a client
may incur. A client’s return will be reduced by the amount of such fees and expenses which are described in Part II of CA’s Form ADV. The
following example demonstrates the effect, using a model fee, of compounded advisory fees over a period of years on the value of a client’s
portfolio:

A hypothetical portfolio with a beginning value of $250 million, experiencing an annual return of 6.26% per annum, would grow to $458.8
million after 10 years, assuming no fees were paid. Accounting for an annual fee payable in advance to CA of 0.50% (50 bps), the same
portfolio earning an annual return of 6.26% would only grow to $436.4 million after 10 years. The annualized returns over the 10-year time
period are 6.26% (gross of CA's fees) and 5.73% (net of CA's fees). Actual fees could be higher or lower depending on services provided.

Copyright © 2010 by Cambridge Associates LLC. All rights reserved.
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Presentation Notes
We’d like to achieve a number of things today.  First we’d like to introduce the team that will serve you and talk about the resources at Cambridge Associates that support your team.  We would also like to share with you some of the many insights we have gained over the past 30 years advising investment committees, to give you a sense of our core investment principles and beliefs and what we think best practices entail. Last but not least, we’ll talk about the way we work with clients and our fees.  (It is also appropriate to check in with the audience as to whether it meets their needs and to check timing.) 
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Appendix 
Illustrative Performance Reporting

Long-term 
performance analysis
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Appendix 
Illustrative Performance Reporting

Detailed exposure 
analysis by manager 

and strategy

Long- term 
performance 

analysis
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Liquidity Tracker can produce hedge fund liquidity reports specific to a client’s portfolio. Reports can be 
customized to account for specific data on purchase and redemption dates, hard and soft lock-ups, rollovers, side 

letter agreements, and side-pocket investments.

Appendix
Liquidity Tracker

Fund Name / Share Class
Initial Funding 

Date
8/31/08 Market 

Value Market Value % Total Remaining Total Remaining Exit Frequency
Next Available 
Redemption Notification By:

Liquidity within 0-6 Months
Fund A / A 5/1/2007 $7,976,227 11.7% N/A N/A N/A N/A Monthly 11/28/2008 10/29/2008

Fund B / A 8/1/2008 $8,003,200 11.8% N/A N/A N/A N/A
Calendar 
Quarter 12/31/2008 11/1/2008

Fund C / Shares 5/1/2007 $6,316,576 9.3% N/A N/A 12 Months Expired
Calendar 
Quarter 12/31/2008 11/16/2008

Fund D / E 1/1/2007 $5,633,527 8.3% 25 Months 4 Months N/A N/A
Calendar 
Quarter 3/31/2009 3/1/2009

Total $27,929,530 41.1%

Liquidity within 7-12 Months

Fund A / H 5/1/2008 $2,106,000 3.1% N/A N/A Rolling Rolling
Every 12 
Months 4/30/2009 3/16/2009

Fund B / A 5/1/2007 $7,276,083 10.7% N/A N/A N/A N/A
Qtr End on/after 

Anniversary 6/30/2009 4/1/2009

Fund C / C 7/1/2007 $4,901,181 7.2% N/A N/A 24 Months 9 Months
Calendar 
Quarter 6/30/2009 5/1/2009

Fund D / AU 5/1/2007 $6,009,958 8.8% Rolling Rolling N/A N/A
Calendar 
Quarter 6/30/2009 5/16/2009

Total $20,293,222 29.8%

Liquidity within 13-18 Months

Fund A / C 1/8/2008 $1,571,685 2.3% N/A N/A 24 Months 15 Months
Calendar 
Quarter 12/31/2009 12/31/2009

Fund B / A Sub Class 3 1/1/2008 $6,908,913 10.2% 25 Months 16 Months N/A N/A

Anniversary of 
Initial 

Redemption 1/31/2010 1/31/2010
Total $8,480,598 12.5%

Liquidity within 19-24 Months

Fund A / F Series 5/1/2008 $7,018,402 10.3% 24 Months 19 Months N/A N/A
Anniversary of 

Purchase 4/30/2010 3/16/2010

Fund B / A 3/1/2007 $2,637,176 3.9% N/A N/A 36 Months 17 Months
Semi-annually 

Jun/Dec 6/30/2010 4/1/2010

Fund C / 2YR Sub-Class 8/1/2008 $599,220 0.9% Rolling Rolling N/A N/A
Every 24 
Months 9/30/2010 7/2/2010

Total $10,254,798 15.1%

Liquidity within 25-36 Months

Fund A / 3YR Sub-Class 8/1/2008 $599,220 0.9% Rolling Rolling N/A N/A
Every 36 
Months 9/30/2011 7/2/2011

Total $599,220 0.9%

Iliquid Side Pockets
Fund A / Designated Investment 8/1/2008 $0 0.0%
Fund B / S 5/1/2007 $0 0.0%
Fund C / Special Investments 5/1/2007 $0 0.0%
Fund D / C 5/1/2007 $456,713 0.7%

Total $456,713 0.7%

PROGRAM TOTAL $68,014,081 100.0%

HARD LOCK-UP SOFT LOCK-UP EXIT WITHOUT FEES
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Appendix
Red Flags: Bernard Madoff Example

Red Flag Discussion Comments

Understandable Strategy
Madoff described his strategy as a 
“split/strike conversion”

An investment strategy must be 
understandable to warrant 
consideration

Emphasis on Secrecy
Madoff insisted on secrecy and 
threatened to kick out investors when 
they asked too many questions

Always demand adequate transparency

Unusual Fund Structure
Madoff managed separate accounts for 
individuals and feeder funds

Separate accounts present the 
possibility for conflicts of interest and 
unequal terms for investors

