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JOINT MEETING OF INVESTMENT ADVISORY COUNCIL AND
PARTICIPANT LOCAL GOVERNMENT ADVISORY COUNCIL

4

1

MR. COLLINS: As a nonemployee of the SBA, yes.

2

MR. WILLIAMS: Well, I meant as an IAC member.

3

* * *
MR. WILLIAMS: Why don't we call the joint

3

Yes, we have all read your illustrious pedigree, so

4

session of the Participant Local Government Advisory

4

we're aware of that. So welcome. With that, why

5

Council and the Investment Advisory Council to

5

don't we move on. We're going to do a series of

6

order, if we could. I'm Ash Williams, executive

6

things this morning that are required by law that

7

director and CIO of the Florida State Board of

7

include -- and the reason we have the joint meeting

8

Administration. And I think, as an opener, we'd

8

is that Florida Statutes require that we have an

9

like to welcome a couple of new and nearly new

9

annual joint meeting of the two bodies. And in that

2

10

members. I think Gary Price, on the PLGAC, this is

10

joint meeting, we will hear a review of legal

11

your first Tallahassee meeting. Is that correct?

11

compliance for the Florida PRIME fund. And we have

12

GARY PRICE: Yes, sir.

12

Anne Longman with us, outside counsel, to provide

13

MR. WILLIAMS: And we thought we were going to

13

that analysis.
We will also hear a review of adherence to best

14

have the first meeting in Tallahassee ribbon for

14

15

Doug Belden today, but he's still in a holding

15

investment practices. Kristen Doyle is here from

16

pattern. And, Doug, we look forward to welcoming

16

Hewitt EnnisKnupp for that purpose. And we'll hear

17

you to Tallahassee later on.

17

from Federated and Apollo, and we'll also talk about

18

MR. BELDEN: Thank you.

18

investment policy for Florida PRIME and submit a

19

MR. WILLIAMS: And then we have two new members

19

very, very minor couple of adjustments of a
non-substantive nature for the investment policy.

20

of the IAC; MaryEllen Elia, first meeting in

20

21

Tallahassee as an IAC member, having previously

21

22

served with distinction as a member and former chair

22

anything else to add to the batting order for this

23

of the PLGAC. Welcome to your new role, MaryEllen.

23

morning, why don't we move on to Anne Longman for

24

And we have Peter Collins also joining us. Is this

24

the legal review. Anne?

25

your first tour in Tallahassee or no?

25
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5

6

1

think you have in your packet the statutory

1

through the applicable statutes. And there have

2

compliance review. This is the fifth year that this

2

been no changes to the statute since the last review

3

has been done, pursuant to statute. You'll see, if

3

that are relevant. I interviewed SBA personnel. I

4

you looked at this before, that the form is a little

4

look at the materials on the website. I look at

5

bit different this year. I didn't include the

5

additional materials that are provided to me by

6

voluminous exhibits. It just gets to be too much

6

staff. I actually go and look at the files. I do

7

paper. PRIME has a really great website. You can

7

not look at every file, you know, to see what is in

8

access practically every one of those things that

8

the file. That would be beyond the scope of

9

you might want to read from the website.

9

anything I could carry out with this, and I don't

10

And I've also produced a summary of my

10

think that's what's required in the statutory
review.

11

findings. It's a little too much to expect anybody

11

12

to go through all this detail, because basically

12

13

what I do is I go through the entire statute, track

13

participant status report. This is just the list of

14

every requirement and make sure that there's a

14

all the participants and, you know, when they

15

corresponding process, procedure, et cetera, and

15

started, whether they have their documents on file,

16

that it fits the statutory requirements.

16

et cetera. And we have three findings this year.

17

There is a requirement, as you know, that the

18

investment policy statement be updated annually.

17
18

MR. BELDEN: Excuse me. I'm having a very
difficult time hearing you.

I also review what we're calling now the

19

MS. LONGMAN: Let me move the mike.

19

And in the past, the investment policy statement has

20

MR. BELDEN: Thank you.

20

been included in the rules. So that means every

21

MS. LONGMAN: Is that better? Hello?

21

time you update the IPS, you have to update the

22

MR. BELDEN: Okay, I can hear that.

22

rules. That can be a bit of a cumbersome process

23

MS. LONGMAN: Okay, good. Well, the time

23

and a bit of a timing problem.

24

period we have here is May 30, 2012, through May 31,

24

So my understanding is the staff is trying to

25

2013. And as I stated, what I've done is to go

25

decide whether to continue to make the IPS part of
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8

1

the rules. The PRIME statute does not require

1

they're getting into. All of the information is on

2

rules. It makes rule-making permissive rather than

2

the website. Anybody who is continuing to send

3

mandatory, which is somewhat unusual. But in this

3

money in and use the fund has access to those

4

case, there's going to have to be a determination as

4

materials. Staff has made a real effort, through

5

to whether the IPS has to be included in the rules.

5

e-mail blasts, through requiring updating if there's

6

And if so, the rules will have to be updated

6

a participant account maintenance change, to get

7

annually so that the current IPS is reflected in the

7

these participants to send in what is called a

8

rules.

8

disclosure statement.

9

And unfortunately you can't, under Florida

9

And all that is is a piece of paper that says,

10

Administrative Law, adopt something by reference so

10

I've read the requirements, I know what they are.

11

that it changes automatically. Although, I have not

11

But there are still a number of participants who do

12

been asked to render any opinion as to whether there

12

not have one of those on file. So that is a

13

needs to be a rule for the IPS, but that's an issue

13

statutory requirement. There's not anything that

14

that will be addressed going forward, as I

14

can be done about that. I don't think you're going

15

understand it.

15

to kick people out of the fund because they don't

16

We also have another sort of long-standing

16

have this piece of paper on file. But there's an

17

issue, because the fund has been in existence since

17

ongoing effort to get those materials in the file.

18

1977, and in 2008 all of these additional

18

And as you probably know, this year's auditor

19

requirements were added. You have long-standing

19

general report noted an instance of the fund manager

20

participants who may not have dotted every I,

20

purchasing securities that were not permitted under

21

crossed every T, in terms of these really redundant

21

the investment policy statement. My review doesn't

22

requirements, basically directed at making sure that

22

address the substance of that action. I'm looking

23

the participants know what they're getting into.

23

at whether the processes that are required by

24

statute were followed in this instance of this

25

discovery. And I have determined that they were.

24
25

I think it's pretty clear that people at this
point, participants at this point do know what
ACCURATE STENOTYPE REPORTERS, INC.

ACCURATE STENOTYPE REPORTERS, INC.

9

10

1

It's also my understanding that there are

1

through the participant account maintenance form

2

changes to some of these procedures that have been

2

changes. We've tied the disclosure form now with

3

implemented and are continuing to be looked at and

3

that form, with the maintenance form. So any time

4

revised further. And that's all I have this year.

4

someone changes their PAM form, they're required to

5

I'd be happy to answer any questions.

5

sign a disclosure statement. And the PAM form, the

6

frequency of those changes are very high. So for

6

MS. ELIA: So when will the determination be

7

made about whether or not you're going to change the

7

any year, we'll have a lot of turnover in the PAM

8

rule or whatever you're going to do to address that

8

form. So to the extent that we're capturing any

9

issue?

9

participants who had formerly not had a disclosure

10

form, when they go to update their PAM form, which

10

MR. McCAULEY: That will be made sometime in

11

the next few months. We have the legal office

11

happens quite frequently, we get the disclosure

12

reviewing it right now. It's probably not something

12

form. So we've really significantly reduced the

13

that we would do in conjunction right now with the

13

number of outstanding disclosure forms.

14

IPS amendments but sometime after that, probably

14

15

third or fourth quarter.

15

manager purchasing securities that were not

16

permitted in the fund IPS.

16

MS. ELIA: And the requirements for enrollment.

MS. ELIA: And the third finding on the fund

17

I think it's very important that the people who are

17

18

invested in these funds are fully aware of exactly

18

prior PLGAC meetings. There was a new compliance

19

what they're investing in. And obviously it's

19

process that was put into effect by Federated to

20

become even more important since 2008. But I think

20

prevent the same thing from happening, in terms of

21

it's extremely important that we make sure that that

21

the purchase of an ineligible security. The

22

occurs. So is there some follow-up being done

22

eligibility requirements, the compliance procedures

23

constantly, and whoever they are, how are we

23

have also been amended just recently.

24

addressing it?

24

25

MR. McCAULEY: There is. And it's primarily
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1

three things would be audit findings. They come to

1

And, secondly, with regard specifically to the

2

us from a review that we've had from the attorneys.

2

Florida PRIME, each year we conduct and present our

3

However, it would be very important to make sure

3

best practices report, which is where we review the

4

that in fact for the next year, that none of these

4

operations and the management of Florida PRIME to

5

things are still on the page, because otherwise

5

ensure they are in compliance with what we would --

6

you're responding to a PR issue that is legitimate.

6

and operating in a way that we would determine to be

7

best practices.

7

MR. WILLIAMS: We concur and we have and we

8

will. And you will see, when we talk about the

8

So because we have a joint meeting today, I'm

9

investment policy statement, one of the things

9

going to spend a little bit of time on performance

10

that's dealt with in there is specific periodicity

10

through the end of March. Paige from Federated will

11

of reconciliation between the master custodian's

11

spend even more time talking about the market and

12

records and that of the outside investment manager,

12

how that's affected the performance of the fund, and

13

which goes exactly to that point.

13

then secondly spend a couple of minutes talking
about our Florida PRIME best practices review.

14

MS. ELIA: Thank you.

14

15

MR. WILLIAMS: Okay. Unless there's anything

15

16

else on the legal compliance review, let's move on

16

2013, you'll see that relative to the benchmark that

17

to the performance review and best investment

17

is assigned for the Florida PRIME, the yield has

18

practices review. Kristen Doyle.

18

been significantly higher than that of the benchmark

19

over all trailing periods. And the benchmark is

19

MR. DOYLE: Good morning, everyone. For those

So in terms of performance through March 31,

20

of you that I haven't met, my name is Kristen Doyle.

20

actually a peer benchmark of other local government

21

I represent Hewitt EnnisKnupp. We're the general

21

investment pools.

22

consultants for the Florida State Board and are

22

23

responsible for many services to the State Board,

23

very low, obviously due to the low interest rate

24

one of which is to provide quarterly performance on

24

environment that we are in today, but on a relative

25

the major mandates that are managed by the SBA team.

25

basis, performance has been very strong.

ACCURATE STENOTYPE REPORTERS, INC.
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1

This chart here is a comparison of the risk and

1

funds, overnight repurchase agreements. And so it's

2

return of the Florida PRIME over the last five years

2

distributed in a way that we would envision a fund

3

relative to a universe of SEC-registered money

3

that is managed in this manner, according to the

4

market funds. So the green dot there is the Florida

4

investment guidelines, should be. So just wanted to

5

PRIME. And what you can conclude here is that in

5

make sure we point out that it is a diversified pool

6

general, relative to a universe of other

6

of assets that are within the Florida PRIME.

7

SEC-registered money market funds, the Florida PRIME

7

8

has earned a stronger yield at a lower level of risk

8

schedule and the credit quality, the maturity

9

over the last five years, which is exactly where we

9

schedule, as you would expect, based on the

And then secondly, in terms of the maturity

10

would like the Florida PRIME to be positioned.

10

investment guidelines of the Florida PRIME, are

11

This is a summary of cash flows. This is

11

almost 100 percent maturing within 180 days. And

12

actually for Fund B. But this is just to

12

then the credit quality is all A1 or A1-plus. So

13

illustrate. So Fund B has distributed through

13

there are no second tier holdings within the Florida

14

March 2013 about 88 percent of the original

14

PRIME.

15

principal that's owed back to the participants. If

15

16

you were listening to the earlier PLGAC meeting,

16

information? Okay. So as I mentioned, we also

17

Mike McCauley from SBA noted that through May, that

17

conduct a best practices review for the Florida

18

the distribution is actually up to 93 percent. So

18

PRIME. This is something that we do under Florida

19

we continue to see steady distributions out of Fund

19

state law. This is actually our fifth year

20

B each quarter.

20

providing this report. And once again, our report

Any questions on any of the performance

21

A couple more slide that aren't showing up

21

concludes that the Florida PRIME is in fact managed

22

here, but I'll just summarize them. In terms of the

22

according to best practices, with regard to both the

23

characteristics of the Florida PRIME, the underlying

23

investment management and the operations of the

24

holdings are distributed fairly diversified across

24

Florida PRIME.

25

floating rate notes, fixed notes, money market

25
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16

1

with staff, talking about what are the key issues

1

overall participants, which is about 350

2

that they want us to address or that we should

2

participants, I believe, have opted out of getting

3

address. This year, because we hadn't been on site

3

paper statements. So these are just examples of

4

in a while, we went on site to Federated, with SBA

4

each year additional enhancements and initiatives

5

staff, to review compliance, trading, risk

5

that are added to the Florida PRIME to enhance the

6

management, portfolio management, management

6

experience of the participants.

7

reform -- I'm sorry -- and money market reforms. We

7

8

met with all the key folks at Federated in those

8

additional improvements or enhancements that the

9

various areas and concluded that Federated is a

9

Florida PRIME can undertake. This year our

We also typically make some recommendations on

10

best-in-class investment manager for this particular

10

recommendations are -- there are two of them. One

11

mandate.

11

is just to consider additional efforts to remind

12

participants about the education center and to push

12

A couple of things that we note in our longer

13

report, which you have in your packet, is that staff

13

that in terms of marketing out to the participants.

14

and Federated both continue to work very hard each

14

Secondly, and this is something that we talked

15

year to provide enhancements and improvements for

15

about last year, was to continue to stay apprised of

16

the participant experience. A couple of examples of

16

the 2a-7 money market fund reforms. There's a lot

17

that are the education center that was added last

17

of developments in that. And as some of you know,

18

year and has gotten moderate participation from the

18

if you've been paying attention, there was a lot of

19

underlying pool participants. And in fact, for

19

discussion over the past two or three years about

20

those that are actually using it, there's an annual

20

additional enhancements to the 2a-7 investment

21

survey that's sent out. Feedback on that education

21

guidelines.

22

center is very, very strong.

22

23

Another initiative was a go-green initiative,

That conversation has been rekindled now with

23

the new SEC chairman, and we continue to stay

24

where the participants can go paperless if they'd

24

apprised of what is happening in terms of money

25

like. And they've had about 20 percent of the

25

market reforms and how that could or might affect
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1

the operations of the Florida PRIME, because

1

start to see improvement in what was happening

2

remember that Florida PRIME is not SEC registered,

2

within the marketplace, within the economic

3

but it does follow -- right now the investment

3

conditions. The housing market was showing signs of

4

guidelines follow very, very closely the 2a-7 money

4

strength. The manufacturing sector, the employment

5

market fund guidelines.

5

sector, consumer confidence all started to look a

6

lot more promising than they had over the course of

6

So no substantial recommendations this year.

7

We continue to believe that the fund is managed

7

the past couple of years, and especially the fall of

8

according to best practices. There have been

8

2012.

9

significant enhancements. This is our fifth report.

9

The Federal Reserve actually began to

10

And almost each time we do one of these reports,

10

acknowledge in some of their statements that they

11

there are less and less things that we can make

11

were thinking about a change in policy or an unwind

12

recommendations on because the fund is being managed

12

of the quantitative easing events that have been

13

so well. So I'm happy to answer any questions about

13

going on over the past couple of years. They

14

any of the other detailed information that's

14

continue to leave the Fed funds rate at the zero to

15

included in the longer report.

15

.25 range. But they mentioned that as long as the

16

unemployment rate remained above six and half

16

MR. WILLIAMS: Thank you, Kristen. So unless

17

there's anything else on that side, why don't we

17

percent and projected inflation ran no more than a

18

move into the PRIME portfolio review, which will be

18

half a point above its target, they would keep the

19

from Federated.

19

Fed funds rate within that zero to .25 range.

20

MS. WILHELM: Thanks, Ash. Good morning,

20

What you saw during the most recent Fed

21

everybody. We are going to discuss, obviously, the

21

meetings in May and again in June was that the Fed

22

first quarter of 2013. So some of this economic

22

is starting to talk about the unwind of quantitative

23

information might seem a little dated, but I'll give

23

easing. And don't interpret that as them meaning

24

you an update on today, too.

24

that they're going to raise the Fed funds rate any

25

time soon. Currently the Fed is buying about 85

25

Obviously, during the first quarter, we did
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1

billion in Treasury and agency securities that

1

they're doing. They'll continue to buy securities,

2

they're putting on their balance sheet each month.

2

just not in as large of a quantity.

3

Right now the Fed's balance sheet is up to $3.4

3

This by no means means that they're going to

4

trillion in Treasury and agency securities.

4

raise that Fed funds rate in the next year or so.

5

Historically that number has been around

5

The talk about raising the Fed funds rate is still

6

700 billion. So they've purchased lots of assets

6

far off, probably 2014, maybe even 2015. However,

7

over the past few years. So at some point they have

7

we will probably see the LIBOR rates, which are

8

to stop that process. This is something that we've

8

indicative of where we can invest money market

9

all known for the past five years. But now that

9

securities, start to trend up ever so slightly

10

it's -- you know, the Fed is finally starting to

10

through the end of 2013. Right now one month LIBOR

11

talk about that, the markets are interpreting it as

11

is at about 19 basis points and three month LIBOR is

12

something that they -- the long bonds anyway and the

12

at about 27. So we're hoping we've kind of hit a

13

equity markets are interpreting that as something

13

bottom in LIBOR and that as people anticipate

14

that they've never thought of before. We're not

14

tapering of quantitative easing, we'll see those

15

seeing that impact in money market land. We are not

15

rates trickle up, which would mean better yields for

16

seeing a change in interest rates because of the Fed

16

the pool itself.

17

potentially unwinding quantitative easing.

17

I'm going to flip around on these pages here

18

and go to -- I think it's page four in your book,

18

And what do they mean by that unwind? Right

19

now what they're hinting at is that as long as the

19

and let's talk about the pool assets now for a

20

unemployment situation and inflation stay within

20

minute. The assets at the end of March were about

21

their guidelines and continue to move in the

21

8.5 billion, which is pretty much unchanged from the

22

direction that they want, that they might taper that

22

end of December. As Mike mentioned earlier in the

23

85 billion towards the end of this year. So you

23

day, we have the normal seasonal pattern of cash

24

might see them in the fall of this year and the

24

flow coming in between November, December, January

25

winter just scale back on the amount of purchasing

25

for this pool and into February. Once we hit around
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1

February 21st, that's usually our peak in assets.

1

holdings for securities by specific issuer names.

2

So the assets look relatively flat from December

2

And this always, every time we look at this, you see

3

through the end of March.

3

lots of bank names on this list. And clearly the

4

From a composition standpoint, because of all

4

banks are the most attractive securities that you

5

that tax collection money coming in, you'll see an

5

can buy when you're talking about the money market

6

increase in the repurchase agreement positions

6

instruments that are available in the marketplace.

7

through the end of the quarter. The repurchase

7

We are seeing kind of a shift in names as

8

agreements were 3 percent at the end of December.

8

opposed to a year ago, when we saw a more heavy

9

They were 15 percent at the end of March. As money

9

weighting in some of the European bank names, some

10

comes in, we don't necessarily want to invest it the

10

of the banks from France or Germany or Sweden or

11

day that it comes in. We want to wait until there's

11

Switzerland. Now we're seeing a little bit more

12

opportunities in the marketplace that could be more

12

exposure to the Canadian banks and the Australian

13

attractive with regards to buying securities, such

13

banks, which have a lot of value. So new names on

14

as commercial paper or bank CDs.

14

this top holdings list include names like Royal Bank

15

of Canada, Australian & New Zealand Bank.

15

So our repo position was a little bit higher.

16

But as we did purchase throughout the quarter, most

16

17

of the purchases were in the banking sector, whether

17

this list. I don't think we've had a corporate name

18

that was fixed rate paper or floating rate paper.

18

on this list for about two years. So Toyota Motor

19

And you saw decreases in the percentage of

19

Corp., we buy their commercial paper. You'll see

20

commercial paper and asset-backed commercial paper

20

them as the fourth top holding in the portfolio.

21

that we held. The bank sector was up about

21

22

5 percent throughout the quarter versus the end of

22

the breakdown of the portfolio itself. As I

23

December, and the commercial paper positions were

23

mentioned, because of tax collection fees and the

24

down probably about 5 or 6 percent.

24

percentage in paper in the very short end, overnight

25

to seven days grew from 36 percent to about

25

On the right side of this page are our top
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1

40 percent at the end of March quarter over quarter.

1

that are rated A1-plus. So you can see the

2

And then we continued to buy paper out a little bit

2

percentage there was at 62 percent and the remainder

3

farther. The bulk of our investments during the

3

invested in the A1 area at 38 percent.

4

second quarter -- or I'm sorry, the first quarter --

4

5

averaged in that 31- to 90-day area. That green

5

exposure by country. This is probably something

6

part of the pie, that section was up about

6

that the joint group isn't used to seeing. We just

7

4 percent. And once again, that was basically with

7

instituted this this year. Lots of questions all

8

purchases in the banking sector.

8

the time about what's going on in Europe and the

9

European banking sector and different parts of the

9

The average maturity of the portfolio, we

Now I'll flip to page five, and this is just

10

calculate the average maturity and the weighted

10

world. So this is just a breakdown by country

11

average life. Weighted average life, I'll remind

11

exposure to whatever securities that we own, whether

12

you, takes into account the interest rate reset

12

they're commercial paper, bank instruments, whatever

13

features of any securities that we own that are

13

it is.

14

floating rate in nature.

14

Obviously, the most exposure is to the U.S.

15

So the weighted average maturity was 41 days

15

country and then followed up by Canada, Japan,

16

versus 44 days at the end of December. So that's

16

France, Switzerland. These percentages haven't

17

down due to the higher percentage in overnight

17

really changed all that much. Japanese and Canadian

18

repurchase agreements. And the weighted average

18

exposure were down slightly throughout the quarter,

19

life was actually longer. It went from 80 days to

19

increased exposure to some of the banking paper from

20

88 days, because our purchases were focused in that

20

the UK and some names in Sweden.

21

floating rate sector, versus the fixed rate sector,

21

22

when we were buying banking instruments.

22

bit more detail on page seven. And this is the

I'll touch again on performance, just a little

23

From a credit quality standpoint, the pool is

23

typical slide that we're used to seeing, which is

24

rated AAA by S&P. S&P's requirement is to have at

24

the 30-day net yield for Florida PRIME versus the

25

least 50 percent of the pool invested in issuers

25

S&P average of other local government investment
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1

pools that they rate. And the dark blue obviously

1

management.

2

is Florida PRIME, the light blue the S&P. And you

2

3

can see the outperformance that we've had

3

4

consistently throughout the past ten years, since

4

5

January 2006, or 1996, sorry.

5

However, the iMoneyNet is a good indicative average

MR. WILLIAMS: Clearly the latter was the major
factor.
MS. WILHELM: A lot of it is due to expenses.

6

Slide eight, performance of Florida PRIME

6

of other money market funds, and Federated's money

7

versus some of the competitors that we were talking

7

market funds outperform the iMoneyNet averages. So

8

about earlier today, Florida Trust, Florida

8

we're consistently one of the top performers on a

9

Educational Investment. Also the iMoneyNet First

9

gross basis, too.

10

Tier Index, which iMoneyNet is a conglomeration of a

10

MR. COLLINS: Ash, can I ask a question?

11

lot of the 2a-7 funds that are out there. So you

11

MR. WILLIAMS: Please do.

12

can see that the dark blue line is the performance

12

MR. COLLINS: Is the credit quality -- you

13

of Florida PRIME. And this is over a four-year

13

showed the pie chart, the 62 and the 38 percent. Is

14

period.

14

the credit quality decision a factor of the

15

On the next page is the exact same chart, but

15

performance, or is it a byproduct of the securities

16

we've just kind of blown up the past six months so

16

that you're selecting?

17

you can see what's going on here from a performance

17

18

standpoint. Florida PRIME continues to outperform

18

invest in investment grade securities, which means

19

the competitors in the universe as well as 2a-7

19

that A1 or A1-plus, and then overlay that with the

20

funds.

20

requirements from S&P. You have to invest at least

MS. WILHELM: Well, by statute, we can only

21

MR. NEWMAN: Paige, this is net of cost, right?

21

50 percent in that A1-plus paper. No tier 2 or A2

22

MS. WILHELM: Yes, net.

22

paper is even allowed.

23

MR. NEWMAN: Is that what we can attribute a

23

And let me tell you, that gets tougher and

24

tougher every day. We all know what's going on with

25

the banking industry or just everything around the

24
25

lot of the outperformance to?
MS. WILHELM: That, and superior portfolio
ACCURATE STENOTYPE REPORTERS, INC.

ACCURATE STENOTYPE REPORTERS, INC.

27

28

1

world. The rating agencies have been more on the

1

every single day to make sure it represents minimal

2

downgrade side of things historically over the past

2

credit risk. And the minimal credit risk

3

five years than the upgrade. So that's a tougher

3

determination is what's important, not necessarily

4

and tougher hurdle to meet each day, keeping 50

4

that the name is rated A1-plus or A1.

5

percent of the fund in A1-plus paper.

5

MR. COLLINS: Thank you.

6

MR. COLLINS: So I guess what I'm -- to go a

6

MS. WILHELM: The last item that I'm required

7

little deeper, are you looking to get as close to

7

to discuss is called stress testing, and it's very

8

the minimum as possible for yield purposes, or is it

8

boring, but we'll talk about it. It's on slide or

9

a byproduct of -- is the ultimate ratio a byproduct

9

page six. And this is just the normal stress

10

of what you're buying, knowing that you've got to be

10

testing. I think we've talked about this in the

11

above 50 percent?

11

past. We look at the price of the fund at the top.

12

And this is the one dollar NAV carried out to four

12

MS. WILHELM: Well, clearly a name that's rated

13

A1 is going to typically out-yield something that's

13

decimal places. And then we stress for specific

14

rated A1-plus. So in the perfect world, I would

14

events that could happen; large redemptions, changes

15

want that A1-plus number to be at 50.1 percent.

15

in interest rates, a problem with a security that we
own.

16

MR. COLLINS: Right.

16

17

MS. WILHELM: It's not that easy, though, just

17

So at the top you'll note the first thing we do

18

because of cash flows and the nature of how the

18

is say, what percentage of the fund could leave,

19

money moves in and out of the fund.

19

what percentage of those assets could be redeemed in

20

MR. COLLINS: Right.

20

one day before you'd have a problem with your NAV,

21

MS. WILHELM: But keep in mind that overlying

21

meaning your 1.0000 would fall to .995, because .995
is, quote, breaking a buck.

22

all of this is Federated's credit philosophy and our

22

23

list of approved names. So we have credit analysts

23

24

that work for us that are not portfolio managers and

24

quarter, you can see that the NAV is greater than a

25

they're not traders. They strictly follow each name

25

dollar each month. So 100 percent of the assets
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1

could leave and there would be a gain in the pool.

1

on that security before the NAV would have a

2

We wouldn't have any events with breaking a buck.

2

problem. And during the month of March, our largest

3

Down in section B we then look at different

3

holding was Royal Bank of Canada. And if no money

4

events. On the left-hand side, for the month of

4

left the fund, we would have to recover 90.1 cents

5

March, if no assets leave the pool, how much can

5

on the dollar for that security before the NAV would

6

interest rates change before we would have a problem

6

have a problem.

7

with the price going to .995. So during the month

7

8

of March, the entire money market yield curve, from

8

because we're buying things one year or less, they

9

overnight out to one year, could shift up by 449

9

very rarely are priced at anything less than par or

And keep in mind, money market securities,

10

basis points before the NAV would fall to .995. I

10

99 spot 99 something. So to redeem something at

11

would love to think that the Fed would even raise

11

90.1 is very extreme in the money market world.

12

rates 25 basis points, let alone four and a half

12

13

percent. So obviously we don't think these are very

13

section of this Part B on the right-hand side is a

14

likely scenarios.

14

change in interest rate spreads. We look at the

15

floating rate securities that we own. At the end of

15

And then we stress that in combination with

And then finally the last chart or the last

16

money leaving the fund. So if you go down that

16

March we owned 24 percent in LIBOR-based floaters.

17

chart for the month of March and you say, if we lose

17

And we say, how much would that LIBOR spread have to

18

25 percent of the assets of the pool all in one day,

18

widen out in one day before we'd have an NAV

19

we could also have interest rates shift up by 338

19

problem. So at the end of March LIBOR would have to

20

basis points before we would have a problem with the

20

widen out by 337 basis points in one day before the

21

NAV going to .995.

21

NAV would have a problem.

22

Then in the middle of B, in that middle block,

22

And then at the bottom is just four quarters'

23

we look at our largest exposure to any single

23

worth of running data for each of those tests that

24

issuer, and we say if there was a problem with that

24

we talked about at the top, change in interest

25

issuer, what is the price we would have to recover

25

rates, problem with an issuer and change in spread.
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1

pricing in assets that are risky assets to price

2

levels that frankly we think in some cases are too

3

MR. WILLIAMS: Thank you, Paige. Why don't we

3

high. And in an environment like that, if you have

4

then move on to the Fund B portfolio review. And I

4

an asset that has certain credit risks associated

5

think we have some folks with us from Apollo today

5

with it and you can get somebody to pay you a price

6

by phone. Michael, are you there?

6

that you think is higher than that risk justifies,
by all means, sell it and take the money.

7

MR. COMMARATO: I am.

7

8

MR. WILLIAMS: And Charlie is not able to join

8

So that is exactly what we've been doing. And

9

us, is that correct, or is he on the phone as well?

9

with Apollo's advice, we have been taking advantage

10

MR. PETTINATO: No, Ash. I'm on.

10

of opportunity to lighten up some of the exposures

11

MR. WILLIAMS: Oh, okay. Great. Welcome.

11

in Pool B. As of our latest numbers, we have

12

progressed to roughly 93 percent of the original

13

Pool B asset value being re-created in cash and
positioned for distribution to Pool B investors.

12
13

Your show. Go ahead.
MR. PETTINATO: Ash, do you want to start with

14

the first couple of slides, going through what we

14

15

normally do? Michael, same thing with you. I'm

15

16

sorry. Mike McCauley.

16

the SBA in the tail end of the fourth quarter of

17

2008, I want to say that our level of accomplishment

17

MR. McCAULEY: Ash, I don't know if you wanted

To put that in perspective, when I got back to

18

to make a few comments about kind of a resolution of

18

at that point was about 70 percent, 71, something

19

Fund B, the current status, like we had done in the

19

like that, 72. So there's a very significant amount

20

last couple of meetings.

20

of progress. And with that, unless there are

21

questions or comments, I'll turn it back over to
Apollo.

21

MR. WILLIAMS: Sure, sure. In the last several

22

PLGAC meetings we've discussed where we are on Fund

22

23

B. And the opportunity set that we're all very

23

24

familiar with, which is to say extraordinary global

24

slides. One Kristen has actually touched on, the

25

appetite for yield, has caused basically an enhanced

25

Fund B change in value. I'll skip that, in the
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1

interest of time. We have a couple of charts that

1

has happened to the market, kind of work you through

2

just kind of visually show what Ash just covered, an

2

the slides, give you a perspective (inaudible) going

3

increasing amount of distributions back to Fund B

3

forward. Looking at page eight --

4

participants. And we're now up to about 93.4

4

MR. McCAULEY: Michael, sorry to interrupt.

5

through the latest distribution. They're done on a

5

We're having trouble hearing you. Maybe you can get

6

monthly basis.

6

closer to the phone or take it off the speaker.

7

You're a little garbled.

7

This is just a table of those amounts. So Ash

8

was pretty much spot on there. In '08, right around

8

MR. WILLIAMS: Maybe slow it down just a little

9

70 percent, low seventies. And we're up into the

9

10

low to mid-nineties now. It doesn't reflect the

10

MR. COMMARATO: How is that? Is that better?

11

June payment, the most recent payment. So the 91.7

11

MR. McCAULEY: Yeah, that sounds better so far.

12

actually goes up to 93.4. And with that, I'll turn

12

13

it back over to Charlie. I'm on the historical

13

14

noncurrent mortgages slide, Charlie.

14

go slower. So let's focus on (inaudible) and walk

bit. We're in the South.

We'll let you know.
MR. COMMARATO: Okay, perfect. Let me try and

15

MR. PETTINATO: I'm going to have Mike

15

through the slides and then talk about where the

16

Commarato, who is (inaudible) of our real estate

16

market has been up through today and talk about kind

17

REIT. He'll go through the slides.

17

of what we've done in the context of sales that

18

we've done for you and then try and get a sense of,

18

MR. COMMARATO: Hey, guys. How are you? It's

19

Michael Commarato. I'm out of the office today.

19

as best we can, what's happening today and where the

20

Hello?

20

markets are going.

21

MR. McCAULEY: We can hear you. Go ahead.

21

So if you look at really page eight and page

22

MR. COMMARATO: (Inaudible). It's been a

22

nine and page ten, we'll take each one at a time.

23

pretty wild time in the mortgage market recently.

23

These are slides we've walked through before. These

24

Back when we prepared these slides, the market has

24

are all good fundamental stories about the housing

25

moved a lot and changed a lot. Let me tell you what

25

market in general, the state of the real estate
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1

market, and what's going on with the bonds based on

1

2

that (inaudible).

2

3

So page eight walks you through this steady

fundamentally behind the housing market.
Then you see potential housing formation. We

3

think of that just as pent-up demand in the market,

4

decline of delinquent assets that peak in 2009, and

4

in terms of just how many 25-year-olds or

5

you see that delinquency bucket continue to come

5

34-year-olds are living at home and also what's

6

down. So the 14 percent, the 13, all the way down

6

going on with the unemployment rate for that cohort.

7

to 11 percent at the close of last year.

7

So as unemployment for that cohort is dipping, you'd

8

expect to see some of these people move out of

9

homes, out of the homes that they're in and start to

8
9

And now first quarter numbers kind of
flattening out, 11 percent, (inaudible) and get a

10

sense of what that means on a go-forward basis. But

10

11

the delinquency fundamentals have been good with

11

Generally, I think new homes or home formation

12

respect to mortgages.

12

are running right inside of about a million a year.

13

And if we can see right around a million, that would

13

Flip the page to page nine, and then you'll see

see housing formation.

14

how this translates into foreclosure. One of the

14

be a good rate (inaudible). You can see that around

15

important things with respect to foreclosures has

15

a million new homes a year, again, that will help

16

been the backlog in the foreclosure pipeline, this

16

with a lot of pent-up demand with respect to

17

backed-up pipeline. And we've seen that starting to

17

housing.

18

trend down. But especially what's been important

18

19

is, if you look at the red line, which are the

19

11, that you're seeing housing, with respect to

20

judicial state foreclosures, it seems like those,

20

existing home sales, starting to trend back up. So

21

too, that had that big spike up, because everything

21

we're actually getting close to where we were in

22

gets held up in court and backed up and everything

22

'07, when the melt-down actually started. You take

23

takes longer and longer, those now are also starting

23

some of that noise out that's in the middle of the

24

to flatten out. So, again, it's another good

24

page, that was actually the first-time home buyer

25

indicative point in terms of what's happening

25

tax incentive that they gave people. If you kind of
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1

normalize that noise, we're having a trend back up,

1

we've seen this long move up in the S&P 500, which

2

which is good.

2

again, to me, is a good proxy for people who deal

3

with risk. If the S&P 500 is rallying, then people

3

So in general -- and I would say that go into

4

today, all this stuff that you've seen in the press

4

have a view that they want to add risk and they want

5

with respect to housing has been good for the

5

to put on assets like (inaudible).

6

market. You think about what Bernanke even said

6

7

when he was on the tape the other day, that one of

7

would say, going into early May. And then we're

8

the reasons why he's thinking about tapering at some

8

starting to see the sea change in the market that's

9

point and why they're talking about tapering, is

9

really starting on the rate side and that now,

So that seems pretty much the mentality, I

10

they think that there's a lot of pent-up demand in

10

especially today or this past week, is really

11

the economy that's coming through in the housing

11

bleeding into the credit side and the risk side.

12

market. And they think that if the housing market

12

13

continues to improve, then that will continue to be

13

talk about what's happened in the markets. And I

14

a job engine and an engine for growth in the

14

think we should, because it will give you a better

15

economy.

15

global perspective as to what's happened behind just

16

this one investment that we're talking about here or
other investments you might own.

16

(Inaudible) And now look at page 12. These

So I want to take just a couple of minutes and

17

numbers are particularly stale. I think we've done

17

18

these probably back in early May. So they

18

19

definitely need to be revised down. And the

19

want to just step back to what's happened this year,

20

revision down is a function of what Bernanke had

20

starting the year, you saw a Fed that was watching

21

started saying in March and has repeated again in

21

rates move up because they thought the economy was

22

May and has now really come out in June and

22

starting to grow. And my own view is that initially

23

reiterated his point of view.

23

Bernanke and Yellen were more dovish on the Fed,

24

were really doing the best they could do to jawbone

25

rates back down going into the first quarter.

24
25

So we've seen this long move up in ABX, as a
proxy for the non-agencies that the funds own. And
ACCURATE STENOTYPE REPORTERS, INC.
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1

And if you remember, the 10-year note had

1

10-year note or 163, it's starting to trend back up

2

started a pretty inexorable march up from a sub-200

2

pretty quickly. And people started thinking, okay,

3

at the end of the year to then over 200 by the end

3

again, rates are moving up, then the Fed is really

4

of the third quarter. And then what we saw happen

4

going to taper.

5

is we had a very weak trend in terms of an

5

And I think if people get into this mentality

6

employment number in April. And I think the markets

6

that rates are going to move up, it has a profound

7

were like, you know what? This is all over-blown.

7

effect on the mortgage market. So initially if

8

Rates don't need to be this high. And everything

8

rates move up, they start to move up on the long end

9

that had traded off with respect to rate and was

9

of the curve there, because the Fed has been a buyer

10

marked up in rates the first quarter was all given

10

out on the long end part of the curve. They've been

11

back in the month of April.

11

buying 10-year Treasuries and 30-year Treasuries,

12

but they've also been buying $40 billion of Fannies
and Freddies each month.

12

So you had a 10-year note that closed out April

13

pretty much close to I think 163 basis points, or

13

14

1.63. And people go, okay, fine. We have a Fed

14

15

that's talking about tapering but they seem like

15

going to start to taper -- and taper is just this

16

they're not going to do anything and it feels like

16

word that's just really made it into our lexicon I

17

the economy is weak, hasn't really had (inaudible)

17

would say the beginning part of this year. So if

18

payrolls since April, for the month of March, so it

18

the Fed is going to start to taper their purchases,

19

seems to be okay to own rates and to take more risk.

19

in other words, slow down their purchases, then

20

So all that's seen pretty dramatically, I

20

we're going to have the situation where there's not

21

think -- this is my own view now -- with respect to

21

going to be a natural buyer for these Fannies and

22

where May opened up. When May opened up, we ended

22

Freddies, because they're going to be 10-year notes

23

up with a very strong trend on payrolls for the

23

and 30-year bonds.

24

month of April. And I think right there that

24

So that's why the long end part of the curve

25

started to spook the market. If you went from a 160

25

started to really trend up more dramatically than
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1

the short end. The curve steepened, but it

1

because it was felt that if rates are going to go

2

steepened in a way that we call (inaudible). But

2

down, you needed protection because you're paying a

3

the curve is steepening because rates on the long

3

premium for the bonds.

4

end were starting to move up. So as the curve there

4

5

steepens because people don't want to own these

5

moving up and people that were paying premiums for

6

long-dated assets and particularly don't want to own

6

these bonds are no longer paying premiums, and then

7

mortgages, then mortgage spreads in general start to

7

people don't even want these bonds because they

8

widen.

8

aren't going to extend, and they're viewed the same

9

way as the generic.

9

So you have generic mortgage pass-throughs,

But now you have the situation where rates are

10

which are simply just mortgage pass-throughs that

10

11

get performed each month by mortgage bankers and get

11

bonds erode. So then you have this problem of the

12

sold into something called the TBA market. And as

12

spread widening. So spreads are widening in the

13

those bonds are being sold (inaudible), they're

13

mortgage market in general because generics are

14

coming at higher and higher yields. And then as the

14

starting to trade poorly because the buyer of last

15

mortgage yields starts to move up higher in general,

15

resort, the Fed, is leaving. Then the specified

16

then what happens is there are other classes of

16

story start to trade more poorly because nobody

17

bonds in the mortgage markets that are specified

17

wants that story, so then those widen on top of it.

18

pools.

18

19

We're just talking about generic pools, because

So the premium that people are paying for those

Now, this position is painful for businesses

19

like ours, for what we do with you guys, in terms of

20

there's really no special story behind those. But

20

our real estate REITs, the residential ones, because

21

then specified pools are pools that have a specific

21

REITs are big owners of the specified pool risk. So

22

story behind the collateral in that pool. And with

22

as specified pools are trading off, they're selling

23

respect to that story, generally the story was about

23

their collateral into the market, at the same time

24

prepayment protection. So in other words, people

24

they need to hedge more and more, because the one

25

wanted to own bonds that were going to prepay slower

25

thing about fixed rate mortgages, as they trade off,
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1

they increase in duration. Their average life

1

pretty much the middle of May. As you get into the

2

increases, because they're going to be viewed as

2

end of May, we started to see some cracks just in

3

prepaying slower. So if they prepay slower, they

3

terms of people's risk appetite in general, because

4

take up more duration.