Mismatch Between Fund Strategy and 
Returns

The return that Madoff generated were 
inconsistent with the returns a 
“split/strike conversion” strategy could 
produce

Past returns are useful data points to 
determine performance attribution

Unusual Compensation Arrangement
Madoff did not charge management or 
incentive fees but instead said he was 
compensated by trading commissions

Unusual or vague compensation 
schemes can be indicative of a conflict 
of interest

Affiliated Broker/Dealer
Madoff claimed to trade through his 
affiliated broker/dealer

By trading through his broker/dealer, 
Madoff was able to have custody of 
client assets

Reputable Third Party Vendors
Madoff used a little-known three-person 
accounting firm to protect the secrecy of 
his proprietary trading strategy

Verification of prime brokers, auditors, 
custodians, counsel and administrators 
has always been critical; unknown 
vendors require face-to-face meetings 
to understand their qualifications
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Appendix
Bios

James P. Mnookin

Jim is a Managing Director at Cambridge Associates and joined the firm in 2000. He helps a broad range of
private clients and nonprofit institutions to construct and oversee hedge fund portfolios. In addition to his
specialist work, he assists clients on general investment issues such as asset allocation strategy, manager
selection, and investment program evaluation. He is also a frequent presenter at the firm’s client conferences.

Before Jim joined Cambridge Associates, he was a Vice President at Goldman Sachs Asset Management for
three years, focusing on endowments and foundations. In this role, he advised clients on asset allocation, risk
management, and spending policies. He was also a manager at Grantham Mayo Van, Van Otterloo and Co.
LLC for six years, where he performed equity research, asset allocation, and client service for endowments and
foundations. Prior to this, he spent fifteen years as the President and CEO of Kaufmann Trading Corporation, a
multi-company firm trading physical commodities around the world. He also worked as a university administrator
at Princeton University and City University of New York for four years.

Jim is a member of the Head of School Advisory Committee for the Beaver Country Day School, a trustee and
member of finance committee at the Goddard House, and a member of the Dean’s Advisory Counsel for the
Woodrow Wilson School of Public and International Affairs at Princeton University. He graduated magna cum
laude in Economics from Harvard College and received a PhD and an MPA from the Woodrow Wilson School of
Public and International Affairs at Princeton University.
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Appendix
Bios

André H. Mehta, CFA

André is a Managing Director and has been at Cambridge Associates since 2003. He specializes in constructing
and overseeing hedge fund portfolios for his clients. In addition to his specialist work, he also advises a number
of nonprofit institutions, pension plans and private clients on general investment issues such as governance,
investment philosophy, asset allocation strategy, manager selection, and investment program evaluation. He
has authored the firm’s research report on rebalancing. André has presented at industry conferences on topics
such as developing quantitative security selection and valuation models, starting an investment management
firm, and constructing and managing portfolios.

Prior to working at Cambridge Associates, André was a partner at Baker Investment Group where he was a co-
founder and Portfolio Manager for both long-only and long-short strategies. In this role, he also built portfolio
management and research infrastructure systems. While at Baker Investment Group, he also worked on the
launch of the Charles River Market Neutral Fund, a long-short U.S. equity hedge fund. Prior to this, he worked
at Grantham, Mayo, Van Otterloo & Co., where he co-managed GMO’s domestic and international tax-managed
equity funds and was engaged in global asset allocation research and portfolio implementation. He also worked
in Yale University’s Investments Office, where he built models to analyze asset allocation scenarios for the
endowment.

André is a member of the investment committee for the Pine Street Inn and a past Treasurer and investment
committee chair for the Women’s Educational and Industrial Union. He graduated from Vassar College and
received a Master’s Degree in Public and Private Management with a concentration in Finance from the Yale
School of Management. He has earned the Chartered Financial Analyst designation.



 
 

 
100 Summer Street 
Boston, Massachusetts 02110-2112 
tel 617.457.7500   fax 617.457.7501 
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M e m o r a n d u m  
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To: Ash Williams, Executive Director and CIO 

Florida State Board of Administration 
 
From: André H. Mehta, Managing Director 
  James P. Mnookin, Managing Director 
 
Date: July 9, 2010 
 
Re: Comments regarding hedge funds 
 
 
 
Given the recent public and media focus on the Florida State Board of Administration’s prospective 
investments in hedge funds, we wanted to offer some comments as to our experience on the suitability and 
role of hedge funds in long-term, institutional investment portfolios. 
 
Cambridge Associates, an independent consultant to institutional investors, has been advising clients on 
investing with hedge funds since the 1970s.  Many of the leading endowments and foundations have used 
hedge funds for decades.  As of March 31, 2010, the average allocation to hedge funds among 14 of our 
endowment clients with investments totaling more than $5 billion was 17.5%.  Large pension plans, both 
public and private, also have been investing in hedge funds for many years.  Over time, these investments 
have provided diversification to portfolios and, contrary to some current public perception and reports in the 
media, reduced risk.   
 
In this memo, we will explain…   
 

• Why institutional portfolios with an allocation to hedge funds are generally less volatile than those 
without them and over time can have similar - and sometimes higher - returns.   

 
• How the experience of recent bear markets have demonstrated the value of hedge funds in 

institutional portfolios.  During these markets, hedge fund managers did a better job preserving 
capital than traditional equity managers, contributing to hedge funds' ability to generate strong long-
term returns. 

 
• How individual hedge funds can, and do, pursue very different investment strategies, so making 

general or blanket statements about them can be misleading.  
 

• Why it is essential to know exactly what a given hedge fund does – and to diversify across hedge 
fund strategies and managers to gain maximum benefits for a portfolio.  
 

• Why we believe that the benefits of including hedge funds in a portfolio significantly outweigh the 
risks of not including them, especially when the risks are examined carefully and understood as part 
of the investment due diligence process.   



 
Ash Williams 
Florida State Board of Administration 

July 9, 2010 
Page 2

 
 
By way of background, the term “hedge fund” can mean a variety of things.  In general, it denotes a private 
investment partnership that invests in a variety of securities, ranging from stocks and bonds to futures.  
Hedge funds generally invest in public securities for which there is a ready market and can buy securities 
long and sell them short, thus being able to hedge positions and take advantage of both rising and falling 
prices.  Thus, hedge funds have a great deal of flexibility to pursue strategies that are not generally available 
to traditional stock and bond managers and, as a result, it is not possible to “index” hedge funds. 
 
There are many reasons why our clients have invested in hedge funds:  
 

(1) Talent of Professionals: Because of the wide investment mandate and incentives, hedge funds have 
attracted extraordinary talented investment professionals.  The best hedge fund managers have well 
defined strategies, are disciplined, and focus on generating positive returns and preserving capital in 
all kinds of market environments.  They are not gambling, speculating or reaching for high returns. 

 
(2) Flexibility of Mandate: Hedge fund managers are uniquely positioned to capitalize on pricing 

inefficiencies in the capital markets.  They possess significant competitive advantages over long-only 
managers who are required to operate within narrowly defined mandates.  Hedge fund managers can 
concentrate their portfolios on their best ideas, hedge positions, hold cash, and generally invest 
where they see the best opportunities.     

 
(3) Alignment of Interests: The existence of incentive fees, the fact that most hedge fund managers 

have significant personal investments in their funds, and the fact that they are paid on the basis of 
absolute returns generally not tied to a benchmark (which can decline in value) all help to align the 
interests of the managers with their investors.   

 
(4) Reduce risk: Hedge fund returns tend to have moderate correlations with returns in public equity 

and debt markets. These moderate correlations make hedge funds powerful diversifiers for 
institutional investment portfolios and improve portfolio “efficiency” (i.e., to reduce portfolio 
volatility and down-side risk at a given level of expected return, relative to what one could expect 
from a less diversified asset mix). 

 
A properly constructed hedge fund portfolio will typically provide returns over the long run that are 
comparable to those of equities - sometimes higher, sometimes lower - but with meaningfully less volatility 
than equities and with moderate correlation to equity markets.  As a result, institutional portfolios with an 
allocation to hedge funds are less volatile than those without them and over time can have similar - and 
sometimes higher - returns.   
 
The experience of the bear markets of 2000 - 2002 and 2008 demonstrated the value of hedge funds in 
institutional portfolios.  During these markets, hedge fund managers did a much better job preserving capital 
than traditional equity managers.1   It is this downside protection – along with hedge funds' ability to generate 
returns from different investment strategies – that has enabled hedge funds to generate returns similar to 
those of equity markets over full market cycles.2 
 
Individual hedge funds can, and do, pursue very different investment strategies; this means generic 
statements about hedge funds are difficult to support (e.g., all hedge funds use leverage).  It is therefore 

                                                      
1 In 2000, 2001, 2002 and 2008, the S&P 500 index returned -9.1%, -11.9%, -22.1% and -37.0%, respectively.  Hedge 
fund programs, as represented by the Hedge Fund Research (HFR) Fund-of-Funds - Diversified Index, returned 2.5%, 
2.8%, 1.1% and -20.9%, earning positive returns in 2000-2002 and losing approximately half that of the market in 2008. 
2 For the 10 year period ending March 31, 2010, the S&P 500 index has returned an average annualized compound 
return of -0.7% while hedge fund programs have returned 3.3% as measured by the HFR index. 
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essential to know exactly what a given hedge fund does.  It is also essential to diversify across hedge fund 
strategies and managers to gain maximum benefits for a portfolio.   
 
Hedge funds have limitations and risks, and it is essential to construct a portfolio carefully.   
 

(1) Selecting the best managers:  Since it is not possible to “index” hedge funds, it is incumbent on 
investors and their advisors to select the most skilled managers within each type of fund category.  
To succeed at this, it is essential to understand the strategy the manager intends to pursue and 
determine if the investment team has the skills and resources to capture the market inefficiencies 
they will focus on.   

 
(2) Understand their use of leverage:  Some, but not all, hedge funds use leverage in their portfolios.  

It is essential to understand the use of leverage and monitor it regularly.  Most of the managers we 
recommend use little or no margin leverage; the leverage they do have generally comes from their 
hedging activities.   

 
(3) Monitor performance and investment activity:  It is important to have a good degree of 

transparency into a manager’s portfolio so that their investment activity can be understood and 
monitored.  No institutional (or individual for that matter) should invest with a manager unless it is 
possible to understand clearly the sources of returns.  The fact that some hedge funds are currently 
not registered with the SEC does not mean that the funds are a high risk; real risk is in not fully 
understanding an investment. 

 
(4) Have appropriate liquidity:  Due to the longer-term nature of some investment strategies, hedge 

fund managers may require an investor to commit funds for a year or longer.  While this can be 
appropriate for certain strategies and can help provide a stable investor base, it also needs to be 
understood and monitored.     

 
There are risks to any investment, and hedge funds are no different. However, the specific risks for hedge 
funds are different than for traditional managers, and it is an "apples to oranges" comparison to state that 
hedge funds carry more risk than the overall market.  The key investment risk for traditional managers is that 
they underperform the broad market indexes in the area in which they invest.  For hedge funds, the analogous 
risk is that they lose money in absolute instead of relative terms. 
 