4

risk has moved up so fast in May and people start to

5

feel, wait, rates are moving up, then maybe I should

5

So to counter-balance that take-up of duration,

6

then they need to sell more. They'll be either

6

take off some risk. That's why we've seen a lot of

7

selling more specified pools, they're selling more

7

volatility around equity prices going into the end

8

generic, they could be selling more 10-year notes,

8

of May.

9

they could be selling (inaudible).

9

10

So you get to a situation where the market then

And then you start to hear about people are

10

concerned that the Fed, if they're really going to

11

starts to feed upon itself. You get to this

11

start to taper, then rates are going to move up, and

12

convexity hedging, negative convexity hedging,

12

a lot of these risky trades are going in emerging

13

because people need to hedge more because these

13

markets debt or owning different currencies, trades

14

assets have negative convexity, so the prices go

14

that people are putting on, because there's a lot of

15

down faster as rates move up.

15

liquidity in the market, they need to be unwound.

16

And we started to see a little bit of that, I

16

Some of those trades are starting to become unwound

17

would say, kind of in the middle of May going into

17

over time.

18

early June. The mortgage market had been under

18

Non-agency started to get weaker at the end of

19

pressure all along, from everything that we had

19

May. There was one very big bid list that came out

20

talked about. But, again, most of this pressure I

20

of Lloyd's as they were starting to take off some of

21

would say was really contained to the fixed rate

21

their risk. And they sold about $8 billion of bonds

22

market and the agency markets for all the reasons we

22

that were very high credit, high dollar price

23

talked about.

23

non-agencies, that generally traded pretty well,

24

Now, to move into the non-agency market, that

24

because going into the end of May, the Street still

25

market held up incredibly well, I would say, until

25

had a pretty good appetite for that paper. But one
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1

of the dealers I think (inaudible) about $2 billion

1

started signaling in March that maybe they should

2

of paper. And there was now this overhang over the

2

start to think about tapering.

3

market. And there were a couple of other dealers

3

And then in May again Bernanke was on the tape

4

that had, I would say, somewhat outside positions.

4

saying -- you know, I think May was a critical time

5

for him. And for me, whereas in the past Bernanke

5

So there was concern with these overhangs of

6

bonds sitting in the market that people might have

6

has done everything he could do to be dovish, he

7

to sell going into quarter end that would then free

7

started to become, I would say, more obtuse in his

8

up more balance sheet, but they would be under

8

comments in May, where he wouldn't really show any

9

pressure, and then you'd see some selling happen.

9

one direction. He started to sound to me a lot more

10

So you kind of had good underlying fundamentals

10

like Greenspan did and not really tip his hand but

11

all along and everything behind the bonds that

11

try and be a little bit more -- a little bit less

12

people own, but then the market technicals started

12

committal about the fact that the Fed is going to be

13

to change, and I would say the Lloyd's thing being

13

this buyer of last resort.

14

the one thing that's very germane to the market that

14

And I think when you saw the Fed statement just

15

we traded a big chunk of and obviously is in the

15

last week, the statement itself had made a couple --

16

fund that you guys are talking about today.

16

and not a lot of changes, because we always try and

17

look at what the release is, kind of meeting over

17

So that kind of gets us to really next week,

18

sorry, last week. And I think what was going on

18

meeting, to see what's changed. But he had changed

19

with the market is sentiment had gotten to the point

19

a couple of key words about their view of

20

where it would only be really -- a couple of major

20

potentially pent-up demand in the economy. And

21

things could really move the market, either a

21

because of that, then the market really started to

22

non-farm payroll print or a Fed statement. So I

22

get skittish and believe that, okay, the Fed is

23

think people were waiting to hear what was going to

23

really going to start to go, in terms of starting to

24

come out of last week's Fed meeting more than they

24

do something to taper or maybe start to take some

25

had waited in a long time, because the Fed had

25

risk off the table.
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1

next to things. Like in his own mind, they're

2

enough, the Fed has now moved -- again, think about

2

saying that we think we might start to taper by the

3

this. I mean, I go back to '94 on this one.

3

end of the year and that by the middle of next year,

4

Pre-'94 the Fed wouldn't really say anything.

4

2014, then we'll probably be out of the market with

5

They'd have a meeting and they would do their open

5

respect to buying. And then I think he went on to

6

market activities. And over time, the market would

6

say that we'll probably start to think about

7

see what was happening in terms of what was going on

7

tightening in 2015.

8

on the short end, in terms if the Fed was involved

8

9

or not, trying to push rates around.

9

that's fine. The Fed is still buying. And that's

10

what Bernanke said. He said, we're still buying.

10

We've moved so far away from that, the '94, the

So market people would say, okay, that's great,

11

Fed making statements and starting that policy, to

11

And in his statement, he had a view that as we

12

now not only do they make a statement, but then

12

continue to buy, then our buying demand, our buying

13

Bernanke has a press conference. So in his press

13

pressure on the long end of the curve will continue

14

conference, he reads more prepared remarks and

14

to keep rates low on the long end of the curve and

15

answers questions.

15

everything will be okay. And then over time our

16

demand will abate, or our demand will abate when the

16

And in the context of those prepared remarks

17

and questions that he answered, he started to talk

17

economy gets to going back to what he talked about

18

very much about some of the things we just

18

before but he hasn't mentioned in a while, this

19

mentioned, about this underlying strength in the

19

concept of escape velocity.

20

housing market and how the underlying strength in

20

21

the housing market is going to lead to continued

21

everything is okay. Down the road things will be

22

growth in the economy and continued growth in new

22

faster. But that's fine. By then the economy will

23

job creation.

23

be stronger. And it will be okay for us not to be

24

buying. And I think he thought the market would

25

maybe be a little skittish, but these are generally

24
25

And as he's going to focus on that, he also
started to lay out that he's now actually put dates
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1

positive statements, and if anything, the equity

1

and of the Fed balance sheet behind this economic

2

markets should like that. Our credit market, again,

2

recovery we've had, so that when he does start to

3

what we're talking about here today, should like it

3

unwind it, how painful is it going to be. And he's

4

because it's good for housing. You have the Fed

4

said, I understand that, I know it will be painful.

5

chairman out there basically saying that housing is

5

I'm going to give you, the market, plenty of time to

6

so great it's starting to bring jobs back.

6

get ready for this.

7

The market took it all the exact wrong way from

7

And that's why he's doing it. That's why I

8

I think what he was hoping. So instead of focusing

8

think he started in March. I think that's why he

9

on the positive, the market focused on the fact,

9

said what he said in May, and it's obviously what he

10

okay, he said he's going to stop buying. I'm not

10

just did a week ago. The market on the other hand

11

going to wait until he stops buying. I'm getting

11

is saying, fine, the Fed is changing its mind, I

12

out now. If he's going to start tightening in 2015,

12

don't care when it is, I'm getting out. And then

13

well, if he's not going to buy in 2014, and he's

13

now that's what we're seeing.

14

talking about it now, then as far as I'm concerned,

14

15

he's no longer accommodative. He's already signaled

15

really since -- pretty much since the beginning of

16

to me that he's not going to be accommodative. If

16

May. I mean you've had the 10-year note go up about

17

he's not going to be accommodative, I want to take

17

100 basis points. I'm not in front of a screen

18

off risk. I want to get out of the market and watch

18

right now, but I think we touched 263 today, and I

19

what happens.

19

think we opened up March at 163. I think that's a

So it does seem painful, I would say the past,

20

And now we're starting to see that whole thing

20

pretty unprecedented move, even going back to 1994,

21

play out. But I think Bernanke has been telling us

21

because in 1994 when the Fed was moving, they were

22

all along that he's going to basically let us know

22

moving on the front end, and they were moving as the

23

what's coming down the pike with a lot, a lot of

23

entire curve was shifting up, but I don't remember

24

notice. He said that, because everybody said, this

24

the 10-year note going up 100 basis points in

25

has been an unprecedented building up of liquidity

25

basically six weeks.
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1

these assets, because they're hard to replace and

2

that, mortgages are going up as well, but mortgage

2

hard to get yield, but then they start to kind of

3

spreads are widening, because if it's one asset

3

widen back out again and prices go back down, and

4

class that's going to steer the Fed's actions better

4

people say, wait, why did you do that, you just

5

than anybody, it's going to be fixed rate Fannie and

5

unwound what you thought you had done.

6

Freddie mortgages.

6

So I think the fact that you knew that to be a

7

So as rates in general are under pressure, as

7

potential risk and it's now actually played out,

8

people focus on this start of tapering and the end

8

that these assets -- I mean, the ABX today, I think

9

of accommodation coming at some point, then in

9

its high water mark was probably about 77, again,

10

general risk is now leaving. Risk is off. That's

10

back in the beginning of May. So that same ABX

11

what we're seeing. So the unwind is starting, and

11

index that we're looking at is now probably closer

12

it feels like, especially today, it's being a little

12

to a 68 or 69. So you're down close to 10 percent

13

bit sloppy. I think it's been a function of people

13

from where the ABX closed back at its high point.

14

are thinking about how last week played out, being

14

So I think the sales and the management that

15

home over the weekend, studying what could be wrong,

15

you have us do (inaudible) has worked out very well.

16

what happened in Asia, and then come in this morning

16

I think now -- I don't think you want to be a seller

17

and just hitting bids and just selling.

17

right here and try and get any bids, because I don't

18

think there's going to be great liquidity anywhere.

18

So I think the takeaway for us, with respect to

19

what we're managing for you, I think we've had

19

We're watching the market very carefully. I was

20

incredibly good timing in terms of the sales that

20

just on the phone with our TMs back at the office

21

we've gotten off. I think that we caught some of

21

and really trying to figure out, okay, what do we

22

this -- just the tightening spreads and the highs in

22

want to do on the fixed rate side, on the agency

23

the market, and I think this is a testament to the

23

side, and the non-agency side.

24

management that you guys have. And we talked about

24

25

this. Like we could say, fine, like you could own

25
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1

you really need to, to raise liquidity, if you had

1

pretty violent move pretty quickly, so anything

2

some window-dressing issues. But I think if we

2

could happen.

3

believe everything we've heard out of the Fed, if

3

4

you believe some of the earlier slides in the

4

risk -- and I think this one will take longer to

5

presentation about what's happening with the

5

play out, but it's something you have to keep your

6

economy, with jobs creation, with housing formation,

6

eyes on, is what happens as these rates now filter

7

with pent-up demand for housing, then I think over

7

their way into the economy. Right? So we've seen

8

time the credit side of the business should be okay.

8

the 10-year note go up and we see mortgages that

9

There is one big caveat to attach to that,

9

were -- you know, Fannie posted rates for 30 years

10

which is, if rates move up now so violently, in such

10

were probably in the low threes going back into

11

a knee-jerk reaction, two things could happen. One,

11

September and probably back in May were again

12

you have somebody just blow up. And it happens, in

12

mid-threes.

13

markets like this, where stuff moves really quickly,

13

14

something goes wrong. Somebody was hedged wrong.

14

think just last week, I think Friday, I think they

15

Somebody had bad positions on, or you had some type

15

were posting like four and three-eighths. And after

16

of market event that then creates other follow-on

16

a move like today, a four and three-eighths could be

17

problems. So then other stuff could widen just in

17

like a four and a half or a four and five-eighths.

18

sympathy. Some dealer dumps $5 billion or

18

So it could take another couple of days like this or

19

$10 billion, or some guy has to quit because he lost

19

a week like this and all of a sudden you could get

20

a couple hundred million dollars, or there's just

20

back to 5 percent mortgages. And then it's a

21

something that shocks the market, then you can see

21

question of, okay, what does a 5 percent mortgage do

22

further spread widening and sort of (inaudible).

22

to the demand for housing.

23

So that to me is a potential risk. And that's

23

Then the other risk that's more of a macro

So now we're seeing guys like Wells Fargo, I

And, now, Bernanke said he thought, yeah, rates

24

the most -- an idiosyncratic risk that you can't

24

would move up a little bit, but the effect on

25

really tell it's going to happen. We've had a

25

housing will be di minimus, and I don't see anything
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1

softening, and therefore I'm not really concerned

1

got the names backwards. We need to stay on time

2

about this. So that's one thing we just need to

2

here. So can you go ahead and tie it out?

3

really watch, what's going to happen as these rates

3

4

bleed into housing.

4

great. I think at this point I wouldn't be a

5

seller. I would hold. And I think we'll continue

5

The other thing to watch a little bit of is --

MR. COMMARATO: So I would say (inaudible)

6

and, again, I think this is one of the reasons why

6

to just give you our guidance along the way. I

7

the Fed wants to move and wants to try and suck some

7

think (inaudible) where the last bid list, we got a

8

of this liquidity out of the market, is just

8

couple off but not everything. But I think be happy

9

preventing housing bubbles going forward. I think

9

with what's happened. We'll continue to look for

10

in general there's not any massive housing bubble

10

places where you can settle in, and let's just sit

11

going on in this country again. I think you're

11

tight and watch how the markets unfold. That's my

12

seeing some markets that are very competitive, that

12

view.

13

people have to move quickly if they want to buy a

13

14

home. And I think that's normal.

14

add. Since March we've sold 248 million in

15

proceeds. And the Fund B portion is over 100

15

I think what you want to try and watch is some

MR. PETTINATO: And, Ash, I'm just going to

16

of these markets that are a little bit more

16

million. But as you can see in the slides 13 and

17

artificial, where there's rent to own or this REO to

17

14, they're a little stale now because we've sold

18

rental program has sucked a lot of housing stock out

18

assets all the way through June. But if you go to

19

of the market that was an overhang at one point and

19

page 15, that's the Fund B recovery, you can see the

20

could become an overhang again, because as those

20

91.67 has been returned through April. And then

21

guys then look to liquefy, then obviously they want

21

there was another payment of 35.2 million in June,

22

to move from having rental units to units that are

22

bringing it up to the 93.4.

23

owned. For units to be owned, you have to have a

23

And like Michael said and Ash, we've been in

24

situation where people want to buy it.

24

contact, you know, we are actively looking in the

25

market. And right now, as Michael said, with the

25

MR. WILLIAMS: Charlie, or Michael, sorry. I
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1

Lloyd's list that was out there, there's a little

1

rate dependent. I think it's more spread dependent.

2

bit of overhang in the market. So we are -- the

2

I think with respect to rates going down in the next

3

good thing about this portfolio is we're not forced

3

90 to 120 days, it's really going to be dependent on

4

sellers.

4

two things. I think at this point the mentality in

5

And one other comment I wanted to just bring up

5

the market has been so bruised, only two things are

6

that was asked at the quarterly meeting, do you guys

6

really going to make the markets not snap back

7

just put the list out and sell the bonds. No, we

7

pretty dramatically. And you'll see bounces along

8

don't. We hold our auctions. If there are prices

8

the way.

9

that we do not like, we do not sell the bonds. That

9

I think the only two drivers are going to be

10

is something that came up. I wanted to reiterate

10

either you see some incredibly weak employment

11

that. We are not forced sellers, which is good.

11

strength, where people feel, okay, jobs are not

12

That's all I have to add.

12

getting created at the extent the Fed thought they

13

would get created, or that the unemployment rate is

13

MR. WILLIAMS: Thank you. So really the

14

summary is we've been opportunistic sellers. We had

14

starting to edge back up. Then you have a couple of

15

very significant progress in that activity during

15

those in a row. We'll definitely get people

16

the time that the opportunity was there. In the

16

thinking again the Fed has to be in the market. Or

17

near term, that opportunity has declined

17

beyond that, the Fed actually comes out and says

18

significantly. So we'll stand by. We don't have

18

something, (inaudible) the market, you guys

19

the misery of being forced sellers. So unless

19

misunderstood me. We said we can buy as well as we

20

anyone has questions, let's move on.

20

can sell, as long as we can just stay (inaudible).

21

MR. WENDT: What is the probability that

21

We are going to continue to buy. Maybe we shouldn't

22

interest rates will go down in the next 90 to 120

22

stop. And, again, (inaudible) was on the tape on

23

days? And when you answer that, then say why you

23

Friday saying certain things like this.

24

shouldn't sell now.

24

So you can definitely have Fed action that

25

could make you have rates kind of reverse and start

25

MR. COMMARATO: I think your product is less
ACCURATE STENOTYPE REPORTERS, INC.

ACCURATE STENOTYPE REPORTERS, INC.

59

60

1

to go back down. In terms of wanting to be a

1

2

seller, I don't think -- and, again, we can stay

2

Tab F in your book, and I think this goes to a point

3

really close in touch with you guys. A day like

3

MaryEllen raised earlier, which is that we need to

4

today is not the day you want to sell. You know, on

4

make sure we're following up appropriately on any

5

a Monday, you came in after a weekend when people

5

sort of observation that's made that goes to control

6

were just nervous and guys, forced sellers are

6

or any potential increase in risk exposure or peril

7

selling and forcing the market down.

7

in that regard.

8
9

I think if we can watch and see what happens
with spreads on these products, as well as watch

8
9

MR. WILLIAMS: But basically, if you'll go to

And really the only changes in this
statement -- and we're going on five years under an

10

what happens with rates in general, and if you want

10

investment policy statement that reflects very

11

to give us an order, that if it feels like something

11

accurately the three statutory standards we're to

12

is going to be kind of bouncing around a little bit

12

follow in Florida PRIME. And those are, in order of

13

and we get a bid in the market, we can sell into

13

importance by law, safety, liquidity and return. So

14

that bid, we can definitely do that for you.

14

really all we've done here, after carefully

15

But I think right now you don't want to be a

15

reviewing this policy, is make a couple of grammar

16

forced seller. I think you want to try and watch

16

changes.

17

what happens here and pick and choose your spot.

17

And on I guess it's pages -- what is it -- page

18

seven, made an adjustment making very clear that the

18

MR. WILLIAMS: Thank you. Other questions or

19

comments? Let's move on then. Let's go to Item F,

19

reconciliation between BNY Mellon as the master

20

which is a review of the Florida PRIME and Fund B

20

custodian and Federated as the investment manager

21

Surplus Funds Trust Fund investment policy

21

will be conducted not less than monthly. That's in

22

statements.

22

direct response to a prior audit observance and the

23

issue we discussed a moment ago. So I think the

23

MR. COMMARATO: Thanks, guys. I'm going to hop

24

off. If you need anything, just reach me in New

24

statement is fully updated as it sits here, and we'd

25

York.

25

recommend it to you.
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MS. ELIA: What we're seeing on page seven does
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2

not include it. It's going to be added.
MR. WILLIAMS: Correct. We've highlighted in

3
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1

All right. So that concludes the review of

2

PRIME and Surplus Funds, Fund B. We now have the

3

point where we can take audience comments or

4

red where the changes are. As you can see, they're

4

questions. And I know we have some guests here. We

5

essentially grammatical. And if you go to the top

5

have several people here from an organization known

6

of page seven, you can see a little addition in blue

6

as Unite Here; Jim Baker from Chicago and three

7

there. The last full sentence of the paragraph at

7

people from Biloxi, Christy Evans, Fred Hudson and

8

the top of the page, reconcile accounting and

8

Marie Bryce.

9

performance measurement reports with the custodian

9

10

on at least a monthly, whereas previously it said

10

appropriate. I have questions before we adjourn. I

11

regular basis.

11

don't know if the public wants to wait for our
questions or does it matter, the timing?

12

MS. ELIA: So there are no other changes? That

12

13

takes care of the issue that was found in the audit?

13

14

MR. WILLIAMS: Correct.

14

15

MR. COLLINS: Does this require an action by

15

16
17

us?
MR. WILLIAMS: Mike, do we usually do a formal

GARY PRICE: Ash, I don't know if it's

MR. WILLIAMS: If you want to go ahead with a
question, please do.
GARY PRICE: I just have a question about -- I

16

guess it goes under the category of managing

17

expectations, ours and the participants', about Fund

18

adoption? I believe we do. I think it would be

18

B and who is responsible for making the policy

19

appropriate and would ask for a motion and

19

decisions. You just take what Mike told us, and you

20

successive action.

20

try to process that into a policy decision of when

21

do we sell, hold, push our foot on the pedal. Who

22

makes that decision? Who sets the policy for making
that decision?

21
22

MS. HEFFNER: I move we approve the recommended
suggestions.

23

GARY PRICE: Second.

23

24

MR. WILLIAMS: Thank you. Discussion?

24

25

Objection? Without objection. Thank you.
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1

here. We're in close contact with Apollo and

1

2

Federated with all matters relating to Florida

2

3

PRIME, and we make that decision here between our

3

4

portfolio management team and top management team at

4

we have now, I think from an investor in Fund B and

5

the board.

5

in PRIME, I can say that we're very pleased with the

6

approach that they've taken. They were more

6

We keep the PLGAC informed. We've discussed

MR. WILLIAMS: Year, year and a half, two
years.
MS. ELIA: And seeing the kind of return that

7

this at a number of meetings. We've asked the

7

aggressive. And we've seen the results of that come

8

question, what role would you like to have. And the

8

back to the investors. So I'm pleased with that

9

direction we've received from the PLGAC is, we like

9

approach.

10

your judgment, we think you've partnered with the

10

11

right folks on the outside, you've got better data

11

know if there are any other comments. My comment

12

flows than we have, and we would like you to

12

is, as it relates to -- before Mike made his comment

13

exercise that tactical discretion on a day-to-day

13

that it might be worth stopping a little bit or

14

basis. That's what we've done so far, and we would

14

slowing down, we've seen pretty significant

15

envision continuing to do so.

15

progress, as you look at the trend of the repayment.

16

Now we're left with somewhere around six and a half,

16

GARY PRICE: Okay. And since we don't, I

GARY PRICE: Okay. I guess then -- I don't

17

guess, get this opportunity much, I'm just

17

five percent, five and a half percent left to give

18

interested if the IAC committee members have any

18

back.

19

comments on that direction that we've given you or

19

20

invite any comments they might have as it relates to

20

with the policy which we've given you as it relates

21

that strategy.

21

to that and am very pleased what you've done and

22

your staff has done, with the help of Apollo, to

22

MS. ELIA: I'd like to comment. I used to be

And I guess I would encourage us to continue

23

sitting where you are. And Fund B has been a focus

23

kind of work our way out of this in a very timely

24

of the group. And I think that we've seen a return

24

and efficient manner, up to where we're getting much

25

since -- Apollo took over how long ago?

25

better than I expected five years ago, four years
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ago return on our participants' money.
MR. WILLIAMS: Thank you. And don't forget,

2
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1

you put out what's called a BWIC on Bloomberg, for

2

example -- a bid with interest in competition is

3

this is a cumulative effort. I couldn't agree more

3

what that's an acronym for -- you basically -- bid

4

that Michael and Charlie and the team at Apollo have

4

wanted in competition, sorry -- you basically can

5

done a terrific job on this. But don't forget

5

gauge by the number of bids you get and the

6

Federated worked on this for a long time as well,

6

aggression of those bids what the market's feeling

7

and it's a cumulative result. So I think everybody

7

for that given asset is in a given point in time.

8

has done a great job. And we appreciate our

8

9

partners, and we absolutely will continue to be

9

10

opportunistic where we need to be.
And I think the best news is, the way in which

11

And the other key point that was made is we do
not find ourselves in the position of being forced

10

sellers. We're not forced sellers at all. So if we

11

see something attractive that we like, we can take

12

we stratified the priority on the assets we sold was

12

advantage of it. If we don't, pull out and be

13

we looked at the book and said, which of these

13

patient. And that's served us well.

14

assets could be assets in which time is not our

14

GARY PRICE: Thank you.

15

friend, and if things deteriorate, might they

15

MR. WILLIAMS: Thank you. Sorry. Thank you

16

suffer. And it is those less desirable assets that

16

17

you want to sell first. And that's exactly what we

17

18

did.

18

of the board, my name is Jim Baker. I follow

19

private equity and private equity real estate with

19

And also, just to be clear, the methodology we

for your patience. Let's go ahead with Unite Here.
MR. BAKER: Good morning, Mr. Chairman, members

20

used in making the judgments of how we want to

20

Unite Here, the union of hotel, casino and

21

approach the market is not simply, well, gee, how do

21

hospitality employees, including employees at

22

we feel today and what do we think buyers might

22

Caesars Entertainment. As you know, the Florida SBA

23

think. We can actually go into the market -- and

23

is a limited partner in both Apollo Investment Fund

24

this is Apollo's expertise -- go in and get a sense

24

6, a buyout fund sponsored by Apollo Global

25

of specific bidder interest. And we can see, when

25

Management, and TPG Partners 5, sponsored by TPG
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Capital.
One of the largest buyouts Apollo Fund 6 and

2
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1

actually would have recovered its own commitment on

2

day one, through the transaction fees that it

3

TPG Fund 5 undertook was of Caesars Entertainment,

3

collected alone, while TPG would have recovered its

4

previously called Harrah's Entertainment, one of the

4

general partner stake by 2010.

5

largest casino companies in the world. As you may

5

6

know, contracts for 50,000 employees in Las Vegas,

6

Apollo and TPG have drawn $345 million or had drawn

7

including 12,000 Caesars employees, expired at the

7

$345 million as of the end of 2012. The general

8

end of May and are now on extensions that could be

8

partner stands to collect another $150 million in

9

terminated with a few days' notice, as their

9

monitoring fees over the next five years. This is

Between transaction fees and monitoring fees,

10

collective bargaining agreements. Thousands of

10

in addition to any fund level management fees that

11

other Caesars employees in Mississippi, Pennsylvania

11

Apollo and TPG collect on limited partners'

12

and Indiana also face similar expirations. Some of

12

committed capital.

13

the employees from Caesers are here today to address

13

The large transaction and monitoring fees

14

you.

14

clearly created a misalignment of interests between

15

Apollo and TPG, as the general partners and limited

15

The Caesers investment has been deeply

16

disappointing. The market capitalization has lost

16

partners, including Florida. While hundreds of

17

three quarters of its value since Apollo and TPG

17

millions of dollars have been drained out of Caesers

18

took over in 2008. In May Apollo's CEO, Leon Black,

18

through these fees, the casinos have experienced

19

spoke to the Oregon Investment Council, another

19

staffing reductions that negatively impact the guest

20

limited partner, and acknowledged that his firm had

20

experience, as workers will describe.

21

lost discipline with Caesers by paying too high a

21

22

price and levering too much.

22

many of the properties that employees here today and

23

other employees in Las Vegas and throughout the

23

But Apollo and its partner TPG recouped their

Caesers is heavily dependent on the success of

24

own GP investments early on, their own general

24

country work at, accounting for about 50 percent,

25

partner investments early on. In Apollo's case it

25

about half of the company's EBITDA, or operating
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1

servers are supposed to be doing. And with that,

2

For a business built on guests having the time

2

with the cutbacks among the dishwashers, I know we

3

of their lives, cutting staff and sapping money out

3

have to rush to the three different kitchens, get

4

of the company through fees hardly seems like a

4

everything cleaned properly, on time. The customers

5

winning formula. We believe both employees and

5

notice the difference. I hear them make comments

6

limited partners like Florida would be best served

6

about how the food used to be better.

7

by cash reinvested in Caesers rather than being

7

8

pulled out as fees.

8

Where we are rushed around -- when we are rushed

9

around and working so hard, we often do not have the

9

We urge Florida to call upon Apollo and TPG to

I also worry about the safety in the kitchens.

10

cease collecting monitoring fees from Caesers and

10

proper supplies that we need, and it is common that

11

hold off on commitments to new buyout funds until

11

our equipment breaks down. We ask you to tell

12

they do so. I'll hand it over to Christy Evans.

12

Caesers to give us responsible workloads, which we

13

MS. EVANS: Hello, everyone. My name is

13

will ensure we can provide the high quality customer

14

Christy Evans. I work at the Grand Casino of

14

service that's expected of us.

15

Biloxi, which I work in the steward department. And

15

16

that means that I'm responsible for cleaning

16

the casino workers will continue to have great jobs

17

silverware, washing dishes and the pots and pans and

17

and allow us to provide for our families and our

18

making sure the customers and employees are safe and

18

community. I'll hand it over to Fred.

19

healthy.

19

20

Over the last five years, we've had cutbacks in

We also ask you to tell the company to ensure

MR. HUDSON: My name is Fred Hudson. I've been

20

working with the Grand Casino in Biloxi for over 19

21

the staff. We have increased the workloads, which

21

years as a bellman. My coworkers and I have also

22

means we are dishwashers but we're taking other

22

seen deep cuts in the property since Apollo, APG,

23

jobs, like we're doing the barback's job. We're

23

has taken over in 2008.

24

mopping the bars, which is not in our job

24

25

description. We're doing the side stations that the

25
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1

difficult for me and my coworkers. We've seen

1

we need to make our voices heard. Our brothers and

2

cutbacks in the number of staff. Since Katrina, we

2

sisters who work at Caesers held a vote where

3

opened more than 20 -- we had over 20 associates, 20

3

92 percent voted to raise dues $25 a month in the

4

bellmen. Now we have only six. This means that

4

event of a strike. Please urge Caesers to sign a

5

we're always on the run to be sure to take care of

5

fair contract.

6

all the guests and the customers. The customers

6

7

need us.

7

allocated five minutes for this. We're over that

8

time, so if you could wrap it up, we'd be grateful.

8

It also means that our shifts change, change

MR. WILLIAMS: I just want to remind you, we'd

9

regularly. We take over for our coworkers when

9

10

they're absent or for call-ins. This makes it

10

Bryce-Sullivan. I've worked as a guest room

11

difficult in any sort of normal rhythm. We see more

11

attendant for the past nine years. I'm here with

12

part-time, more part-time jobs, a reduction in

12

two other fellow coworkers who represent 15,000

13

hours. Squeezing out more work is not the way to

13

United Here members that work for Caesers around the

14

solve Caesers' problems.

14

country, currently or soon be in negotiation with

15

the company.

15

We believe Caesers can succeed. We seek fair

MS. BRYCE-SULLIVAN: Hello. My name is Marie

16

contract negotiations and workers that make the

16

TPG and Apollo own Caesers. You are investors

17

company successful. We believe that the company

17

in these funds. We need your help to urge our

18

should invest in creating Caesers' success, not

18

employer to do right by those of us who do our work

19

taking tens of millions in fees. We urge that the

19

to make the company successful. We are working

20

company stop taking the fees, instead focus on

20

hard, harder than ever in Biloxi. We have half the

21

investing those dollars into building a stronger

21

staff that we had after Hurricane Katrina. I clean

22

company to benefit the workers and investors.

22

16 to 25, 30 rooms a day. And it's hard for me when

23

This year nearly 15,000 workers are in some

23

we also have to do engineer checklists, which used

24

form of negotiation with the company. We hope these

24

to be done by engineer workers.

25

go well for everyone, but we are prepared to do what

25
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1

limit to what we can do safely. When the managers

1

2

ask us to do more work, one of two things happen.

2

3

Either we get hurt or the rooms are not cleaned

3

asked a question about Fund B. And you had

4

properly. TPG and Apollo have gone to great lengths

4

commented that we would discuss it during the joint

5

to protect their revenues. We think they should go

5

meeting, concerning the comments about what -- once

6

to greater lengths to provide us with a safe job and

6

the value in Fund B becomes whole, any excess

7

allow us to provide clean rooms and high customer

7

returns. I think in the participant survey a number

8

service.

8

of people had commented about that money returning

9

back to the participants in Fund B. And I just

9

We want Caesers to succeed. Under Apollo and

question that we didn't specifically cover.
MR. PETERSON: Yeah. In our earlier meeting, I

10

TPG management, Caesers has sacrificed customer

10

wanted to -- you had commented about bringing it up

11

service, in some cases work safety, for a profit.

11

during the joint meeting.

12

We urge you to tell Caesers to bargain a fair

12

13

contract this year. We know that work safety,

13

very reasonable approach. And I think we look

14

living wages, customer service and profits can be

14

forward to the high class problem of being at that

15

achieved if the right guidelines are used to make

15

point and having the decision upon us to make.

16

these decisions. Thank you.

16

Under the law, that final decision authority rests

17

with the trustees. I think from a simple equity

18

standpoint, it makes sense that there be some

17
18

MR. WILLIAMS: Thank you very much. Mike, do
you --

MR. WILLIAMS: Fair enough. I think that's a

19

MR. McCAULEY: I'm sorry. I just have one

19

proration of whatever proceeds are there that

20

clarification. Did the motion for 2F cover both the

20

correlates to who owns the assets, who stayed put,

21

Florida PRIME IPS changes as well as the Fund B

21

et cetera. And that would tend to favor the Pool B

22

changes?

22

boarder view, I believe. Fair assessment, Mike?
MR. McCAULEY: Yeah. We had kind of noted on

23

MS. HEFFNER: Yes.

23

24

MR. McCAULEY: Okay. I just wanted to clarify

24

the slide the statutory citation that would

25

ultimately give the trustees that discretion. So

25

that. I think, actually, Mark had one real quick
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1

when and if we are at that point, we can make a

1

2

decision on any excess funds or a termination of the

2

3

fund, ultimately the trustees would have to make

3

envision it any other way.

4

that --

4

MS. ELIA: Thank you.

5

MR. PETERSON: I think my point is just

5

MR. WILLIAMS: And I think like everything else

discussion.
MR. WILLIAMS: That's totally fine. I wouldn't

6

we've done, when we are at or near that point, that

6

making -- you know, it's out there. We are aware of

7

will be a subject of continuing discussion with the

7

it. The survey reflected that a number of

8

PLGAC. That's why you're there. We want your

8

participants in Fund B share a very common interest,

9

guidance.

9

in that that money should go back to the

10

MS. ELIA: So as you're reading the section

10

participants in Fund B instead of going back to

11

there, it looks like it would go back to Florida

11

PRIME.

12

PRIME, not specifically to the investors in Fund B.

12

13

So I understand your point, Ash, but it does point

13

interest, that I found that interesting, that that's

14

out there -- in my reading, it looks like it goes to

14

the direction that the participants in Fund B -- and

15

Florida PRIME.

15

I think we just need to make sure that that
continues to stay out there.

And so I just share that, from a global

16

MR. McCAULEY: Well, that's not necessarily

16

17

intended. I'll put it that way. These are just

17

18

kind of bullet points for items of concern and

18

this slide be changed, since these slides I think

19

historical issues that we've discussed.

19

are up on your website?

20

MS. ELIA: So I share the concern that was

20

MS. ELIA: So if that's correct then, would

MR. McCAULEY: They're indirectly covered in
the Fund B presentation.

21

brought up by Mark, and I think it's important for

21

22

us to identify that before any of those decisions

22

MS. ELIA: So I would suggest you change the

23

are made, that it be a discussion with this group

23

wording of that, Mike, so that it's clear, or put

24

and the IAC, because it clearly, at the time that

24

down that in fact there will be a discussion of

25

that occurred, I have a good recollection of the

25

where exactly it goes within the fund.
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1

International Limited Partners Association, a/k/a

2

ILPA, which is to the alignment of LP/GP interests

3

MS. ELIA: Yes.

3

very much like the Council of Institutional

4

MR. McCAULEY: That's essentially the language

4

Investors is in the corporate governance sphere,

5

which is to say I think it's the leading U.S., if

6

not leading international entity in that policy
area.

5
6

from the statutory -MS. ELIA: So what you need to do, though, is

7

add this discussion, that at the time, the

7

8

discussion was that it be distributed to Fund B

8

9

participants, and that would be considered again.

9

10

But that doesn't indicate that. And if you have

10

director of private equity, is currently on one of

11

that on your website, if you're discussing who is

11

their committees. I spoke to their annual meeting

12

going to then decide that they want to participate

12

last year. And terms and a number of the -- with a

13

in Florida PRIME, that language --

13

number of the organizations they've referred to have

The Florida State Board has and continues to be
here in that space. John Bradley, who is our

14

MR. McCAULEY: Could be misleading.

14

in fact evolved over time and changed materially

15

MS. ELIA: It is misleading, and those that

15

from what they were in the funds cited today and

16

pulled out would question it, because they were

16

current funds and they've changed in a way that is

17

fully aware of everything that went on at that time.

17

far more favorable to the LP, to the exclusion of

18

MR. McCAULEY: Okay. We can certainly do that.

18

the GP.

19

MR. WILLIAMS: Is there anything else on that

19

20

point? I'd like to come back and close up to what

20

alignment of interest. On the question of labor

21

the Unite Here folks spoke to on the issue of GP and

21

contracts and workloads and things like that, we

22

LP alignment in private equity investing. They make

22

don't get involved in issues at that level. Those

23

a good point about alignment, and it's one we have

23

are well below where we are as fiduciaries. In

24

been very focused on for a long time.

24

fact, if you look at the State of Florida as an

25

employer, we have the lowest number of state

25

There's an organization known as the
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1

employees per capita of any state in the country.

1

today but work on something to share with the PLGAC

2

And that number has gone down by several thousand in

2

in September to add another level of clarity to

3

recent years. So I think we're seeing that same

3

that, what I think may be a little opaque to some

4

phenomenon everywhere to some degree.

4

participants.

5
6
7

So unless members have any comments they'd like
to make or questions -GARY PRICE: Ash, I just have one question, not

6

talk very often, so I'm just going to suggest that I

7

do that offline and maybe have it ready for
September.

8

related to that. Are you going to close the

8

9

meeting?

9

10
11
12
13

MR. WILLIAMS: I was going to make a couple of
announcements and then move us on.
GARY PRICE: Are we about to close this joint
meeting?

So I'll just work with you. We don't get to

5

MR. WILLIAMS: Right. And just to be clear,

10

the offline talking you're talking about is not with

11

other members of the publicly appointed body you're

12

on.

13

GARY PRICE: Not with other members of my

14

MR. WILLIAMS: We are.

14

committee. After 14 years of following sunshine

15

GARY PRICE: Can I just ask that -- I'm going

15

laws, I'm pretty good at it. But with you and with

16

to go back to the transparency issue on the

16

Mike, I'd like to talk to you about that.

17

decisions, what's left of Fund B. What I'd like to

17

MR. WILLIAMS: Happy to do it.

18

do is work with you and Mike, for the next PLGAC, to

18

GARY PRICE: And share back and bring it back,

19

come up with some sort of a stress test that Paige

19

20

did earlier that looks at a decision tree on what we

20

21

did, what you're doing at a staff level and what

21

you. So what we would like to do if we can is

22

we're directing you to do.

22

adjourn. Federated, thank you very much, has

23

provided lunch for the advisory group members across

23

I think it's important to have another level of

Mr. Chair, to the full committee. Thanks.
MR. WILLIAMS: Of course. Very well. Thank

24

transparency about the decisions we make on Fund B.

24

the hall. And we would like to reconvene as soon as

25

And so what I'd like to do is not take up your time

25

we can. It's currently noon. What do you think,
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81

1
2
3
4

Mr. Chairman?
MR. GARCIA: Are Michael and the ambassador
attending?
MR. WILLIAMS: I believe the ambassador was

82

1
2

CERTIFICATE OF REPORTER

3
4

STATE OF FLORIDA

)

COUNTY OF LEON

)

5

going to try and get here. Michael was going to do

5

6

it by phone, and I have not heard clarification from

6

7

Chuck on whether he was going to be on the phone or

7

8

in person. I thought he was going to be here.

8

do hereby certify that the foregoing pages 3 through 81,

9

both inclusive, comprise a true and correct transcript of

9
10

MICHAEL PRICE: Ash, can I call back on the
same phone number?

I, Jo Langston, Registered Professional Reporter,

10

the proceeding; that said proceeding was taken by me

11

MR. WILLIAMS: Yes. Thank you, Michael.

11

stenographically and transcribed by me as it now appears;

12

MICHAEL PRICE: So 1:00?

12

that I am not a relative or employee or attorney or counsel

13

MR. GARCIA: I don't want to start early if

13

of the parties, or a relative or employee of such attorney

14

or counsel, nor am I interested in this proceeding or its

15

outcome.

14
15
16
17
18

they're assuming we would start at 1:00.
MR. WILLIAMS: That's fine. We'll reconvene at
1:00 p.m. then. Thank you all very much.
(Whereupon, the meeting was concluded at 12:00

16
17

IN WITNESS WHEREOF, I have hereunto set my hand
this 9th day of July 2012.

18

noon.)

19

19

20

20

21

21

_______________________________

22

22

JO LANGSTON
Registered Professional Reporter

23

23

24

24

25

25
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3

INVESTMENT ADVISORY COUNCIL MEETING

1

* * *

2

MR. GARCIA: Why don't we bring the meeting to

3

4

1

MR. GARCIA: Sure.

2

MR. NEWMAN: I've gone back and looked at

3

these, and I don't think this really was what

4

order. Welcome to all. The first order of business

4

happened at the IAC. These appear to be excerpts

5

is the minutes. And we've got two sets of minutes.

5

out of the comp committee, the subcommittee. And at

6

First the minutes from the March 18th, 2013 meeting.

6

that committee what we've done is adopted the

7

Is there a motion?

7

transcript, because there's so much conversation and

8

MR. HARRELL: To do what?

8

so many views that it could be misleading if we

9

MR. GARCIA: To the minutes of March 18th.

9

start just pulling certain things out. So we have

10

MR. HARRELL: I'll move it.

10

just said we'll use that. And we sent a memo out

11

MR. COBB: I'll second.

11

that just says, here's what happened and here's what

12

MR. GARCIA: Any objection? All in favor

12

we need to do in the future.

13

indicate by voting aye.

And when I went back and looked at these, these

13

14

(Ayes)

14

were really just excerpts from that, because if I

15

MR. GARCIA: And then the minutes of the March

15

remember correctly, the IAC meeting was simply going

16

18th IAC meeting. Is there a motion?