We believe that the benefits of including hedge funds in the portfolio significantly outweigh the risks, 
especially when the risks are examined carefully and understood as part of the due diligence process.  In 
summary, we believe that investing in hedge funds is a prudent way to reduce certain risks in a portfolio - 
e.g., risk of volatile returns, risks of losing money - while maintaining a reasonable return expectation. 
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KEY OBSERVATIONS (as of March, 31, 2008) 

HIGHLIGHTS

Investment Professionals   Founder Timothy Balthazar is an experienced portfolio manager with 
a 16-year track record in managing technology portfolios at Cardinal Capital and Pearl 
Management and Research before creating Vitality Asset Management in 2003. 
Investment Professionals   The breadth and depth of the investment team are impressive given 
the amount of the firm’s assets under management. Many team members have worked 
together previously, at either Cardinal Capital or Goldflower Capital Management. 
Investment Results   The fund’s risk-adjusted performance over the last three years has been 
strong, in both the long and short portfolios and across all industry sub-sectors. 
Ownership   Ownership is structured purposefully to retain senior members of the firm. 
However, Vitality does not publicly disclose the distribution structure. 
Employee Turnover and Key Role Changes   Turnover has been minimal since Vitality’s inception, 
and all personnel changes to date have been initiated by the firm. 
Employee Investment in the Fund   More than 90% of Balthazar’s net worth is invested in the 
funds. His employees invest a significant amount, as well. 
Investment Process and Portfolio Construction   The team’s investment process is rigorous and 
includes a bottom-up, fundamental approach. The firm is committed to security-specific 
short positions and discourages the use of index hedging. 
Offices   Vitality has an office in Tokyo where three analysts work, giving the firm the global 
reach needed to take advantage of opportunities in Asian technology stocks, which account 
for 20% to 30% of assets. 
Risk Controls   Vitality’s risk management team is led by the firm’s head trader and is separate 
from the investment team, freeing members to assess portfolio risk objectively.  

ISSUES FOR CONSIDERATION

Investor Base   Two of the firm’s largest investors are funds-of-funds. Each contributes more 
than 10% of assets under management. 
Investment Professionals   Co-manager Valerie McDonald manages the portfolio in the event of 
Balthazar’s absence, but the arrangement is unusual in that she is the sole employee working 
out of Dallas and does not travel with analysts to meet with portfolio companies. 
Transparency   The firm will distribute most information only upon request. 
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FIRM OVERVIEW (as of March 31, 2008)

FIRM BACKGROUND

Vitality Asset Management was founded in March 2003 by Timothy Balthazar, principal and 
portfolio manager. Balthazar, formerly of Cardinal Capital, started Vitality with approximately $200 
million in assets under management and eight other former Cardinal employees. Today, the firm has 
$824 million under management and employs 30 people. It manages five funds across two strategies 
that invest in mostly the same securities, but within differing exposure parameters. Valerie 
McDonald, the co-portfolio manager, works out of the Dallas office. She runs the fund in 
Balthazar’s absence and brings a second opinion to the portfolio. Edgar Hanson is the CCO and 
CFO, reporting directly to Balthazar. 

OWNERSHIP

Ownership is structured purposefully to retain senior members of the firm. All equity owners are 
Vitality insiders, and ownership is vested over a specified time period to align the general partner’s 
(GP’s) long-term interests with those of the limited partners (LPs). However, Vitality does not 
publicly disclose the distribution structure. 

OFFICES

Vitality’s Los Angeles office is the firm’s headquarters and where most of the employees work. 
McDonald works out of the Dallas office, and three analysts work out of the Tokyo office. The 
latter affords the firm the global reach needed to take advantage of opportunities in Asia. 

City Country 

Los Angeles (Headquarters) United States 

Dallas United States 

Tokyo Japan 

PRODUCTS AND BUSINESSES

The Technology Fund is the firm’s flagship product, though the Capital Appreciation Fund tends to 
have 1.75x greater gross exposure. Each fund holds mostly the same securities and is managed by 
the same investment team. Although the firm operates two strategies delineated by differences in 
exposure parameters, the similarities among their security selections give the team essentially one 
product on which to focus. 
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Fund Strategy Inception Assets ($ millions) 

Vitality Technology LP Technology long/short equity 3/1/2003 180.5

Vitality Technology Offshore, Ltd. Technology long/short equity 3/1/2003 363.1

Vitality Technology Institutional, 
Ltd.

Technology long/short equity 3/1/2003   20.2 

Vitality Capital Appreciation LP Technology long/short equity 7/1/2003 113.3

Vitality Capital Appreciation 
Offshore, Ltd. 

Technology long/short equity 7/1/2003  147.1 

Total Firm 824.2

FIRM ASSETS UNDER MANAGEMENT

Assets steadily declined from 2005 through 2007. According to the firm, four large investors––
specifically funds-of-funds––redeemed their investments during this time period. The firm’s goal is 
to maintain a small number of core clients that share the investment team’s long-term objectives.

Firm Assets over Time (Millions)
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INVESTMENT PRODUCT OVERVIEW (as of March 31, 2008)

PRODUCT BACKGROUND AND STRUCTURE

Vitality Technology, LP, Vitality Technology Offshore, Ltd., and Vitality Technology Institutional, 
Ltd. were launched in March 2003 when Vitality Asset Management, LP was founded. The three 
vehicles are managed pari passu, though the fund may hold certain securities in one vehicle and not 
in another due to tax reasons. 

Vitality Asset Management, LP is a Delaware limited partnership and the GP of all three vehicles. 
Vitality Management Group, LLC is a Delaware limited liability company and the investment 
manager of the funds. Vitality Technology, LP is a Delaware limited partnership, while Vitality 
Technology Offshore, Ltd. and Vitality Technology Institutional, Ltd. are open-ended investment 
companies incorporated as exempt under the laws of the Cayman Islands. 

Legal Entity Title 

General partner Vitality Asset Management, LP 

Investment manager Vitality Management Group, LLC 

Onshore vehicle Vitality Technology, LP 

Offshore vehicle Vitality Technology Offshore, Ltd. 

Offshore vehicle Vitality Technology Institutional, Ltd. 

Vitality Asset Management, LP 
(Delaware LP) 
General Partner 

Vitality Technology Institutional, 
Ltd. 

(Cayman Corp.) 

Vitality Technology Offshore, 
Ltd. 

(Cayman Corp.) 

Vitality Technology, LP 
(Delaware LP) 

Vitality Management Group, LLC 
(Delaware LLC) 

Investment Manager 
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PRODUCT ASSETS UNDER MANAGEMENT AND CAPACITY

Vitality is currently raising money; Balthazar wants to diversify the firm’s asset base because some 
individual investors now represent a significant portion of the funds’ assets. He believes that he can 
manage additional assets without introducing liquidity issues; and he considers the fund’s capacity to 
be approximately four times today’s asset base. The firm’s goal is to raise assets to half of capacity 
and then close the fund, allowing room for significant appreciation without affecting performance. 

Product Assets over Time (Millions)
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Note: Firm assets were provided quarterly beginning in March 2005.

INVESTOR BASE

The investor base is fairly diverse and includes universities, foundations, high-net-worth families, 
and funds-of-funds. However, there are two funds-of-funds that each represents more than 10% of 
the firm’s assets. Such concentration is a concern, but the recent fundraising efforts mentioned 
above may mitigate this. 

EMPLOYEE INVESTMENT IN FUND

Balthazar has more than 90% of his net worth invested in Vitality’s funds, and he will not reduce 
that amount without notifying LPs first. Other employees also invest significant percentages of their 
wealth. Their investments combined with Balthazar’s account for approximately 10% of assets under 
management.
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TRANSPARENCY

The firm provides a reasonable level of transparency based on the specific requests of each 
individual investor. However, Vitality does not provide much information without such requests. 
Cambridge Associates receives monthly data on assets under management, long/short exposure, 
geographic exposure, sector exposure, market capitalization exposures, and the top five long 
positions. Balthazar is available for quarterly calls to discuss performance attribution and individual 
positions. The firm does not issue monthly or quarterly letters. 

Information Availability 

Monthly letters Not available 

Quarterly letters Not available

Product assets under management Available upon request

Long/short or strategy exposure Available upon request

Geographic exposure Available upon request

Sector exposure Available upon request

Market capitalization exposure Available upon request

Top long positions Available upon request

Top short positions Not available

Performance attribution Available upon request
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TERMS (as of March 31, 2008)

OVERVIEW

The fund’s terms are fairly standard: the 2% management fee is at the higher end of the spectrum, 
and the 20% incentive fee is average. Discounted fees have been offered to a small number of 
nonprofit organizations, but the firm does not plan on offering more. 

Vehicles 

Name Status Status Date 

Vitality Technology LP Open 3/31/2008 

Vitality Technology Offshore, Ltd. Open 3/31/2008 

Vitality Technology Institutional, 
Ltd.

Open 3/31/2008 

Subscription Terms 

Vehicle Frequency 
Minimum

Investment 
Minimum Subsequent 

Investment 

Vitality Technology LP Monthly $1 million At GP’s discretion 

Vitality Technology Offshore, Ltd. Monthly $1 million At GP’s discretion 

Vitality Technology Institutional, 
Ltd.

Monthly $1 million At GP’s discretion 

Fees

Vehicle Management Performance Fee Provisions 

Vitality Technology LP 2.0% 20% Loss carryforward 

Vitality Technology Offshore, Ltd. 2.0% 20% Loss carryforward 

Vitality Technology Institutional, 
Ltd.

2.0% 20% Loss carryforward 

Exit Terms 

Vehicle Lock Up Frequency Exit Date Notification
Gating 

Provisions 
Early 
Exit

Vitality Technology LP 
3 years, 

soft
Quarterly Quarter end 45 days No Yes

Vitality Technology 
Offshore, Ltd. 

3 years, 
soft

Quarterly Quarter end 45 days No Yes

Vitality Technology 
Institutional, Ltd. 

3 years, 
soft

Quarterly Quarter end 45 days No Yes
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Notes
A traditional high watermark is applied to the onshore and offshore vehicles: the incentive fee will not be charged until 
the losses have been recouped. However, in Vitality Technology Institutional, Ltd., investors will first be charged a 10% 
incentive fee until 175% of the losses are recouped; only then may Vitality resume charging a full 20% incentive fee. 

Redemption fees payable to the fund are charged for all redemptions that occur during the three-year soft lock-up. A 7% 
redemption fee is charged between 0 and 12 months, 3.5% between 12 and 24 months, and 2.0% between 24 and 36 
months. No redemption fees are charged after the lock-up expires. 

The Technology Fund has two share classes, A and B. A is a new-issue eligible share class, while B targets investors who 
are restricted from participating in new issues. 

Redemptions may be suspended or payments delayed during a market emergency. Following such a period, the GP will 
resume redemptions as of the next redemption date and resume payments as soon as is reasonably practicable. 

SIDE LETTERS

Vitality has issued side letters granting key-man redemption rights, guaranteed capacity, clarification, 
and most-favored-nation clauses. It is the firm’s general policy not to issue preferential terms to 
investors, but as noted, a small number of nonprofit organizations have received discounted terms. 