16

and just approving the two recommendations that we

17

MS. ELIA: Move to approve.

17

had made at the comp committee.

18

MR. NEWMAN: That's the 18th?

18

MR. GARCIA: I believe, with the exception of

19

MR. GARCIA: Yes, sir.

19

Will, who came in on the call later, everyone from

20

MR. NEWMAN: I thought we just approved that

20

the IAC attended the meeting. And our meeting, IAC

21

meeting lasted maybe ten minutes and adopted

22

everything that we did in the comp meeting. And so

23

that's why I prepared the minutes the way that I

24

did.

21
22
23
24
25

one.
MR. GARCIA: It's the 29th. Excuse me. You're
right. April 29th.
MR. NEWMAN: Martin, I had some issues with
that one, if I could speak for a minute.
ACCURATE STENOTYPE REPORTERS, INC.
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MR. NEWMAN: What I'm saying is these aren't
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5

6

1

reflective of the IAC minutes. And I think, by

1

read the thing to really get the full feeling for

2

pulling out quotes from the excerpts, it could be

2

what we're doing.

3

misleading to where we were really going with the

3

4

comp committee meeting, because there's so much more

4

5

discussion in there that don't get pulled out and

5

MR. NEWMAN: The transcript.

6

put in here.

6

MS. ELIA: Adopt the transcript as part of the

MS. ELIA: So you could adopt those minutes as
part of the --

7

MR. GARCIA: Do you have -- do you want to

7

8

delete something? Do you have a suggestion of what

8

MR. GARCIA: We can do that. The minutes were

9

we ought to do?

9

an attempt to summarize the transcript. But if you

10

want to have the minutes be the entire transcript,

10

MR. NEWMAN: I would rather see these minutes

minutes.

11

reflect what really happened in the IAC. And

11

that's fine. Does anybody have a problem with that?

12

whether it is just to redo these or adopt the

12

Well, do I have a motion to that effect?

13

transcript, that was a short meeting, something like

13

MR. COLLINS: Motion.

14

that, to be the minutes, versus having this, where

14

MR. GARCIA: Second?

15

we're pulling different pieces out of the comp

15

MR. NEWMAN: I'll second it. We're saying we

16

committee as the minutes for the IAC, since this is

16

would take the minutes -- that these minutes become

17

not minutes from the IAC.

17

the transcript from the IAC meeting?

18
19

MS. ELIA: Did you have minutes from the comp
committee?

18

MR. GARCIA: Yes.

19

MR. NEWMAN: Okay. I agree with that.
MR. GARCIA: Okay. Any opposed? Okay.

20

MR. NEWMAN: No. We used the full transcript,

20

21

because there's so much that goes on. We do send a

21

22

memo around that I think Kathy prepares that just

22

MR. WILLIAMS: Thank you. I tell you, for just

23

summarizes, here's what we did, here's the motions

23

sheer theatrics, you can't beat what the markets are

24

we made, and here's the action when we go forward,

24

doing right now. While the conversation was going

25

because there are a lot of views, and you need to

25

on about the minutes, I was on Bloomberg looking at
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7

8

1

what's going on. The S&P 500 is off 170 basis

1

So all in, I think the strategy has worked for

2

points today. The 10-year has moved. The 30-year

2

us reasonably well this year. And for purposes of

3

has moved. Everything has moved. So we're seeing

3

today's discussion, it's a very important time for

4

play out pretty much in realtime some of the things

4

us to come together because we're picking up on the

5

we've discussed previously.

5

discussion that we left off back in March. And

6

MR. WENDT: What changed?

6

you'll recall, at the time, we had a pretty

7

MR. WILLIAMS: Well, the markets are roiled

7

extensive and I think thoughtful conversation about

8

asset allocation, and several things, the desire of

9

the IAC collectively to spend more of its time on

10

that subject, recognizing that it's a priority for

8
9
10

pretty significantly.
MR. WENDT: Is it down, the stock market?
MR. WILLIAMS: Yes. The stock market is down.

11

Various markets are down by varying amounts. The

11

all of us and, secondly, we've had several things

12

S&P 500 is down about 170 basis points as of right

12

come up since that time.

13

now in the trading day. We were just looking. One

13

14

of the Chinese indices is down over 6 percent. Hong

14

subject. Ambassador Cobb raised some questions

15

Kong is down better than two. Bonds are moving a

15

about the importance of the volatility of fixed

16

bit. So all kinds of interesting things out there.

16

income. Others have weighed in on various points.

17

And Chairman Garcia has expressed several concerns

17

In terms of the fund broadly, fiscal year to

Will Harrell wrote a thoughtful paper on the

18

date, as of the close on the 21st, even net of the

18

and also expressed -- several members of the IAC

19

downturn we've seen in the markets just over the

19

have also expressed interest in having more

20

past couple of weeks, we're still up 12.3 percent

20

interaction with the SBA investment team. So I

21

year to date. That's 119 basis points ahead of

21

think we're going to basically indulge all of those

22

target. We had $131.9 billion in the fund. That's

22

interests this afternoon, and I hope do so very

23

up 9.2 billion over the prior fiscal year-end of 30

23

thoroughly.

24

June 2012, and that's net of paying out roughly a

24

25

half a billion dollars a month in cash for benefits.

25
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So where are we? We are now on the back -- and
we're going to run through some slides on this in a
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9

10

1

minute. But what we're going to do -- let me recap

1

out of the session thinking, okay, now we have

2

where we are very broadly and then give you the

2

clarity on that and we can go forth and give our

3

outline of how we're going to address what we'll

3

undivided attention to asset allocation based on

4

cover this afternoon, and then we'll just dive in.

4

market opportunities and risks as we collectively

5

And we set aside a full three hours, so we want to

5

perceive them.

6

do this in an interactive way.

6

After about ten days of that happy thought

7

pattern, I had a call from senior legislative staff

7

I will sort of be the ring leader, if you will.

8

And we have Hewitt EnnisKnupp on board this

8

who advised me that the intention of the legislature

9

afternoon. We have Cambridge Associates on hand.

9

is to come back in the next session and again

10

We have Rowland Davis, who is our actuary, here as

10

evaluate closure of the defined benefit side of the

11

well, plus all of our senior investment officers and

11

pension system and the implementation of a cash

12

our deputy executive director as well. So we've got

12

balance or some other sort of structure.

13

all hands on deck.

13

14

So where are we? Where are we is that we are

So the same uncertainty that has been dominant

14

in our ability to make longer-term thoughts about

15

now well into an implementation phase of the last

15

our investment portfolio -- and this has been

16

major asset allocation that we did, which was in

16

present for the past several years -- continues for

17

June of 2010. In March we suspended our

17

the next year.

18

deliberations on asset allocation pending the

18

So, with that said, let me leap into a few

19

outcome of legislative discussion on whether and to

19

background points that may be of interest, and we'll

20

what degree the defined benefit pension plan

20

go from there. Also would note that we had an asset

21

structure might change or its benefits might change

21

allocation workshop in our March meeting that those

22

in a way that would impact our liability and have

22

of you who were on the IAC at the time attended. We

23

ramifications for investment strategy.

23

have a couple of new members who were not able to

24

join. So we're going to recap a handful of high

25

level points relating to asset allocation, how we do

24
25

The session ended, and there was no action on
either the structure or the benefits. So we came
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12

1

it, why we do it the way we do, and what the

1

concept but professional and prudent in its

2

criteria are through which we take those decisions.

2

execution.

3

And these slides are all in your books, of course.

3

4

So, first, when we look at --

4

Retirement System is the key policy document that's

The investment policy statement for the Florida

5

MS. ELIA: Where are they in the book?

5

used to design and implement the pension plan. And

6

MR. WILLIAMS: They're marked in the index

6

certainly the most important directive within the

7

investment policy statement is the allocation
strategy.

7

under which tab they're under.

8

MR. NEWMAN: C.

8

9

MS. ELIA: Thank you.

9

10

MR. COLLINS: Ash, I did want to thank you for

I think here what we would do is talk for just

10

a minute about risk, because risk is a sometimes

11

you and Diane sending me the transcript from that

11

counterintuitive concept. And for the purposes of

12

asset allocation workshop. I did go back and read

12

this discussion, risk from the perspective of the

13

it, and it was very helpful in preparation for

13

Board of Trustees of the State Board of

14

today.

14

Administration is failing to earn the absolute real

15

target rate of return over long periods of time.

15

MR. WILLIAMS: Sure. Thank you. So, anyway,

16

let's just come to our slides. So basically how is

16

17

the plan designed and how do the investment policy

17

rate of return is 5 percent. It is not the

18

objectives get derived. Our pension plan, like any

18

7.75 percent we so often hear about. That's a

19

pension plan, owes its success to appropriately

19

number set by the legislature. And that number has

20

handling three variables. First, the retirement

20

been all over the map over a period of years. And

21

benefits themselves have to be reasonable. Second,

21

the legislature will set that number wherever they

22

the funding policy has to be actuarially sound and

22

choose to set it. It's not related to actuarial

23

consistently applied. And, third, the investment

23

analysis or anything else, other than the

24

process has to be executed in a prudent manner,

24

legislature's judgment.

25

which is to say it should be not only sound in

25
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Now, let's be clear. The absolute real target

The other number that's important is what's
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13

14

1

called the long-term nominal return assumption,

1

MR. HARRELL: Okay. Thank you.

2

which is simply the real return assumption,

2

MR. WILLIAMS: So what we are trying to do is

3

5 percent, plus whatever the actual inflation for

3

meet or exceed that real long-term objective over

4

any given period is. So those are long-term

4

long periods of time, which in this context are

5

targets. Yes, sir.

5

commonly thought of as 20 years, 15 to 30.

6

MR. HARRELL: One quick question. Which of

6

Twenty-ish is a reasonable ballpark. And so when we

7

those return numbers is the one that is used when we

7

set an asset allocation, the idea is to have an

8

say we're 90 percent funded or whatever? Which of

8

allocation that over that long period of time, while

9

those numbers goes into that calculation?

9

it will oscillate around and it will vary up, down

10

or equal to whatever it's long-term target may be,

10

MR. WILLIAMS: That is done based on an annual

11

assessment of assets and liabilities and the

11

that over the fullness of time, it will in fact

12

reconciliation of those two, and I believe the

12

deliver the desired result, with some variance along

13

number that would be used -- the real long-term

13

the way. Peter, were you going to ask a question?

14

number and the nominal are not two different

14

15

numbers. They're just -- I mean, they're two

15

though the 7.75 is the number that's used, just to

16

different numbers, but it's only because one adds

16

be clear, based on the transcript that I read from

17

inflation. Their derivation is not dependent one on

17

the workshop and the materials, but like you said,

18

the other.

18

that number does move, and it tends to move -- I

19

don't know if it's the legislature that sets it, but

19

MR. HARRELL: So it's not the 7.75 that drives

MR. COLLINS: I was going to say that even

20

the funding percentage, or is it?

20

there's a conference or an economic group that

21

MR. WILLIAMS: Rowland?

21

meets, the actuarial conference, estimating

22

MR. DAVIS: Yeah. The actuary does their

22

conference gets together. That's the function of

23

annual valuation as of July 1st, and what's called

23

the legislature, right? They empower the estimating

24

the actuarial liability is measured using the 7.75

24

conference to do its job?

25

percent discount rate.

25
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MR. WILLIAMS: Well, the estimating conference
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15

16

1

is a joint legislative and executive conference that

1

maybe even eight and a quarter.

2

convenes commonly in the tail end of the third

2

3

quarter or early fourth quarter of the year. And

3

that number does oscillate around, and it oscillates

4

they give consideration to various things. We

4

around based on the estimating conference and input

5

usually provide input. We copied all of you on our

5

on an annual basis, correct?

6

written correspondence with them, and we've been

6

MR. WILLIAMS: It's set every year.

7

telling them now for a couple of years, in writing

7

MR. COLLINS: But it doesn't have to be seven

8

and informally, that there's nothing that would rule

8

9

out a lowering, a modest lowering of the actuarial

9

MR. WILLIAMS: No. And in fact, if you look at

MR. COLLINS: I just wanted to make sure. So

and three-quarters every year.

10

investment return assumption. They've not chosen to

10

the history, I think it's been as low as seven and a

11

lower it.

11

half and as high as nine or more. Is that the

12

range, John?

12

I can tell you, based on my prior experience at

13

the board in the nineties, we went through a period

13

MR. BENTON: Yes.

14

of several years of very strong returns, and there

14

MR. COLLINS: Okay.

15

was interest in the legislature in increasing the

15

MR. WILLIAMS: So just that's to establish some

16

return assumption to double digits.

16

context. And the point I'm really getting to here

17

MR. COLLINS: Right.

17

is that the asset allocation is not something that

18

MR. WILLIAMS: And the reason was, well, gee,

18

you should think of as a short-term tactical

19

you've had several years in the sort of low to mid

19

gesture. This is a very long-term-oriented

20

teens, 10 ought to be an easy lift. Let's just move

20

decision.

21

it to 10. It would save us all a lot of money in

21

22

contributions and what have you. And we said, no,

22

guide how we form the asset allocation strategy,

23

these returns are unusually rich. They will regress

23

legal and fiduciary constraints are fundamental.

24

to the mean, and we ought to leave it where it is,

24

And Lamar is going to do a section in a little bit

25

which at the time, I believe, was 8 percent, or

25

going into those in a little more detail. But if
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17

18

1

you look at the pension plan's investment

1

long-term return approximating the 5 percent

2

objectives, we have to provide investment returns

2

per annum compounded and net of expenses, we want to

3

that are sufficient to maintain a plan that lets us

3

do that consistent with the actuarial investment

4

pay the benefits and keeps costs at a reasonable

4

return assumption of 7.75, and then we want to avoid

5

level, which means a couple of things.

5

excessive cost trends. And when we say cost trends,

6

we're talking about implementation costs generally

6

We want to avoid any outcomes or minimize the

7

probability of outcomes that could be disruptive of

7

but also, in the macro sense, plan costs overall.

8

our ability to make benefit payments, or the same

8

And if we underperform, plan costs go up.

9

sort of outcome that would suppress liquidity like

9

10

that in many cases would impair assets materially,

10

benefit dollar paid out today did not come from

11

which then could lead to a requirement for sudden

11

taxpayers and member employers. It came from

12

and unexpected and material changes in employer

12

investment returns. And we don't want to disrupt

13

contributions.

13

that, because that's a very powerful return on the

14

work we do here, with your help.

14

And given that at the end of the day you're

Never forget roughly two-thirds of every

15

talking about tax money to pay those contributions,

15

16

we really don't want to go there. When you consider

16

volatility of annual returns so that those risks are

17

further that while this is the Florida Retirement

17

reasonably controlled, which raises a question.

18

System, fully 80 percent of our beneficiaries are in

18

Controlled to what standard? And here we get into

19

fact local government employees, primarily at the

19

the concept of risk tolerance. And it's the

20

county level, we really don't want to do anything

20

trustees that have the responsibility for setting

21

that will hamstring the economics of local

21

that risk tolerance and how far they're willing to

22

governments across Florida. So stability is an

22

go in certain forms of risk.

23

important aspect of whatever allocation we end up

23

24

with.

24

lot of years something that Rowland is going to

25

touch on in a moment, which is basically taking a

25

Then on that second bullet, to achieve the
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To that point, we want to manage risks and the

As a practical matter, we have evolved over a
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19

20

1

certain number of units of risk in anticipation of a

1

your peers. So when the markets were running up

2

certain level of return. And that's been a boundary

2

like they were in the late nineties with the dot com

3

that's served us well. And as you know from looking

3

boom, you saw the wonderful experience of the

4

at our performance numbers going back 15, 20, 25, 30

4

Florida Retirement System going from slightly

5

years, the board has in effect, has very effectively

5

underfunded to materially overfunded in a period of

6

met its long-term return assumptions and, in fact,

6

a single year, on the strength of the equity market

7

exceeded them.

7

run-up, which was captured by a great big sail in

8

that good wind, and the sail was a big equity

9

allocation.

8
9

So how do we go about this and how do we
maintain that posture? Historically, major

10

asset-liability reviews are done every three to five

10

11

years. As I said a minute ago, the last major one

11

they did in '08, if you had a very large exposure,

12

was done in the spring of 2010, implemented in July

12

you feel a lot of pain. So on a relative basis, I'm

13

of '10 after approval in June of '10, and led to

13

sure EnnisKnupp was reporting at a time, relative to

14

some pretty significant changes.

14

our peers, the FRS probably did a little bit worse

15

than a lot of our big fund peers, if not
considerably worse during that period of time.

15

Now, what informed that initiative and what did

By the same token, when the markets tanked, as

16

we do? Several things informed it, not least of

16

17

them being the crucible of the downturn of '08.

17

18

That was a miserable time, and the Florida

18

we looked at that and looked at that contrast to

19

Retirement System Trust Fund, going into the

19

other funds who had done a lot better was that they

20

downturn, had a higher equity exposure than most of

20

had something we didn't have and we had something

21

our large fund peers. Having a very large equity

21

they didn't have. The thing we had that they didn't

22

exposure is like being a little girl with a curl.

22

was more equity exposure, and the thing they had and

23

When it's good, it's really good, and when it's bad,

23

we didn't was more diversification in the form of

24

it's awful.

24

more alternative exposure through private equity and

25

other alternative investments that are less

25

And the reason is you have a higher beta than
ACCURATE STENOTYPE REPORTERS, INC.
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1

correlated to equities but tend to give equal or

1

of '10, adopted by the trustees June 8 of '10,

2

better return patterns than straight fixed income.

2

reaffirmed by the IAC June of '11. And the

3

important intervening occurrence was the trustees in

3

So that caused us to look at the question of

4

how do we take risk, and not just ask the question

4

office in June of 2010 all went out of office in

5

how do we take risk, but how intelligently do we

5

January of 2011 when the current trustees were sworn

6

take risk and can we take it more efficiently.

6

in. An unprecedented event, which is 100 percent

7

That's what led to the analysis in 2010 that

7

turnover in the SBA trustees, took place at the end

8

concluded we could increase our diversification

8

of that year.

9

significantly by adding more alternatives, boosting

9

10

private equity a little bit, pulling down our global

10

was set in June '10 required a statutory change to

11

equity, meaning both domestic and ex-U.S. equity

11

enable us to have more alternative investment

12

exposures, and in so doing would improve the

12

exposure than was then allowed. The then statutory

13

efficiency of our portfolio, slightly reduce our

13

cap was 10 percent, which would include the sum of

14

risk and at the same time save approximately

14

private equity, hedge funds, timber, commodities,

15

$2 billion in member contributions over the ensuing

15

distressed debt, opportunistic credit, a range of

16

30 years.

16

other things that can be in what we now call the

And implementation of the asset allocation that

17

So very counterintuitively, this set of actions

17

strategic assets budget. So the recommendation was

18

was, in our analysis, a way to simultaneously reduce

18

we increase that authority to 20 percent.

19

risk, slightly improve returns, and because of the

19

But with the turnover in trustees in early

20

slightly improved returns, captured not through

20

2011, none of these new trustees had any background

21

shooting higher on the up side but by better

21

with the Florida Retirement System. There's no

22

protecting capital on the down side, we could

22

reason they should have. And none were comfortable

23

compound capital more effectively over time and

23

moving forward with that statutory change without a

24

capture about $2 billion in savings over time.

24

period of acclimation. We had also had an expansion

25

of the IAC. So we had new members on the IAC who

25

That allocation was reviewed by the IAC June 7
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1

weren't fully aware of where we were, what the

1

2

history was.

2

these already in my remarks. But what did we do?

3

We basically -- we went to a global equity

3

So we decided the prudent thing to do was pull

So just looking quickly, I think I touched on

4

back on the throttles, idle the engines for a while,

4

benchmark, from having separate domestic and ex-U.S.

5

if you take the analogy, reeducate everybody, bring

5

benchmarks. We did that in part to eliminate an

6

the IAC up to speed, get them comfortable with what

6

inherent home country bias in the former situation.

7

we were trying to do, and hopefully we would either

7

And with growth rates changing in different parts of

8

get that level of comfort and buy-in, or

8

the world and with the U.S. no longer having a

9

collectively we would decide to do something else.

9

dominant growth rate, we thought it was better to be

10

And we would then, with the help of the IAC and me

10

on a straight global equity allocation and let the

11

working independently with the trustee staff, get

11

markets tell us what our allocation ought to be

12

their offices comfortable with where we were going,

12

rather than put a top-down spin on it that was

13

and we would move forward.

13

material.

14

That process took a number of months. And

14

So basically this last bullet sums up what I

15

suffice it to say the IAC reaffirmed the policy in

15

was saying about the volatility being pretty similar

16

June of 2011. The sitting trustees affirmed it in

16

to where we were before, but over a 15-year horizon,

17

mid-June of that year, '11. And we presented an

17

having a slightly higher probability of getting a

18

asset allocation review in March of '12 to the IAC

18

return and saving about 2 billion for the plan

19

and trustees, and we also got the law changed during

19

overall.

20

'12 to accommodate the existing policy.

20

Just moving forward, looking through these to

21

So the policy we're under now has been in place

21

see if there's anything I didn't cover. We put in

22

since the summer of '10, and it has survived either,

22

place a transitional asset allocation policy to

23

what, two or three actuarial reviews, IAC reviews,

23

allow us to go ahead and get moving on implementing

24

et cetera, and two different sets of trustees have

24

the hedge fund portfolio, which we've done with the

25

embraced it.

25

help of Cambridge Associates subsequently. And then
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1

when we finally got the legislative authority in

1

We moved high yield from fixed income into

2

July of '12 to expand alternatives, we were able to

2

strategic because we saw it as an area where, rather

3

move forward.

3

than having a standing allocation, it should be

4

opportunistically approached. And we adjusted the

4

So this gives you basically what the

5

recommended allocations were, what the near-term

5

real estate benchmark to reflect what we thought was

6

transitional allocations were and the

6

an appropriate benchmark for a more global approach

7

pre-'10 allocation policies were. And as you can

7

as well. Mr. Collins.

8

see, what we've done is we've been on a de-risking

8

9

glide plane over a period of years now, where we've

9

10

pulled down the global equity allocation, which is

10

11

the most volatile part of the portfolio

11

12

historically, also has been the highest value

12

the Protecting Florida's Investments Act, which

13

returning. Thank you, Janice and Scott. But what

13

basically prohibits us from owning companies that do

14

we've done is take away volatility, reduce downside

14

significant business in or with Sudan and Iran. And

15

risk and try and enhance our capital compounding

15

we report quarterly to the trustees on that subject.

16

over time.

16

What that does is put us out of square with global

MR. COLLINS: Can you repeat that about the
Sudan or Iran? I wasn't aware that we had that
restriction.
MR. WILLIAMS: Yeah. Florida has what's called

17

So if we look at where we are now, other

17

indices. So we have to have custom indices. It

18

details of what we did, we did some enhancements to

18

limits what we can do with ETFs, et cetera.

19

some of our benchmarks. We moved, as part of the

19

20

global equity initiative, to a Morgan Stanley

20

divestiture initiatives come up, we tend to resist

21

Capital International All Country World Investable

21

them. And people think we're being stodgy. But we

22

Market Index, also known as ACWI, which is custom

22

always try and say, listen, when you're dealing with

23

for Florida because we take out the Sudan and Iran

23

investable markets, inconsistency costs you money,

24

component due to the Protecting Florida's

24

period, because everything you do has to be custom

25

Investments Act requirement.

25

made for you, which makes it less liquid and more
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1

today is now being signaled with clarity. Mr.
Wendt?

2

We also updated, at the time we did these

2

3

changes previously, our private equity primary

3

4

benchmark to reflect a 3 percent premium over the

4

of your head, some assumptions or -- some of the

5

Russell 3000, rather than four and a half. The

5

capital market assumptions that you used to indicate

6

reason we did that is we thought it was more

6

a 45 percent probability? I'm having a hard time

7

consistent with reality and what return expectations

7

understanding that concept. What capital market

8

should be and what other fiduciaries were doing.

8

assumptions did you make to do that?

MR. WENDT: Could you provide, just off the top

9

I don't think it does any of us a service to

9

10

use an unrealistically rosy return assumption for

10

come out of Rowland Davis's work. Rowland, do you

11

any component of what we're doing because it can

11

want to talk to that?

12

color the allocation decisions that result from it.

12

13

So basically that's the sum of what we did.

MR. WILLIAMS: The probabilities that are there

MR. DAVIS: Sure. The capital market

13

expectations for that probability calculation are

14

And when we last looked at where we were

14

the same as we used in our asset-liability model.

15

actuarially, it was pretty similar to where we were

15

So to recap a few of them, global equity at a

16

last year. Stable trend line for contribution rates

16

15-year expected return of 7.9 percent. The bond

17

and funded ratios, significant range of uncertainty,

17

return was low at 2.75 percent, other asset classes.

18

including for contribution rates, and risk related

18

The full set of details are in the March meeting.

19

to poor investment results.

19

20

We've done a bit of sensitivity analysis from

MR. WENDT: That gives me an idea. I think I

20

understand. Then why did you decide to come up with
a 45 percent probability?

21

the March asset-liability review, trying to look at

21

22

what could happen under various circumstances,

22

23

particularly with sensitivity toward what's going on

23

capital market assumptions, we have this simulation

24

in the bond market and the changes in the Fed stance

24

process that we use for the asset-liability model.

25

on quantitative easing, which we learned earlier

25

Well, part of that is -- creates distribution of

ACCURATE STENOTYPE REPORTERS, INC.
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1

portfolio returns as well over 15-year periods. And

1

2

so I get the 45 percent as I look at the thousand

2

Some of the work that Rowland does creates

3

scenarios and I see that 450 of them will meet or

3

probability cones. And we've all seen it. He calls

4

exceed the 7.75 percent.

4

the graphic the cone of death. And really I say

5

that only half jokingly, because one of the things

6

that's really important in this business is that all

MR. WENDT: So based on those assumptions, you

5
6

run those through your machine.

MR. WILLIAMS: Exactly, exactly. Key point.

7

MR. DAVIS: Yeah.

7

outcomes are not valued equally. It's not a

8

MR. WENDT: You said there's a 45 percent

8

bell-shaped curve, where bad is the mirror image of

9

good, because bad experience is in many ways worse

9

chance we're going to meet these things.

10

MR. DAVIS: That's right.

10

than good experience in this environment.

11

MR. WENDT: But you don't go back and change

11

And here's why. If you look at good

12

the assumptions to get higher.
MR. DAVIS: Well, the assumption, the

13

12

experience, take a snapshot of that window 1995 to

13

2000, you would have seen a very dramatic run-up in

14

7.75 percent, as was discussed, is from the

14

assets and a very dramatic run-up in funded ratio.

15

Actuarial Estimating Conference, with the

15

What happened? There was so much money in the fund

16

legislature deciding, and the actuary has

16

and it became overfunded to the tune of close to

17

significant input. So that one -- I can't touch

17

120 percent that the decision was taken, well, gee,

18

that one.

18

we don't need to keep piling up money. Let's take

19

money away.

MR. WENDT: All right. I understand. Thank

19
20

you.

20

So that triggered a ten-year period -- I think

21

MR. WILLIAMS: Thank you.

21

it was a ten-year period. Maybe it was six. I

22

MR. COBB: I have a question on that point. As

22

wasn't here at the time -- of contribution holidays

23

I understand, what we've just said is that the

23

that amounted to about $6 billion in aggregate,

24

45 percent wasn't an objective. The 45 percent is a

24

which was intended to stabilize the fund at a little

25

result of --

25

over or right about at a fully funded level.
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1

Unfortunately, that continuity was interrupted by

1

is put the Florida Retirement System in a position

2

2008. And when the tide went out on the markets,

2

that when the funding decisions are made and the

3

the fund suddenly went from a funding level of about

3

legislature has to tell member employers what their

4

107 to about 88, as I recall, all at once.

4

contributions are going to be, that those

5

So here you have what in a private setting

5

contributions change very, very dramatically.

6

might have been a very strong buildup of assets that

6

That's a very undesirable outcome that citizens,

7

would have stayed put and accrued to the benefit, in

7

taxpayers and employees don't want to come to pass.

8

fact, went elsewhere. However, if you have a bad

8

MR. WENDT: But does the mix of the portfolio

9

experience, if you have a big loss, you can drive

9

affect any of these mathematical calculations? In

10

funding down to a level that you can't recover from

10

other words, your 45 percent probability, is that

11

it. And the response could simply be to shut the

11

based on a certain amount of equity, a certain

12

plan, to default on benefits, any number of other

12

amount of real estate, et cetera, et cetera? So is

13

bad outcomes that you really don't want to have

13

it possible, by changing the mix of the portfolio,

14

happen.

14

that we might come up with more than the 45 percent

15

probability?

15

The other key thing is, on a much simpler level

16

and a less Draconian level, come back to the

16

17

responsibility of managing plan costs. What we

17

18

really don't want to do is increase the probability

18

19

materially that we have a down year or series of

19

20

sequential down years. And as Rowland's work points

20

21

out, there have been I think, what, five periods in

21

22

the past 80 years where you've had consecutive years

22

23

that have been down collectively something like

23

pay more attention to the probability of hitting the

24

20 percent?

24

5 percent real return, which I think is 48 percent.

25

So it's even closer to the 50-50 proposition. And

25

It does happen. And what we don't want to do
ACCURATE STENOTYPE REPORTERS, INC.
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MR. DAVIS: The 45 percent is based on current
policy, so that reflects current policy.
MR. NEWMAN: Do you feel comfortable with that
kind of probability?
MR. DAVIS: Yes. And particularly I probably
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1

it's going to change. It's going to wobble every

1

there's a 50 percent chance that you're going to

2

year as the capital market assumptions. But as long

2

achieve them. You typically set a goal that's

3

as it's within spitting distance of 50 percent

3

achievable, and that's what confuses me.

4

probability, then I think it's supporting current

4

MR. DANIELS: I agree.

5

policy in that respect.

5

MR. COLLINS: It's like, if we sat here today

6

MR. GARCIA: On that point, let me ask this.

6

and somebody said, can you pay all your pension

7

So the goal in the investment policy statement is

7

liabilities, and we say, well, you know, 50-50

8

7.75 percent. And is what we're saying here is that

8

chance. Right? So I think what you're seeing is,

9

there is a 45 percent chance that we're going to

9

understand that the biggest variable is the market,

10
11

achieve our goal?
MR. DAVIS: Just a slight correction. The

10

right, and what happens in the market.

11

MR. DAVIS: That's right.

12

investment policy statement ties to the 5 percent

12

MR. COLLINS: And that creates a lot of

13

real return. It used to -- several years ago it

13

deviation, right? And that's what really gets at

14

tied to the actuarial assumption, but now it's

14

your percentage probability, right? So we deal in

15

5 percent. So we have a 48 percent probability

15

more finite -- I think we deal in more finite

16

based on current assumptions. Last year I think we

16

outcomes than the global equity, debt, real estate

17

had 53 percent probability of hitting the 5 percent.

17

strategic markets.

18

So rather than slice it too thinly, I would say

18

MR. WILLIAMS: Over 30 years.
MR. COLLINS: Right. So I don't disagree with

19

that in recent years the analysis has shown roughly

19

20

a 50-50 probability of hitting the 5 percent real

20

you. You look at 45 percent and you go, hey, I

21

return over long periods of time. And so that's the

21

don't like that. But I think that you're not going

22

kind of statement that would give me some comfort

22

to get -- I can't see you getting to 60 percent. I

23

that, you know, we have seen that we've been right

23

mean, I think that that would be unheard of, unless

24

around a 50 percent probability.

24

you were buying all zero coupon bonds and they were

25

going to get you within 90 percent of what your rate

25

MR. GARCIA: I'm not used to seeing goals where
ACCURATE STENOTYPE REPORTERS, INC.
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2

of return -- required rate of return was, right?
MR. DAVIS: That's right. I think a few things

36

1

MR. DAVIS: The actuary is required to do a

2

valuation that says, here's the plan, here's the

3

to keep in mind. This is a traditional plan, which

3

liabilities, here's the assets, so we have a status.

4

means the benefits are backed up by investment

4

Right now the plan has an unfunded liability, and

5

returns but then back-stopped by employer

5

there's also a cost of sort of maintaining the

6

contributions. So to the extent you exceed the

6

current accrual of benefits. Right now the cost of

7

target return, the employer contributions can be

7

the plan is roughly about 7.8 percent of payroll, to

8

lowered and they would be lowered. To the extent

8

just accrue new benefits, and about -- a little over

9

you fall short of the target return, the employer

9

2 percent of pay to pay back the unfunded liability

10

contributions would be higher to make up for the

10

11

shortfall. And so the whole system kind of relies

11

12

on both those aspects of inflow to the fund.

12

payroll, as the cost of the plan that composes those

13

two different components. And 3 percent of that now

13

MR. COLLINS: I'm sorry. So it does rely on

that exists.
So right now we're at about 10 percent of pay,

14

cash inflows? So are you making presumptions about

14

comes from the employee, so the employer is on the

15

who is going to fund -- are things going to be

15

hook for the balance. And the actuary trues that up

16

funded?

16

every year.

17

MR. DAVIS: Yes.

17

18

MR. COLLINS: Interesting.

18

and achievable goal that was more than 50 percent,

19

MR. DAVIS: Not presumptions. What I do is

19

you would either have to adjust your asset

20

model the process that the actuary uses to determine

20

allocation plan or you would have to lower your rate

21

the contribution -- required contribution rates each

21

of return, achievable rate of return, correct?

22

year. Now, whether the legislature approves those

22

23

required rates or not, there have been --

23

I guess, put aside the actuarial assumption and

24

focus on the 5 percent real rate of return, and

25

should it be adjusted based on being less than

24
25

MR. COLLINS: And is the actuary making
assumptions about that, too?
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MR. DAVIS: Yeah. The actuarial assumption --
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1

50 percent. For one year being just at 48 percent

1

of where that money comes from is what's undecided

2

instead of 50 percent, I would say, no, that's not

2

at any point in time, whether it's going to be

3

enough, given the noisy nature of these kinds of

3

investment returns or contributions. It's going to

4

assumptions that we do.

4

be some mix of those two. If the investment returns

5

are better than expected, then contributions can
fall below expected levels.

5

If we see a pattern over a few years, where we

6

maybe are drifting further and further lower than

6

7

50 percent probability, then I think it would be

7

8

time to reevaluate just what you said, either the

8

beginning, where I was talking about the three

9

policy or the target itself, in terms of what we're

9

variables that the health of any pension plan

MR. WILLIAMS: And if we go back to the very

10

looking at. And that's really what the

10

depends upon, reasonable benefits, responsible

11

asset-liability study is intended to do, is just

11

funding and prudent investing, we control exactly

12

kind of keep a focus year to year but not instigate

12

one of those, prudent investing. So it's not up to

13

changes every time there's a little blip in the

13

us and it's not within our purview to say what's the

14

assumptions, in some of these things.

14

contribution rate and how much of it gets paid. The

15

legislature has that discretion. It's not up to us

15

MR. NEWMAN: Rowland, can I just make sure I

16

understand this? The 45 percent is the probability

16

to say what are the benefits, should they be

17

that we achieve this return on our investments. It

17

decreased, increased, spread out, compacted,

18

doesn't get affected by contributions, but it can

18

whatever. That's up to the legislature, too.

19

affect contributions; is that correct?

19

So, for example, you can see the phenomenon

20

MR. DAVIS: Yes.

20

that we've seen in the past few years, where

21

MR. NEWMAN: It's not 45 percent that we're

21

investment returns have in fact been quite strong

22

going to be able to make the payments, because we

22

and they've been well ahead of target, yet the

23

can go out and make them contribute more.

23

actuarial drift, to Rowland's point, has been

24

negative. Well, why is that? Well, it's several

25

things.

24
25

MR. DAVIS: That's right. There is 100 percent
probability that benefits will be paid. The source
ACCURATE STENOTYPE REPORTERS, INC.
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1

First and foremost, several years ago it was a

40

1

salary of every single FRS member is now coming out

2

shift in longevity for beneficiaries. No legal

2

of their pocket and into the fund. That was never

3

solution to that, as we always say. The other

3

there before.

4

couple of variables were that given the degree of

4

5

extremis that the State's finances were in, the

5

seen this negative trend in the actuarial funding

6

legislature, for three consecutive years, the first

6

level. I'm hopeful that trend is going to reverse,

7

three consecutive years since the creation of the

7

because this year, with the improvement of the

8

FRS back in the mid-1970s, for the first time, they

8

economy, the legislature stepped up and has paid the

9

didn't pay the full actuarial contribution. So we

9

full nut, and I would like to think it will be a

10

had $3 billion in forgone contributions.

So it's somewhat counterintuitive that you've

10

return to the standard they've established over many

11

And then in addition to that, you've had a

11

decades going forward. Whether that will be the

12

couple of other things, what I would call technical

12

case, I don't know, and we don't control it.

13

things, on the actuarial side, not the actuarial

13

14

side we control, that had to do with the rate at

14

year, as you phrased it? How much did the

15

which savings were realized, but when you consider

15

legislature put in?

16

that not only were the investment returns really

16

17

good, but there was also benefit reform that was

17

number was. Is Ron Poppell in here? Ron, do you

18

meaningful.

18

know? Say that again. 800 million system-wide.

19

In 2011 there was an elimination of the cost of

MR. WENDT: And how much was the full nut this

MR. WILLIAMS: I don't know what the total

19

MR. COLLINS: System-wide.
MR. WILLIAMS: Yeah. Keep in mind, we've got a

20

living adjustments on retiree benefits. That's a

20

21

big thing actuarially because that's an inflation

21

22

factor going away that would otherwise be

22

23

permanently attached to your benefit payment

23

mean, they passed it, and a lot of -- if you read

24

streams. You also had the plans become contributory

24

the clippings from like the last week of session, a

25

for the first time ever. Three percent of the gross

25

lot of this was passed in the last week of session,

ACCURATE STENOTYPE REPORTERS, INC.
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1

where they were making the local governments fund

1

to do. But, again, we don't control that. We had

2

this amount of money, and some of them didn't even

2

nothing to do with it.

3

realize it.

3

4

MS. ELIA: That's exactly right, yes. So it

MR. COBB: I have a question. I've been asked

4

by legislators, and I'm sure my colleagues on the

5

went into the local governments and then had to be

5

council have been, too, of what we think of the idea

6

immediately turned around and came back out into the

6

of a purely contributory plan. Can you talk a

7

retirement.

7

little bit about what you have advised the

8

legislature on what the impact on the pension plan

9

would be if there are no more contributions to that

8
9

MR. WILLIAMS: Right. And the back story on
that is, there was some press over the past few

10

weeks about contribution levels, but different local

10

plan and it just works its way off and all new

11

governments treated that whole 3 percent of employee

11

amounts, new employees are on a contributing basis?

12

contributions in different ways. Some local

12

What's going to be the impact of that? And what are

13

governments, the 3 percent was used to -- the

13

you saying to legislators that are asking you about

14

3 percent reduction in contribution requirements,

14

that, and what kind of analytical process have you

15

because what happened at the state level was the

15

been providing?

16

legislature simply reduced the contribution

16

MR. WILLIAMS: Well, the most honest answer I

17

requirements for state and local employers on a

17

can give you is they haven't been asking. Perhaps

18

dollar-for-dollar basis equal to what the employees

18

surprisingly, but that's the truth. But what we

19

put in. So no additional money actually went into

19

know, because it's obviously something we've given a

20

the pension system. It was just a transfer. And

20

lot of thought to because it is a possibility and we

21

some local governments took that 3 percent and

21

would be irresponsible not to think about what the

22

turned around and gave their employees raises.

22

ramifications are, what we think is the inevitable

23

MR. COLLINS: Kind of like the lottery, right?

23

outcome of closing the defined benefit plan would be

24

MR. WILLIAMS: Others didn't. And you had no

24

at some period of time -- we would work with Rowland

25

to determine what that period of time might be, but

25

way of knowing what your member employers were going
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1

probably something no less than two years, probably

1

going to reduce the benefits.

2

not much more than five years, it would start to

2

3

bear on your liquidity, which means our ability to

3

reform. And if you simply close the DB plan, you're

4

make less liquid investments, more volatile

4

not necessarily changing its forward liabilities,

5

investments. Think things like private equity,

5

because those are vested liabilities, they're

6

venture capital, where you're locking up capital for

6

earned, and there's a lot of law that supports, you

7

8- to 12-year partnerships, things of that nature,

7

can't re-trade those on a retroactive basis, absent

8

our ability to do those would go down. The same

8

a bankruptcy or a Detroit kind of situation,

9

might be true of real estate, where you make

9

something like that. Stockton, California, is

We've already had some degree of benefit

10

commitments over a very long horizon. Our ability

10

another one that's in play right now. So it raises

11

to tolerate volatility over time would tail down.

11

questions about what you can do.

12

All of those taken together imply a reduction

12

13

in your aggregate allocation to risk assets, which

13

whether defined benefit pension programs are an

14

means a greater dependency on fixed income assets

14

affordable and sustainable feature of modern day

15

and probably aggregate lower portfolio returns,

15

life. But that's well above my pay grade. What we

16

which means higher cash flows from other sources.

16

do here is invest the money, and whatever

17

Remember what Rowland said, money comes from

17

legislative policy is in that area it will be, and

18

employer contributions, it comes from investment

18

we will give them every bit of advice we can to the

19

returns, and it comes from employee contributions.

19

best of our ability, to the extent they want it.

20

MR. COLLINS: I have a sense that the

20

And if you're structurally changing what you

And it's a very legitimate public discussion on

21

can do on the investment side in a manner that

21

45 percent, as uneasy as we are with that

22

pushes your ability to generate returns down, one or

22

probability, if what happens is the elimination

23

both of two things is going to happen. You're

23

going forward of the defined benefit program, that

24

either going to have to get more money from

24

45 probably goes to, I don't know, 25, maybe,

25

somewhere else to pay those benefits, or you're

25

because you have to switch your whole asset
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1

allocation. And as you pay down more, then it

1

been in existence since I've been involved, for like

2

changes more, which further ratchets down your

2

over 15 years, without any real substantial changes,

3

return assumption. I don't know. I'm just

3

had a cost, as determined by the actuary, that was

4

guessing. But your probability is going to go down

4

about 12, 12 and a half percent of pay.

5

if you eliminate that program, I've got to believe.

5

6

MR. DAVIS: We've done sensitivity pretty much

6

hire coming into that plan -- and there were no

So basically one way to think of it is, a new

7

every year for the last several years of what

7

employee contributions, so it was all paid by the

8

happens, what would the analysis look like if the

8

state or the employer -- could be told, our actuary

9

plan were to close to new entrants. And in all

9

estimates that the value of this benefit to you as a

10

cases, there's a noticeable shift towards a more

10

new employee is roughly 12, 12 and a half percent of

11

conservative investment policy and one which we

11

your pay.

12

think would kind of grow over time.

12

13

But it's noticeable, even at the start, that

The changes that have occurred over the last

13

few years have brought that 12 percent -- now, the

14

you would be inclined to take some risk off the

14

changes include, the biggest ones are the phase-out

15

table, because basically you're shortening the

15

of the COLA, so that new employees don't have any

16

maturity structure of the liabilities. And so

16

post-retirement COLA, and changes in early

17

having to deal with it over a shorter time period,

17

retirement eligibility and accrual rates -- have

18

even though we're still talking pretty long time

18

brought that 12 and a half percent to about

19

periods, but it starts to shorten, and you need to

19

7.8 percent. So that's pretty significant. And now

20

deal with that.

20

the employee pays 3 percent of that.

21

I can offer a little background, not an answer

21

22

to your question but a little background that might

22

a half percent of pay to something less than

23

be helpful on legislative reforms that have already

23

5 percent of pay. So it's been significant. That's

24

taken place. And I'm ball-parking a little bit

24

the ongoing cost. Now, that doesn't deal with

25

here. But go back a few years, the plan that had

25

unfunded liabilities and paying those off and all
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1

that. But just sort of the regular -- if the plan

1

MR. COLLINS: Right?

2

were exactly 100 percent funded, these are the kind

2

MS. ELIA: Yes.

3

of cost rates that the actuary would determine for

3

MR. COLLINS: So Ash isn't getting asked

4

you.

4
So just as a perspective, I think the changes,

5

because they don't want to hear the answer.

5

MS. ELIA: I know that, but I think it's an

6

the benefit changes, legislative changes have been

6

important thing, that as we're asked questions about

7

significant. It's not just kind of playing at the

7

that -- because I will be. I represent almost

8

edges.

8

28,000 people in my district, and I'm only
7.7 percent of the public employees involved in

9

MS. ELIA: Can I ask a question? So what was

9

10

proposed this year didn't pass and is coming back.

10

schools. And so that's a huge number of people that

11

are concerned about the change in the plan. And I

MR. DAVIS: Yeah. I mean, Ash knows more, much

11
12

more than I do. I get my tidbits from Ash on this

12

think we can identify that, as Rowland pointed out,

13

one.

13

those things that have occurred in the past have
been to strengthen it.

14

MS. ELIA: But he hasn't been asked.

14

15

MR. DAVIS: He hasn't been asked, but he hears

15

But the question needs to come up whether or

16

things, right? Am I characterizing that, in terms

16

not the proposed legislation that didn't pass last

17

of --

17

year that is coming back with other forms or

18

MS. ELIA: I think, Ambassador, it's an issue

18

whatever is something to strengthen or not. I think

19

when people are asking you, and we don't have that

19

that should be a question that is raised with the

20

kind of a discussion with the SBA. I think that's

20

SBA. We can't raise it, but it needs to be on the

21

an important thing that needs to be pointed out.

21

page. And I think those of us who can get that out

22

should certainly share that. So as people are

22

MR. COLLINS: Well, I get the sense that when

23

you're not asked a question, it's because they don't

23

asking me, my point would be, we need to look very

24

want the answer.

24

carefully at how it would affect the SBA.

25

MS. ELIA: Thank you.
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1

said, we're happy to be a resource to anyone. And

1

question, well, how much do I get paid for taking

2

our objective would be, to the extent there are

2

the risk. And that's expressed by something called

3

elements of the plans we have now -- because keep in

3

the equity risk premium.

4

mind, when people say should we switch from DB to

4

And the reason that some of the modeling

5

DC, we already run the DC plan. Ron Poppell back

5

recently has suggested that it might make sense to

6

here runs one of the most successful DC plans in the

6

increase the proportion of risk assets is that that

7

country. It's growing rapidly. It's performing

7

risk premium is currently at a level of about

8

well. It's low cost. It's very sound. By the same

8

4.76 percent. It's perceived, though, that the

9

token, the DB side of our system is very healthy,

9

reason that level is so high, and that's very high

10

very sound, very efficient, and has a good track

10

compared to its historic norm, is not because

11

record.

11

there's a particularly robust set of opportunities

12

out there in which you can make risky investments --

12

So to the extent we can take the basic building

13

blocks that we've got and combine them in some way

13

and I don't mean risky in an absolute sense, I mean

14

to simultaneously alleviate public policy concerns

14

in a relative sense, meaning equity-like

15

about sustainability and cost without creating new

15

investments -- it's that fixed income rates have

16

concerns elsewhere, that would be I think a smart

16

been so low, which means it's artificially high. So

17

synergy that would be beneficial to all. But that's

17

rather than simply slavishly follow the model and

18

the discretion of the legislature.

18

jack up our exposure to risk investments, Rowland

19

Can we move on? Thank you. So we talked a

19

very thoroughly at our last meeting, I recall,

20

little bit about sensitivity and how we test various

20

outlined why that equity risk premium was elevated

21

things. One of the key things we found here -- and

21

and therefore should not be used as is in the

22

this, I think I actually passed the page a minute

22

modeling.

23

ago where the point was made, but one of the key

23

24

things driving the balance between the appetite for

24

basis points, to a level of 3.76, which is still

25

risk assets and non-risk assets is the obvious

25

relatively high compared to where it's historically
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1

been, but it's a heck of a lot more reasonable than

1

tying out the decision that we started back in March

2

4.76. Put that through the model, run a series of

2

about fixed income. And, hey, you know, you can't

3

simulations with it. And it caused us to come to

3

have QE forever. You can't have central banks

4

the conclusion that the basic allocation of risky to

4

around the world running the printing presses day

5

non-risky assets is appropriate pretty much where it

5

and night, not have inflation, not have rates go up,

6

is, which is at about a level of 75 percent risk

6

and not have fixed income as an asset class feel the

7

assets. So that's where we ended up back in March.

7

pain and reflect that pain in its pricing.

8

MR. NEWMAN: Ash, what is the norm?

8

9

MR. WILLIAMS: The norm for us?

9

So what should we do about that? Should we
reduce fixed income? Should we eliminate it?

10

MR. NEWMAN: No. Just, you know, we went --

10

Should we change the mix of risky versus non-risky

11

MR. WILLIAMS: Across funds broadly in the

11

assets? By definition, if you reduce what you're

12

doing in fixed income, the money has got to go

13

somewhere else, and that somewhere else is almost

12

industry?
MR. NEWMAN: No. We went from the 4.76 to

13
14

3.36. What would the -- you said that's still

14

certainly not cash. So is it equities? Is it

15

higher than norm.

15

private equity? Is it real estate? Is it hedge

16

MR. WILLIAMS: Right. Rowland, what's the

16

funds? What is it? And when we look at the answers

17

average? You've got a chart in here that has it in

17

to those questions, we have to consider what the

18

it.

18

implications are for volatility, for contribution

19

shock that could result, liquidity ramifications, et
cetera.

19

MR. DAVIS: Looking over the last 50-plus years

20

and looking at 15-year rolling periods, the average

20

21

worked out to about three and a quarter percent.

21

22

MR. WILLIAMS: So basically if we -- let's wrap

When we look, too, at what we have now, we have

22

targets, and then we have bands around each target

23

up on the March '13 study. If we go back and look

23

that give us pretty significant latitude for

24

at what frames up some of the discussion we're

24

tactical moves on a day-to-day basis. And

25

working through today, what we're doing today is

25

essentially what that means is we don't have to make
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1

tactical moves with great frequency on the

1

that I did through June 21. And where we are then

2

allocation targets themselves because they're

2

is that I guess fixed income is pretty close to

3

understood to be longer-term targets.

3

where it is here, which is right at the bottom of

4

the range, and global equity is up toward the top of

4

We have a group here at the board we call the

5

senior investment group that meets monthly. It's

5

the range, and the other assets are more or less in

6

basically all of our senior investment officers, all

6

their sweet spot.

7

of whom are here; John Benton, myself, our chief of

7

8

risk and compliance, and a number of other members

8

the entire landscape that we're going to go through

9

of top management here at the board. And we go

9

today, Lamar -- unless anybody on the council has

10

through what the opportunities and risks are and

10

any questions, Lamar, why don't you go ahead and

11

tilts we could put on the aggregate portfolio, how

11

give us a little more specifics on the legal and

12

we might better express investment exposures in more

12

fiduciary constraints, and then we'll jump into the

13

efficient ways, ways we might mitigate risk

13

asset class by asset class opportunities and go from

14

exposures, et cetera.

14

there.

15

So just putting a little more on this, we also

15

So with that very quick and broad background of

MR. GARCIA: And, Lamar, your written material

16

have the ability within the asset classes to make

16

was very self-explanatory, and in the interest of

17

very specific execution changes so that we mitigate

17

time, I would request that you be brief, please.

18

risks and enhance our ability to access

18

MR. TAYLOR: Sure, absolutely.

19

opportunities. And we're going to go through that

19

MR. NEWMAN: Can I ask one question before we

20

class by class in just a little while.

20

leave that? Just looking at this, where we're at

21

59 percent and our policy high is 60 percent, so we

21

So if you come to the present and look at where

22

we are in our allocation ranges, this will give you

22

would have to change the policy, or do you have some

23

a sense of where we are. And I printed off a

23

room to go above that?

24

graphic of where we were in allocations as of the

24

25

close last -- I actually have an updated printout

25
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1

liquidity needs and holding it down that way. I

1

2

think we've had some help from the markets on

2

3

pressing the upper bound of this limit in the past

3

4

couple of days, if I had to guess, pretty

4

5

significantly.

5

thing to note about that approach, which is using

6

whatever asset class is overweight as a liquidity

6

But just to give you an idea of how robust

it there. Get it away.
MR. COLLINS: Got you. Skimming is maybe not
the right word. Sorry. I'm new.
MR. WILLIAMS: Right, right. And the other

7

these equity markets have been, we have paid the

7

source, is there are transaction costs with that, as

8

entirety of all of our monthly benefit

8

there are with rebalancing. You may have some

9

contributions, and those have been running at right

9

transaction cost exiting positions, but you're going

10

around 600 million a month, plus all of our capital

10

to cash, so you're only paying half of the in and

11

calls for other investments, they've been coming

11

out cost that you'd otherwise be paying in

12

right out of global equity. And Janice and Scott

12

transactions. All right. Lamar.

13

are looking somewhat fatigued because they've been

13

14

moving wheel barrows full of hundred dollar bills to

14

legal and fiduciary environment in which asset

15

get this done day and night for months. But that's

15

allocation decisions -- sorry. Is this better?

16

what we've been doing.

16

There we go. So I'm going to discuss briefly the

17

legal and fiduciary environment in which asset

17

MR. COLLINS: So you've been funding all of

MR. TAYLOR: I'm going to briefly discuss the

18

this out of equities, or you would be higher than

18

allocation decisions and adjustments need to be

19

the 59 percent. So that's what you're saying has

19

considered by the board.

20

kept it under the 60 percent, irregardless of what's

20

21

happened in the market the last couple of days.

21

number of Florida law provisions that apply to the

So if you'd turn to the next slide, there are a

22

MR. WILLIAMS: Right, yes.

22

SBA's investment activities, and particularly the

23

MR. COLLINS: Just been skimming it off the top

23

asset allocation decisions of the board.

24

Specifically, section 215.47, it's a statute I'm

25

going to mention a number of times through the

24
25

and that's -MR. WILLIAMS: Just take it out. We don't want
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1

presentation. That section provides that the SBA

1

order to minimize the risk of large losses.

2

must make investments in order to maximize the

2

Ordinarily, a fiduciary should not invest an unduly

3

return consistent with risks incumbent in the

3

large portion of a portfolio in one type of security

4

investments, in a manner that's designed to preserve

4

or in a way that's dependent on one enterprise or

5

the appropriate level of diversification of the

5

locality.

6

portfolio.

6

7

In addition to that directive and as an

The standard is a facts and circumstances

7

standard. So it's based on all the facts and

8

underscore to it, the Florida Legislature has

8

circumstances at hand. About as specific as ERISA

9

subjected the SBA's investment activities to an

9

gets is actually in the legislative history of

10

ERISA fiduciary standard of care. Now, ERISA is a

10

ERISA, and there's a committee report that lays out

11

federal law and doesn't technically apply to state

11

some factors that fiduciaries could consider in

12

governmental pension plans like the Florida

12

terms of their asset allocation determinations. And

13

Retirement System. But the Florida Legislature has

13

those would be listed on that slide in terms of the

14

specifically applied a portion of ERISA related to

14

purpose of the plan, the amount of the assets

15

the ERISA fiduciary duties to the SBA's investment

15

involved, financial and industrial considerations,

16

activities. And in particular, the duties of

16

the type of investment, geographic distribution,

17

loyalty, prudence and diversification.

17

dates of maturity.

18

Now, in terms of asset allocation, of those

18

And these aren't considerations that every

19

three, the two that are most directly applicable are

19

fiduciary has to consider in all cases. It depends

20

the duties of prudence and diversification. And I'm

20

on the facts and circumstances of what may or may

21

going to talk about both of those duties today, and

21

not be relevant at the time. The overall important

22

I'm going to start in reverse order with the concept

22

aspect is to ensure that the portfolio is

23

of diversification.

23

diversified in order to minimize the risk of large

24

losses.

24
25

So from an ERISA standpoint, diversification
requires that fiduciaries diversify investments in
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1

certain applicable state law limitations. Section

1

2

215.47 is actually a statute that sets out a

2

3

permitted investment list for the state board. It's

3

SBA has to keep in mind in terms of its asset

4

a fairly lengthy statute, over 20 provisions. It

4

allocation decisions, and general ERISA fiduciary

5

sets out specific investment, permitted investment

5

diversification requirements and state statutory

6

items, as well as percentage of fund portfolio

6

limitations and state statutory prohibitions. And

7

limitations. And I won't go through them all.

7

so how does it go about applying these

8

They're fairly detailed.

8

considerations to the FRS investments that it makes?

9

And that's through the FRS investment policy

9

But by way of example -- and I put these in the

Iran and Northern Ireland.
So these are the types of considerations the

10

background material. For example, under 215.47 the

10

statement. We touched on that earlier.

11

fund is limited to investing no more than 25 percent

11

12

of any fund in mortgage securities like Ginnie Maes

12

that all investments of the FRS must comply with the

13

and Freddie Macs and Fannie Maes, limited to

13

policy statement. It sets out an investment

14

investing no more than 20 percent of the fund in

14

objective of earning a real 5 percent rate of return

15

alternative investments. And it's limited to

15

over time. Importantly, it establishes that the

16

investing no more than 80 percent of the fund in

16

risk, from the SBA's perspective, is failing to earn

17

certain common stocks, preferred stocks and

17

that 5 percent real rate of return over long periods

18

convertible bonds.

18

of time.

The FRS investment policy statement provides

19

In addition to these statutory investment

19

20

limitations, there's also some state statutory

20

diversification that's set out in the target

21

investment restrictions and prohibitions. And we

21

portfolio is the manner in which the SBA is to

22

talked a little bit about this earlier in terms of

22

mitigate the risk of failing to earn this rate of

23

the PFIA legislation. But the state board is

23

return over long periods of time.

24

limited under certain circumstances in investing in

24

So the question then is how is this target

25

companies doing business in or with Cuba, Sudan,

25

portfolio developed. And essentially that's what we
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1

will have a very lengthy discussion throughout the

1

process. You can describe the concept of prudence

2

rest of the day in much more detail. But in a word,

2

in terms of substantive prudence and procedural

3

that target portfolio is developed prudently. And

3

prudence, whereas substantive is relating more to

4

so this is the part of the presentation where I will

4

the merits of a decision, which is reasonable on its

5

shift gears and talk a little more about the concept

5

face. Procedural prudence can be described, as you

6

of prudence.

6

would expect, in terms of process.

7

So the target portfolio is developed through a

7

But essentially, the question of prudence is

8

process that's subject to a fiduciary standard of

8

generally looked at after the fact, after a decision

9

prudence. And what that means is, fiduciaries are

9

has been made. And whether you're dealing in terms

10

required to employ the level of care, skill and

10

of substance or process, you tend to concentrate or

11

diligence that a prudent investment professional

11

converge on essentially the same questions. And

12

would use under similar circumstances. And there's

12

that was, what did the fiduciaries consider at the

13

two points I want to make about the concept of

13

time; did they engage in the proper process, did

14

prudence.

14

they consider the proper facts and circumstances.

15

The first is that it's a heightened standard

15

So as a practical matter, questions of prudence

16

with respect to the SBA. It's not evaluated in

16

tend to ultimately result and revolve around

17

terms of whether or what an ordinary layperson would

17

questions of process. In that regard, it's

18

do under the circumstances, but rather what would a

18

important that fiduciaries ascertain relevant facts,

19

person do having experience under similar

19

consider options and obtain expert advice if needed

20

circumstances, with similar matters, do under the

20

or appropriate.

21

circumstances. So from the SBA's perspective, it's

21

And in terms of developing the target

22

essentially what would a prudent investment

22

portfolio, the IPS helps the SBA establish its

23

professional do under the circumstances.

23

prudent standard in that regard, because the IPS

24

specifically provides that in developing the target

25

portfolio, the SBA must consider information from

24
25

The second thing I want to point out about the
concept of prudence is that it tends to focus on
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1

actuarial evaluation and reviews and asset-liability

1

pleasure to be here today. I thought I'd do a

2

studies, asset class risk and return characteristics

2

couple of different things. One, provide just a

3

and timing of cash demands as well as expected

3

brief overview of the asset allocation and the

4

return and volatility and liquidity of each asset

4

asset-liability process. You spent a lot of time on

5

class.

5

that previously. Mr. Williams gave a great intro

6

and a great reminder of some of the discussions that

6

So those are part and parcel of the aspects in

7

terms of ascertaining relevant facts and considering

7

you had in the past. And Mr. Taylor set the table

8

options. And I would also submit that the process

8

very nicely as it relates to fiduciary

9

that we're undertaking today and that we undertook

9

responsibility. So I won't tread on those areas too

10

in the previous quarterly meeting also helps

10

11

establish the concept of prudence from the SBA's

11

12

standpoint in terms of developing the target

12

qualitative aspects that should factor into setting

13

portfolio and its asset allocation determinations.

13

asset allocation, and then I'd love to close with

14

So in a nutshell, that's my part. I think it

14

just what we see, what are our other clients doing

15

was relatively brief. But I'm happy to answer any

15

and what do we see around the country in terms of

16

questions.

16

issues on asset allocation, in terms of risk or

17

issues on inflation concerns, expectations for fixed

18

income and some of the things that you've been

19

grappling with. Mr. Williams talked about spending

20

more time on these issues, and by and large, we are
definitely seeing many of our clients --

17
18
19
20

MR. GARCIA: Any questions? Thank you very
much, Lamar.
MR. TAYLOR: With that, I'll turn it over to
Rowland.

21

MR. DAVIS: I'm going to pass it to Steve Voss,

21

22

who is here today from Hewitt EnnisKnupp, filling in

22

23

for Mike Sebastian, a senior partner in the firm,

23

24

and then Kristen and then back to me.

24

25

MR. VOSS: Good afternoon, everyone. It's a
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25

heavily.
I'd like to also talk about some of the

MR. PRICE: Could you get closer to the mike?
It's really breaking up.
MR. VOSS: Sorry about that. You bet. We are
seeing a number of clients and other entities around
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1

the country spending a great deal of time on asset

1

down at the center of the distribution but looking

2

allocation right now, so your time is well spent and

2

at the tail end of the distribution, looking at more

3

you're in good company in doing so.

3

volatile expectations than what otherwise might be

4

modeled, and pulling out specific unique

4

I'll go ahead and advance to the first slide

5

here. I won't go through all these points but just

5

circumstances to help you as fiduciaries understand

6

stress the importance of asset allocation. You've

6

what happens if the following scenario takes place.

7

heard before, you've heard us say and others say

7

So the asset-liability study and model itself is

8

that 90 percent of your future returns are going to

8

very useful for looking at very specific what if

9

come from your asset allocation decisions, the other

9

questions and scenarios. And Rowland has some

10

10 percent manager selection, another kind of more

10

examples of those that he'll walk you through in

11

slippery factor. So setting the asset allocation is

11

just a few minutes.

12

critically important.

12

13

There's a variety of different tools and

Beyond the asset-liability model, what are some

13

of the other factors that institutional investors

14

processes that you have at your disposal to help you

14

look at to helping them set asset allocation? Well,

15

set that asset allocation. And one is the

15

we think that there's three key qualitative factors

16

asset-liability study itself. And what is the

16

as well. Governance, the time horizon and portfolio

17

purpose of the asset-liability study? Rowland will

17

size. And we list those on the screen here in front

18

talk a little bit more about this and spent a great

18

of you.

19

deal of time talking about this at the March

19

20

workshop. It's to help you address the overall risk

20

unique in a variety of different ways compared to

21

appetite for the fund, recognizing the liabilities,

21

some of your peers. Your portfolio size -- I'm

22

looking at cash flows, funded status, et cetera.

22

going to start from the bottom and work my way up.

23

Your portfolio size is definitely a unique

23

So the asset-liability study can also be very

As it relates to you all, you're different and

24

helpful for shining a bright light in darker corners

24

characteristic. You're rather large. That means

25

of risk and return expectations, not just looking

25

that investing in certain niche marketplaces can be
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1

very difficult, be difficult for you to get proper

1

importance of governance just a few minutes ago.

2

exposure to things like bank loans, and you might

2

When we look at governance, we look at a continuum

3

only be able to play at the margin in such areas.

3

of strategic versus being flexible. We see a lot of

4

But your large size also gives you access to

4

good things within SBA in terms of your ability to

5

the full opportunity sets that you have out there

5

be flexible and to be tactical, that you have a

6

available to you and helps you lower fees through

6

skilled and talented investment team in-house, have

7

economies of scale. Your time horizon, this is

7

been managing assets for many, many years. They do

8

probably one of the greatest uncertainties that

8

have the necessary, I believe, discretion to be

9

faces you and many other public-sponsored defined

9

tactical, to allocate assets in accordance with the

10

benefit plans. Ash spoke earlier about some

10

set policies, but also to be able to go to the outer

11

uncertainties that remain within the legislature

11

edges of those policies.

12

here in the state of Florida. We see that with

12

13

other states as well and other municipalities, that

13

you have. Fixed income right now is plus or minus

14

there is pressure on DB funds.

14

eight percentage points that you can deviate. So

And Mr. Williams pointed out the ranges that

15

Right now you are an open plan and you do have

15

you have that flexibility to be tactical and the

16

the ability to participate in illiquid investments,

16

investment staff in place to help you be able to do

17

things like private assets, private real estate and

17

that.

18

so on and so forth. And I understand, from Ash's

18

19

presentation a few minutes ago, that your

19

domain, so there's certain scrutiny that's on you,

20

allocations to those areas, you have the ability to

20

as well as many of our other clients. We think open

21

allocate as much as 20 percent into those

21

discussions like this helps mitigate that. Having a

22

alternative areas. We think that is a key advantage

22

clear documented process in place also helps

23

for the SBA.

23

mitigate that, and then ongoing review and

24

monitoring, which we understand that you participate

25

in at great length.

24
25

Governance, and this is incredibly important.
Mr. Taylor's presentation talked about the
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Let me pause there, and what I thought I'd

70

1

interest rate sensitivity, like the intermediate

2

do -- I don't have a slide on this, but just tell

2

aggregate. We are seeing more institutions also

3

you what we see other funds doing, if that is of

3

look at the plus sectors of fixed income. I mention

4

interest to you as it relates to asset allocation in

4

bank loans in here. Things that float, floating

5

particular and as it relates to things like

5

rate notes and other such securities are being

6

inflation and fixed income. Would that be of

6

looked at at the margin by many institutions.

7

interest?

7

And then just allowing staff discretion, the

8

So there's actually -- as a prop, there was a

8

internal investment team discretion to be more

9

great P & I article that many of you may have seen

9

tactical, to make decisions on the yield curve, to

10

dated June 10th, and it outlines what public pension

10

shorten duration, and to make decisions on

11

funds have been looking at as it relates to fixed

11

allocating assets outside of the benchmark. So

12

income in particular. And it lists you and a number

12

we're not seeing movements away from fixed income.

13

of your peers and what your target allocations are

13

We're just seeing the composition and the nature of

14

to bonds.

14

bonds being used changing.

15

The short of it is, institutional investors are

15

I'll pause there and see if you have any

16

not moving away from their allocations to fixed

16

questions about some of the other things that we're

17

income. They're maintaining those allocations.

17

seeing institutional investors do. And if not, I'll

18

When we look at peer universes, we see numbers

18

turn it to Kristen to talk about how we go about

19

somewhere in the neighborhood of total assets of 24

19

measuring whether or not an asset allocation has

20

to 26 percent allocated to fixed income. I believe

20

served its purpose over time. We have three

21

you're right in the middle of that.

21

different metrics that we'll look at there. Any

22

questions or comments?

22

What we are seeing is more and more

23

institutions looking at the way they get that fixed

23

24

income exposure, moving away from the aggregate bond

24

25

index to something with a lower duration and less

25

ACCURATE STENOTYPE REPORTERS, INC.

MR. COLLINS: I have one question, Ash.
Mr. Chairman.
MR. GARCIA: Sure.
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1

MR. COLLINS: The other people that you're

1

MS. DOYLE: Thanks, Steve. So we talked a lot

2

seeing that aren't moving away from fixed income --

2

about, at the last IAC meeting and today, about the

3

and Ash mentioned this before. We've over the years

3

process and the fact that we have a quantitative

4

achieved more and more or a more diverse investment

4

aspect of the process and a qualitative aspect. But

5

authority, right, strategics being I guess the

5

if we were going to actually measure whether the

6

newest one that we've moved into.

6

asset allocation that has come out of that process

7

Do those people that are not moving out of

7

was actually achieving the goal that we've set, we

8

fixed income, generally do they have as broad of an

8

would measure that in three ways. We're proposing

9

investment authority as we do? And the reason I'm

9

three ways.

10

asking that, is there some other motivation for them

10

11

not to be maybe looking elsewhere because it's like,

11

relative to the investment objective that's set by

12

well, where do I go? Right? So I'm wondering how

12

policy, which we've talked about today, which is the

13

diverse their mandate is.

13

absolute nominal target rate of return of inflation

14

plus 5 percent. We define that as a reasonable way

14

MR. VOSS: That's a good question. So by and

One would be the actual performance of the fund

15

large what we see is peers like you that are large,

15

to measure that the investment return, which is one

16

sophisticated funds that do have the discretion and

16

leg of the stool that supports the pension plan and

17

authority to invest in alternative investments, they

17

the funding of the pension plan, is contributing

18

have been doing that for some time, much like you

18

significantly to the ability of the pension plan to

19

have as well.

19

not only pay benefits but to keep costs stable over
time.

20

MR. COLLINS: Thanks.

20

21

MR. VOSS: Other questions or comments? You

21

Secondly would be relative to peers. I have a

22

all have been engaging in dialogue all afternoon

22

major caveat here in that we look at performance

23

long, and I'm sure there are different questions

23

relative to the most relevant peer group, which in

24

that will pop up through Kristen's presentation and

24

your case are very, very large public pension plans.

25

Rowland's, so we appreciate that.

25

But even amongst that peer universe, circumstances
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1

can vary quite dramatically, from funded status to

1

And so we show this to indicate that over most

2

contribution requirements, cash flows, whether the

2

trailing 10-year periods, the FRS has exceeded that

3

plan is cash flow positive or cash flow negative,

3

absolute return, and there's a couple of lines here,

4

benefit structure. So want to make sure that we

4

but it's the dark blue line that you want to focus

5

don't use that as the guiding force but look at it

5

on. Now, in the most recent period, so 10 years

6

as one measure. And then thirdly would be the world

6

ending '08, '09, '10 and '11, there's been

7

market opportunity set, and I'll explain that when I

7

underperformance relative to that absolute return

8

get to that slide.

8

target due to the significant downturn that we saw
in the market and the fact that the FRS has a

9

So this is some information we've shown in the

9

10

past. We show this on a quarterly basis within the

10

significant allocation to global equity. But you

11

quarterly performance reporting that we provide.

11

can see that at the far end, the 10-year return has

12

We've also shown this in past IAC materials as a

12

actually started to creep back up above that

13

part of the asset allocation, asset-liability study.

13

absolute nominal target rate of return.

14

But this is basically over the longer periods of

14

15

time, 15, 20, 25 and 30-year periods, the actual

15

earlier in noting that there is going to be some

16

return of the FRS relative to that 5 percent real

16

fluctuation of the actual return around this target

17

return investment objective set by policy.

17

nominal rate of return, which is why we want to

18

focus on the top chart.

18

And you'll see that over the 15-year period,

So this gets back to the discussion from

19

there's been some underperformance of the FRS

19

20

relative to that target, but over the longest

20

of this information in our quarterly performance

21

periods of time, the FRS has far exceeded that

21

reporting as well. The chart on the top is the --

22

target. And then on the bottom are rolling 10-year

22

this is gross of fees because the universe, the TUCS

23

periods. And the red line that you see there, that

23

universe, which is the Trust Universe Comparison

24

stable line is that absolute nominal target rate of

24

Service, is provided on a gross-of-fee basis. So I

25

return.

25

want to make sure we're comparing apples to apples.
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1

The beige bar is the total FRS return over the

1

2

trailing periods.

2

terms of the performance.
MR. GARCIA: Kristen, could I ask if your -- at

3

And then we have the Top 10 Defined Benefit

3

the other meetings where we've been presented

4

Plans. That's the most relevant peer group for this

4

material with the comparison to the TUCS group and

5

plan. And then we have a broader measure, which is

5

BNY Mellon group, I always ask, who are we comparing

6

the total defined benefit plan universe that TUCS

6

ourselves to? What is that population?

7

provides, which is a much, much broader universe.

7

8

And you can see that over all trailing periods

8

funds that are in there or the description of the --

9

relative to both universes, either the fund has

9

MR. GARCIA: The most specific description that

MS. DOYLE: Do you mean in terms of the actual

10

returned very similarly to the median fund within

10

you can give us so we know what the comparison is

11

that universe or exceeded it.

11

to.

12

And then the chart on the bottom, this is

12

MS. DOYLE: So the TUCS Top 10 Median are the

13

actually net of fees, so we take out the effect of

13

top 10 defined benefits plan in the U.S. And that

14

fees, because the BNY Mellon Universe is provided

14

could include corporate and public pension plans.

15

net of fees, and this is the BYN Mellon Universe,

15

Most of the time the public pension plans are the

16

with plans that are over a billion dollars in size.

16

larger plans. There may be one or two corporate

17

And you can see that with the exception of the

17

plans in that universe. But that's what that

18

three- and the five-year period, over the one-year

18

universe represents.

19

and the ten-year, the FRS has outperformed its

19

MR. GARCIA: Do you know who they are?

20

peers.

20

MS. DOYLE: They do not provide us the -- we

21

And there's not dramatic underperformance or

21

could probably figure it out. But, no, these

22

dramatic outperformance. And what that would

22

universes are not transparent in terms of we don't

23

indicate to us is that you're behaving similarly to

23

see a list of the underlying constituents.

24

your peers, and your return is, over a lot of these

24

25

periods, actually doing better than your peers in

25
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one of them.
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1

MS. DOYLE: Yes.

1

flow, net cash flow in or out, are they paying more.

2

MR. WENDT: California and Texas.

2

Just so that as we look down the list, we can kind

3

MS. DOYLE: California, Texas, New Jersey.

3

of compare.

4

MR. GARCIA: Would there be corporate ones as

4

5
6
7
8
9
10

well?
MS. DOYLE: There may be one or two corporate
plans in there.
MR. COLLINS: How about TIAA-CREF, would they
be in there?
MS. DOYLE: I don't think so. I don't have,

MR. WENDT: Mr. Chairman, if you'd like to look

5

back, I think some of the information we got on the

6

compensation study listed the asset size of very

7

large pension plans. And so that's available there

8

if you want to go way back in your papers. But no

9

reason why they shouldn't do it. They get paid a

10

handsome sum to do it.

11

unfortunately, right off the top of my head, the

11

MR. WILLIAMS: I think we can fish that out for

12

description for the total TUCS universe or the BNY

12

you. And you're correct. I believe what we did was

13

Mellon universe. But I could get you basically the

13

we -- what we did in the explanatory stuff in the

14

average size plan, the total number of plans. But

14

comp committee was to say, this comparison group

15

it's going to be upwards of, for both of those

15

includes a range of funds with assets from A to B,

16

universes, two or three hundred plans, with an

16

that kind of a thing.

17

average of probably around a billion dollars.

17

MR. WENDT: I thought you had the real numbers

18

MR. GARCIA: For me, it would be helpful for

18

for some of them. I remember one chart.

19

you all to provide as much information so we know

19

20

who the comparative group is.

20

We've done that for other clients, and most of that
information is publicly available.

MS. DOYLE: We can definitely provide that.

21

MR. HARRELL: And in particular, if you were

21

22

providing a list, I would love to see perhaps the

22

23

funded ratio that those plans are at, on sort of an

23

benchmark, so this is the representation of the

24

apples to apples discount rate basis. And it might

24

policy allocation, which we believe is more relevant

25

be harder to get, but something like the annual cash

25

here because we're talking about the -- how to
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1

measure the asset allocation that is set, so when we

1

time reviewing again some of the information from

2

look at the performance benchmark, what we're

2

the asset-liability study.

3

looking at is the policy allocation, a passive

3

4

representation of that particular policy allocation.

4

as brief as I ever am, I think. But Ash set this up

5

pretty well for me. On the asset-liability study,

5

So this red line here does not include any of

MR. DAVIS: And I think I can be pretty brief,

6

the effect of outperformance from active management

6

which again is sort of top level how much overall

7

within the fund. And what we're doing is we're

7

risk should the plan be taking in total, when you

8

comparing it to the world market opportunity set,

8

reflect the liabilities, liability growth, and over

9

which is basically the entire opportunity set

9

long periods of time, the current policy is

10

globally that you as an institutional investor have

10

75 percent allocation target to what we call risk

11

access to. That includes anything you can think of

11

assets and 25 percent to fixed income and cash. We

12

in terms of global equity, global bonds, real

12

recommend no change in the strategic long-term

13

estate, REITs, alternative investments.

13

investment policy targets from that.

14

And you can see that over time, the asset

14

If you jump to the bottom bullet, though, we

15

allocation of the SBA has outperformed that total

15

believe that if there are things to potentially

16

market opportunity set. And you are making

16

mitigate temporary fixed income returns that are

17

decisions on your asset allocation relative to what

17

depressed as yields rise, they are best handled

18

you have available to you in the investment world.

18

within the fixed income sector, either with tactical

19

So I guess the conclusion that we draw from

19

moves and/or with changes in the benchmark for fixed

20

this is that there are measurements to gauge how

20

income asset class. So that's where basically I

21

well this group has set asset allocation and other

21

disappear and turn it over to Katy and Kristen and

22

groups in the past. And it has been set well and

22

others to talk about those kinds of actions.

23

performance has been good.

23

24
25

So I was going to turn it over at this point to
Rowland, who is going to a spend a little bit more
ACCURATE STENOTYPE REPORTERS, INC.

So it's not that we're saying there's not

24

necessarily an issue. What I'm saying is it

25

appears, from our work, that the risk-reward
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1

analysis over a long period of time should probably

1

average of those points that fall into that shaded

2

be based on something that's a little more like the

2

area is about 3.26 percent.

3

historical equity risk premium and not on something

3

4

that appears to be temporarily large, which is our

4

5

baseline assumption, is temporarily large. And

5

MR. DAVIS: No. The blue line are actual

6

therefore, rather than make a strategic policy

6

historical results. The red line is the assumption

7

change for a temporary flip in what the equity risk

7

that we developed from this. So these are

8

premium might be, we think it's best dealt with in

8

forward-looking assumptions from four different

9

other ways.

9

consulting firms about the expected risk premium,

MR. COLLINS: So it's gone from negative in
just the first quarter of 2010 to 4.76 today?

10

So I will just kind of briefly go through some

10

equities versus bonds, and we take the average of

11

of this equity risk premium stuff. This is a chart

11

those four. So the four consulting firms right now

12

that you've seen before about the development of the

12

range from 4.3 percent at the low end, which is

13

equity risk premium assumption, where we average the

13

Mercer, 5.15 at the high end is Callan. Hewitt

14

four consulting firms. And it goes back to 2010,

14

EnnisKnupp is close to the high mark there as well.

15

where we were at 3.36, and it's been jumping up to

15

We do the four firms. We've been doing that for

16

the current level of 4.76.

16

probably five or six years to try and maintain a

17

little more stability from year to year in the
assumption by not relying solely on one firm.

17

This is the chart again that we've seen before,

18

but just kind of reemphasizing here, this is the

18

19

historical 15-year rolling periods, the equity risk

19

20

premium, very volatile. The shaded area captures

20

21

the last 50, 50-some years, which actually started

21

MR. DAVIS: Yeah. That is 3.36.

22

in 1960. The first point -- the first 15-year point

22

MR. GARCIA: So you used the average for the

23

shows up in 1975 for the years from 1960 through

23

2010 study. Why wouldn't we consistently use the

24

1975.

24

average of 4.76, to be consistent?

25

And if you just look at that shaded area, the
ACCURATE STENOTYPE REPORTERS, INC.

25

MR. GARCIA: Rowland, do you know what was used
as the equity risk premium in the 2010 study?

MR. DAVIS: Well, we are showing the results.
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1

And this gets back to -- you know, we calculate a

1

2

baseline, which uses the 4.76. But then -- and this

2

3

gets to the point that Will and I think others have

3

what this chart -- how it's put together, the visual

4

made, and I have tried to make, is that the model

4

interpretation of these charts is simple. And that

5

results then require judgment and interpretation.

5

is, look at the diagonal line from lower left to

6

And right now our judgment and interpretation is

6

upper right and look at our risk-reward curves. If

7

that that baseline assumption is high and it's

7

there are points that plot above the diagonal line,

8

temporary. It's likely not to stay at that for more

8

they are interesting and may be more efficient to

9

than a few more years. And the way things are

9

us. If they are on or below the diagonal line, we

10

going, it may be a few more weeks.

So this is at 3.76.
And without going into all the gory details of

10

would argue that they're not interesting and
probably inefficient.

11

So it's something that we think would not be a

11

12

suitable anchor for long-term strategic policy. It

12

A lot depends on things like your risk-reward

13

does maybe call attention to tactical and shorter

13

ratios or appetites, your appetite for risk and so

14

term types of issues that may need to be dealt with

14

forth. But I don't want to -- I'm going to answer

15

in --

15

any questions that anybody has on all that, because

16

it is a lot there. We've gone into it before, and

17

I'm willing to do it again.

16
17
18

MR. GARCIA: Did you run scenarios using a
4.76?
MR. DAVIS: Yes, we did. And I'll show you

18

But right now the simple interpretation

19

those actually. These then are the -- what we call

19

visually is that if you see points above the

20

our risk-reward curves. And two lines are shown

20

diagonal, like that red line, the red line, based on

21

here. The red line is at 4.76, what we call our

21

4.76, does give us information that says maybe

22

baseline results. The green line is one of the

22

taking more risk makes sense. But when we drop that

23

sensitivities, but I think the most important one,

23

equity risk premium assumption to 3.76, it's

24

which uses a lower equity risk premium. We drop it

24

basically tangent to or right on the diagonal, which

25

by 100 basis points for our sensitivity analysis.

25

says there's really not a strong message for change
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2

based on that.
So the judgment question is, well, which one of
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1

us is different, though, with respect to the

2

possibility of increasing the red line, would say,

3

those is the important one for long-term strategic

3

yeah, based on a kind of typical risk appetite, it

4

policy. Our view is it's the green line in this

4

may make sense, if you believe you can get

5

case. Sometimes it's a blend of the two or so

5

4.76 percent extra return over bonds, but if 3.76 is

6

forth. We think 4.76 is too high and too temporary

6

more like a reasonable expectation, then the green

7

to make a recommendation for a long-term strategic

7

line is the one that we would --

8

policy.