EXPENSES

In addition to legal, audit, accounting, insurance, bookkeeping, record-keeping, and administrative 
expenses, Vitality charges research-related travel expenses to the fund. The annual operating expense 
ratio is between 20 and 25 basis points. 

KEY MAN

Vitality’s success is highly dependent on Balthazar’s expertise and that of his team of analysts, 
traders, and operating professionals. The loss of one or more members of the team could adversely 
affect the fund’s performance. However, no key-man provisions are in place to protect investors if 
Balthazar should become incapacitated. 
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INVESTMENT PROFESSIONALS (as of March 31, 2008)

OVERVIEW

The Vitality investment team consists of 11 analysts, 2 traders, and Balthazar and McDonald, who 
have run Vitality’s funds since 2003. Balthazar is an experienced portfolio manager who has 
managed Vitality’s funds since its inception and has a lengthy track record in managing technology 
portfolios for Cardinal Capital and Pearl Management and Research. The breadth and depth of the 
investment team are impressive given the amount of assets under management and the firm’s 
focused strategy. Many partners have a long history of working together, both at Vitality and 
previously at Cardinal Capital or Goldflower Capital Management. 

Investment Professionals Total 
Average Industry Experience 

(Yrs.)
Average Years at Firm 

Portfolio managers 2 14 5

Analysts 11 14 4

Traders 2 19 5

EMPLOYEE BIOGRAPHIES

Portfolio Managers

Timothy Balthazar, Portfolio manager 

 Founded Vitality Asset Management in 2003 
 Former managing partner at Cardinal Capital Management; managed a $250 million technology hedge 

fund
 Former portfolio manager at Pearl Management and Research; focused on technology and media 

sectors, 1992–1997 
 MBA, University of Pennsylvania, Wharton School of Management 
 Bachelor’s degree, Harvard College 

Valerie McDonald, Portfolio manager 

 Joined firm in 2003 
 Founder and former senior equity analyst at Cardinal Capital; managed more than $100 million in 

investments in the communications sector, 1995–2001 
 Former technology equity analyst at Hoskins Management Corporation, 1993–1995 
 BS, University of Arizona, 1993 
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Analysts

Shawn Arlington, Analyst – alternative energy 

With firm since 2003 • Payton Capital Management • Pearl Management and Research, 1993 –1999 • MBA, 
The University of Southern California, 1993 • MSc, The London School of Economics, 1992 • BA, Princeton 
University, 1987 

Rupert Christopher, Analyst – Asia 

With firm since 2004 • Goldflower Capital Management, 2002–2004 • Cylinder Capital Partners, 2000–2002 • 
Hemingway Fund Management, 1999–2000 • Merrick Swan & Co. • MBA, Cornell University, 1996 • MA, 
Cornell University, 1996 • BS, University of Rochester, 1991 

Andre George, Analyst – Asia 

With firm since 2005 • Tenpin Research, 2004–2005 • Sheffield Corporate Finance, 2001–2004 • BA, Boston 
College, 2001 

Gregory King, Analyst – communications 

With firm since 2003 • Whitecap Systems, 2000–2003 • Fortitude Inc., 1998–2000 • BA, Duke University, 1998 

Emma Maloney, Analyst – communications 

With firm since 2003 • Goldflower Capital Management, 2002–2003 • Cardinal Capital, 2000–2002 • American 
Fountain, 1992–2000 • CFA • BA, The University of California at Berkeley, 1992 

Luisa Munson, Analyst – hardware 

With firm since 2003 • Cardinal Capital, 1998–2002 • Far Side Investments, 1997–1998 • Pearl Management 
and Research, 1995–1997 • Lyle Masters LLP, 1993–1995 • CFA, CPA • BS, Massachusetts Institute of 
Technology, 1993 

Steven Parik, Analyst – Internet 

With firm since 2006 • Goldflower Capital Management, 2004–2006 • Clint Michaelson & Co., 1998–2004 • 
BA, Stanford University, 1998 
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Andrew Barnabus, Analyst – semiconductors 

With firm since 2003 • Cardinal Capital, 1999–2003 • Lockbox Securities, 1997–1999 • Widener 
Semiconductor Corp., 1995–1997 • Eaton Integrated Products, Inc., 1988–1994 • MBA, The University of 
Southern California, 1995 • BS, The University of California at Berkeley, 1988 

Stewart Carroll, Analyst – semiconductor capital equipment 

With firm since 2004 • Goldflower Capital Management, 2002–2004 • Cardinal Capital, 1999–2002 • 
Greenbow Materials • Adams Technology, Inc. • U.S. Marine Corps • MBA, Cornell University, 1996 • BS, 
Carnegie Mellon University, 1989 

Connor Hobart, Analyst – software 

With firm since 2003 • Cardinal Capital, 2000–2002 • Rodney Corp. • Vintage Webb, Inc. • BA, Brandeis 
University, 1996 

Camille Newman, Analyst – software 

With firm since 2003 • Ivan Brothers, 2001–2003 • Candid Consulting LLC, 1998–2000 • BA, Ithaca College, 
1998 

Traders

Frederick Chang, Trader 

With firm since 2003 • Cardinal Capital, 1997–2003 • Humphrey Walthouse & Co., 1996–1997 • BS, 
Massachusetts Institute of Technology, 1995 

Ellen Zigman, Trader 

With firm since 2003 • Cardinal Capital, 1995 –2001 • Abraham Corp., 1987–1995 • MarkTech Corporation, 
1984–1987 • Crystal America, Inc., 1980–1982 • MBA, Stanford Graduate School of Business, 1984 • BA 
Cornell University, 1980 
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EMPLOYEE TURNOVER AND KEY ROLE CHANGES

Since inception, Vitality has experienced minimal turnover: one junior analyst and two operations 
employees have left, all three departures having been initiated by the firm. The most junior member 
of the investment team has been with Vitality for three years. Many members of the investment and 
back office teams worked with each other either at Cardinal Capital or Goldflower Capital 
Management before joining Vitality. 