8

9
10
11
12

MR. COLLINS: But is all that modeled using our
current allocation?
MR. DAVIS: Yes. Well, no. Each one of these
points is actually a different allocation, so --

9

MR. GARCIA: So I have a little bit of trouble
with the graph. So based on the graph, if you

10

assume the 4.76 percent as being the number, what

11

would be the allocation to the risky assets?

12

MR. DAVIS: If we felt that 4.76 was sort of a

13

MR. COLLINS: Within our ranges.

13

reasonable long-term expectation for the risk

14

MR. DAVIS: Yeah. No. Within -- so this would

14

premium, then I would look at that red line. And

15

be, if you look at the crosshairs of the graph

15

what I see is that it raises, relative to the

16

there, that's current policy at 75 percent risk

16

diagonal, up to about 85 percent. And then it kind

17

assets and 25 percent fixed income. And every point

17

of flattens and runs more parallel with the

18

on a curve, so if you move on the red line, you move

18

diagonal. So I would say that, you know, if we

19

to the right, the next point is an 80 percent risk

19

really believe that and wanted to stake a

20

asset, 20 percent fixed income, and then 85 percent.

20

recommendation on it, then it would be perhaps go to

21

So as you move from the crosshairs to the

21

up to 85 percent on that one.

22

right, you're adding more allocation to risk assets

22

23

and dropping the fixed income, and vice versa. Both

23

24

graphs tell us the same thing, that you wouldn't

24

MR. DAVIS: That's where the judgment comes in.

25

want to lower below the 75 percent. What they tell

25

MR. COLLINS: And how much more risk do you

ACCURATE STENOTYPE REPORTERS, INC.
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want to take to get to that.
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1

Also, second bullet point, looked at what if

2

MR. DAVIS: Right. And then it gets to the

2

scenarios. So I said, what is the funded ratio

3

next layer of issues, which are moving to short-term

3

after five years, where risk assets return an

4

risk. There's some information that -- I'm going to

4

average of negative 5 percent. And I get to points

5

pass it back to Kristen. Let me just jump to that

5

that are below 50 percent. Now, the reason I did

6

one. Is that up there? Here is short-term risk.

6

that is to kind of go back to the first bullet point

7

This is a little out of order now. But what happens

7

that says 50 percent funded ratios, it's possible,

8

if we shift 10 percent from fixed income to global

8

and you can imagine how painful it would be to have

9

equity when we look at short-term risk issues.

9

five years averaging negative 5 percent on risk

10

So I'd look at a few different things. The

10

assets. And you can see, you know, the importance
of that.

11

funded status after five years, what's the

11

12

probability that that could fall to 50 percent, a

12

13

dangerously low funded ratio, where we're now close

13

reference in that it is possible to have those kind

14

to 90 percent. And here I'm using market value, not

14

of negative 5 percent periods over five years of

15

the smoothed actuarial value of assets. But the

15

returns. So you can't discount that the potential

16

probability currently is about 12 percent. If you

16

is there, and it's a judgment call as to how

17

shifted 10 percent from fixed income to global

17

important are these probabilities of that extreme

18

equity, that goes to 13.8 percent. If you shifted

18

shortfall, and are other things important enough to

19

all of the current fixed income to global equity, it

19

trump the increases in those probabilities of having

20

would rise to 15 percent.

20

that kind of extreme short-term risk.

21

Those are -- since that's such a dangerous

21

And the last bullet point brings a historical

And that's kind of the points that I wanted to

22

event, any increase in those probabilities is

22

make before I turn it back. So from this point of

23

something that deserves attention. Again, a

23

basically transitioning from our view that if

24

judgment call as to how significant those shifts

24

there's changes to be made, they would not be in the

25

are, but it's certainly something to look at.

25

strategic long-term policy targets, but they may
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1

well be in terms of refinements within fixed income.

1

rebalance back from things that are doing well into

2

And that's where Kristen and Katy are going to pick

2

an asset class that is depressed and it has

3

it up.

3

attractive valuations.

4

MS. DOYLE: So just to close out our portion,

4

Then you also need to pay benefit payments.

5

so there's been some discussion, some concern around

5

And where do you pay benefit payments? Well, you'd

6

the 45 percent probability of reaching the 7.75.

6

have to pay benefit payments out of global equity

7

One way you could increase that probability would be

7

because you can't pay benefit payments out of

8

to obviously increase your allocation to risky

8

private equity and private real estate. And that

9

assets, so global equity or hedge funds.

9

could cause permanent impairment in the value of the

10

And so one of the things we wanted to do was

10

pension plan, by having to sell equities at the

11

look at what would be kind of the worst case

11

bottom. That's kind of a worst case scenario in

12

scenario to the extent you didn't have any fixed

12

terms of what would practically happen if public

13

income in a down market. So that's what's laid out

13

pension plans or pension plans in general were

14

here on this slide. If we assume 100 percent is

14

structured that way in an extreme down market.

15

invested in risky assets and we have another 2008

15

16

when global equity markets were down 40 percent,

16

look back historically and see how that may have

17

what would be the actual reality or the practical

17

affected the FRS in terms of the policy allocations.

18

results to the plan from that event, without any

18

What we did here was we looked at the current policy

19

fixed income allocation.

19

over trailing three-year periods. This is the

20

actual policy allocation over trailing three-year

20

And so the reality would be that you wouldn't

So one thing I wanted to look at was what --

21

have any way to rebalance because the equity returns

21

periods, is that blue line, and then what would

22

would be significantly down and you would have a

22

happen, what would have happened to the return of

23

really probably much higher allocation then due to

23

the policy if we took out fixed income and

24

the denominator effect in your more illiquid asset

24

reallocated that component into the other risky

25

classes. Therefore, there's an inability to

25

assets.
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And what happens is what you would expect to
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1

percent more in terms of return over a three-year

2

happen. In down markets like in the early 2000s and

2

period, but was only up, would only have been up

3

like our last crisis of 2008, you saw the pink line,

3

3.8 percent more in the return.

4

which is the policy without fixed income, performing

4

5

much worse than the actual FRS policy that has

5

put some dollars around some of this, is that -- and

6

included fixed income historically. And then of

6

let's just take 2008 for example. The policy

7

course on the up side you see that that policy

7

benchmark actually returned minus 26 percent for the

8

without fixed income would do much better because it

8

year ended 2008. If we had had a policy benchmark

9

has a higher allocation to risky assets that are

9

without fixed income for that period of time, it

10

performing better in up markets.

And then one other thing to note was just, to

10

would have exhibited a return of negative

11

But what was interesting here is that we

11

38 percent, so a 10 percent worse return over a

12

actually -- what's more interesting to look at is

12

one-year period, which would have been an

13

the magnitude of the difference. So on the down

13

additional -- in addition to the loss that the FRS

14

side, in the early 2000s, you would have had almost

14

took, it would have been an additional $13 billion

15

a 6 percent difference in the negative return

15

in loss, should there not have been fixed income.

16

between the two policies. But then on the up side,

16

17

the policy without fixed income does not make up for

17

that fixed income tends to play. It does add value

18

that 6 percent. It's only up 4 percent relative to

18

even though, when you look at the expected return,

19

the policy including fixed income.

19

it's very low and there's a lot of risk in fixed

20

income right now. It does play a role in that

20

So while fixed income does a better job of

So this is just to help illustrate the role

21

protecting on the down side, it doesn't do as good

21

compounded return over very, very long periods of

22

of a job at limiting the up side. So I think -- and

22

time. And that's why we have the view that we have,

23

you see that same phenomenon in early 2008, or

23

that there should not be a significant change to the

24

sorry, late 2008, and then in the recovery after

24

75 percent risky, 25 percent fixed income.

25

that. You see that the fund would have been down 5

25
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1

pause and see if there are any comments or questions

1

Over the last 10 years, if add to fixed income,

2

about that.

2

you're going to look better than if you had more

3

MR. GARCIA: So the risk that you're analyzing

3

equities. But over longer periods of time, you're

4

here is volatility risk. Did you do an analysis of

4

probably -- global equity is going to add a lot of

5

performance risk using the same -- the different

5

return to the long-term returns. It's going to be

6

trade-offs in terms of being in risky assets versus

6

dependent on what time period you look at. I didn't

7

fixed income?

7

include that here.

8

MS. DOYLE: This is actually performance.

8

So before I turn it over to Katy, Rowland

9

These are actually returns, not volatility. It does

9

talked about the high level risky versus fixed

10

illustrate the volatility, but these are actually

10

income allocation, but we want to spend a little bit

11

performance numbers, so --

11

of time looking at what's the actual asset

12

allocation recommendation. And so here we show the

13

expanded authority, which is the current policy
allocation.

12
13

MR. GARCIA: Are these long-term performance
numbers?

14

MS. DOYLE: These are three-year, we just used

14

15

rolling three-year annualized periods, to show more

15

16

of the short-term effect of changing your policy.

16

the policy allocation to fixed income, which is

17

currently 24 percent, but to instead change the

18

benchmark to lower the duration of the fixed income

19

component to acknowledge the fact that rates are

17
18
19

MR. GARCIA: Did you do a long-term analysis on
the performance risk?
MS. DOYLE: Not for this particular analysis.

The recommendation is to not necessarily change

20

We could look -- we could easily run what the return

20

extremely low. Higher duration bonds are most

21

would have been over a 20-year period, with and

21

likely going to perform worse in the shorter period

22

without fixed income. What you would see most

22

of time.

23

likely is that -- it would depend on what -- it's

23

24

very time dependent. So it would depend on what

24

that you received that talks about our view that

25

period of time you were looking at.

25

intermediate duration bonds actually, over long
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1

periods of time, are a better way to position a

1

and even potentially move away from some -- some

2

portfolio that's really meant to provide downside

2

just solid 24 percent of the portfolio exposure to

3

protection in weak equity markets.

3

U.S. bonds, where we see a lot of the investment

4

interest rate risk. So that's the distinction
between those two columns.

4

So, oftentimes there's a view that long bonds

5

tend to perform better in weak equity markets. But

5

6

if you actually look at data going back

6

7

historically, intermediate bonds have tended to

7

benchmark on this, and so what? I mean, we look --

8

actually outperform long bonds in very weak equity

8

I look at this, and it looks exactly the same.

9

markets. So this is -- this recommendation is not

9

Every column is exactly the same. And I know you

MR. WENDT: Where do we see the change in the

10

only driven by a view, a short-term view, but also a

10

said go to shorter duration bonds, but so what? I

11

view that intermediate bonds over a long period of

11

mean, I know what that does. But what have we

12

time, from a strategic perspective, are the right

12

accomplished there?

13

place to be for a downside protection type

13

MS. DOYLE: So there's actually -- the expected

14

portfolio.

14

nominal return row, if we expanded that out past one

15

decimal point, you would see a slight difference in

15

The distinction between the green highlighted

16

column and the column just to the left of it is that

16

the expected return for moving from the current

17

while we are not recommending policy allocations

17

asset allocation, where we use a core bond capital

18

specifically to things like high yield emerging

18

markets expectation, to the column just to the right

19

market debt or bank loans, what we are recommending

19

of it, in the green column, where we use the

20

is that the -- we acknowledge the fact that the

20

expected return on intermediate bonds, which is

21

fixed income team within the SBA has the discretion

21

slightly lower, because of the lower duration.

22

to move into some of those areas, diversify the

22

But it doesn't have a material impact on the

23

portfolio away from U.S. investment grade credit and

23

expected return or the expected risk. So you see

24

Treasuries as they find opportunities and that that

24

there's a slight change in the expected risk. Well,

25

will add some diversification and add some return

25

you can't actually see it because, again, it's so
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slight that when you round, it doesn't show up.
There is a slight change to the Sharpe ratio,
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1

What I'm not convinced of and what we haven't

2

even discussed is the policy high of 32 percent for

3

which is a measure of risk-adjusted return. But

3

fixed and 9 percent for cash, or a possible

4

you're right. From a policy perspective, when we

4

recommendation that we're making to the trustees

5

look at the expected return, it's not going to have

5

that there could be 41 percent fixed and cash, which

6

a material impact. But we believe that, practically

6

I just think that would be a horrible result. And

7

speaking, in the market environment in which we

7

we have no evidence, no backup at all to show that

8

exist right now, moving to an intermediate duration

8

32 percent fixed and 1 percent, or 9 percent cash is

9

bond portfolio is going to be beneficial in terms of

9

justified. And so as one member of the committee,

10

the actual return of the plan.

10

I'm concerned about these policy ranges,

11

MR. COBB: Mr. Chairman?

11

particularly the fixed and the cash being up to

12

MR. GARCIA: Yes, sir.

12

41 percent.

13

MR. COBB: After two days of very thoughtful

13

MR. WILLIAMS: Mr. Chairman.

14

presentations, I guess that I am almost convinced

14

MR. GARCIA: Yes, sir.

15

that 25 percent fixed is the appropriate

15

MR. WILLIAMS: If I may make a point. No one

16

recommendation, or say 24 percent fixed and

16

in this room, if not anyone in this country, would

17

1 percent cash. I'm impressed with the analysis on

17

be more concerned than I would if we went to a

18

my standard deviation issues and how little that

18

9 percent cash allocation plus the maximum fixed

19

impacted it. As I indicated at lunch, I question

19

income allocation. I think that would be disastrous

20

the arithmetic, but I assume your arithmetic is

20

for a lot of reasons. And we have absolutely no

21

right. And then also Will's point on inflation, how

21

intention of going there.

22

you have shown that dramatic change in inflation

22

23

doesn't affect your recommendation on the mix. And

23

to look at these ranges the same way we would

24

I think the two days of presentations have been very

24

consider the statutory authority that we have, which

25

helpful.

25

is to put up to 80 percent of any portfolio in
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1

either equities or fixed income. We've never done

1

2

either on a total portfolio basis, nor would we.

2

a liquidity facility using basically futures, et

3

And obviously you can't do both because they add up

3

cetera, to create a float of liquidity without tying

4

to 160.

4

up the assets, which we think can incrementally add

5

to returns over time and tie up even less in fixed
income.

5

I think the ranges are there for flexibility.

So what we've talked about is possibly creating

6

They're way outside the bounds of anything we would

6

7

do. And to Lamar's earlier point of procedural

7

8

prudence, our processes have never taken us anywhere

8

similar. And the key to understanding the benefit

9

near anything like that, like a 9 percent cash. In

9

of that green column up here -- and Katy is going to

So I think our thought process is extremely

10

fact, one of the other thoughtful things that was

10

walk us through it shortly -- is that kind of taking

11

brought up previously was whether, to avoid the drag

11

the natural distinction between strategic and

12

of a cash allocation, we should have an outside

12

tactical, the benefit of that green column is

13

credit facility potentially.

13

heavily tactical, because if you look at the

14

short-term benefit of changing your fixed income

14

Well, in fact, we did a fair amount of work

15

last week in our senior investment group meeting on

15

benchmark from a Barclay's ag, which has, as a

16

exactly that. We have a very detailed liquidity

16

consequence of government bailouts of banks, et

17

analysis that we update regularly so that we're sure

17

cetera, shifted in its composition in recent years

18

we stay liquid and can always meet benefit

18

to be more heavily government and more heavily

19

requirements timely without issue.

19

Treasury oriented than it was before, one can get

20

the same diversification benefits and

20

And what we concluded was, not only do we not

21

need an outside facility, we've probably, even at

21

non-correlation to equity benefits, if not better

22

the level of 1 percent cash, got more tied up in

22

benefits in that regard, from the intermediate.

23

that space than we want to. And we don't keep a

23

24

hard 1 percent cash. That's sort of a max of what

24

in comparison to the Barclay's ag, in a rising rate

25

we'd want to do.

25

environment, you don't have anywhere near as much
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1

damage from duration exposure to rising rates. And

1

For example, back in December of 2008, I

2

between taking that step and doing some other things

2

specifically remember, I had been at work for all of

3

in terms of the latitude with which we apply our

3

about two weeks and had my first trustees meeting.

4

fixed income discipline, we think we can benefit

4

And because of the collapse in the equity markets,

5

ourselves very nicely on the tactical front, without

5

we had been pushed to the outer boundary of our

6

having to take the more Draconian step and take the

6

private equity allocation. We were about to be

7

associated risk increase that would come with an

7

forced to sell private equity in December of 2008.

8

outright change in the target allocation of fixed.

8

The only way you could do that would be to take an
absolute haircut starting at the neck on the

9

MR. COBB: I suspect there's unanimous view

9

10

towards your tactical recommendation. So that's not

10

11

my question. My question is why not a narrower

11

12

range.

12

public meeting to get an increase in the -- not a

valuation of whatever you sold. Very undesirable.
So I had to go to the trustees and ask in a

13

MR. COLLINS: You mean just in general?

13

decrease, an increase in the range for private

14

MR. COBB: Yeah. Why shouldn't we have --

14

equity, to avoid being a forced seller at an

15

we've gone to all this work. And now why shouldn't

15

inopportune time. That caused some consternation at

16

we recommend to the trustees a narrower range?

16

the time, but it eventually passed, in the same

17

MR. WILLIAMS: The main reason I would --

17

meeting.

18

Mr. Chairman, if I may.

18

19

MR. GARCIA: Sure.

19

ranges is that when you have something happen in

20

MR. WILLIAMS: The main response I would offer

20

extremis and when markets are in extremis, you don't

So I think the main rationale for the broader

21

would be, oddly enough, it's to give you room not to

21

want to be compelled to take an action because of a

22

be forced to do things when it's unwise to do them,

22

structural necessity, that you might be able to work

23

probably more than it is the latitude to go out and

23

past it and say, if I can be a little bit more

24

do something that would be perceived as aggressive.

24

patient here, I think time is really my friend. I

25

It's the other way around.

25

don't want to be a forced seller here.
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1

fact in some areas we probably need to be taking a

2

little more risk, and we're working on that.

3

MR. COLLINS: Mr. Chairman, can I ask a

4

There's also an active risk budget that is at the

4

5

total fund level and then also at the asset class

5

MR. GARCIA: Sure.

6

level that also somewhat constrains the ability for

6

MR. COLLINS: So relative to the ranges -- and

7

staff to just dramatically go beyond the allocations

7

I'm going to get off the cash and the 32 percent

8

that they've been allotted here. So that's just

8

side but go back to the low end of the fixed income

9

another governance tool in place or risk management

9

range. Ever since reading Will's memo and putting

10

tool in place to ensure that there's prudence taken

10

together my own book of research reports from

11

within the actual implementation.

11

various groups and listening to HEK, it's clear that

12

everybody is having the same thought, and everybody

12

MR. WILLIAMS: That's actually a really

question?

13

important point, and thank you for bringing that up,

13

has the same common answer of, well, we're not

14

because we control risk. We have an actual risk

14

really sure what to do, except we don't want to

15

budget in basis points for every single asset class

15

abandon fixed income, for all of the reasons that

16

and for the total fund. And we stay within it.

16

we've been talking about and all the reasons that

17

It's part of our discussion, both in the narrative

17

are in here and because Katy seems so nice.

18

and the graphics packages for our senior investment

18

19

group meetings every month, and we really watch

19

of these models run and the effect of no fixed

20

that. And there have been times in the past,

20

income or dramatically lower fixed income in the

21

notably '08, when certain asset classes, notably

21

portfolios, you know, you can make the numbers do

22

fixed income, blew to the moon on their risk

22

whatever you want. So if we're talking about

23

budgets, and we very systematically have pulled them

23

ranges, and I see where we're at 21.9 or 22 percent

24

back in, and risk in all classes is down now very

24

and the low end of our range is 20 -- and I think

25

substantially and completely within budget. And in

25

we're at the lower end of our range for a reason,
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1

right? Senior staff and you have clearly said, hey,

1

duration, is there a desire to have a materially at

2

we need to be at the lower end of this range.

2

least 200 basis points lower allocation to fixed

3

income over a period of time of, you know, the next
24 months or 36 months?

3

My question is, is do you need a broader range.

4

Do you need a couple hundred more basis points

4

5

broader range on the down side, such that if you did

5

6

decide, besides duration, which everybody is talking

6

But if there's a couple hundred basis points and if

7

about, besides duration, if you chose to make a

7

it's well within your range, how much do you

8

truer reduction and you went down to your current

8

really -- how much are you really talking about

9

20, you wouldn't run the risk of one day being at

9

doing that?

10

19.5.

I'm not saying abandon fixed income at all.

10

MR. HARRELL: A lot, I hope.
MR. WILLIAMS: Well, I would say this. I don't

11

MR. COBB: It's 16 though.

11

12

MR. COLLINS: I thought it was 20. Well, the

12

think any of us wakes up every day thinking, the

13

24 is the high. Thirty-two is the high, but I

13

first thing I'd like to do today is buy more bonds

14

thought 20 was the low. Okay, so you're 16.

14

because I think I'm going to make a whole lot of

15

money over the next couple of years in bonds. Now,

15

MR. WENDT: No, you're 24. Fixed income is 24

16

percent of the portfolio. You're talking range?

16

Katy does, but -- she's very nice, as we've all

17

MR. COLLINS: I'm talking about range.

17

stipulated to that.

18

MS. ELIA: Range is 16 to 32.

18

But that then begs the question, all right, if

19

MR. NEWMAN: So, Peter, you just got your

19

you -- you have two questions there. One is do you

20

want to have less fixed income. I think the answer

20

4 percent while you were talking.

21

MR. COLLINS: So the next part of my question

21

is, sure, I'd be delighted to have less fixed

22

is, so despite the results of what happens on page

22

income. But then you have to answer two other

23

16, right -- and I'm not going to ask you an obvious

23

questions. So if I move the money out of fixed

24

question of do you think 21.9 is the right way to

24

income, I'm putting it exactly where? Do I want to

25

be. But instead of going -- instead of changing

25

put it back in global equities, which today alone
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1

have moved around -- they've been down as much as

1

income is a big number. And if you try and put that

2

1.7 percent U.S. and the last time I looked were

2

kind of number in private equity, you could

3

down 50 basis points. So you've got 120 basis

3

potentially incrementally add some money to some

4

points of swing there in a matter of hours, which if

4

existing funds if they're in the market. They may

5

you look at our book, valued in real time, you're

5

not be. You could do some co-investments, if

6

talking about swings in the, what, the equity book

6

they're available and they pass dilly, but they may

7

in aggregate, 70 billion, something like that. So

7

not be.

8

start moving that around 2 percent a day. What's

8

We could increase the allocation to private

9

the toleration for that kind of vol? Short-term it

9

equity broadly and add more managers. I don't think

10
11

doesn't matter, truly.
But let's come back to what I asked on

10

that would be a bad thing at all. Margo Doyle, is

11

grinning broadly. She's the private equity head

12

fundamental value. So first of all, do you want to

12

from Cambridge Associates. I think there are some

13

go into global equities at current valuation, at

13

very attractive opportunities there. And the sorts

14

higher level, when we're still implementing the

14

of dislocations we're continuing to see will

15

reduction in global equity and still trying to get

15

continue to make those opportunities happen.

16

to the target we originally set in June of '10 and

16

17

we're not there yet. Why? Because it takes time to

17

the managers, get them signed up and get your

18

put money to work in the alternative areas.

18

initial capital call, because those are all

19

committed capital strategies. Finding the manager

19

So that leaves you real estate, private equity

But it could easily take two years just to find

20

and strategic. Well, we've got every one of these

20

and signing them up is not tantamount to getting the

21

asset class heads here now and we're ready to walk

21

money to work. It's got to be called and invested.

22

you through the opportunities and risks in each

22

That takes time.

23

class. But the short answer to your question is, if

23

24

you ask me today where could I put 2 percent that I

24

funds, distressed debt, timber, we're looking at

25

took out of fixed income, 2 percent out of fixed

25

CTAs right now, that's a place we can put some money

ACCURATE STENOTYPE REPORTERS, INC.

If we look at strategic, where we have hedge

ACCURATE STENOTYPE REPORTERS, INC.

109

110

1

to work. And CTAs happen to be a wonderful

1

So in situations like that, to get into places

2

diversifier in falling markets. So they can be

2

we can't otherwise get into, we use funds of funds.

3

quite good. They've taken a beating recently

3

The main reason most institutions use funds of funds

4

because global equities have been hot in the past

4

is for speed and because they don't have the

5

few years, and so CTAs have looked bad.

5

expertise to partner with managers themselves. We

6

have the luxury of being long-term oriented so we

6

And we've done a lot work. We're way down the

7

road. We're looking at a number of funds, and we

7

don't need the speed, and we protect ourselves from

8

have other hedge fund strategies we can work on.

8

the mistakes that speed usually generates as a

9

We've done a lot in timber. We can do more there.

9

consequence, number one. Number two, we're doing

10

And Trent can talk about some of the other areas we

10

the best we can to build staff and retain them.

11

could look into there. But here again, if you want

11

That's another issue, the human capital issue that

12

to effect a fast change, it's not fast. We've

12

you all know about and have contributed to the

13

always chosen prudence over speed. You know, Doc

13

solution of.

14

Skow (phonetic) used to say, if you want it bad,

14

15

you'll probably get it that way. And we think he

15

vehicle to put billions of dollars to work quickly

16

was right.

16

in strategic. We've chosen to save that layer of

17

fees, go direct, own the relationships, control the
risk management, et cetera, and do it that way.

17

So we've always taken our time. That's why we

But we've chosen not to use funds of funds as a

18

don't do funds of funds, for the most part. We do

18

19

funds of funds only in areas where we can't access

19

20

the managers we want directly, either because we're

20

is looking as far afield as he possibly can for

21

too big or because they're too exclusive and they

21

opportunities and just came back from Japan, China

22

don't do business with people like us. Public funds

22

and Hong Kong in that regard, and still looks a

23

are not the most prestigious investors out there.

23

little sleep-deprived as a result of his efforts.

24

We have a lot of money, but we're not everybody's

24

25

favorite limited partner.

25
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1

stabilized core real estate, have been priced up to

1

change your benchmark. I know why, but think about

2

a level that cap rates there now make it really

2

the effects of that. Why don't we think

3

attractive to be a seller, not a buyer. And you're

3

intermediate term? I know we can't put all this

4

in the real estate business. You know this better

4

money to work tomorrow morning, and we wouldn't say

5

than I do, Peter. So if you say, where can I put

5

in real estate or private equity. Don't do that

6

money to work in real estate now, the answer is in

6

stuff anymore. Okay? But what about taking 2 to

7

non-gateway tertiary secondary markets, where

7

3 percent of the bond portfolio and move it to

8

valuations haven't appreciated as much, or in value

8

global equities for two years?

9

add or opportunistic real estate, where the risk

9

MR. NEWMAN: Do we have to then change the

10

characteristic is dramatically different from what

10

11

it is in stabilized core.

11

MR. WENDT: We're okay, I think, aren't we?

12

MR. NEWMAN: We're at 59 now, right?

13

MR. COLLINS: Yeah. No, we couldn't do it.

14

MS. ELIA: 62.

12
13
14

MR. COLLINS: And you're not going to be able
to put a lot of money to work.
MR. WILLIAMS: And it's going to take forever

upper limit?

15

because you've got to find the properties, do the

15

MR. COLLINS: We'd have to get to 62 percent.

16

diligence, et cetera. So what I'm telling you is

16

MR. WENDT: Oh, do you? Okay. So the

17

there is no turn a dial, get a quick satisfaction

17

legislature beat me on that one. Okay. Well, we

18

solution. And that's why the whole institutional

18

can't move that.

19

world is wrestling with this question.

19

MR. GARCIA: No, you can move it.

20

MR. WENDT: Well, I'm just going to say

20

MR. WILLIAMS: Wait a minute.

21

something. I've prepared at least six speeches in

21

MR. GARCIA: As a group here, we can make a

22

my mind to give here at this point, and I will --

22

determination that the new asset allocation scheme

23

MR. WILLIAMS: We have time.

23

allocate more to global equity. That's part of the

24

MR. WENDT: I will get rid of all of them

24

function of what we're doing here.

25

except for the one that said, why would you ever
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1

dramatic change. I think we've got -- we can go

1

whether there is a majority of nine people here that

2

from 52 to 60. We're at 59, that's right. This

2

want to revisit it. And maybe in revisiting it we

3

chart isn't really current, even though it says

3

would decide it should stay exactly as it is. And

4

current.

4

if that's the majority's will, that's fine with me.

5

MR. HARRELL: Mr. Chairman, may I --

5

6

MR. GARCIA: I want to make sure that Mr. Wendt

6

memo, would make some changes, and reducing fixed

7

income would be one of them. Revisiting the range

8

that we allocate to equities would be one of them.
Doing something that might be intermediate term

7
8

finishes.
MR. WENDT: Well, anyway, so you're saying we

I personally, as is probably clear from the

9

can't go any further. The idea -- there is no place

9

10

to put money we take out of bonds, no place, because

10

11

I agree that we shouldn't put it in any of these

11

If we have any role at all, I would think --

12

long-term illiquid investments. I agree with that,

12

right now we can look at the present, and when we

13

because we want to go back into bonds in a couple of

13

look out to the future, it's all uncertain. We

14

years, and you're saying we're already at the top of

14

don't know what will happen. But I would hope that

15

equities, so we're boxed in. Here we are with no

15

if we were sitting here in 1998 or 1999 and we were

16

options.

16

talking about the overvaluation in large cap stocks,

would very much be one of them.

17

MR. HARRELL: I feel like we have options.

17

the way that today we're talking about the

18

MR. WENDT: Would you go into the illiquid

18

overvaluation in bonds, I would hope that we would

19

decide to do something about it, to reduce our
exposure to it.

19

investments?

20

MR. HARRELL: Well, I had a couple of points I

20

21

was going to make. One is minor, and I'll lay that

21

22

aside. I very much hope and was sort of wondering

22

believe that everybody doesn't feel the same way.

23

what the right way is to bring it up. I very much

23

So even if -- and other people may not, and I'm very

24

hope that we reopen the topic of what our asset

24

respectful of the greater experience and wisdom

25

allocation ought to be. And the first question is

25

collected in this room than mine, but that's the way
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1

I feel. And I hope it at least comes up that we

1

reviewed and opined upon by the Investment Advisory

2

move in that direction.

2

Council, which is a policy advisory body. The

3

So revisiting the ranges, revisiting how we do

3

council does not in and of itself have the

4

it, whether we do something in the short-run, which

4

responsibility to set the asset allocation for the

5

of these asset classes we favor for liquidity

5

State Board of Administration.

6

reasons, revisiting -- one of my topics is how we

6

So as a practical matter, the way this group

7

think about our liquidity needs, which I would think

7

has always worked with executive directors of the

8

would be part of that.

8

SBA is that we reason together, we pool our

9

knowledge, and we make the best decision we

9
10
11

MR. WENDT: Who has to give us the authority to
change?
MR. WILLIAMS: Let me refresh everybody's

10

collectively can. I think that's exactly the

11

exercise we're indulging in here today.

12

memory on how this works. Under the law, it's my

12

MR. WENDT: Okay. But I just want to make sure

13

responsibility -- under the statute, it is my

13

I understand. The rules -- and I think I do. But

14

responsibility, as executive director and chief

14

if we voted nine to zero to change the ranges

15

investment officer of the Florida State Board of

15

somehow, then you have to decide whether that's the

16

Administration, to recommend an investment policy

16

right thing to do, and if you decide to agree with

17

statement to the trustees. The aspects of that IPS,

17

us, you take it to the trustees. And they could

18

as we call it, we went through earlier today, and we

18

approve it?

19

prepared a very extensive background book on that

19

20

whole subject and process that was distributed to

20

21

all of you in advance of this meeting.

21

MR. COLLINS: But I don't think it's ever
happened that way.
MR. WILLIAMS: That's one way it could play
out. It's never happened --

22

To the extent changes are recommended, to the

22

23

extent we want to make a change in that investment

23

24

policy statement over time, prior to my taking that

24

happened like the world today either, I don't think.

25

recommended change to the trustees, it's to be

25

I'm sorry. I'm just trying to get a straight
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1

trustees approve it.

2

MR. COLLINS: So, Ash, go back to my other

3

question, my original question. Let's say that you

4

use -- so you answered my question by saying where

5

ambassador wants to do something. How can we do it?

5

do you go with it. To go to Mr. Wendt's line of

6

Give us a specific set of rules.

6

thinking, on the upper end of the equity range, if

7

you were to increase that to 62 percent and if you

8

had that ability today, would you take 2 percent

9

from fixed income, in a reasonable time frame, and

7
8
9
10

MR. COLLINS: Before you answer that question,
Mr. Chairman, can I ask one more question?
MR. WENDT: Don't answer my question. I sure
don't want that done.

10

put it into global equities?

11

MR. COLLINS: Go ahead. I'm sorry.

11

MR. WILLIAMS: I think the short answer is

12

MR. WENDT: What are the rules for changing

12

probably no. And the reason is that we did a lot of

13

work on this back in 2010. That would be very

14

similar to a posture we had for a lot of years that

13
14

these ranges?
MR. WILLIAMS: Again, the investment policy

15

statement is adopted by the trustees at the

15

got us in real trouble in '08, because the risk

16

recommendation of the executive director and CIO,

16

characteristics of global equity are substantially

17

with the consideration of the Investment Advisory

17

different from those of some of the other

18

Council.

18

opportunity areas we have that can be diversifiers

19

MR. WENDT: The trustees can approve it.

19

and protect capital in down environments but also

20

MR. WILLIAMS: Yes, that's correct.

20

give us upside participation.

21

MR. WENDT: That's all I wanted to know. Thank

21

So if you think back to what we did in 2010 and

22

you. I didn't know if the legislature had to

22

the reason we took the time to frame up that history

23

approve it or not.

23

today is that we made a very considered decision,

24

MR. WILLIAMS: No, no.

24

after doing a very deep dive, in one of these three-

25

MR. WENDT: Okay. That's the answer. The

25

to five-year major reviews of allocation, that the
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1

level of equity exposure we had at the time, which

1

as much as some other funds have. I think private

2

was then in the high fifties, was higher than we

2

equity has got head room. I mean, if we want to

3

wanted to be. I guess it peaked out, John, what, at

3

reduce our long-term exposure to fixed income, I'm

4

60, 62?

4

not opposed to that to a degree.

5

MR. BENTON: About 62.

5

But there's another asterisk you have to put on

6

MR. WILLIAMS: Something like that, exactly

6

this. Given the time that I've just described it

7

right. So exactly where we're talking about going

7

takes to effect any of these changes and what it

8

today as an idea for a reform is what was identified

8

costs, it's not free to build a global equity

9

not too long ago as excessive risk taking and that

9

allocation by a couple of percent in a fund this

10

we could more smartly take risk in other parts of

10

size. The transaction costs are real and they're

11

the market, pull that global equity allocation in a

11

significant. And one of our legal obligations is to

12

bit, and deploy capital elsewhere with a better

12

manage plan costs overall.

13

long-term expected result.

13

14

So what I would say is -- and this is also in

One of the other factors we've got is what we

14

talked about structurally, that little question mark

15

answer to Mr. Wendt's question. If you asked me for

15

that the legislature is holding out there, which is,

16

a specific solution today, I would say the first

16

we may change your ability to tolerate near-term

17

answer would be tactical adjustments within fixed

17

volatility and risk and also your ability to

18

income that do include the benchmark change. And I

18

tolerate illiquidity, and we may change it as soon

19

think that does have benefit without detriment.

19

as next March or April. That's not far away at all.

20

And, further, some tactical refinements in what we

20

So when you talk about an intermediate-term

21

do in the fixed income space.

21

change -- and I could not agree more with your view

22

of a desire to look not short-term, not over the

22

I would also be very comfortable with

23

increasing some of our allocations in the

23

millennia of time, but a reasonable time frame for

24

alternative areas, in real estate over time. I

24

management action, which is intermediate. That's

25

think that's a great area, and we don't have quite

25

exactly the right time frame. The problem is, the
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1

intermediate time frame is occluded by legislative

1

have done operating at the lowest range in fixed

2

fiat that none of us can predict. I shouldn't say

2

income of 16 percent.

3

fiat. That sounds arbitrary. Legislative

3

4

decision-making that none of us can predict. And

4

analysis was a recommendation about tactical

5

that's just reality.

5

allocation and not about asset class changes. And

6

as was pointed out at the beginning, 90 percent of

6

MR. GARCIA: On this point, let me just make an

There was none of that analysis. The only

7

observation that I think is compelling that we

7

our performance is determined by how we allocate the

8

should reevaluate the ranges. When this plan was

8

asset classes.

9

first crafted, there were three different trustees

9

And so I think we owe it to three different

10

on the cabinet. There were nine different IAC

10

trustees, at a time when the equity risk premium,

11

members. Our consultants, HEK, at the time of that

11

which is the single most important assumption we

12

plan in June of 2010, computed the equity risk

12

make, is so different than it was back then. So I

13

premium at 2.4 percent. Today they compute it at

13

think we should go through this analysis. I think

14

5.1 percent. So the equity risk premium, based on

14

we owe it to the trustees. And we have nine

15

our consultants, has more than doubled. Okay? And

15

different people today than we did in 2010.

16

yet we're going to continue to maintain the same

16

17

asset allocation plan that we had back in June of

17

of what -- I mean, if most people don't want to

18

2010.

18

reopen it, that's one thing. But I'd love to get a

MR. HARRELL: Is it possible to get the sense

19

I think the prudent thing for us to do is to go

19

sense of what the rest of the council thinks. I

20

through the appropriate analysis of what we could do

20

don't know what the proper parliamentary procedure

21

if we made some of these changes. And one of the

21

is for that.

22

things that would have been extremely helpful for

22

23

me, because I'm someone who believes that we ought

23

24

to reduce our fixed income exposure, is to at least

24

MR. HARRELL: I'd like to reopen it.

25

have gotten, as part of this analysis, what we could

25

MR. GARCIA: Ambassador Cobb?
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1

MR. COBB: I believe, as Will does, that in

1

the fixed income ranges and change the cash ranges.

2

retrospect, we're going to look back to 2013 and

2

And I have sympathy for Ash's points that management

3

believe that there was a fixed income bubble in

3

needs total flexibility, and I understand how they

4

asset prices. I was surprised, I asked at lunch --

4

ran up against this before. But I think that we

5

and that was only -- we've only had a 3 percent

5

will be helpful to the trustees to tell them that

6

reduction in asset prices of fixed income securities

6

there is a concern with our fixed income target, but

7

to this point. I would have thought it was greater.

7

most importantly, from my point of view, concern

8

But I'm still convinced that the standard

8

with the fixed income ranges as high as 32 percent.

9

deviation expected in this model is only three and a

9

10

half percent on fixed income, because I happened to

10

11

believe it was going to be more. But I'm also

11

think the old adage the squeaky wheel gets the

12

impressed with the analysis that says, even if it

12

grease may apply. I think that, as Ash said, over

13

was 6 percent -- was it 6 percent, I think you used

13

time you have different reasons for doing different

14

in your analysis?

14

things and you want to have flexibility. I'm less

MR. GARCIA: Peter.
MR. COLLINS: You know, relative to ranges, I

15

MR. DAVIS: Five or six.

15

concerned about this team's ability to operate

16

MR. COBB: Whatever it was. But it showed not

16

within a range, and therefore I'm for giving them as

17

broad a range as is fiscally prudent.

17

a dramatic difference in the risk-reward ratio.

18

MR. HARRELL: Well, to be clear, I'm not asking

18

19

if you're for changing it. I'm asking if you're for

19

reflect what we currently believe as a group or even

20

opening up and considering changes. And maybe that

20

what everybody in the room admits is a current

21

wasn't clear.

21

situation, then I'd be for expanding that range.

22

MR. COBB: So bottom line, if there was a

22

That said, if the range isn't broad enough to

So like you, Ambassador Cobb, but unlike you,

23

consensus of this council to change the asset

23

I'm for effecting the fixed income range, but I

24

ranges, I would strongly favor that, and

24

don't want to touch the top end, and I don't think

25

particularly, I would like to suggest that we change

25

we need to go after the cash. I think that that was
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1

done for a reason. I think we've done pretty well

1

rather adjust the top end of the range of the

2

with it, as Ash said. I think we have one of the

2

equity, then open everything back up.

3

best teams in the country, and I have complete

3

And let me say, the last thing I'd like to do,

4

confidence in their ability to operate within those

4

having worked at the SBA, everybody in here manages

5

ranges. But I do think that the fixed income range

5

money for the beneficiaries of the plan, and that's

6

is -- or not the fixed income range, but the top of

6

their job, and they do it well. And I would say

7

the equity range in this case is an issue.

7

that, you know, I don't want to bog down the board

8

with a yearlong or -- you know, these things tend to

9

drag on -- you know, a yearlong asset allocation

8
9

I think that, you know, Ash makes a good point.
Unless you go into global equities, there is no

10

quick and easy fix to the allocation issue. You're

10

review. Let's keep it finite. Let's keep it

11

not going to put it into private equity right away.

11

narrow, and let's get something done quickly.

12

You're not going to get it into core. You're not

12

MR. HARRELL: I agree.

13

going to get it into maybe some -- not that amount

13

MR. COLLINS: Because if we open this thing up

14

of money in strategics right away. So really global

14

and it's this huge process, I'm telling you,

15

equities is all you have.

15

government is -- you know, everything comes to a

16

screeching halt, and you're not going to get
anything effected for a year and a half.

16

And to Martin's point, if the risk premium is

17

4.76 today, if we really believe that, then maybe

17

18

that's not such a bad thing. But I think, for that

18

MR. HARRELL: I agree.

19

reason, the only thing that I would really be

19

MR. COLLINS: So I think the quickest is to be

20

interested in opening up is increasing the top end

20

surgical, with a rifle, and say, we're going to up

21

of the global equity range, because I just don't see

21

the range of global equities. But at the same time

22

how you're going to effect what I too agree we need

22

I'm sensitive to Ash. It's his job. If he decides

23

to -- and I think that Ash and everybody else is

23

and the team decides that they want to do it, they

24

agreeing that we need to focus on. I just don't see

24

bring it to us. It is a little different for us to

25

how you're going to get there anywhere else. So I'd

25

lead that way. I don't think that Ash would turn
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1

down a little bit more flexibility on the top end of

1

and that then makes the shock a lot more than many

2

the global equities, but I could be wrong. So I

2

other things.

3

would be in favor of just that.

3

4

MR. WENDT: I agree with that only because I

So I'm more than willing to go along with what

4

Will is saying, that we can discuss this. If we had

5

think we should be on an intermediate term thought

5

more information, then it may help us to look at

6

process here, and that's the only thing we need to

6

raising the upper end on global equity. But I also

7

change, is to have a higher global equity ratio.

7

think that all these folks, all the things that we

8

And that makes it simple. And do it today, not in

8

have brought up, I think you did an excellent job in

9

six months.

9

responding to those.

10

MR. GARCIA: Chuck.

10

I appreciate, Will, what you and Ambassador

11

MR. NEWMAN: I think I pretty much agree with

11

Cobb put together, because it's caused this

12

the things that Peter has said, and we've all pretty

12

discussion. And the way you all have responded, you

13

much discussed it. I think we have opened it up. I

13

still come back to the same point. So I have to put

14

mean, we're having this discussion, we're meeting

14

a lot of weight on that. But I'm fine if the group

15

again. I don't have a problem with the broader

15

wanted to go up a couple of percent on global

16

range for the fixed income either. I think it does

16

equity. I'd be fine with it.

17

give you more flexibility. In fact, that's exactly

17

MR. DANIELS: I would agree with --

18

where we are right now because we're up against the

18

MR. GARCIA: We've got to go in order.

19

top end for the global equity, so we are now saying

19

20

should we have had a broader range there.

20

MS. ELIA: I'm the new member here, but I do

21

have -- having sat here, I would tell you I think

21

I personally would prefer, though, to see us

MaryEllen is next.

22

reduce fixed income, and even though it will take a

22

the process is extremely important, to go through

23

little longer, move more towards the private equity

23

this and to look at how these various ranges could

24

and that area, versus more in the global equity.

24

be changed, given shifts that occur all the time.

25

Anything can happen. There could be a major event,

25

And I think it's prudent upon us to do that and to
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1

be an advisory group to the trustees. I think

1

I don't manage $140 billion either. So it's a

2

that's -- I was appointed by a trustee, and I think

2

different way of doing business.

3

that's what they would want.

3

4

So from my perspective, it would be important,

The other thing is that my experience is that

4

when everybody runs to one side of the boat, I

5

whether it goes into global equities, maybe that's

5

better get to the other side. And the observation

6

the shift, maybe it's other areas, and I would agree

6

here is that everybody is running to one side of the

7

that it's not tying your hands, but it's having

7

boat.

8

other people look at what should be a very open

8

MR. GARCIA: Ash?

9

discussion about where we should be. And it could

9

MR. WILLIAMS: I think the idea of increasing

10

change. I think it's a process that should be kind

10

the upper bound on global equity is a smart one, and

11

of an ongoing thing all the time. And we ought to

11

it's the same issue that I used a moment ago,

12

have that information.

12

illustrating the problem in 2008 with private

13

equity. We could have a circumstance where because

13

And I think that some of the reports that we

14

got are very helpful, but they are specific to fixed

14

of nothing to do with anything that would change our

15

income or ex-fixed income, very limited in that. So

15

fundamental views or targets, we could bump up

16

we need to have more of a discussion on some of the

16

against that target. I mean, we're not that far off

17

other areas to know what we believe would be the

17

that boundary now. And if we had more head room on

18

best. And for the purposes of being advisory, I

18

that boundary, it gives us the flexibility that

19

think that's important for us.

19

would be useful.

20

MR. GARCIA: Thank you. Les?

20

21

MR. DANIELS: I would agree with adding the

21

asset classes is we use them as what are called

And the way we treat all of our alternative

22

flexibility to the global equities, but I wouldn't

22

floating weights, where to the extent there's a

23

try to tell the team how to run the business and

23

variance between their target and where they

24

whether or not they should sell that fixed income.

24

actually are, it floats against global equity, and

25

I wouldn't own a lot of fixed income right here, but

25

global equity becomes the liquidity source if we
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1

have an opportunity to progress what's invested in

1

rested you are and how much you want to learn today

2

that particular area.

2

and how much time you've got, we're here and we're

3

loaded fully. We're ready to go.

3

So I guess what I would say is that immediate

4

action, if we want to make an IPS change, I would do

4

5

a couple of things. I would go ahead with this

5

6

benchmark change we've talked about and revise the

6

7

IPS to reflect that. We could also increase the

7

8

upper bound of global equity. I don't think I would

8

9

necessarily mandate a changing in the target in

9

10

fixed right now because we've got a decent bound

10

MR. GARCIA: Michael?

11

around it, and we've got room to go on the down side

11

MR. HARRELL: Or not.

12

if we choose to take money away. So there's no

12

MR. WILLIAMS: Good point. I think we opened

13

constraint there. And what I would let drive that

13

14

is what's our ability to increase opportunities in

14

15

other areas.

15

in all this stuff I remember a rule that said no

16

more than 75 percent in risk assets. That's not the

16

So I think we've got the tactical tools in

MS. ELIA: I'm glad everyone else knows
everything in their slides.
MR. WILLIAMS: Here's what I would suggest as
closure, because I think, Will -MR. HARRELL: We do have one more on the phone,
don't we?

this discussion up long ago.
MR. WENDT: I just have a question. Someplace

17

fixed income to act, and if we put a little more

17

term that was used, but that's the term I'll use.

18

head room on global equity, we have the tactical

18

And so we would need to raise that to 80 percent if

19

tools there not to be forced to act inappropriately

19

we wanted to provide the flexibility to go higher in

20

and at an inopportune time and buy something we

20

global equity, I think, wouldn't we?

21

really don't otherwise want.

21

22

And, MaryEllen, to your point, we have slides,

MR. WILLIAMS: Suggestion on that. Let us --

22

where I was going is -- I'll just wrap up, and I

23

and every SIO came prepared today to go through

23

think I can cover this for you. I think we've put a

24

every single asset class and talk about

24

lot of work and discussion into this and a lot of

25

opportunities and risks. So depending on how well

25

background. The 243-page background piece you got
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1

and all these slides didn't just appear out of

1

because we have 5 percent more global equities than

2

nowhere. Mr. Benton and everybody here, including

2

all the other big funds in the country. And I don't

3

our outside consultant partners, have done a heck of

3

want the trustees answering that question in public

4

a lot of work over the past month or two on this.

4

either.

5

So a lot of thought has gone into it. And, believe

5

6

me, the issue is more than on the table.

6

I have been to the cabinet meeting where you

7

present, and this is a really important subject.

7

So I would say why don't we do the following.

MR. GARCIA: Let me make a suggestion, because

8

Let us go to work on a redraft of the IPS that would

8

And you get -- the chairman gets just a few minutes

9

contemplate a shift in the upward bound of global

9

to present to our trustees. And I think, for this

10

equities. We will evaluate this question of the

10

to be done most effectively, I think that we

11

risk asset ratio and the way that's referred to in

11

individually need to bring our trustees up to speed

12

the IPS, make sure we're within bounds on that. And

12

on all of the things that we discuss today and that

13

we will continue looking at other opportunities in

13

their staffs need to interface with Ash's staff.

14

other areas.

14

15

And I guess my own sense is, just to be very

The one thing that we do have is some very

15

financially astute trustees that understand these

16

clear on where I'm coming from, from a risk budget

16

issues. And I think it would be beneficial if we

17

standpoint, to the extent we take money off the

17

individually talked to them about what we're trying

18

table in fixed income, my own preference is to

18

to accomplish and then have their staff talk to

19

diversify risks in areas other than global equities.

19

Ash's staff.

20

We've already got a whopping exposure to global

20

21

equities compared to our peer group.

21

I appreciate Ash's summation, but it definitely came

22

out more circumscribed than the conversation that

22

And if things turn ugly in the global equity

MR. HARRELL: And just for the record, because

23

marketplace, I don't want to be back here, and when

23

I'm hoping we have. I think it got limited down to

24

we get to the peer comparison part of this thing,

24

the notion of changing the range for global

25

we're all sitting in the corner wearing a dunce hat

25

equities, but even with a different range, we're not
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1

changing the target and we don't actually want to

1

banks want to do in the post-Dodd-Frank era and what

2

implement it.

2

they want to pay for it. That would be very tough

3

and we don't need it. It would be tough, expensive,

3

I'm definitely hoping that we have, perhaps at

4

the next meeting, that we have a more free-ranging

4

and most importantly we don't need it. So I think

5

option set that we're looking at and discussing. So

5

we're in good shape there.

6

I don't want to close the meeting on a necessarily

6

MR. WENDT: Thank you.

7

narrower subset. And I don't want to get a debate

7

MR. WILLIAMS: So to sum up, Mr. Chairman, if I

8

going on it, but that's my feeling, and I hope we're

8

may, what I would see our assignments as coming out

9

talking about more than just that.

9

of this would be a couple of things. First of all,

10
11
12

MR. GARCIA: Any other comments or questions on
the subject?
MR. WENDT: Well, we also haven't discussed

10

we will go ahead and do some work on revising the

11

investment policy statement to adjust this global

12

equity boundary to the up side, making sure it's

13

about one of Will's other ideas, which was a letter

13

appropriate within the risk asset ratio, make sure

14

of credit or some type of a credit facility, I

14

that's appropriate.

15

guess. We haven't heard that at all today. Do you

15

16

have any thoughts on that, Ash?

16

adjustment in the benchmark for fixed. And we can

17

discuss that further if you'd like, because we've

17

MR. WILLIAMS: Mr. Chairman, may I? Yeah, I

I would like to go ahead and make this

18

actually did talk about that a moment ago when I

18

done the work on it and we're ready to go on it.

19

talked about liquidity. And I think the answer is

19

And we will continue looking for opportunities in

20

we have more than enough now. And what we're

20

other areas and put money to work there as we see

21

talking about doing is creating an internal

21

fit, keep you posted and keep you informed in real

22

synthetic liquidity facility, which would give us

22

time ongoing.

23

even more flexibility. So the idea of, A, trying to

23

24

find an outside credit provider, which for a fund

24

anticipating that IAC members will talk to the

25

this size would be extremely difficult, given what

25

trustees about this issue, I think you should
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2

interface with the staff of the trustees.
MR. WILLIAMS: I interface with the staff of
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1

maybe at the next meeting -- I'm assuming between

2

now and the next meeting, we will execute on -- you

3

the trustees, if not daily, weekly, on everything.

3

will execute on what we've talked about here today,

4

That's a given, no question. And what we'll do,

4

such that at the next meeting, if we wanted to,

5

just so you understand this, procedurally, on an IPS

5

which I'd like to, to get into the different asset

6

change, we can take that up to the trustees anytime.

6

classes and talk about that and hear from your staff

7

That doesn't have to wait for a quarterly meeting.

7

relative to Will's point on being a little bit more

8

tactical. If we could do that, that would be great.

9

I don't want all this work to go to waste.

8
9

So what we can do is go ahead and do those
revisions. You want us to circulate them around,

10

great, we'll do that, and we can take them up at any

10

11

time. And we would obviously -- I do one-on-one

11

12

briefings for each of the trustee's offices on

12

MR. COLLINS: Because it's 4:00.

13

everything, this meeting, every meeting we have,

13

MR. GARCIA: What's the pleasure of the IAC?

14

every item. Every item on that agenda I've already

14

Do you want to continue to move forward on the

15

briefed with all three offices separately, I mean

15

agenda?

16

tomorrow's agenda. And we do that on everything.

16

17

And anything that's of any moment, there's an

17

MR. COBB: Why aren't we going to do some of
that today? Because of time?

MR. NEWMAN: I'd rather come back and do it.
I've got to leave anyway, so --

18

iterative process of shuttle diplomacy, where I talk

18

MR. HARRELL: On what I promise is a completely

19

to each of them individually and we keep going

19

unrelated topic, I had a conversation with Rowland

20

around and around until we get consensus. That's

20

earlier, and something I wanted to put in front of

21

how it works.

21

the IAC as a potential idea. You all know I wrote

22

MR. COLLINS: Mr. Chairman.

22

that memo about the particular model that Rowland

23

MR. GARCIA: Sure.

23

runs for us. Before the meeting started, Rowland

24

MR. COLLINS: To Will's point and to yours on

24

and I were talking about not replacing it but an

25

additional complementary tool. And that is, I think

25

the work that staff did for us on each asset class,
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1

it would be helpful perhaps for all of us to examine

1

ability interactively during the meeting to play

2

not the aggregated results of a thousand different

2

with them a little bit, too. Those are things that

3

scenarios, but a single scenario and the outcome

3

I think can be done, and I think they can add value

4

from that.

4

to getting the intuitive understanding of how things

5

react to different kinds of situations, and

5

So, for instance, assume a Great Depression

6

kind of scenario and appropriate responses by the

6

hopefully also build comfort that the model has a

7

different asset classes over, say, ten years or

7

lot of that in it already, but you don't always see

8

something and what does that look like. And then

8

all that. So it's a way to kind of get it at a more

9

there was -- I think Rowland prepared an alternative

9

understandable level. So I think it's a good idea.

10

high inflation scenario, but that was a 10 percent

10

11

chance in any year of an inflationary spike. But

11

if you put together another 250-page book, could you

12

what if instead you had a scenario that was five or

12

put it on tape so I can just listen to it?

13

ten years of, say, 5 percent inflation or whatever

13

14

seemed appropriate.

14

15

And there's a variety of different -- and in a

15

MR. NEWMAN: The only other thing I'd say is,

MR. WILLIAMS: We will, but it will be in
Sanskrit.
MR. GARCIA: Well, I get the feeling that y'all

16

lot of ways I think that might be a more useful

16

want to defer the tactical allocation discussion to

17

tool, to look at the different scenarios

17

the next meeting. Is that what I'm hearing?

18

subjectively and say, I'm not very worried about

18

MR. COLLINS: I would.

19

this one, I'm really scared of this one, and think

19

MR. NEWMAN: And with some other models maybe,

20

through that. That's in addition to what we're

20

21

already doing. Do you have anything you want to --

21

22

am I fairly stating that?

22

is my sense is there is a consensus on some of the

23

tactical recommendations. And the discussion here

23

MR. DAVIS: Yeah, absolutely. And it's

so it will be even more helpful to discuss.
MR. COBB: The only thing I would say, Martin,

24

something that I think can perhaps even be done -- I

24

is more about allocation, which is -- now, it's

25

mean, defining the scenarios and then having the

25

difficult to differentiate the two, and the
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1

strategic allocation issues affect some of the

1

differentiate yourself from a broad market that's

2

tactical.

2

moving adversely, then the more latitude you have to

3

make active bets versus be handcuffed to something

3

But on the one issue of going shorter on the

4

bonds, I didn't hear anybody that's against that

4

that's going a direction you don't want to go

5

tactical recommendation. So I would move, if there

5

passively, that's better. So we've contemplated all

6

is a consensus, move that we accept management -- we

6

of that. We have very specific recommendations in

7

support management on that point.

7

all of those areas. And we had envisioned walking

8

through those today to help address the issue of we

9

hate fixed income, so how do we help live with

8
9
10
11

MR. GARCIA: I don't think that you need to
do -- I mean, you can do tactical asset allocation,
that's within your purview.
MR. WILLIAMS: I think the point the ambassador

10

something we don't like. Sorry, Katy.

11

MR. COLLINS: We like Katy.
MR. WILLIAMS: Yeah, we do, we like Katy, but

12

is making is on the IPS changes. And let's be very

12

13

clear, because we're talking about making changes in

13

14

a document here and then taking them up to the

14

MR. GARCIA: I don't think it would be prudent

15

trustees. So there are at least two things I would

15

for us to do that without receiving a presentation,

16

like to go ahead and do. One is making the

16

I mean change something in the investment policy

17

benchmark change to the Barclay's Intermediate from

17

statement without having a presentation.

18

the Barclay's ag for fixed income. Two is -- and,

18

MR. WILLIAMS: Then let's do it.

19

again, this was in part of Katy's presentation that

19

MR. GARCIA: Are you all okay with staying for

20

we didn't do, but we would like to alter the mix of

20

21

active/passive in favor of more active and

21

MR. COBB: Yeah.

22

potentially do a little more internal as well.

22

MR. GARCIA: Okay. Katy, you're up.
MS. WOJCIECHOWSKI: Wow, there is nothing that

not what she carries. So anyway --

that?

23

MR. COLLINS: Is all of that IPS?

23

24

MR. WILLIAMS: Yes. And all of that has

24

I can say that won't be anticlimactic at this point.

25

Okay, let's go.

25

bearing on, if what you're trying to do is
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1

MR. WENDT: Give us a page.

1

the long-term, so 20 years and out, for example,

2

MS. WOJCIECHOWSKI: If you just page forward

2

that the risk that you took you were not paid for

3

from Kristen's pages just a little. I can probably

3

over time, over a long-term. Is that fair, Kristen?

4

name it in 15 notes or less. We all know the issue.

4

To sum up your paper in ten words.

5

You guys don't like fixed income. I love working in

5

6

fixed income. I don't even like fixed income. My

6

7

slides, I need to preface this. When I put these

7

MS. WOJCIECHOWSKI: Yes.

8

slides together about ten days ago, we were about 50

8

MS. DOYLE: Yes.

9

basis points lower in yield than we are currently.

9

MS. WOJCIECHOWSKI: So we've done a lot of work

MS. DOYLE: When you say long-term, meaning the
long end of the yield curve.

10

So at that point, if we had a 20 basis point rise in

10

at looking at opportunities in the intermediate ag

11

rates, we would have negative total returns on the

11

for how we'd like to invest. But what this page

12

year. Well, guess what. We've had a 60 basis point

12

shows is you don't get paid right now for taking

13

rise in rates. So we have negative returns on the

13

risk in the Barclay's ag. So we try to look at, is

14

year, and we're digging out of that hole.

14

that a short-term thing, an intermediate-term thing

15

If you page forward to the next page -- if you

15

or a long-term thing. I say it definitely is true

16

think of duration as one measure of risk, right now

16

in the short term and the intermediate term, and

17

you don't get paid to take risk. And I would

17

Kristen's paper would say it's true in the long term

18

encourage you all to reread, if you haven't read

18

as well.

19

already, to read it, Kristen's paper on the

19

20

intermediate ag, because we did a lot of work on

20

reason that you don't get paid right now is the

21

looking at opportunities. And you have to remember,

21

benchmark has become much more government or

22

in the fixed income group, we look in the shorter

22

government related oriented. So it's gone from

23

term. They look in the longer term. And they did

23

20 percent to 35 percent in Treasuries. It's 70 to

24

do some work in the longer term. And it in general

24

80 percent right now government or government

25

shows that you don't get paid for taking risk out in

25

related.

ACCURATE STENOTYPE REPORTERS, INC.

On the next page I just want to point out, one

ACCURATE STENOTYPE REPORTERS, INC.

145

146

1

So if you're pushed into investing, if you

1

classes.

2

invest passively, you're pushed into investing where

2

3

you don't want to invest, where you're not paid to

3

number one goal is preservation of principal,

4

invest, where the Fed is telling you not to invest,

4

because we are investment grade, we are the source

5

because they're pushing you into the risk aisle of

5

of -- a source of liquidity for the fund. So we

6

investing. So we're looking at different

6

want to remember that. And we also are a hedge

7

opportunities that maintain liquidity without giving

7

against equity downside risk.

8

up -- without giving up returns hopefully or

8

So a lot of things that we've looked at, bank

9

improving returns.

9

loans, high yield, emerging markets, some of those

And we try to remember in our group that our

10

So our group put together a lot of work on

10

act more or less like equities. So the more we move

11

scenario analysis. This one is rates increase, and

11

into those areas, I might improve my returns, but I

12

we've done hundreds of scenarios, frankly. But what

12

might not act like a hedge against global equities.

13

it showed was, looking at a different risk

13

So we try to balance that.

14

measurement of volatility, that if we want to reduce

14

15

risk, volatility being that measure of risk, we can

15

some of them in her paper. We've looked at them.

16

actually probably increase returns in certain asset

16

If you look at bank loans, for example, floating

17

classes.

17

rate, so it would improve in a rising interest rate

However, there are opportunities. Kristen put

18

Now, you have to remember that 2 percent of our

18

environment. High yield unfortunately also acts

19

asset class is 600 million. So it's pretty tough to

19

very much like global equity at the time. Pure

20

invest completely in these asset classes. But we

20

Alpha strategies. And what we found to be one of

21

can, by shortening the ag, the aggregate benchmark

21

our best opportunities in short CMBS was short

22

to the intermediate aggregate benchmark, we can

22

asset-backs, also a good opportunity.

23

reduce some of that volatility and improve returns

23

One of the points that we looked at is, I don't

24

over that time. And then we probably can improve

24

care necessarily if it's expressed in our group, but

25

over that as well, in some opportunistic asset

25

as the fund, we should care -- Trent walked out.
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1

But if it's expressed -- it could be expressed in

1

2

his group as well, in the strategic investments.

2

is about 80 percent of the same assets. It cuts out

3

You know, I don't really care which area. The fund

3

long Treasuries and the long corporates. So it

4

should look at all these opportunities.

4

would eliminate that, and that's how it shortens its

5

duration. So it is a less used -- has been a less

5

So what we'd like to do is shorten our

MS. WOJCIECHOWSKI: It's normal to normal. It

6

benchmark, because we believe at least in the

6

used benchmark, because the aggregate is supposed to

7

intermediate term, it makes sense and probably in

7

represent the investable universe in fixed income.

8

the long-term it makes sense to shorten the

8

There are people who have looked at the global ag

9

benchmark to an intermediate ag, which reduces

9

versus U.S. ag. Working with these guys, there are

10

really the long corporates and long Treasuries. It

10

people that are moving into an intermediate ag

11

eliminates them from the index. So it shortens the

11

benchmark as well. Fair?

12

duration of the portfolio by about a year and a

12

MS. DOYLE: Yeah.

13

quarter. It does increase your allocation to

13

MS. WOJCIECHOWSKI: One of things -- I've been

14

mortgages, which can be problematic, but we can work

14

reaching out to other people who do what we do and

15

around that. And it reduces the volatility of

15

just talking about what they're thinking. And I

16

returns and expected returns over time.

16

wish there was a magic bullet, believe me, but what

17

I think I did that in about ten minutes.

17

we found is that does make a lot of sense. One

18

MR. HARRELL: Can I ask you a quick question?

18

thing that we had to check was are the managers that

19

MS. WOJCIECHOWSKI: Sure.

19

we use -- because we use external and internal

20

MR. HARRELL: In your world -- because I'm not

20

management -- are they good at intermediate ag

21

familiar with the subtle distinctions between the

21

management. And pretty much the answer is yes. But

22

fixed income benchmarks. In your world are we going

22

that is a consideration.

23

from the benchmark most people use to a more obscure

23

24

one, or are we going from one normal to a normal one

24

I have this general sense that the whole world wants

25

or --

25

to be short-term. I mean, is that a fair --
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1

MS. WOJCIECHOWSKI: I think that's --

1

are asking for a change to the benchmark, and I'm

2

MR. HARRELL: Like in general, most people are

2

always for anything that improves flexibility, so

3

I'll definitely be for that. If you didn't have

4

this, how constrained are you? Do you feel like you

5

can't do that anyway? Apparently you do feel like

6

you can't.

3
4
5
6
7

scared of being long term.
MS. WOJCIECHOWSKI: Being long-term investors
or long -MR. HARRELL: Being long-term fixed income
owners. Sorry. I should say owning long bonds.

7

MS. WOJCIECHOWSKI: That we couldn't move to

8

MS. WOJCIECHOWSKI: Right.

8

change our benchmark?

9

MR. HARRELL: And so no question whatsoever I

9

MR. HARRELL: No, no, no. That you can't
change your portfolio to deviate from the benchmark.

10

favor getting out of long bonds. I just wonder, do

10

11

you feel like you are crowding into something where

11

12

it's hard to -- when you say there are good

12

requests that we had in this book is to also

13

opportunities, for instance, in asset backs, what

13

increase our active management versus passive,

14

does that mean? Like quantify that.

14

because if you don't like something, why are you

15

forced to invest in it, which you are when you

15

MS. WOJCIECHOWSKI: Well, and asset backs could

MS. WOJCIECHOWSKI: No. We can. One of the

16

be a crowded area, you're right. Short CMBS,

16

invest passively, and to expand our opportunity set

17

commercial mortgage-backed securities, short CMBS

17

slightly.

18

less so. We would like to be opportunistic. We

18

MR. HARRELL: I'll be all for that, too.

19

have some managers who are very good at those asset

19

MR. WILLIAMS: Let me add another dimension to

20

classes. That's my background, by the way, so I'm

20

that that I think is useful to how you think about

21

most familiar with that. Short corporates, you can

21

this. If you had the existing benchmark, we could

22

get to a place where you can roll down the curve

22

still make the changes we're talking about making in

23

very quickly. So that's a good place to be.

23

the actual portfolio. But remember what I said

24

earlier about how we take risk in a very disciplined

25

way and we have a very specific risk budget that's

24
25

MR. HARRELL: And then a structural question.
I'm not sure who it would be for. Since you guys
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1

asset class by asset class? Your use of risk budget

1

keeps the alignment right on the amount of risk we

2

is driven in large measure by where you are relative

2

want to take.

3

to your benchmark.

3

MR. COLLINS: Mr. Chairman, I have a question

4

So if you keep a benchmark that structurally is

4

for Katy. So as I mentioned before, after Will's

5

undesirable -- if you flip back to that slide, Katy,

5

memo, I put my own little book together, and it's

6

that shows how the Barclay's ag has shifted between

6

been my nightly put-me-to-bed reading. And I came

7

2007 and 2012. That's a materially different

7

across this one piece, and I'm interested to hear

8

benchmark from what it was originally. So to the

8

your comment on this, because I'm wondering what --

9

extent we keep that benchmark and Katy does the

9

I'd like to get your opinion on is this much ado

10

things she thinks are the right things to do in the

10

11

portfolio, guess what. You've burned up your entire

11

So since 1994 there have been three distinct

12

risk budget, and then some, just differentiating

12

time periods of increasing Fed funds rates. Each

13

yourself from what you don't like, never mind

13

period of rising Fed funds rates was different in

14

getting what you do like.

14

magnitude and the duration of the rate increase.

15

Despite increased price volatility, the cumulative

15

So if you shift to the Barclay's intermediate

about nothing.

16

benchmark, you sort of reset the risk meter, if you

16

total return of the Barclay aggregate remained

17

will, because now the benchmark you've got is more

17

positive during each period and for the following

18

similar to things that you like and are neutral on.

18

year.

19

So then you make your active bets, your security

19

MS. WOJCIECHOWSKI: Not including 1994, right?

20

selection, your credit bets, your duration bets, to

20

MR. COLLINS: Not including 1994. Since 1994

21

the extent you want to make any, et cetera, from a

21

22

base that's a more friendly base.

22

MS. WOJCIECHOWSKI: Right.

23

MR. COLLINS: And so you read that and you go,

23

So you're taking up less risk budget, and it's

there's been three.

24

a more prudent institutional way to do it. So

24

well, is this much ado about nothing, right? And so

25

that's why we want to make the change, because it

25

I'd be interested in your comment, despite this and
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1

despite the benchmark switch, which great. If

1

2

that's what the professionals have deemed to do,

2

3

then great. I'd be interested in what your thoughts

3

4

are on the whole fixed income conundrum.

4

5

MS. WOJCIECHOWSKI: Well, if you look at this

5

6

slide, and since -- I don't have a little laser, but

6

7

since 1994, look at how your yield per unit of

7

8

duration have gone down. Actually, the last 30

8

9

years, have pretty much gone down. So now your

9

well.
MR. COLLINS: It would be a little bit lower,
but it would be higher overall probably, right?
MS. WOJCIECHOWSKI: It would probably be
higher, if I'm doing the math right.
MR. HARRELL: Katy, do you do anything on the
short side?
MS. WOJCIECHOWSKI: Do we do anything on the
short side?

10

chances of having a positive return are much lower

10

MR. HARRELL: Yeah.

11

than they were, say, in 1994.

11

MS. WOJCIECHOWSKI: We manage about 20 billion

12
13
14
15

MR. COLLINS: And you think that's totally
reflective of just the long side of it.
MS. WOJCIECHOWSKI: Just because rates in
general have dropped.

12
13

managing -- you can still end up with the same net

15

exposure, but shift --

MR. COLLINS: Yeah, right.

16

17

MS. WOJCIECHOWSKI: I mean, the entire yield

17

18

curve has shifted down, but yeah. So this is on the

18

19

Barclay's ag, which by the way, the yield, as I

19

20

pointed out --

20

22
23

MR. COLLINS: So what would that graph look
like on the Barclay's intermediate?
MS. WOJCIECHOWSKI: On the Barclay's

MR. HARRELL: No, sorry. Short selling. Like

14

16

21

of short-term funds.

MS. WOJCIECHOWSKI: We are not allowed to lever
in our group. So the short answer is no.
MR. COLLINS: That's a whole nother other
discussion.
MR. HARRELL: I know. I was just curious if it

21

was already there. I'm not trying to open up a can

22

of worms.

23

MR. GARCIA: Does that conclude your report?

24

intermediate? That's a good question. I'll get

24

MS. WOJCIECHOWSKI: I think that does.

25

back to you on that. It would be probably lower as

25

MR. GARCIA: I think we need a motion on this,
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MR. COBB: As I understand Will's request to

1

2

MR. NEWMAN: I'd move that.

2

the committee is that we were going to not complete

3

MR. GARCIA: Is there a second?

3

the allocation discussion until the next meeting.

4

MR. COLLINS: Can I ask a question before we

4

5

finish the motion?

5

MR. NEWMAN: We were just making these changes
now.

6

MR. GARCIA: Sure.

6

MR. COBB: We're making these changes now to

7

MR. COLLINS: Is that all we need, Ash?

7

help with the process, but that we still have not

8

MR. WILLIAMS: If I may, Mr. Chairman, I would

8

yet reached consensus on allocation.

9

recommend a motion that includes two things that

9

MR. WILLIAMS: As a practical matter, we never

10

would both be changes to the investment policy

10

finish this discussion. This is what we do all the

11

statement. One would be the change in the fixed

11

time. This is our job, all of us.

12

income benchmark. The second would be an increase

12

13

in the upper bound of the global equity range.

13

MR. COBB: Except for the 2013 review hasn't
been completed yet.

14

MR. NEWMAN: How much?

14

MR. GARCIA: Correct. So I think it would be

15

MR. WENDT: I recommend 65. It doesn't hurt to

15

prudent, can someone make a specific motion on the

16

subject?

16

be higher.

17

MR. WILLIAMS: It's a range.

17

18

MR. NEWMAN: As long as it's within the

18

19
20
21
22
23

other -MR. WENDT: Yeah, then we've got to get within
the other ratio.
MR. HARRELL: Without prejudice to us having
some more conversations in September.

19
20
21

MR. WENDT: We're all afraid to at this point.
I thought Ash got it.
MR. NEWMAN: I move that we would change the
benchmark.
MR. WILLIAMS: We're going to do two things,

22

change the fixed income benchmark to the Barclay's

23

intermediate from the Barclay's ag, number one.

24

MR. NEWMAN: On the same subject.

24

Number two, change the upper bound of the range for

25

MR. COLLINS: About tactical.

25

global equities. And the fill-in-the-blank number
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1

that Mr. Wendt so graciously provided was a five,

1

fixed income securities, and management has

2

65 percent. And the only caveat to that would be

2

recommended a series of tactical movements that we

3

that I will double-check and make sure we're okay on

3

as a committee endorse and that -- and since we have

4

the -- any other risk constraint.

4

reached that consensus, we should have a motion to

5

MR. NEWMAN: So moved.

5

approve that.

6

MR. WENDT: And that we will continue the

6

But I think that we do not have a consensus on

7

management's recommendation on allocation, which is

8

a more macro issue, and that we would like to

9

discuss that at the next meeting. That's the

7
8
9

discussion next meeting.
MR. COLLINS: Well, that's not part of the same
motion.

10

MR. COBB: It should be.

10

11

MR. COLLINS: Oh, okay, sure.

11

12

MR. GARCIA: And maybe this is the lawyer in

12

consensus I sense.
MR. HARRELL: I agree. I think the motion on
those two points is fine.

13

me, but making changes to the investment policy

13

MR. COBB: And furthermore, Ash makes a very

14

statement without having a formal presentation, it

14

persuasive argument that since we are going to be

15

just doesn't feel right to me.

15

focusing more on intermediate and short-term fixed

16

income securities, we should change our benchmark to

16

MR. WENDT: Time is moving on. I don't mean

17

today. I mean the markets are moving dramatically.

17

reflect that. So I think we have discussed that

18

MR. NEWMAN: But we've had a lot of discussion

18

thoroughly and that there's a consensus for that.

19

on this today, in this presentation. We just didn't

19

20

do that little wrap-up piece.

20

21
22

MR. COLLINS: I certainly feel totally
informed.

MR. WENDT: Do you agree that we should change
the upper limit of the global equity?

21

MR. COBB: Yes.

22

MR. WENDT: Not as a final thing.
MR. COBB: Except my only concern with that is

23

MR. GARCIA: Okay.

23

24

MR. COBB: Martin, to give you my view on this,

24

that that not be considered a final discussion on

25

allocation.

25

that we did discuss at length risk on long-term
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1

Maybe it would be helpful for us either to plan that

2

get right back into this puppy next time.

2

we're going to be here later next time or start a

3

MR. GARCIA: Any further discussion?

3

little earlier and go through, and I think you may

4

MR. NEWMAN: Not on that --

4

have said it, Martin, or several people have said

5

MR. GARCIA: On the motion?

5

it, some models like Will talked about that say,

6

MR. NEWMAN: -- motion.

6

okay, if we move 2 percent, put it into private,

7

MR. WILLIAMS: Katy, do we need any detail on

7

here's how long it takes, here's what it would do,

8

the active/passive piece for IPS? Can we just make

8

if we put it in global, here's what it does, so that

9

the motion that we will increase the global equity

9

we can look at some real numbers when we're sitting

10

upper bound to 65, number one? Number two, we will

10

11

make the appropriate adjustments to fixed income to

11

12

change to the statement -- the aspects of the IPS

12

me that we haven't yet looked at inflation like we

13

relating to fixed income, to change the benchmark

13

had during President Carter's administration. I

14

and to enable opportunistic strategies to increase,

14

know, in this most recent report, you had 10 percent

15

which will mean more active management.

15

over three or four years, which would be low

here. It just makes it a lot easier.
MR. COBB: And particularly Will has convinced

16

MR. NEWMAN: So moved.

16

compared to -- you have convinced me that the

17

MR. COLLINS: Second.

17

standard deviation, you can double it and still it

18

MR. GARCIA: Any further discussion?

18

doesn't make a dramatic difference. But I think on

19

MR. WILLIAMS: Perhaps someone else should make

19

inflation, we still haven't -- Ash made an argument

20

to me in our phone conversation that inflation like

20

that motion, since I'm not a member of the IAC.

21

MR. NEWMAN: I made it.

21

that will maybe hurt stocks as much as it hurts

22

MR. PRICE: I'll move it.

22

fixed income securities. That maybe is correct,

23

MR. GARCIA: Any further discussion? Any

23

Ash, but I'd like to see evidence of that in the

24

model.

24
25

objection? Passes unanimously.
MR. NEWMAN: Can I mention one other thing?
ACCURATE STENOTYPE REPORTERS, INC.

25

MR. DAVIS: We can certainly do it with these
ACCURATE STENOTYPE REPORTERS, INC.

161

162

1

specified scenarios. But I would say that in the

1

MR. GARCIA: Does 10:00 work for everybody?

2

model right now, if you look at maximum inflation

2

MR. WENDT: Yeah.

3

rates that are produced, under the regular model,

3

MR. GARCIA: Is 10:00 a problem? Okay. Well,

4

it's in excess of 12 percent on an annual basis.

4

let's do that. Okay. Is there any other

5

But it just doesn't persist because the model

5

presentation that we should receive for which there

6

basically assumes that there can be a spike up to,

6

needs to be action today, Ash?

7

say, 12 percent, but then the Fed will work to bring

7

8

it back down.

8

9

With the high inflation model, the maximum is

9

MR. WILLIAMS: I don't think there's any that
needs action today.
MR. GARCIA: Then let's quickly go to the major

10

20 percent, so we actually experience rates of

10

mandate.

11

20 percent inflation on a single year. So the model

11

12

does have those spikes. But maybe what you're

12

can get through performance.

13

saying is they may be a longer duration for some of

13

MR. GARCIA: Pardon me?

14

those spikes. We can also explore that with the --

14

MS. DOYLE: I said I'll set a record in how

15

sort of the "what if" type scenarios.

15

quickly I can get through performance. So I'm just

MS. DOYLE: I'll set a record for how quickly I

16

MR. GARCIA: Any further discussion on this

16

going to cover performance briefly for the major

17

subject? A follow-up to Chuck's recommendation,

17

mandates. I'm going to flip through some slides

18

which I think is an excellent one, would you all be

18

here quickly.

19

willing to start earlier at the next -- this is the

19

MR. WENDT: Kristen, I might suggest, just wait

20

single most important thing that we do. What times

20

one minute. Everybody seems to be involved in other

21

work for y'all? What's the earliest y'all would be

21

conversations. Just give us one or two minutes

22

willing to meet?

22

while they straighten that out, and then we'll get
back to work. That's a suggestion.

23

MR. WENDT: The next time we don't have that

23

24

morning meeting, do we, the 10:00? All of us got

24

25

here by 10:00.

25
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MR. WENDT: Oh, did he? I'm sorry. I didn't
hear him say that.
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1

trailing periods.

2

And then we have some dated CEM information,

3

MR. WILLIAMS: Proceed.

3

universe information at the bottom, where we show

4

MS. DOYLE: So, again, I'm going to spend a few

4

that the five-year net value added for the FRS

5

minutes on performance. This is through March 31st,

5

investment plan is almost 70 basis points. For

6

2013, for a couple of the major mandates. This is

6

peers it's around 10 basis points. So on average

7

the performance of the FRS pension plan. The short

7

the fund options are actually outperforming on a

8

story here is that over all long periods of time,

8

higher level than peers.

9

the FRS has outperformed its performance benchmark,

9

The CAT Fund is the Hurricane Catastrophe Fund,

10

which is a representation of the policy allocation.

10

so this is a fund that's invested in very short-term

11

And we talked about the relative performance already

11

bonds. So you can see that similar to what we

12

today, relative to the green bar, which is the

12

looked at with the Florida PRIME, the absolute

13

absolute nominal target rate of return, and over

13

returns are very low over the more recent trailing

14

most long periods of time, it has outperformed that

14

periods but outperformance relative to the

15

benchmark as well.

15

performance benchmark, which is a blend of T bills,

16

short-term T bills and money market fund -- money

16

This is peer data we already looked at. So I'm

17

going to skip forward to the investment plan. This

17

market fund universe represented by iMoneyNet, and

18

is the defined contribution plan. We look at

18

has outperformed both the operating fund as well as

19

performance relative to the aggregate benchmark,

19

the 2007A note.

20

which is the passive -- the underlying passive

20

21

benchmarks for each of the fund options. You can

21

Fund, I will just point out something quickly here.

22

see that over all trailing periods, the investment

22

This is the asset allocation relative to policy.

23

plan has outperformed its aggregate benchmark,

23

And you can see that the blue dots are the actual

24

meaning that on average, collectively, all the fund

24

allocations. So this fund is currently

25

options are outperforming their benchmarks over all

25

significantly underweight global equity and
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1

overweight cash. That's due to the special

1

for your report. And now are there any comments

2

appropriations out of the Lawton Chiles Endowment

2

from anyone in the audience? Anybody want to be

3

Fund. So the staff at SBA chose to move that money

3

heard? Is there any new business or old business,

4

into cash. But regardless, the performance has been

4

anything further to discuss? If not, I'll take a

5

strong. The total endowment fund has outperformed

5

motion to adjourn.

6

its performance benchmark, which again is the

6

MS. ELIA: Move to adjourn.

7

passive representation of the policy over all

7

MR. GARCIA: Is there a second?

8

trailing periods.

8

MR. COLLINS: Second.
MR. GARCIA: Any objection? Passes

9

And we already talked about the Florida PRIME

9

10

fund. So I will conclude my performance comments.

10

11

MR. GARCIA: Does that conclude your report?

11

12

MS. DOYLE: Yes.

12

13

MR. GARCIA: Thank you very much.

13

14

MR. COBB: I have a question on security

14

15

lending and how security lending is reflected in our

15

16

performance reviews.

16

17

MS. DOYLE: Sure. That's rolled up -- and
correct me if I'm wrong, anybody. But that return

18

19

is rolled up at the total fund level. That's

19

20

reflected in the total FRS returns.

20

21

MR. COBB: But not in each segment.

21

22

MS. DOYLE: No. It's separate. It's accounted

22

for separately.

p.m.)

23

24

MR. COBB: Thank you.

24

25

MR. GARCIA: Any other questions? Thank you

25

ACCURATE STENOTYPE REPORTERS, INC.