COMPENSATION

Most of the investment team’s compensation takes the form of incentive fees, which are determined 
by the fund’s overall performance. Vitality views its compensation structure as a competitive 
advantage and does not disclose specific details. 
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INVESTMENT STRATEGY AND PROCESS (as of March 31, 2008)

INVESTMENT STRATEGY AND PHILOSOPHY

Vitality is a technology-focused, long/short equity product. Its stated objective is to “preserve 
capital while maximizing capital appreciation by investing in publicly traded technology companies.” 
The firm’s general philosophy is that stock prices eventually follow earnings, and that technology 
rewards the earnings growth of its winners and punishes its losers. The fund is benchmarked to the 
NASDAQ Composite, the Lipper Science and Technology Index, and the S&P 500. Balthazar 
believes in taking a three- to five-year view of a stock when considering intrinsic value, because 
markets can move irrationally for extended periods of time. The team seeks to manage gross 
exposure carefully, using minimal leverage. They use tight net exposures and broad sub-sector 
diversification as means of mitigating risk. 

Balthazar attempts to manage the fund using a barbell strategy: the partnership takes long positions 
in companies that will still have 50% earnings growth even if the economy slows, and short 
positions in companies that will still face problems even if the economy improves greatly. Vitality’s 
long positions tend to have good near- and long-term earnings prospects and are trading at 
reasonable valuations. Short positions tend to have poor earnings prospects, flawed business 
models, questionable accounting practices, and relatively high valuations. The team is committed to 
making money on each position based on its own merits, and the firm avoids pairs trading and 
relative-value strategies. 

INVESTMENT PROCESS AND PORTFOLIO CONSTRUCTION

Balthazar is the funds’ final decision maker and devotes most of his time to managing the portfolio. 
He is supported by McDonald, 11 analysts, and 2 traders. As stated, McDonald serves as secondary 
portfolio manager and helps oversee the portfolio in Balthazar’s absence. The team conducts 
rigorous bottom-up, fundamental company research supported by proprietary models. Additionally, 
Balthazar and the analysts visit companies, review corporate releases, and examine SEC filings as 
part of their ongoing research. The portfolio usually comprises 25 to 40 longs positions and 15 to 20 
short positions. 

Senior analysts manage four small carve-outs, each holding 2.5% of assets. Emma Maloney and 
Andrew Barnabus manage a global communications and components carve-out. Stewart Carroll and 
Rupert Christopher oversee a global/Asian carve-out from Vitality’s Tokyo office. Connor Hobart 
manages a software carve-out, and Shawn Arlington heads an alternative energy–focused carve-out. 
These carve-outs abide by a set of rules designed to prevent the larger funds’ risk management 
structure from being undermined. For example, carve-outs cannot short a company in which the 
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portfolio has a long position, and vice versa. Analysts are not compensated according to the 
performance of the carve-outs. Instead, these are viewed as a tool with which senior analysts may 
source and implement their own convictions. Individual positions within each carve-out are limited 
to 10%, or an additional 25 basis points (bps) of exposure at the portfolio level. 

The Vitality team maintains a view on most companies in each sub-sector of focus, regardless of 
whether these are included in the portfolio. New investment opportunities are introduced by 
changes in demand, product offerings, the competitive environment, or the companies’ 
organization. The team formally reviews positions via a daily morning call and a weekly portfolio-
review meeting. The firm limits gross exposure to 180% and net exposure to 125%. On average, 
gross exposure has been less than 160%, and net exposure around 50%. No more than 30% may be 
invested in non-technology companies, and position sizing is limited to 10% of assets on both the 
long and short sides. Typical long positions are sized at 4% to 5%, and short positions are sized at 
2% to 3%. The fund’s top ten positions may not exceed 50%. 

DERIVATIVES

Vitality uses index and company-specific options to manage risk, as well as index futures to protect 
the portfolio from market shocks. The team does not invest in credit default swaps or other off-
balance-sheet derivatives.

LEVERAGE

Vitality will use balance-sheet leverage, defined as gross long exposure plus gross short exposure 
exceeding 100%. The portfolio’s total gross exposure is limited to 180%. Margin leverage is used 
when the team borrows securities to sell short and, as noted above, derivative-based leverage is used 
when the fund invests in company-specific or index options. Vitality does not use off-balance-sheet 
leverage.

RISK MANAGEMENT

Vitality’s risk management team is led by Ellen Zigman, whose process is largely quantitative and 
measures exposure, market sensitivity, trading volumes, correlation, short interest ratios, and 
historical volatility. Since much of this process is dependent on historical data, Zigman’s team 
spends much time assessing changes that might invalidate the data’s predictive accuracy. 
Additionally, since historical data cannot be relied on entirely to mitigate risks, the team supplements 
the analysis with a qualitative assessment. The risk management process requires a continuous 
communication loop between investment and trading teams. 

Hard stop-loss rules exist for short positions: the team removes those with losses that exceed 2% of 
the fund’s capital. To date, this limit has never been violated. When faced with a drawdown, the 
team’s first action is to eliminate gross exposure on both the long and short sides to preserve capital. 
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Once the fund stops losing money, the team will cautiously increase gross exposure by acting on 
new opportunities. Portfolio liquidity is a priority at Vitality. Assuming that Vitality accounts for 
25% of the average daily trading volume, Balthazar claims that a substantial portion of the portfolio 
can be liquidated in a few days. Only about 10% would require longer than five days to liquidate. 