(Whereupon, the meeting was concluded at 4:30

17

18

23

unanimously. Thank you all very much.
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MEETING OF THE INVESTMENT ADVISORY COUNCIL (IAC)
AUGUST 6, 2013
A telephonic meeting of the Investment Advisory Council (IAC) was held on Tuesday, August 6,
2013, in the Hermitage Room of the State Board of Administration of Florida (SBA), Tallahassee,
Florida. The attached transcript of the August 6, 2013 meeting is hereby incorporated into these
minutes by this reference.
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INVESTMENT ADVISORY COUNCIL MEETING
* * *
MR. GARCIA: At the conclusion of our last IAC

4

1

the June 2010 adoption of our current targets to

2

when we actually reach those targets. We've been

3

through the rebalancing exercise subsequently, so no

4

meeting, we afforded Ash the authority to go up to

4

longer need those old tables with the transitional

5

65 percent in global equities. And he felt that in

5

target ranges. The other thing we did was update

6

order to do that, he needed to amend our investment

6

the contents of other tables that show estimated

7

policy statement, and that's the purpose of this

7

cash flows, expected risk in the target portfolio's

8

meeting. So with that, I'll turn it over to Ash.

8

real return, et cetera.
So that really is the thrust of what we have.

9

MR. WILLIAMS: Thank you, Martin. And as you

9

10

said, that's exactly what the focus of our meeting

10

It's extremely straightforward and is completely

11

is today. So I'd like to do two things, if we

11

consistent, in the two substantive changes, with

12

could. We shared a document with everyone Friday

12

what the IAC unanimously adopted in your 24

13

that basically contains a couple of changes. There

13

June 2013 meeting.

14

are two substantive changes to the investment policy

14

15

statement. These can be seen on page five, where we

15

and would request your approval otherwise.

16

changed the high range for the global equity policy

16

MR. GARCIA: Are there any questions?

17

exposure from 60 percent to 65 percent, and then on

17

MR. COBB: Yes. I have a question. This is

18

page seven, where in the table authorizing target

18

Chuck Cobb. I think I was the one who suggested at

19

indices we changed the Barclays Aggregate Index to

19

the meeting that since we had agreed to a higher

20

the Barclays Capital Intermediate Index.

20

range of equities, since we all agreed to change the

21

benchmark Barclays, that I felt that we didn't need

21

The other changes that you see made essentially

So, happy to answer any questions you may have

22

fall into one of two categories. First we struck

22

to carry them over to another meeting, that we

23

several tables that are no longer relevant because

23

should approve them at the last meeting, as we

24

they were transitional tables that contemplated the

24

discussed it so extensively, that even though we

25

evolution of our exposures from where they were pre

25

still had -- we had not discussed or had reached
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6

1

consensus on some of the other asset allocation

1

don't think, by silence, we are approving Table 2.

2

issues, that we should at least vote on these two

2

We still have -- we're still in the process of

3

issues, which we're now suggesting that we put into

3

analyzing Table 2 and continuing discussion.

4

a formal motion.

4

MR. WILLIAMS: Correct. I mean, I think,

5

again, coming back to the discussion we had in the

5

And I'm comfortable with that. My only concern

6

is that we are implying by this -- I'm afraid we

6

last meeting, rather than make no change at all

7

might be implying by this vote that we all agree

7

between now and the September meeting and at such

8

with Table 2, on page five, as it's now put

8

time as the IAC makes a policy change, we still then

9

together, and I hope we're not agreeing that we like

9

have to go and do the redraft on the investment

10

Table 2, because I think we still have to finish the

10

policy statement, bring that redraft back before

11

discussion. That would be my concern with the vote.

11

you, and then it goes to the trustees. So there is

12

Ash, do you want to respond to that, or Martin?

12

an inherent lag.

13

Tell me where we are.

13

14

MR. WILLIAMS: Well, I think where we left it

So rather than effectively push out taking any

14

action until October or November, based on the

15

at our last meeting was there was consensus in going

15

September meeting, I think the conclusion at the

16

ahead and making these two changes sooner rather

16

last meeting was let's take this interim step now,

17

than later, because that would afford us flexibility

17

keep working on it. The chairman was clear that he

18

not to become forced sellers of equities if we did

18

wanted to come back to the subject in September.

19

not choose to be, and that the IAC would in a

19

We've certainly been working on that on our end and

20

subsequent meeting or meetings rejoin the subject.

20

looking at some specific alternatives for deployment

21

And taking these actions today on an interim basis

21

of capital. And that's where I think we are.

22

would in no way preclude any further consideration

22

23

of target allocations by the IAC or recommendations

23

constraining itself at all to go ahead and approve

24

for their evolution from the SBA staff.

24

these changes today. And the alternative is, we

25

would just remain under our existing guidelines, in

25

MR. COBB: So the answer to my question, you
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8

1

which case, if the equity markets continue with

1

2

their happy shoes on going upwards, we're going to

2

are simply to illustrate essentially tail events,

3

become forced sellers pretty darn soon here.

3

either negative or positive, in return streams. And

4

the reason the numbers have all changed is that

4

MR. NEWMAN: It's Chuck. I wonder, could we

MR. WILLIAMS: The implications of that table

5

just not make the motion, to address the

5

Rowland Davis went and updated those with more

6

ambassador's concerns, by just saying we move to

6

current data. The prior numbers in there were based

7

pass these two, knowing that we will continue to

7

on return assumptions, et cetera, dating back to

8

review allocation at future meetings?

8

2010, I believe.

9

MR. WILLIAMS: Sure.

9

MR. WENDT: To whom is that information

10

MR. COBB: Good, perfect.

10

11

MR. WILLIAMS: That's fine.

11

12

MR. GARCIA: Ambassador Cobb, are you --

12

is that if we sketch out for any reader, any

13

MR. COBB: Yeah. So I second Chuck Newman's

13

stakeholder, whether it be a beneficiary, an

14

investment partner, a member of the legislature, an

15

interested citizen or taxpayer, it just shows them

14
15

motion.
MR. WENDT: Gary Wendt has a question. From

helpful?
MR. WILLIAMS: I think the general notion of it

16

what you just said, Ash, does it mean that you are

16

that none of us control the world, and various

17

bumping up against the new 65 percent or --

17

outcomes could produce various fairly dramatically

18

diversified numbers. Various market environments

19

could produce various pretty dramatically

18
19

MR. WILLIAMS: No. But we are bumping up
against the 60 percent.

20

MR. WENDT: Okay. All right. As long as I

20

diversified return numbers.

21

have the floor, the second question I have is, Table

21

MR. WENDT: Thank you.

22

1 on page four seems to have everything crossed out

22

MR. GARCIA: Any other discussion or questions?

23

and new things brought in. And I'm a little bit

23

I think we have a motion from Chuck Newman, with a

24

uncertain of what the implications of that table are

24

second from Ambassador Cobb. Is there any

25

to what we do.

25

opposition to the motion? Okay. I think it passes
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9

1

unanimously.
MR. WILLIAMS: Excuse me. Martin, could we

2

10

1
2

MR. NEWMAN: Martin, you run a real efficient
meeting.

3

have the ambassador give a clear repetition of the

3

MR. COLLINS: Can I ask -- this is Peter

4

motion for the court reporter, please?

4

Collins. You said "on this subject." If there's

5

none more on this subject, I have one other thing

6

I'd like to ask.

MR. GARCIA: Ambassador, could you please do

5
6

that?
MR. COBB: No, no, no. I seconded Chuck

7
8

Newman. So he should -MR. WILLIAMS: Sorry to be --

9

7

MR. GARCIA: Yeah. I was going to say, if

8

there's any new business or anything else, fire

9

away. So go ahead, Peter.

10

MR. NEWMAN: Now I've got to be clear?

10

MR. COLLINS: So, Ash, I just saw where John

11

MR. WILLIAMS: Well, just speak up a little

11

sent out the release regarding the pension fund's

12

investment performance.

12
13

bit.
MR. NEWMAN: I think the motion was just to

13

MR. WILLIAMS: Yes. And I was about to

14

pass the changes to the policy as laid out in the

14

summarize that for anyone who had not seen it.

15

materials, whatever language you want to use for

15

MR. COLLINS: Yeah. Okay. Would you do that?

16

that, and knowing that we will review -- we will

16

MR. WILLIAMS: Yes. We sent out a news release

17

continue to review the policy at future meetings.

17

earlier today saying that we have preliminary

18

MR. WILLIAMS: Okay, perfect.

18

numbers for fiscal year-end showing that the FRS

19

MR. GARCIA: I think what the ambassador wanted

19

pension plan earned a return of 13.12 percent,

20

to make sure is clear is that this is not a final

20

beating its benchmark by 111 basis points and ending

21

work product.

21

the year with a market value of $132.4 billion.

22

MR. NEWMAN: Right, right.

22

This represents a fund balance increase of

23

MR. WILLIAMS: Understood.

23

9.65 billion from the onset of the fiscal year.

24

MR. GARCIA: Any other questions or discussion

24

This is after net distributions of 6.2 billion to

25

plan participants. We'll have audited financial

25

on the subject?
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12

1

figures and will release these later in the year.

1

MR. COLLINS: Yeah. But, listen, not to get

2

And we put some additional detail in the

2

sidetracked on that, Ash, you know, job well done,

3

release that we've sent everyone that includes a

3

obviously, and it's pretty incredible results, when

4

breakdown of asset class returns. Global equity led

4

you consider you generated 15 billion, almost

5

with a return of 18.56 percent. Scott Seery is here

5

$16 billion of new capital. That's pretty amazing.

6

bowing profusely and doing high fives.

6

MR. WILLIAMS: Well, thank you. We're pleased

7

We also have strategic investments, real estate

7

to have accomplished it. And we said in our release

8

and private equity respectively returning 16.16.

8

that while we're delighted to have had a strong

9

14.92 and 10.65 percent. Fixed income and cash in

9

year's numbers, the focus for us is always long-term

10
11
12

turn respectively earned .4 and .29.
MR. COLLINS: So fixed income only beat cash by
11 basis points?

10

and making sure we're diversified in a way and set

11

up in a way that whatever hand we're dealt by the

12

markets, we can make the best of it.

13

MR. WILLIAMS: Yes.

13

14

MR. COLLINS: Wow, okay. So, Ambassador, I

14

MR. GARCIA: And, Ash, at this point we don't
know what that does to our funding ratio, do we?

15

think we're all in agreement we need to continue to

15

MR. WILLIAMS: No. But that's a good question,

16

think about it, right?

16

and that's the one we're all focused on. And I

17

MR. COBB: Yes, sir.

17

would say, Martin, on this, you know, we always talk

18

MR. COLLINS: That's amazing. When in your

18

about there being three legs to the stool of the

19

life did you ever think that you would see something

19

successful pension plan. The first is reasonable

20

like that?

20

benefits. And if you think about the benefits of

21

the Florida Retirement System, they've been largely

22

unchanged since the mid-seventies. There have been

23

a few tweaks here and there. But Florida did not

21
22
23

MR. WILLIAMS: Well, I think if you remember
'94, you saw it then.
MR. GARCIA: Well, and the future could bode

24

that fixed income actually underperforms cash.

24

indulge in the folly that a number of public pension

25

That's the risk.

25

plans did, where benefits were dramatically
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13

14

1

increased in good times without being funded. So

1

2

that's point one.

2

3

Add to that the fact that in 2011 there were

any unfunded liability that existed.
Remember that when the FRS was created, the

3

funding ratio was way back in the forties. It went

4

significant benefit reforms enacted in Florida that

4

all the way to about 118 percent in 1999. And then

5

included making the system contributory and

5

the legislature empowered a number of years of

6

requiring all defined -- all FRS members to

6

reductions in contributions for member employers

7

contribute 3 percent of their gross salaries into

7

that saved local governments many billions of

8

the plan.

8

dollars, and the State, over a period of time.

9

In addition to that, there were other steps

9

The funding ratio fell to the level of about

10

taken, such as eliminating cost of living

10

107 percent in 2008, and then when the tide -- or

11

adjustments on benefits accrued after the 1st of

11

2007, and when the tide went out in the markets in

12

July 2011, increasing the vesting period from six

12

'08, it dropped to about 98 -- I'm sorry -- 87 or

13

years to eight in the defined benefit plan,

13

88 percent. And we then had three consecutive years

14

et cetera. So there have been several benefit

14

that were the only time in Florida Retirement System

15

reforms that actually rolled back benefit costs on

15

history when the legislature did not make the full

16

all benefits commencing July 1, 2011.

16

actuarially indicated contributions.

17

The second major leg of the stool is

17

That, I'm happy to say, ended with the fiscal

18

responsible funding. And Florida is very unusual

18

year we're in, we're coming into, as the

19

among many public plans in that very consistently,

19

legislature, in the session just ended, appropriated

20

from the inception of the plan back in the

20

the full normal actuarial cost and the full

21

mid-seventies through three years ago, the funding

21

actuarially indicated contribution to our unfunded

22

needs of the Florida Retirement System were met in

22

liability.

23

full for both the normal actuarial cost, as

23

24

estimated annually by an independent third party

24

would be the third leg of the stool, or rather --

25

actuary, and also with a special contribution for

25

I'm saying the third leg of the stool is prudent
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15

16

1

investment performance. And clearly, from what

1

I'll have an estimate of what it would be on a

2

we've just discussed, I think that leg is covered.

2

projected basis without the actual measurement from

3

the actuary. But I think it will be a pretty decent
estimate of what the funded ratio is.

3

So the only place we could have any surprise

4

from here would be if there's some change in the

4

5

liability side, because the asset side, between the

5

MR. GARCIA: Was that Rowland speaking?

6

legislature making the full contribution that's

6

MR. DAVIS: Yes.

7

actuarially indicated and us significantly exceeding

7

MR. GARCIA: Okay. Thank you.

8

our investment return assumption, nominal, real,

8

MR. COLLINS: Ash, I saw -- and my fellow

9

actuarial, et cetera, we've beat the mark any way

9

Tampians, if that's the word, the right way to say

10

you want to look at it, that's where we are. That

10

that, saw the editorial in the Tampa Tribune

11

analysis -- I'm sorry. Go ahead.

11

yesterday. There was an editorial on Will

12

Weatherford trying again at his pension reform. A

13

couple of things in there. One, they said the

14

Florida Retirement System is funded at about

12
13
14

MR. WENDT: After all that, what's the ratio?
What's the ratio?
MR. WILLIAMS: We won't know that until the

15

fourth quarter. We do not do the actuarial work.

15

86 percent. You were just going through those

16

The State does that work through a different firm.

16

numbers, Ash, and I thought we were a little higher

17

And I think -- Rowland, confirm this. I think we

17

than that.

18

normally get that number circa late October, early

18

MR. WILLIAMS: I think the number, as I would

19

November.

19

recall it, was closer to 87, but it's close enough

20

that it's intellectually in the ballpark.

20

MR. DAVIS: I think it's more like December in

21

most cases, but it could be late November, something

21

22

like that. But in the September meeting, I at least

22

didn't know if you saw that article. I'm sure you

23

will be able to have an estimate, as Ash said,

23

don't need to see the article because you're

24

barring any surprises on the liability side. It

24

probably talking to everybody up there. But he

25

doesn't move nearly as much as the asset side. So

25

doesn't -- he looks undaunted by what happened last
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17

1
2

year.
MR. WILLIAMS: The signals we're getting are

18

1

MR. WILLIAMS: That's correct. And this is a

2

subject that has been before the legislature every

3

that they're being pretty thoughtful about it.

3

single year, dating back to when I got back in the

4

We'll see where it goes. And obviously we're happy

4

end of 2008. It's come up in every session from

5

to be a resource on the policy level. And if we can

5

2009 forward.

6

come up with something that's constructive, that's

6

7

sustainable and makes sense for everybody and is

7

question now and that there could be some

8

financially responsible, maybe it could even be a

8

intermediate approach that would be viable. And,

9

national model. Who knows? We're happy to help.

9

again, we're working as a resource to those who make

10

MR. COLLINS: Well, I just had lunch with --

10

those decisions and have the authority to do so.

11

MR. WENDT: -- ask what you're talking about?

11

MR. COLLINS: I just had lunch with Senator

12

Those of us who don't live in Tampa might not know

12

Jeff Brandes today, and we talked a little bit about

13

what you're talking about.

13

it. And based on his comments, I would agree with

I think it's being seen as less of a binary

14

MR. COLLINS: Oh, it's just last year the

14

your statement there, that people are working on

15

speaker of the House, in general, I'm talking about

15

some alternatives to maybe what was not passed last

16

the legislation that Speaker Weatherford, Will

16

year, and positive alternatives that we all, on

17

Weatherford, put forward last year on pension

17

behalf of the retirement system or the investment

18

reform. And a component of that reform is the

18

side of the retirement system, would think were

19

phasing out or the doing away with -- and, Ash,

19

positive.

20

correct me if I'm technically wrong -- phasing out

20

21

or doing away with the defined benefit plan, which

21

sort of play that out and see where it goes. But

22

as you know, is much larger than the defined

22

you're absolutely right. Any change materially in

23

contribution plan that we also operate. And so

23

our cash flows could have liquidity ramifications

24

there's some serious ramifications to the system and

24

that within a few years could have real bearing on

25

the investment process if that were to go forward.

25

our ability to tolerate volatility and to tolerate
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19

20

1

illiquidity. So we have to be mindful of the

1

2

uncertainty connected with legislative policy-making

2

3

and not do anything in our investment strategy that

3

4

could be overly constraining in the face of that

4

STATE OF FLORIDA

)

5

uncertainty.

5

COUNTY OF LEON

)

6

MR. GARCIA: Any other questions or comments or

CERTIFICATE OF REPORTER

6

7

discussion? Hearing none, do I have a motion we

7

8

adjourn?

8

do hereby certify that the foregoing pages 3 through 19,
both inclusive, comprise a true and correct transcript of

I, Jo Langston, Registered Professional Reporter,

9

MR. COBB: So move.

9

10

MR. GARCIA: Second?

10

the proceeding; that said proceeding was taken by me

11

MR. COLLINS: Second.

11

stenographically and transcribed by me as it now appears;

12

MR. GARCIA: Any opposition? We'll stand

12

that I am not a relative or employee or attorney or counsel

13

adjourned, and we'll see you all in September.

13

of the parties, or a relative or employee of such attorney

14

Thank you very much.

14

or counsel, nor am I interested in this proceeding or its

15

outcome.

15
16

(Whereupon, the meeting was concluded at 2:25
p.m.)

16

IN WITNESS WHEREOF, I have hereunto set my hand

17

17

18

18

19

19

20

20

21

21

_______________________________

22

22

JO LANGSTON
Registered Professional Reporter

23

23

24

24

25

25
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this 14th day of August 2013.
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MEMORANDUM
To:
From:
Date:
Subject:

Board of Trustees
Mark Peterson, Chairman
Participant Local Government Advisory Council (PLGAC)
September 6, 2013
Quarterly Update – Florida PRIME™

The Participant Local Government Advisory Council (the “Council”) last met on June 24, 2013 and is scheduled to
meet again on September 12, 2013. Over the prior quarter, the Council continued to oversee the operations and
investment management of Florida PRIME™ and Fund B, reviewing recent participant surveys, legal and
investment compliance reviews, as well as the current market environment for Fund B securities.
CASH FLOWS / PERFORMANCE
• Over the quarter ending June 30, 2013, participant deposits totaled $2.8 billion; participant withdrawals
totaled $4.1 billion; transfers from Fund B totaled $103 million, for a net decrease of approximately $1.2
billion.
• During the fiscal year 2013, Florida PRIME™ increased by approximately $525 million.
• During the 2nd quarter, Florida PRIME™ delivered an aggregate $4.6 million in investment earnings.
• Performance of Florida PRIME™ has been consistently strong over short and long-term time periods. For the
period ending June 30, 2013, Florida PRIME™ generated excess returns (performance above the pool’s
benchmark) of approximately 15 basis points (0.15 percent, annualized) over the last three months, 17 basis
points (0.17 percent) over the last 12 months, and 18 basis points (0.18 percent) over the last 36 months.
POOL CHARACTERISTICS
• As of June 30, 2013, the total market value of Florida PRIME™ was $7.28 billion.
• As of June 30, 2013, the investment pool had a 7 Day SEC Yield equal to 0.19 percent, a Weighted Average
Maturity (WAM) equal to 42.8 days, and a Weighted Average Life (WAL or Spread WAM) equal to 87.1 days.
FUND B
• Fund B continues to pay principal and interest, with cumulative distributions to participants of
approximately $1.89 billion through the August 2013 monthly distribution, with remaining principal owed to
participants equal to approximately $122 million.
• As of June 30, 2013, 93.4 percent of the original principal in Fund B has been returned to participants.
• As of June 30, 2013, the estimated liquidation value of Fund B securities was equal to 113.14 percent of
remaining participant principal positions.

STATE BOARD OF ADMINISTRATION
OF FLORIDA
1801 HERMITAGE BOULEVARD
TALLAHASSEE, FLORIDA 32308
(850) 488-4406
POST OFFICE BOX 13300
32317-3300

Date:

September 4, 2013

To:

Board of Trustees

From:

Kimberly Ferrell, Audit Committee Chair

Subject:

Quarterly Audit Committee Report

RICK SCOTT
GOVERNOR
CHAIR
JEFF ATWATER
CHIEF FINANCIAL OFFICER
PAM BONDI
ATTORNEY GENERAL
ASH WILLIAMS
EXECUTIVE DIRECTOR & CIO

The State Board of Administration (SBA) Audit Committee met on September 3, 2013. The
following were the results of this meeting:
I.

Charters
We performed the annual review of the Audit Committee and the Office of Internal Audit’s
(OIA) charters. We proposed no changes to the Audit Committee charter and approved the
revised OIA charter.

II.

External Audit
A. We discussed the results of the following financial statement audits:
1. Ernst & Young’s financial statement audits of the SBA’s three wholly-owned
companies with March 31, 2013 year-end and one joint venture with a December
31, 2012 year-end
2. KPMG’s financial statement audit of MS Inland Fund, LLC, a joint venture of the
SBA, with a December 31, 2012 year-end
All of the audited financial statements received an unqualified or clean opinion.
B. We reviewed the reports on agreed upon procedures, tax compliance, internal control
over financial reporting, and compliance with debt covenants. The report on agreed
upon procedures for one of the entities disclosed a finding regarding an overpayment of
manager fees. Subsequent manager fees were reduced by the overpaid amount.
C. We discussed Ernst & Young’s 2013 audit plan for the financial statement audits, agreed
upon procedures, debt and tax compliance of the 39 wholly-owned entities and 15 joint
ventures of the SBA. We reviewed and approved the scope of work, deliverables,
timing and key considerations for the audits.

III. Internal Audit
A. We reviewed the following OIA reports:
1. Global Equity Operational Audit
2. Strategic Investments Operational Audit
3. Fiscal Year 2012-13 Fourth Quarter Follow-up Audit which included prior
recommendations from three reports:
a. OIA’s Accounting Reconciliations Operational Audit
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b. OIA’s Private Equity Operational Audit
c. OIA’s Securities Class Actions Operational Audit
B. We received a progress report from the Chief Audit Executive (CAE) related to OIA
Annual Audit Plan for the fiscal year 2013-2014. The CAE reported that, as of
August 31, 2013, OIA reviewed 60 external auditors’ reports before the reports were
finalized, 37 engagements are currently in progress and the efforts to reduce the number
of outstanding Categories A and B recommendations continue to be successful. The
CAE also provided status report on the professional development conference of the
Association of Public Pension Fund Auditors OIA will host in Orlando, Florida in
November 2013, OIA quality assurance and improvement program, and OIA
professional staff training and development.
C. Open Recommendations
The tables below summarize the progress made on open recommendations as of
August 31, 2013. Additional details related to open recommendations are presented in
Appendices 1, 2, and 3.
CATEGORY "A" RECOMMENDATIONS
As of
5/31/2013
446

Changes from
5/31 to 8/31
19

As of
8/31/2013
465

Closed Recommendations

(424)

(20)

(445)

Open Recommendations

22

(2)

20

Total Number of Recommendations

CATEGORY "B" RECOMMENDATIONS
As of
5/31/2013
143

Changes from
5/31 to 8/31
0

As of
8/31/2013
143

Closed Recommendations

(133)

0

(133)

Open Recommendations

10

0

10

As of
5/31/2013
7
3
0

Changes from
5/31 to 8/31
(6)
(3)
9

As of
8/31/2013
1
0
9

10

0

10

Total Number of Recommendations

Breakdown of Category B Open Recommendations:
Not yet implemented
Partially implemented and the remainder is in progress
Implemented, per SBA Management
Open Recommendations

Category “A” refers to recommendations made either by internal or external auditors. OIA
monitors and performs follow-up procedures on these recommendations in accordance with the
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IIA Standard 2500.A1. 1 In certain cases, follow-up procedures are performed by external
auditors.
Category “B” refers to recommendations made by consultants resulting from an assessment of a
program or activity such as governance, risk management, compliance, ethics, disaster recovery
preparedness program, etc. The OIA monitors the disposition of these recommendations in
accordance with the IIA Standard 2500.C1 2. Please note that the IIA Standard does not require
the CAE to establish a follow-up process for consulting engagements, but the OIA does take into
account the disposition of these recommendations when performing a risk assessment for
purposes of establishing the nature, timing, and scope of audit engagements involving the
affected areas.
Of the 10 open items in Category “B”, one is reported as not yet implemented (NYI). The NYI
recommendation came from the work conducted by Crowe Horwath and their follow-up on
governance work conducted by Deloitte, discussed below.
IV. Enterprise Risk Management and Compliance
A. Compliance Activities
As part of the continuous compliance program, the Chief Risk and Compliance Officer
(CRCO) reported one compliance exception which required escalation to the Executive
Director & CIO during the quarter ended June 30, 2013. This compliance exception
related to the statutory limitation (F.S. 215.47(20)) on foreign securities in the Lawton
Chiles Endowment Fund (LCEF). The statutory limit is 35%; however LCEF foreign
securities consisted of 36.28% of LCEF. This is the result of the denominator effect of
an extraordinary payout made in June 2013. During the spring legislative session, the
SBA will seek a statutory change to increase the limit of foreign securities to 50%. For
the time being, management will recommend a customized benchmark limiting foreign
security exposure to less than 35%.
B. Progress on the implementation of Crowe Horwath’s recommendations
Of the 63 Crowe Horwath recommendations, one remains open at the time of this
report. The open recommendation relates to reporting on the results of testing of the
system of internal controls. Progress is being made to address this recommendation,
with closure date expected by December 31, 2013.
C. Risk Management Activities
Risk Management staff continues to be actively engaged in refining and updating the
SBA’s system of internal controls documentation to emphasize key controls in place to
mitigate risk across the organization. The Enterprise Risk Management (ERM)
framework has been updated, and applicable definitions have been clarified to more
1

Standard 2500.A1- The chief audit executive must establish a follow-up process to monitor and ensure that
management actions have been effectively implemented or that senior management has accepted the risk of not
taking action.
2
Standard 2500.C1-The internal audit activity must monitor the disposition of results of consulting engagements to
the extent agreed upon with the client.
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effectively describe the risks faced by the SBA. Risk Management staff is preparing for
their semi-annual risk assessment and heat map production as of September 30, 2013.
The CRCO presented a quarterly ERM and Compliance report, which includes relevant
statistics from the BarraOne total fund risk system as well as other risk indicator
metrics for the organization.
D. Risk Management and Compliance Program Self-Assessment
The SBA’s risk management and compliance program self-assessment for the fiscal
year ended June 30, 2013 was completed and published by the Risk Management and
Compliance unit. The report includes both ERM and compliance program overviews,
summaries of ERM and compliance activities, performance metrics, satisfaction
surveys, future plans for the Risk Management and Compliance unit, SBA policy
updates and an Inspector General update.
V.

Training Initiative
The Committee received the annual update on the training initiatives of the SBA. Based on
the report presented to the Committee, progress is being made on the SBA’s training
initiatives.

APPENDIX 1
STATUS OF CATEGORY “A” RECOMMENDATIONS
AS OF 8/31/2013
1. OPEN RECOMMENDATIONS BY YEAR & RISK RATING
Risk Rating
Year
2012
2013

High
1
6

Medium
5

Low
1
7

Total
2
18

%
10%
90%

7
35%

5
25%

8
40%

20

100%

2. DETAILS OF OPEN RECOMMENDATIONS
Risk Rating
Report Title
Accounting Reconciliations Operational Audit (OIA)

Report Date
9/14/2012

High

Private Equity Operational Audit (OIA)

10/25/2012

1

Florida Growth Fund Investments Have Increased &
Recipients Report Employment Growth (OPPAGA)
Fund B Surplus Funds Trust Fund Operational Audit
(Auditor General)
Securities Class Actions Operational Audit (OIA)
Global Equity Operational Audit (OIA)
Strategic Investments Operational Audit (OIA)

Medium

Low
1

Status
Total
1

NYI

1

1

PIRP
1

%
5%

1

5%

1

5%

1/9/2013

1

1

1/18/2013

1

1

1

1

5%

5

4
1

5

1
4
11

1
4
11

1
4
11

5%
20%
55%

7

5

8

20

18

20

100%

5/23/2013
7/1/2013
8/5/2013

1

1

Total
1

2

Category A

-

Recommendations were made by either by internal or external auditors. The Office of Internal Audit (OIA) monitors and performs follow-up procedures on these
recommendations in accordance with the IIA Standard 2500. A.1

NYI
PIRP

-

Not Yet Implemented
Partially Implemented and the Remainder is in Progress

APPENDIX 2
STATUS OF CATEGORY “B” RECOMMENDATIONS
AS OF 8/31/2013
1. OPEN RECOMMENDATIONS BY YEAR & RISK RATING
Risk Rating
Year
2009
2010
2011

High
1
1

Medium
1

Low
1

Total
3
1
6

%
30%
10%
60%

1
10%

10

100%

6
2
20%

7
70%

2. DETAILS OF OPEN RECOMMENDATIONS
Risk Rating
Report Title
Compliance Program Assessment
Phase 1 – Strategic Analysis – Investment
Management Compliance Program Review
(Deloitte & Touche)
Compliance Program Assessment
Phase 2: Governance Structure and Compliance
Department Implementation (Deloitte)
COOP Assessment (BDA Global)
Evaluation and Recommendations Related to the
Compliance Program (Crowe Horwath)

Report Date

High

1/15/2009

Status

Medium

Low

Total

1

1

NYI

IMP

Total

%

2

2

2

20%

6/16/2009

1

1

1

1

10%

8/23/2010

1

1

1

1

10%

10/21/2011

6
2

7

1

6

1

5

6

60%

10

1

9

10

100%

Category B

-

Recommendations are made by the non-investment consultants and cover areas related to risk management, internal controls, compliance, ethics, special investigations,
etc. The OIA monitors the disposition of recommendations in accordance with the IIA Standard 2500.C1.

NYI
IMP

-

The Office of Internal Audit does not perform any follow-up procedures on the Category B recommendations.
Not Yet Implemented
Implemented, as represented by SBA management

APPENDIX 3
STATUS OF ALL RECOMMENDATIONS (CATEGORIES A & B COMBINED)
AS OF 8/31/2013
1. OPEN RECOMMENDATIONS BY YEAR & RISK RATING
Risk Rating
Year
2009
2010
2011
2012
2013

High

Medium

Low

1
1

1

1

6
1
6

5

1
7

9
30%

12
40%

9
30%

Total
3
1
6
2
18

%
10.0%
3.3%
20.0%
6.7%
60.0%

30

100.0%

2. DETAILS OF OPEN RECOMMENDATIONS
Risk Rating
Report Title
Compliance Program Assessment Phase 1 – Strategic Analysis –
Investment Management Compliance Program Review (Deloitte
&Touche)
Compliance Program Assessment Phase 2: Governance Structure and
Compliance Department Implementation (Deloitte & Touche)

Report Date

6/16/2009

COOP Assessment (BDA Global)
Evaluation and Recommendations Related to the Compliance Program
(Crowe Horwath)
Accounting Reconciliations Operational Audit (OIA)
Private Equity Operational Audit (OIA)

8/23/2010

9/14/2012
10/25/2012

Fund B Surplus Funds Trust Fund Operational Audit (Auditor General)
Securities Class Actions Operational Audit (OIA)
Global Equity Operational Audit (OIA)
Strategic Investments Operational Audit (OIA)

1/18/2013
5/23/2013
7/1/2013
8/5/2013

Not Yet Implemented
Partially Implemented and the Remainder is in Progress
Implemented, as represented by SBA management

Total

%

2

2

2

6.8%

1

1

1

1

3.3%

1

1

1

1

3.3%

5

6

20.0%

1

1
1

3.3%
3.3%

1

1

3.3%

1
1
4
11

3.3%
3.3%
13.3%
36.8%

30

100.0%

10/21/2011

1/9/2013

-

IMP

1/15/2009

Florida Growth Fund Investments Have Increased & Recipients Report
Employment Growth (OPPAGA)

NYI
PIRP
IMP

High

Status

Medium

Low

Total

1

1

6
1
1

NYI

6

1

1
1

1

1

1

1

1
1
4
11
19

5

4
1

5

1
1
4
11

9

12

9

30

1

PIRP

2

9

RICK SCOTT
GOVERNOR
AS CHAIRMAN

STATE BOARD OF ADMINISTRATION
OF FLORIDA
1801 HERMITAGE BOULEVARD
TALLAHASSEE, FLORIDA 32308
(850) 488-4406
POST OFFICE BOX 13300
32317-3300

JEFF ATWATER
CHIEF FINANCIAL OFFICER
AS TREASURER
PAM BONDI
ATTORNEY GENERAL
AS SECRETARY
ASH WILLIAMS
EXECUTIVE DIRECTOR & CIO

MEMORANDUM
To:

Ash Williams

From:

Michael McCauley

Date:

September 6, 2013

Subject:

Board of Trustees Meeting – Standing Report / Investment Programs & Governance

CORPORATE GOVERNANCE & PROXY VOTING OVERSIGHT GROUP
The SBA’s Corporate Governance & Proxy Voting Oversight Group (Proxy Committee) met last on June 20, 2012 and is
scheduled to meet next on September 19, 2013. The Proxy Committee continues to discuss ongoing governance issues
including the volume and trends for recent proxy votes, significant proxy votes, corporate governance investment
factors, major regulatory developments and individual company research related to the Protecting Florida’s
Investments Act (PFIA).
GLOBAL EQUITY PROXY VOTING
For the trailing twelve months ending on June 30, 2013, the SBA executed votes on 9,820 public company proxies
covering 89,060 individual voting items—representing a 5 percent increase in the number of total proxy votes.
Individual voting items included director election, audit firm ratification, executive compensation plans, merger &
acquisitions, and various other management and shareowner proposals. The SBA voted “for” 80.4 percent of all
executed proxy votes. The table below provides major statistics on the SBA’s proxy voting activities during fiscal year
2013:
Votes in Favor of Directors
81.6% (FY2012=80.4%)

Votes with Management
81.8% (FY2012=80.8%)

Votes in Favor of Auditors
93.7% (FY2012=91.3%)

Total Ballot Items Voted
89,060 (FY2012=84,881)

Votes in Favor of All
Governance Proposals
68.2% (FY2012=66.7%)

Total Proxies Voted
9,820 (FY2012=9,420)

During fiscal year 2013, votes were cast in 80 countries, with the top 5 countries comprised of the United States (2,875
votes), Japan (1,175), Hong Kong (645), United Kingdom (443), and Canada (385). Among all global proxy votes, the
SBA cast at least one dissenting vote at 6,559 annual shareowner meetings, or 66.8 percent of all meetings.
BOARD OF DIRECTOR ELECTIONS— Board elections represent one of the most critical areas in voting since
shareowners rely on the board to monitor the performance of a company’s management. The SBA supported 81.6
percent of individual nominees for boards of directors, voting against the remaining portion of directors primarily due
to concerns about candidate independence, qualifications, attendance, or overall board performance. The SBA policy
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is to withhold support from directors who fail to observe good corporate governance practices or demonstrate a
disregard for the interests of shareowners.
•
•

•
•

During the first half of 2013, 43 directors at 27 companies in the Russell 3000 stock index failed to receive
majority (50 percent) support by shareowners as part of uncontested director elections—representing a mere
0.3 percent of all 14,774 director candidates. The SBA withheld votes for 88 percent of these directors.
A review of these 43 directors by the Council of Institutional Investors (CII) concluded that multiple variables
explained the failure to receive a majority level of investor support: 1) service on three or more boards (aka,
“over-boarded” directors); 2) weaknesses in executive compensation practices; 3) a history of
unresponsiveness to majority-supported shareowner proposals or majority-opposed directors; 4) a lack of
director independence; 5) extended board tenure (defined as 10 or more years); and 6) attendance problems
(participating in less than 75 percent of board/committee meetings). CII found that 72 percent of the rejected
directors had at least two of these criteria.
Only 6 of these 27 companies have implemented a majority voting election procedure, underscoring the need
for U.S. companies to move away from the method of plurality voting in uncontested elections.
Within the large capitalization S&P 500 index, seven companies had directors receiving less than 50 percent
investor support. The following company directors were opposed by a majority of their investors for a variety
of reasons: Cable Vision Systems (two directors opposed for failing to abide by majority votes against
directors in prior periods); Nabors Industries (two directors opposed for failing to respond to majority
supported shareowner proposals); Netflix (one director opposed for failing to submit a poison pill for
shareowner ratification); Occidental Petroleum (one director opposed for failure to adequately manage
succession planning); The AES Corp. (one director opposed due to poor attendance); and Vornado Realty
Trust (four directors opposed for failing to respond to majority supported shareowner proposals).
rd

HIGH PROFILE PROXY VOTES—Notable votes during 2013 proxy season included the May 3 vote in which Occidental
Petroleum Executive Chairman Ray Irani was ousted from the board after receiving a scant 24 percent support from all
voting investors. Mr. Irani had served on the board of directors for 23 years, but was required to step down after the
shareowner vote in accordance with the firm’s majority voting bylaw. The SBA voted AGAINST Mr. Irani’s reelection.
th

Another significant vote occurred at JPMorgan, when on June 7 shareowners signaled their strong disfavor with
several members of the firm’s Risk Committee. The SBA voted AGAINST several members of the board, including
director nominees Laban Jackson, James Crown, James Cote, and Ellen Futter—with the latter two directors having
since resigned. Investors did not support a proposal requesting that the board split the roles of Chief Executive Officer
(CEO) and Chairman, perhaps the most publicized and widely covered shareowner proposals in U.S. history. The lower
than expected shareowner support for the independent chair proposal was undoubtedly the result of a
comprehensive and nuanced effort by the company’s management to proactively reach out to investors with a
positive dialogue. The SBA voted against the independent chairman proposal. On average, similar proposals have
garnered approximately 29 percent in the first half of 2013.
PROXY ACCESS— Proxy access shareowner proposals facilitate investor-nominated director candidates. Such proposals
garnered a lower level of support and attention during the 2013 proxy season than they did in 2012. Through the first
half of 2013, only two proposals have passed, with an average support level among all proposals submitted of 30
percent. The SBA voted in favor of all 16 proxy access proposals submitted by investors during fiscal year 2013.
SUSTAINABLE BUSINESS PRACTICES— Investor proposals to adopt or strengthen sustainability reporting requirements
and improved environmental disclosures were generally supported by the SBA. Improved corporate reporting allows
investors to better gauge a firm’s potential environmental risks and business practices. The SBA supported 80 percent
of shareowner resolutions asking companies to publish sustainability reports, 80 percent of shareowner resolutions
asking companies to produce reports assessing the impact on climate change, and 50 percent of shareowner proposals
designed to improve human rights standards or company policies.
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AUDITOR RATIFICATION— Auditors are responsible for safeguarding investor interests and assuring financial
statements are presented fairly. Therefore, auditor independence and impartiality are paramount in maintaining
public trust. The SBA supported 93.7 percent of ballot items to ratify the board of directors’ selection of external
auditor. Votes against auditor ratification are cast in instances where the audit firm has demonstrated a failure to
provide appropriate oversight, when there have been significant restatements in the financial statements, or when
significant conflicts-of-interest exist, such as the provision of outsized non-audit services.
SAY-ON-PAY (SOP) & EXECUTIVE COMPENSATION— The SBA considers on a case-by-case basis whether a company's
board has proposed or implemented equity-based compensation plans that are excessive relative to other peer
companies or plans that may not have an appropriate performance orientation. As a part of this analysis, the SBA
reviews the level and quality of a company's compensation disclosure, believing strongly that shareowners are entitled
to comprehensive reporting on compensation practices in order to make efficient investment decisions.
Compensation-related proxy votes in the United States during 2013 continued to be dominated by the ‘Say-on-Pay’
issue (“SOP”) mandated by the Dodd-Frank Act since 2011. The SBA voted to approve remuneration reports
(compensation plans for named executive officers) at 77.1 percent of U.S. companies during the 2013 proxy season,
very similar to our 2012 approval rate of 77.3 percent. On a global basis, the SBA voted against approximately 28
percent of all SOP voting items. On a national basis, approximately 97.7 percent of companies won a majority of
shareowner support for their compensation plans. Those companies failing their SOP vote—receiving less than 50
percent support among all voted shares—exhibited a 14 percent decline in their earnings and lagged by 610 basis
points in their stock price performance compared to those firms receiving majority support.
Below are the SBA’s Say-on-Pay voting statistics through June 30, 2013, broken out for both global (U.S. and Non-U.S
companies) and U.S.-only portfolios:
2013 SOP Voting
SBA Global SOP Votes
SBA U.S. SOP Votes
1
Glass, Lewis & Co.
2
Farient Advisors
1
ISS
1