CURRENCY RISK

Vitality traditionally has not hedged currency exposure, but the team tries to pair trades within the 
same currency to mitigate currency risks. Hanson reviews currency gain/loss reports, but it is not 
the firm’s primary focus. 

PRIVATE PLACEMENTS

Vitality may invest up to 10% in private investments in the onshore and offshore vehicles, but is 
prohibited from doing so in the institutional offshore fund. The team evaluates many private deals 
but has not participated in any to date. If it does so in the future, the investment will most likely be 
side-pocketed, giving investors the choice of opting in or out. 

TAX CONSIDERATIONS

The fund is managed to be as tax efficient as possible in the domestic vehicle. Overall, the team does 
not let taxes dominate their investment decision making, but they are cognizant of positions that are 
approaching the long-term gain threshold. Most gains over the last few years have been long-term. 
The domestic funds may generate unrelated business taxable income (UBTI). 
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INVESTMENT RESULTS

Since inception, Vitality has posted 9.9% average annualized compound net returns with an 
annualized volatility of 11.8%, underperforming the S&P 500’s 11.3% return with about 30% more 
volatility than the index’s 9.1%. Vitality has underperformed the NASDAQ Composite since 
inception, but the NASDAQ’s volatility of 14.4% exceeds that of the fund. Performance over the 
last three years has improved: Vitality has returned an average of 14.3%, compared to 5.9% for the 
S&P 500 and 4.5% for the NASDAQ Composite. 

Calendar-Year Returns (%) 2003 
Partial 2004 2005 2006 2007 2008 YTD 

Manager 20.0 –5.6 9.2 7.5 30.3 –6.6
S&P 500 34.2 10.9 4.9 15.8 5.5 –9.4

AACR (%) Inception 5 Yrs. 4 Yrs. 3 Yrs. 2 Yrs. 1 Yr. 

Manager 9.9 10.2 7.2 14.3 8.6 17.8
S&P 500 11.3 11.3 6.1 5.9 3.0 –5.1

3 Years 5 Years Inception

Manager Index Manager Index Manager Index 

Standard Deviation 12.7 8.7 11.9 9.2 11.8 9.1
Downside Deviation 7.0 5.7 6.7 4.9 6.7 4.9
% Positive Months 72% 67% 62% 70% 61% 70%
Minimum Month –8.8 –6.0 –8.8 –6.0 –8.8 –6.0
Maximum Month 9.7 4.4 9.7 8.2 9.7 8.2
Skewness –0.1 –0.6 0.0 –0.1 0.1 –0.1
Kurtosis 1.1 –0.1 0.9 0.4 0.9 0.4
Correlation 0.6 --- 0.5 --- 0.5 ---
Beta 0.9 --- 0.7 --- 0.7 ---
Tracking Error 10.5 --- 10.6 --- 10.6 ---
Annualized Alpha 8.4 --- 1.9 --- 1.7 ---
Value Added 8.4 --- –1.1 --- –1.4 ---
R2 34% --- 27% --- 27% ---

Note: Returns and exposures are based on the offshore vehicle. They may vary from vehicle to vehicle within the same 
strategy. 
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PERFORMANCE DURING UP AND DOWN MARKETS

Vitality has outperformed the S&P 500 during its worst 3- and 12-month periods, bettering the 
NASDAQ Composite during its worst 1-, 3-, and 12-month periods. However, the fund significantly 
underperformed both indices during the market’s best performance periods between March 2003 
and February 2004. 
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DRAWDOWNS

Vitality’s largest drawdown occurred between February 2004 and April 2005, when the fund lost 
17.5%. The period proved difficult for technology stocks: the NASDAQ Composite lost 7% amidst 
corporate scandals involving option backdating. The fund did not fully recover from the drawdown 
until January 2006. Currently, the team is focused on recovering from its third-worst drawdown. 
From November 2007 to January 2008, the fund lost 8.8%. However, this compares favorably to the 
16.4% drop in the NASDAQ Composite during the same period. 
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PORTFOLIO POSITIONING

Balthazar continues to be surprised by the technology sector’s poor performance since 2003. Price-
to-earnings ratios have narrowed over the last eight years despite the larger cash balances and better-
quality earnings that have followed the option-expensing scandals of 2005. The team remains 
optimistic about the sector because, for the first time since 2000, several major product cycles are 
emerging. The long portfolio is positioned in companies that are trading at attractive valuations and 
benefiting from rapidly increasing expenditures and investments in China and India. The short 
portfolio is focused on stocks in unconsolidated sub-sectors with excess capacity, companies that are 
up against aggressive foreign competitors, and those under pricing or margin pressures. 
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Gross Exposure
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The fund is mostly invested in North American securities, though international ones represent 
approximately 24% of assets and have represented as much as 28%. Balthazar’s outlook for 
international equities is positive, and he believes that the firm’s office in Tokyo will help his team 
source new investment ideas. Additionally, increased spending from rapidly growing emerging-
market economies should continue to increase demand in Asian technology products. 
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June 2011 Investment Advisory Council and Trustee 
Meetings

– Updated Asset Liability/Asset Allocation Analysis
• Legislative session ends May 6, 2011
• Deliver updated analysis for June 15, 2011 IAC meeting

– IAC Requests for additional Asset Liability/Asset Allocation Analysis?
• Benefit Reform 
• Economic Scenarios 
• Asset Allocation Policy Modeling 

– Guidance on Managing Fund Due Diligence and Closings
• Private Equity
• Timberland
• Hedge Funds and Activist Funds
• Private Debt
• Infrastructure
• Real Estate
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