Total Votes
3,490
2,207
n/a
2,306
2,597

“For” Votes
2,521 (72.2%)
1,702 (77.1%)
86.3%
2,005 (86.9%)
2,299 (88.5%)

“Against” Votes
909 (27.8%)
491 (22.3%)
13.7%
301 (13.1%)
298 (11.5%)

Actual data, covering SOP recommendations at U.S. firms in the Russell 3000 Index, for shareowner
meetings occurring on or before June 30, 2013.
2
Actual data, covering SOP recommendations at U.S. firms within the Russell 3000 Index, for shareowner
meetings occurring on or before June 30, 2013.Total vote figures correspond to research firm’s total
coverage universe and voting figures correspond to designated companies exhibiting compensation levels
poorly aligned with stock performance.
th

Through June 30 a total of 54 companies failed to receive majority support for their executive compensation plans.
Smaller reporting companies with market capitalization of $75 million or less were required for the first time this
proxy season to put their executive compensation plans up for a shareowner vote. With the addition of the smaller
th
reporting companies, as of June 30 , there were approximately 500 more Say-on-Pay votes through the first half of
2013.
On average, the 54 companies trailed the total stockowner returns (TSR) of their respective peers over one, three, and
five-year time periods. On an absolute basis, these companies averaged a -2.0, -1.6, and -6.3 TSR over the one-year,
three-year and five year performance periods, respectively.
For other compensation-related voting items apart from SOP, over the last fiscal year the SBA supported 56 percent of
all non-salary (equity) compensation items—while supporting 70.5 percent of executive incentive bonus plans and
47.6 percent of management proposals to adopt restricted stock plans in which company executives or directors
would participate (60.8 percent for the amendment of such plans).
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PROXY FIGHTS & ACTIVIST INVESTORS—Activist hedge funds have had a very strong proxy season through the first half
of the 2013 calendar year, successfully winning votes (or settling with boards) to nominate their own directors in 67
percent of all proxy contests where results are available. The 2013 experience is on pace to far exceed the 52 percent
success rate achieved by dissident candidates during all of 2012, and is the most successful year on record since 2001.
A proxy fight is a campaign under which a shareowner or group of shareowners (the "dissident") solicits the proxy or
written consent of other investors in support of a resolution it is advancing. This usually involves the election of
dissident nominees to the company's Board of Directors in opposition to the company's director nominees but may
also involve campaigns to approve a shareowner proposal or to vote against a management proposal (including
approving a merger). In a proxy fight, the dissident files a separate proxy statement and card from the company's
proxy materials. The SEC requires the dissident to follow prescribed procedural and disclosure requirements to
conduct a proxy fight (Rules 14a-1 to 14a-13 of the Securities Exchange Act of 1934). As soon as a dissident publicly
discloses it delivered formal notice to the company that it intends to solicit proxies from shareowners (e.g., notice it
intends to solicit proxies for the election of its own slate of director nominees), it is considered a proxy fight.
REGULATORY DEVELOPMENTS & OTHER COMMENTARY
th
On June 5 , SBA staff participated in a hearing of the Subcommittee on Capital Markets and Government Sponsored
Enterprises, a subcomponent of the U.S. House of Representatives’ Committee on Financial Services, titled “Examining
the Market Power and Impact of Proxy Advisory Firms.” The Subcommittee’s hearing included written and oral
testimony from six panelists examining the services provided by proxy advisory firms to shareowners and issuers. A
range of issues were discussed, including corporate governance policy development, regulation of fiduciaries, and the
structure of the proxy advisory industry.
th

Shortly after the June 20 petition to the New York Stock Exchange (NYSE) and NASDAQ OMX by the Council of
th
Institutional Investors (CII), the SBA submitted its own letters to both exchanges on July 16 . The CII petition urges
both stock exchanges to require directors of listed companies who fail to receive a majority of votes in uncontested
elections to resign promptly and not be reappointed. The SBA strongly supports majority voting election standards
within all global markets, viewing such procedures as a fundamental shareowner right. Numerous other global
investors and shareowner groups have echoed CII’s initiative by communicating directly with both U.S. exchanges.
In its letter to the NASDAQ OMX, the SBA stated, “…the SBA supports proposals encouraging companies to adopt true
majority voting through a formal bylaw amendment. The SBA strongly endorses majority voting for the meaningful
accountability it affords shareowners and because it provides an additional component to the system of checks and
balances of power within the corporate structure. A true majority vote standard provides shareowners the ability to
better monitor the board of directors and helps make its members more accountable to shareowners.” The SBA’s
letter further states, “The basis for a majority voting standard is consistent with the stated objectives of the NASDAQ
listing rules to ‘maintain the quality and public confidence in its market . . . and to protect investors and the public
interest.’ The SBA urges the NASDAQ to demonstrate its commitment to meaningful investor voting rights and
improved board accountability by proposing a revision to its listing rules that would require a majority voting standard
in uncontested elections of directors with a requirement that incumbent directors who do not receive a majority of
votes promptly resign from the board.”
2013 GLOBAL ENGAGEMENT
SBA staff continues to implement the work plan on corporate engagement aimed at improving the corporate
governance practices of approximately 13 companies (both U.S. and Non-U.S. firms). The primary governance
elements of the initiative involve companies with one or more of the following areas of concern: 1) classified boards
(annual elections); 2) majority voting (>50% election standard); 3) proxy access (ability to nominate directors); 4) oneshare/one-vote (dual class shares, etc.); 5) executive compensation (pay for performance, long-term incentive plan
design, etc.); 6) procedural (voting by poll, financial disclosures, etc.); 7) minority shareowner rights (director
elections, state-owned enterprises, etc.).
The SBA also continued its partnership in 2013 with the Harvard Law School’s Shareholder Rights Project (SRP),
submitting shareowner proposals at a half-dozen U.S. companies. The shareowner proposals urged repeal of the
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companies’ classified board structure and a transition to annual director elections. Shareowner proposals voted on by
th
investors during 2013 received very high levels of support, averaging 80 percent through June 30 . The SBA votes in
favor of all proposals to de-stagger director terms and has been a long-standing advocate of annual elections for all
companies, regardless of size or domicile.
The SRP is a clinical program operating at Harvard Law School and directed by Professor Lucian Bebchuk. The SRP
works on behalf of public pension funds and charitable organizations seeking to improve corporate governance at
publicly traded companies, as well as on research and policy projects related to corporate governance. The SRP’s eight
participating investors have been highly effective engaging large capitalization companies within the Russell 3000
index. The institutional investors working with the SRP during the first half of 2013 were the SBA, the Illinois State
Board of Investment, the Los Angeles County Employees Retirement Association, the Massachusetts Pension Reserves
Investment Management Board, the Nathan Cummings Foundation, the North Carolina State Treasurer, the Ohio
Public Employees Retirement System, and the School Employees Retirement System of Ohio.
As a result of the work of the SRP and its participating investors, 77 S&P 500 and Fortune 500 companies have
declassified their boards of directors during 2012 or the first half of 2013. The companies that declassified: 1) have an
aggregate market capitalization approaching one trillion dollars; 2) represent over 60 percent of companies with
which engagement took place; and 3) represent more than half of the S&P 500 companies that had classified boards
at the beginning of 2012. During the first six months of 2013, 51 S&P 500 and Fortune 500 companies have agreed to
move toward annual elections following the submission of board declassification proposals for 2013 meetings—of
which the SBA sponsored three proposals. The SRP provides participating investors with a range of services, including
assistance in connection with selecting companies for proposal submission, designing and submitting proposals,
engaging with companies, negotiating and executing agreements by companies to bring management declassification
proposals, and presenting proposals at annual shareowner meetings.
th

As of June 30 , every one of the companies the SBA engaged had conducted their annual shareowner meetings, with
each SBA-sponsored investor proposal receiving a majority level of support from all votes cast. One notable vote was
at SPX Corporation, where although the management supported proposal did receive greater than majority support,
due to the company’s supermajority voting requirements, the proposal was not legally approved. The SBA proposal
receiving the highest level of support occurred at Netflix, which has had an extraordinary rise in its share price since
the company was initially tracked due to its historical underperformance. Since inception in 2011, SBA proposals to
move to annual elections have achieved an average support level of 81 percent, with 80 percent (16 out of 20 total
firms) moving to de-stagger their boards.
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MEMORANDUM
DATE:

September 4, 2013

TO:

Board of Trustees

FROM:

Ken Chambers, Inspector General

SUBJECT: Quarterly Report on SBA Inspector General Activities
______________________________________________________________________

The SBA Inspector General (IG) is responsible for serving as the organization’s ethics
officer; conducting internal investigations; overseeing investment protection principles
(IPP) compliance; and handling special projects as directed by the Executive Director.
Ethics and Training
During the period June 4, 2013 to September 4, 2013, one instance was reported to the
Inspector General concerning non-compliance with the SBA gift policy. The violation
was unintentional and self-reported by the employee, and the provider was reimbursed
for the gift in accordance with the policy.
Investment Protection Principles Compliance
In September 2002, the Trustees of the SBA adopted Investment Protection Principles
(IPPs) for broker-dealers and investment managers in the wake of Wall Street scandals
involving tainted equity research and conflicts of interest. Subsequently, principles have
been developed to cover investment consultants. The IPPs are geared toward
promoting independence, transparency and regulatory compliance, and adherence to
the highest standards of ethics and professionalism. On an annual basis, written
certification is required from equity and fixed income investment managers, brokerdealers, and investment consultants.
The IPP certifications for the equity, fixed income and real estate investment managers
were disseminated in late January 2013. All of the investment managers completed
and returned their IPP certification forms for the 2012 reporting period. An analysis of
the 2012 certifications indicated full compliance with the IPP’s by most of the investment
1

managers. For the others, explanations were provided supporting that the managers are
in compliance with the spirit of the IPP’s.
Certification forms for broker-dealers were disseminated to the applicable firms in late
April 2013. All of the broker-dealers completed and returned their IPP certification forms
for the 2012 reporting period. An analysis of the 2012 certifications indicated full
compliance with the IPP’s by the broker-dealers.
Investment Advisory Council Disclosures
As required by Chapter 215.444, Florida Statues, all current IAC members have
completed their annual Conflict Disclosure Statement. Additionally, eight of the nine IAC
members have completed the fiduciary training program as stipulated in Chapter
215.444.
SBA Fraud Hotline
Since July 2006, The Network Inc. has been the independent provider of SBA Fraud
Hotline services. Through an 800 number, SBA employees may anonymously report
tips or information related to fraud, theft, or financial misconduct. The telephone
number and information is prominently displayed on the SBA intranet home page.
Additionally, the hotline information is available on the SBA internet site as part of the
SBA Internal Control and Fraud Policy.
To date, no reports or tips have been received by the Hotline for 2013.
Financial Disclosure Forms
The Commission on Ethics requires certain state employees and officials who meet the
reporting requirement to file an annual Financial Disclosure Form. All SBA employees
who met this requirement have filed a Financial Disclosure Form with the Commission
on Ethics for the year ending December 31, 2012.
Internal Investigations
During the period June 4, 2013 to September 4, 2013, one internal investigation was
initiated and completed by the Inspector General. The investigation concerned an
allegation of non-compliance with SBA’s mandatory leave policy by an employee. The
investigation concluded the employee did not fully comply with the policy.

cc:

Ash Williams
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TO:
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ATTORNEY GENERAL
ASH WILLIAMS
EXECUTIVE DIRECTOR & CIO

SUBJECT: Trustee Update – September 2013
______________________________________________________________________________
Attached is the consolidated quarterly “Enterprise Risk Management and Compliance Report” as
of 6/30/13 for distribution to the Trustees, Investment Advisory Council and Audit Committee.
This report combines previously separately reported compliance activities/metrics with relevant
statistics from the BarraOne risk model as well as other risk metrics for the organization. Efforts
will be ongoing to refine visibility into risks faced by the SBA and enhancements will be
ongoing as the risk reporting process matures.
Additionally, the annual “Risk Management and Compliance Program Self-Assessment” report
for FY2012-13 is attached. This report is prepared in response to consultant recommendations
from both Deloitte and Crowe Horwath that the SBA annually self-assess its compliance
program in a manner consistent with SEC-registered investment advisors. This report has been
presented to the SBA’s Risk and Compliance Committee at their quarterly meeting on 8/22/13
and to the Audit Committee at their meeting on 9/3/13.
The following is a brief status report of Risk Management and Compliance activities and
initiatives completed or in progress during the period 6/5/13 through 9/4/13:
•

As part of the continuous compliance program, there was one material compliance
exception discovered which required escalation to the Executive Director & CIO during
the period 6/5/13 through 9/4/13. The Lawton Chiles Endowment Fund’s share of
foreign securities as of 6/30/13 was 36.28% - slightly exceeding the statutory limit of
35%. The breach was primarily due to the legislatively directed extraordinary payout of
$350 million executed on 6/14/13, which significantly reduced the denominator on which
the compliance test is run. Alternative solutions were presented to the SBA’s Senior
Investment Group, and the decision was made to maintain the current target allocation to
global equity, while creating a new customized benchmark for the global equity asset
class (and the fund’s sole equity manager) to reduce the foreign equity share. In addition,
the SBA would seek legislative authority next Spring to increase the maximum foreign
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security holdings in Chapter 215.47(20), F.S. to 50% to remain consistent with the global
investment opportunity set.
•

Of the sixty-three initial Crowe Horwath recommendations, one remains open at the time
of this report. Progress is being made as planned, with final disposition of the
recommendation expected by 12/31/13.

•

The SBA’s Strategic Plan was updated and approved by senior management as of 8/8/13
for fiscal years 2013 and 2014.

•

A new Executive Director & CIO-level policy “Business Continuity” is in the final stages
of the staffing process and should be approved in September.

•

A number of revisions were made to the Executive Director & CIO-level policy manual
to reflect revised responsibilities of the Deputy Executive Director, and the SBA’s
“Internal Trading Policy” was substantially modified and approved effective 8/19/13.

•

The SBA’s “Procurement Policy” was amended effective 7/13/13 to require written
annual evaluations of material (non-investment manager) service providers (providing
services valued in excess of $500K per year).

•

Risk Management staff continues to be actively engaged in documenting the system of
internal controls to mitigate risks across the organization. Efforts have focused on
identifying both preventative and detective controls and key risk indicators for
monitoring and reporting.

E
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INVESTMENT MANAGEMENT RISK

ASSET ALLOCATION AND INVESTMENT PERFORMANCE
AS OF JUNE 30, 2013

$35.0

150%

$21.1

110%

$2.0

$0.2

$2.8

$3.0

$2.9

$2.7

$2.2

$1.9

$1.8

$2.8

$1.4

$1.9

$2.0

120%

-$7.9

-$7.7

-$6.2

90%
-$6.9

-$5.9

-$6.3

-$5.2

-$4.7

-$3.3

-$2.6
-$7.9

-$15.0

-$8.1

-$10.0

-$5.9

100%

-$5.0

-$4.6

$0.0
-$2.3

Billions

$10.0
$5.0

130%

$3.0

$11.5

$15.0

$10.3

$14.8

$20.0

140%

$13.9

$25.0

FRS PENSION PLAN
CASH FLOWS
AND FUNDED STATUS

$23.8

$30.0

-$20.0

70%
-$24.1

-$25.0
-$30.0

60%

-$35.0
6/30 Market
Value ($b)

80%

50%
FY 00-01

FY 01-02

FY 02-03

FY 03-04

FY 04-05

FY 05-06

FY 06-07

FY 07-08

FY 08-09

FY 09-10

FY 10-11

FY 11-12

$98.2

$89.5

$90.4

$102.4

$109.9

$118.4

$136.3

$126.9

$99.6

$109.3

$128.5

$122.7

Investment Gain (Loss)

Gross Contributions

Benefit Payments & Disbursements

Funded Status

70%
60%

59.4%

Actual Allocation

Target Allocation

52.0%

50%

ASSET CLASS ALLOCATION VS.
TARGET ALLOCATION
UNDER EXPANDED
LEGISLATIVE AUTHORITY

40%
30%

24.0%
21.8%

20%
11.0%

10%

7.5% 7.0%

5.1% 5.0%

5.0%
1.3% 1.0%

0%
Global Equity Fixed Income Real Estate Private Equity

Strategic
Investments

Cash

FRS ASSET ALLOCATION

LCEF ASSET ALLOCATION
30%

20%

25%

█ Target Range

█ Target Range
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0%
-2%
-4%
-6%
-8%
-10%
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U
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R

0%

r

5%
r

4%

u

6%

10%

C

8%

│

10%

15%

█

Pct. Points Above (Below) Policy Target Weight

12%

●

14%

Current Position

20%

Current Position

♦

16%
Pct. Points Above (Below) Target Policy Weight

│ Policy Range

│ Policy Range

18%

-5%
-10%
-15%
-20%
-25%

-12%
52.00%

24.00%

7.00%

5.00%

11.00%

1.00%

Policy Target Weight

Global Equity

Fixed Income

Real Estate

Private Equity

Strategic
Investments

Cash

Asset Class

Ente rpri se Ri s k Ma n a g em en t a n d Com p l i a n c e Q u a r t e r l y R e p o r t

-30%
71.00%

17.00%

11.00%

1.00%

Policy Target Weight

Global Equity

Fixed Income

TIPS

Cash

Asset Class

2

INVESTMENT MANAGEMENT RISK

BARRAONE TOTAL FUND RISK MODEL INVESTMENT RISK
MEASURES AS OF JUNE 30, 2013

ASSET CLASS ALLOCATION VS. CONTRIBUTION TO
PREDICTED TOTAL AND ACTIVE RISK
100%
90%
80%
70%
60%
50%
40%
30%
20%
10%
0%
-10%

87.7%

59.5%

60.2%

22.8%

CONTRIBUTION TO TOTAL RISK
BY FACTOR DECOMPOSITION

21.6%
16.1%
7.7%

5.6%
1.4%

5.1% 6.1%

5.0%

0.9%

1.0% 0.0% 0.0%

Strategic
Investments

Cash

-0.3% -0.4%

Global
Equity

Fixed
Income

Asset Class Weight

90%

Real Estate

Private
Equity

% Contribution to Total Risk

80%

78.1%

70%

% Contribution to Active Risk

60%
50%
40%
30%
20%

12.2%

10%

CONTRIBUTION TO ACTIVE RISK
BY FACTOR DECOMPOSITION
60%

0.2% 0.4% 0.1% 0.0% 0.0% 0.6% 0.0%

5.5%

0.1% 2.8%

0%

52.7%

50%
40%
30%
20%

17.6%

16.2%

10%
0.2% 0.3% 0.0% 1.1% 0.4% 1.1%

3.5%

2.3%

4.6%

0%

ACTIVE RISK STYLE FACTOR EXPOSURE
35%
30%

30%
26%

25%
20%
15%
10%
5%

12%

10%
5%

3% 2%
2% 2% 2% 2% 1% 1% 1% 1%

0%
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Escalation
Standard

Predicted (BarraOne)

Jun-13

May-13

Apr-13

Mar-13

Feb-13

Jan-13

Dec-12

Oct-12

Sep-12

Aug-12

Nov-12

Monitoring
Standard

Jul-12

TOTAL FUND
ACTIVE RISK

2.00%
1.80%
1.60%
1.40%
1.20%
1.00%
0.80%
0.60%
0.40%
0.20%
0.00%

Realized

1.40%

Escalation
Standard

1.20%
1.00%

Monitoring
Standard

0.80%

GLOBAL EQUITY
ACTIVE RISK

0.60%
0.40%
0.20%

Asset Class Predicted (GEM3)

Jun-13

May-13

Apr-13

Mar-13

Feb-13

Jan-13

Dec-12

Nov-12

Oct-12

Sep-12

Aug-12

Jul-12

0.00%

Predicted (BarraOne)

Realized

1.20%
1.00%

FIXED INCOME
ACTIVE RISK

0.80%

Escalation
Standard

0.60%

Monitoring
Standard

0.40%
0.20%

Asset Class Predicted (Axiom)

Jun-13

May-13

Apr-13

Mar-13

Feb-13

Jan-13

Dec-12

Nov-12

Oct-12

Sep-12

Aug-12

Jul-12

0.00%

Predicted (BarraOne)

Realized

8.00%
Escalation
Standard

7.00%
6.00%
5.00%

REAL ESTATE
ACTIVE RISK

Monitoring
Standard

4.00%
3.00%
2.00%
1.00%

Predicted (BarraOne)

Ente rpri se Ri s k Ma n a g em en t a n d Com p l i a n c e Q u a r t e r l y R e p o r t

Jun-13

May-13

Apr-13

Mar-13

Feb-13

Jan-13

Dec-12

Nov-12

Oct-12

Sep-12

Aug-12

0.00%

Jul-12

INVESTMENT MANAGEMENT RISK

ROLLING 12 MONTH BARRAONE TOTAL FUND RISK MODEL
PREDICTED AND REALIZED ACTIVE RISK AS OF JUNE 30, 2013

Realized

4

30.00%
Escalation
Standard

25.00%

PRIVATE EQUITY
ACTIVE RISK

20.00%
Monitoring
Standard

15.00%
10.00%
5.00%

Predicted (BarraOne)

Jun-13

May-13

Apr-13

Mar-13

Feb-13

Jan-13

Dec-12

Nov-12

Oct-12

Sep-12

Aug-12

Jul-12

0.00%

Realized

7.00%
Escalation
Standard

6.00%
5.00%

Monitoring
Standard

4.00%

STRATEGIC INVESTMENTS
ACTIVE RISK

3.00%
2.00%
1.00%

Predicted (BarraOne)

2.00%
0.30%
1.00%

Jun-13

May-13

Apr-13
0.70%
0.60%

0.51%

0.50%

-1.00%

TOTAL PLAN PERFORMANCE
VERSUS LONG TERM TARGET
AND AGGREGATE BENCHMARK

Realized

0.63%

1.00%
0.00%

Mar-13

Feb-13

Jan-13

Dec-12

Nov-12

Oct-12

Sep-12

Aug-12

Jul-12

0.00%

0.49%
-1.24%

-2.00%

-1.33%

-3.00%

0.40%
0.30%

0.22%
-4.00%

0.20%

-5.00%

0.10%

-6.00%
-7.00%

Last 20 Years

Last 15 Years

Last 10 Years

Total Plan vs Long Term Target

ONE YEAR ASSET CLASS KEY
PERFORMANCE AND RISK
MEASURES RANKING

Last 5 Years

0.00%

Total Plan vs Aggregate Benchmark

Actual Return

Active Return

Realized Total Risk

Predicted Total
Risk

Realized Active
Risk

Predicted Active
Risk

Global Equity Comp
History 18.56%

Strategic Investments
6.30%

Global Equity Comp
History 6.88%

Global Equity 17.07%

Private Equity 8.54%

Private Equity
8.85%

Strategic Investments
16.16%

Real Estate 4.80%

Total Fund Asset
Allocation 4.75%

Private Equity 16.92%

Real Estate 3.55%

Strategic
Investments 3.37%

Real Estate 14.92%

Global Equity Comp
History 1.33%

Total Fund 4.51%

Real Estate 12.79%

Strategic Investments
1.80%

Real Estate 2.41%

Total Fund 13.12%

Total Fund 1.11%

Real Estate 4.22%

Total Fund 11.59%

Total Fund 0.50%

Total Fund .59%

Private Equity 3.94%

Fixed Income 3.44%

Global Equity Comp
History 0.45%

Global Equity .47%

Fixed Income

Strategic Investments
Fixed Income
3.06%

Total Fund Asset
Allocation 12.09%
Private Equity
10.65%
Fixed Income

0.38%

Cash 0.29%

Fixed Income

1.07%

Cash 0.24%

3.29%

0.28% Fixed Income .16%

Total Fund Asset
Allocation 0.08%

Strategic Investments
2.26%

Cash 0.01%

Total Fund Asset
Allocation 0.06%

Cash 0.01%

Private Equity
-13.81%

Cash 0.01%

Total Fund Asset
Allocation NA

Cash 0.01%

Total Fund Asset
Allocation NA
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INVESTMENT MANAGEMENT RISK

ROLLING 12 MONTH BARRAONE TOTAL FUND RISK MODEL
PREDICTED AND REALIZED ACTIVE RISK AS OF JUNE 30, 2013

INVESTMENT MANAGEMENT RISK

CURRENCY EXPOSURE AS OF JUNE 30, 2013
(BARRAONE TOTAL FUND RISK SYSTEM)
CURRENCY EXPOSURE BY REGION

NON DOLLAR CURRENCY EXPOSURE

3%

3%

2%

EUR

6%
25%
7%

11%

1%

United States

GBP

Canada

JPY

EMEA

CHF

Asia Pacific

15%

Latin - S America

HKD

8%

CAD
AUD

8%

2%

KRW
20%

71%

BRL
TWD

18%

EURO BY COUNTRY OF EXPOSURE
2.4%
4.4%

1.3%

1.0%

Germany

2.8%

France
30.6%

7.2%

Netherlands
Spain
Italy

9.5%

Belgium
Ireland
Finland
Portugal

12.6%

28.1%

Austria

FRS PENSION PLAN STRESS TESTING RESULTS AS OF
JUNE 30, 2013 (BARRAONE TOTAL FUND RISK SYSTEM)
HISTORICAL SCENARIOS

VALUE AT RISK
Initial Market Value

Initial Market Value
Scenario

$130,802,935,915

Final Market Value

Value at Risk

$126,589,098,258

$4,213,837,657

$27,798,369,224

84% Confidence (1 Standard Deviation)
One Year

$116,541,385,882

$14,261,550,033

$34,392,954,318

95% Confidence (1.64 Standard
Deviation) One Month

$123,833,162,446

$6,969,773,469

95% Confidence (1.64 Standard
Deviation) One Year

$107,214,041,151

$23,588,894,763

Value at Risk

1972-1974 Oil Crisis

$98,141,394,635

$32,661,541,280

2001 Dot-com Slowdown

$103,004,566,691
$96,409,981,596

$130,802,935,915

84% Confidence (1 Standard Deviation)
One Month

Final Market Value

2008 Credit Crisis

Portfolio

See Stress Testing section on page 14 for more information regarding these scenarios

Initial Market Value
Scenario

$130,802,935,915
Final Market Value

Value at Risk*

1% Interest Rate Increase

$130,918,086,246

-$115,150,331

5% Interest Rate Increase

$131,308,805,094

-$505,869,179

* Negative Value at Risk indicates a predicted gain at the Total Fund Level in
the event of an interest rate increase

Ente rpri se Ri s k Ma n a g em en t a n d Com p l i a n c e Q u a r t e r l y R e p o r t
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FRS PENSION PLAN PROJECTED LIQUIDATION
TIME FRAME BY ASSET CLASS
100%
90%
80%
70%
60%
50%
40%
30%
20%
10%
0%

FRS PENSION PLAN PROJECTED ONE MONTH LIQUIDITY VS
MAXIMUM POTENTIAL DRAWDOWNS
$40,000,000,000

Global Equity

Fixed Income

Cash

One Year or More 52,761,432,742 3,160,012,201

Real Estate

Private Equity

Strategic
Investments

$35,000,000,000

ABO*

$30,000,000,000

Benefit Payment**

$25,000,000,000

Strategic
Investments***

$20,000,000,000

Private Equity***

$15,000,000,000

Real Estate

$10,000,000,000

Cash
Fixed Income

$5,000,000,000

Global Equity

$0

8,897,471,647 6,892,041,617 6,752,566,988

One Quarter

15,000,000,000 15,226,839,970

One Month

8,000,000,000 8,500,000,000

One Week

2,500,000,000 2,000,000,000 1,296,568,366

1,246,071,261

One Month Liquidity

Potential Fund Drawdowns

*Accumulated Benefit Obligation for vested partiipantsis based on actuarial valuation as of July 1, 2012
**Benefit Payments represent highest monthly payout recorded over the previous 12 month period
***Unfunded capital commitments as of June 30, 2013

COUNTERPARTY EXPOSURE AS OF JUNE 30, 2013
SECURITIES LENDING COLLATERALIZATION
TOP EXPOSURES

3.5

Class B

3.0

Long Exposure by Market Value (Millions)

Billions

2.5
2.0
1.5
1.0
0.5

JP Morgan

17.7

Toronto Dominion

3.4

Credit Suisse

3.0

BNY Mellon

.6

0.0
BNY Mellon

Deutsche Bank

Securities on Loan MV

Collateral MV

Class D
Long Exposure by Market Value (Millions)

** No material compliance violations for the quarter

EXCESS FUTURES COLLATERAL

Goldman Sachs

.3

Citi Group

.3
Long Exposure by Notional Amounts (Millions)

12.0
11.0
10.0

Monitoring
Standard

9.0

Barclays

107.5

Goldman Sachs

52.0

Citi Group

7.5

8.0
7.0
6.0

For the quarter ending June 30, 2013:

5.0

Trading Counterparty Management:

4.0

 Asset Class trading volumes within monitoring standards

Apr 2013

May 2013
Fixed Income

April GE collateral is with UBS
May GE collateral includes both UBS & Barclays

Jun 2013

Global Equity

 Global Equity quarterly trade cost analysis performed and

reviewed on 6/27/13

June GE collateral is with Barclays
FI collateral is with Barclays for each month
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INVESTMENT MANAGEMENT RISK

LIQUIDITY MEASURES AS OF JUNE 30, 2013

INVESTMENT MANAGEMENT RISK

For the quarter ending June 30, 2013:
• Leverage Usage
- Reviewed direct-owned real estate loan-to-value exposures as of
3/31/13 - within investment portfolio guidelines
• Derivative Instruments Usage
- Reviewed counterparty risk exposures - within historically
normal ranges

• Rebalancing and Liquidity Assessments
- All funds currently within policy operating ranges
• Risk Budget
- Aggregate active investment risks (sources, levels and trends)
reviewed by Senior Investment Group (as of 5/31/13)

100%
90%
Current Position

80%

█ Allocation Range

70%
60%

PRIVATE EQUITY
INTRA-ASSET
I
ALLOCATION RANGES
AS OF JUNE 30, 2013

50%
40%
30%
20%
10%
0%
Private Equity LBO

Private Equity Growth and Venture
Capital

Private Equity Secondary

100%
90%
Current Position

80%

█ Allocation Range

70%

REAL ESTATE
INTRA-ASSET ALLOCATION RANGES
AS OF JUNE 30, 2013

60%
50%
40%
30%
20%
10%
0%
Public

Private-Core (March 2013)

Private Non-Core (March 2013)

50%
45%
40%
Current Position

35%

█ Allocation Range

30%

STRATEGIC INVESTMENTS
INTRA-ASSET ALLOCATION RANGES
AS OF JUNE 30, 2013

25%
20%
15%
10%
5%
0%
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For the quarter ending June 30, 2013:
• All Conflict of Interest Certifications executed

70

• All Governance and Oversight meetings held
as required during the quarter with the following
exception:
- Total Fund did not meet during the quarter
(no issues to discuss)

7

60
50

19

10

6

14

23

40
30

9
3

26
20

16

10

12

11

12

Q3-12

Q4-12

10

1

GOVERNANCE/MANAGEMENT RISK

AUDIT (CATEGORY A) AND CONSULTANT (CATEGORY B)
RECOMMENDATIONS FY TO 6/30/13

17

0
Q1-13

Q2-13

Category A Open/In Progress

Category B Open/In Progress

Category A Closed pending OIA Verification

Category B Closed per SBA Mgmt
pending OIA verification

COMPLIANCE EXCEPTIONS

Fixed Income
Private Equity
PIA
Strategic Investments

10

Global Equity
Real Estate
Total Fund

1
4

8

2
3
6
2
1
4

4

8
7

1

1

1

7

Internal Trading Policy
• Eight exceptions reported to the Fixed Income
Investment Oversight Group during the quarter - all
exceptions addressed
• Three exceptions reported to the Global Equity
Investment Oversight Group during the quarter - all
exceptions addressed

1

6
5
2

4

2

2
3

3

2
1

1

1

0
Jul

Aug

Sep

Oct

Nov

Dec

Jan

Feb

Mar

Apr

May

Jun

Total Exceptions = 73

Investment Portfolio Guidelines Compliance
• FRS: Global Equity and REIT Portfolios - No material
compliance violations through 6/30/13
• Fixed Income & High Yield Portfolios - No material
compliance violations through 6/30/13
• Private Market Asset Classes - No material compliance
violations as of 3/31/13 (one quarter lag)
Other Non-FRS Mandates/Trust Funds
• No material violations through 6/30/13
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COMPLIANCE RISK

COMPLIANCE EXCEPTIONS BY ASSET CLASS
FY TO 6/30/13

COMPLIANCE RISK

COMPLIANCE EXCEPTIONS CONT.
COMPLIANCE EXCEPTIONS BY CATEGORY
FOR QUARTER ENDING 6/30/13

COMPLIANCE EXCEPTIONS BY CATEGORY
FY 2012-13
1%
4%

10%

23%

25%

Contractual

Investment Portfolio
Guidelines

Investment Portfolio
Guidelines

Policy

Policy
Sec Lending Agreements

55%

17%

Sec Lending Agreements
Trust Agreements

65%

For the quarter ending June 30, 2013:
• Chapter 215.47, F.S. - Investments:
- All investments statutorily permitted and within
statutory limits with the following exception:
LCEF 215.47(20), foreign securities were 36.28%
which exceeded the 35% limitation

• Protecting Florida’s Investment Act Compliance
(Iran/Sudan):
- No violations reported (latest quarterly report approved
by Trustees on 6/25/13)

• SEC Form 13F - Institutional investment managers
that have discretion over $100 million in Section
13(f ) securities:
- All securities reported to the SEC

• FINRA rule 2111 - Institutional Suitability Certificate:

FRAUD/MISCONDUCT/INTERNAL
CONTROLS RISK

- Five Institutional Suitability Certficates were filed
during the quarter (Dealogic certifying account
exercises independent judgement)

• External Investment Manager and Private
Acquisition:
- Checklists completed for all new managers and funds
- Placement Agent Disclosures received and reviewed

• FRS Pension Plan
- Asset Allocation within specified ranges

• Lawton Chiles Endowment Fund
- Asset Allocation within specified ranges

• Florida PRIME
- Portfolio securities and transactions in compliance with
Investment Policy Statement
- Federated conducted monthly stress tests - results
reported to the Investment Oversight Group on 7/29/13
- Daily NAV and other high risk ranked parameters
independently verified and in compliance

For the quarter ending June 30, 2013:
• Insider Trading - No violations reported
• Personal Investment Activity Policy - 1 minor violation during the
quarter; CRCO sent cautionary email to employee.
• No Fraud Hotline calls this quarter
• One active investigation this quarter per Inspector General (minor
in nature); resolved

Ente rpri se Ri s k Ma n a g em en t a n d Com p l i a n c e Q u a r t e r l y R e p o r t
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SERVICE PROVIDER RISK

CURRENT ALLOCATION OF FRS PENSION PLAN
WATCHLIST ASSETS

AGING OF FRS PENSION PLAN
WATCHLIST ASSETS
$34,256,955

$383,058,013

$103,911

$884,526,058

More Than 4
Qtrs

Global Equity (3)
Real Estate (6)

3 Qtrs

Private Equity (29)

1 qtr

Strategic
Investments (6)

$223,212,420
$1,543,307,946
$376,858,531

FRS PENSION PLAN WATCHLIST ASSETS

For the quarter ending June 30, 2013:

$4,000

• Defined Contribution Investment Plan
Education, Investment Plan Administrator
and Bundled Provider requirements in
compliance.

$3,500

Millions

$3,000
$2,500
$2,000
$1,500
$1,000
$500
$0
Dec-11

Feb-12

Apr-12

Global Equity

Aug-12

Real Estate

Oct-12

Dec-12

Private Equity

Feb-13

Apr-13

Jun-13

Strategic Investments

FRS INVESTMENT PLAN
QUALITY OF SERVICE SURVEY RESPONSE
AS OF DECEMBER 2012

2.9

1.25
6.3

10.01

Very Satisfied

Very Satisfied
50.3

Somewhat Satisfied

Somewhat Satisfied
Not Very Satisfied

Not Very Satisfied

Not at All Satisfied

CLIENT RELATIONSHIP RISK

FL PRIME
QUALITY OF SERVICE SURVEY RESPONSE
AS OF MAY 2013

Jun-12

40.5

88.74
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OPERATIONAL RISK

For the quarter ending June 30, 2013:

FRS PENSION PLAN ASSET VALUATION
CURRENT AGING

• Investment Valuation
- All direct-owned real estate properties externally appraised
within last 12 months (unless newly acquired, in foreclosure,
or in the process of being sold)

Other
0.2%

180 Days
1.7%
Current
85.5%

• Performance Measurement
- All calculations performed in compliance with policy

120 Days
11.1%

30 Days
1.4%

FRS PENSION PLAN ASSET VALUATION
AGING BY QUARTER
100%

Current

30 Days

120 Days

180 Days

Other

95%
Other
360 Days

90%

180 Days
120 Days

85%

30 Days
Current

80%

75%
Dec-12

Mar-13

Jun-13

HIRING ACTIVITY
FISCAL YEAR TO DATE

# of Employees

15

10

5

0

Departures

Years

HUMAN CAPITAL RISK

20

AVERAGE YEARS OF SBA
SERVICE BY BUSINESS UNIT
AS OF JUNE 30, 2013

New Hires

Cumulative Departures

16
14
12
10
8
6
4
2
0

Monitoring Threshold

Monitoring
Standard

Business Unit (# of Employees)
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INFORMATION TECHNOLOGY/SECURITY
SECURITY RISK

WORKSTATION SECURITY EVENTS AND ALERTS
150

140

140
130
120
110
100
90
80

94
81

71

72

70

56

60

52

50
40
20

40

40

31 29

30

52
29

20
13

6

10

11

15

11

23
9

8 10

10
1

0
Oct

Nov

Viruses Blocked

Dec

Jan

Feb

Potential Unwanted Application Alert

Mar

Apr

May

5

1

Jun

Potential Unauthorized Use of Application

CRITICAL SYSTEM DOWNTIME

0.09%
0.08%
0.07%
0.06%
0.05%
0.04%
0.03%
0.02%
0.01%
0.00%
Email Services

Internet

Jan

Peoplesoft
Financials
Feb

Mar

Peoplesoft HR File Services Eagle Portfolio
Management
Systems
Apr May Jun
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KEY NEAR TERM PROJECTS
•

Finalize Strategic Plan

•

Finalize Business Continuity policy

•

Finalize revision to Internal Trading and Trading Counterparty
Management policies

•

OMGEO Upgrade for Trade Settlement Processing

•

Expand Disaster Recovery Testing

•

Implementation of Foreign Currency Overlay Program

•

Prepare for Centralized Clearing of OTC Derivatives

•

Evaluate Solutions for Contract Management System

•

Business Model Review of Real Estate Principle Investments
Portfolio

Ente rpri se Ri s k Ma n a g em en t a n d Com p l i a n c e Q u a r t e r l y R e p o r t
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Performance & Risk Analyst I
Perf Meas

Board-wide policy development and maintenance
Investment policy development
Asset allocation, including rebalancing
Asset/liability and actuarial studies
Investment policy research projects
Economic outlook and market analysis reporting
Liquidity management
Strategic Plan development and maintenance

Enterprise risk identification and assessment
Risk monitoring and reporting, including heat maps
Maintenance of ERM framework
Documentation of risk mitigants/internal controls
Bi-ennial risk management plan development and maintenance
Evaluation of risk mitigant adequacy and effectiveness
Administration of BarraOne total fund investment risk model
Senior Investment Group (SIG) risk reporting
Quarterly Risk Management & Compliance Report
Risk budgeting and total fund risk management
Management oversight group participation
Monitoring resolution of audit recommendations
Staffing quarterly Risk and Compliance Committee meetings
Business continuity planning

Compliance Analyst II (.75)
Comp

Manager of Private Market Compliance
Comp

Monthly investment guideline compliance - public market internally managed portfolios
Quarterly investment guideline compliance - externally managed portfolios
Staffing Investment Oversight Group monthly/quarterly meetings
External investment manager oversight program
External investment manager certification process
External investment manager/fund acquisition compliance checklist
External investment manager risk profile development and maintenance
New/renewed counterparty compliance process
External investment managers due diligence site visits
Compliance program self assessment report
Statutory / total fund compliance
Quarterly reporting
Personal investment activity compliance

Manager of Public Market Compliance
Comp

Manager of Public Market Compliance
Comp

Director of Public Market Compliance
Comp

Senior Risk and Controls Analyst III
ERM

Enterprise Risk Manager
ERM

Senior Performance & Risk Analyst III (.5)
Perf Meas

Senior Management Review Analyst III
Perf Meas

Director of Enterprise Risk Management
Pol/Plan
ERM

Audit Committee

SBA Trustees
Investment Advisory Council

Performance Measurement and Analytics
Enterprise Risk Management
Compliance
Policy / Strategic Planning

Primary Position Responsibility Legend
Perf Meas
ERM
Comp
Pol/Plan

Director of Ext Investment Manager Oversight
ERM
Comp

RMC status reports at regularly scheduled meetings (verbal)
Quarterly risk management and compliance report (written)

Policy & Compliance Analyst II
Comp
Pol/Plan

Chief Risk & Compliance Officer

Quarterly narrative status report (written)
Quarterly risk management and compliance report (written)

Compliance Analyst II
Comp

Performance measurement and attribution
Monthly/quarterly performance and analytics reports
Annual investment performance reporting
Monitoring/reconciling to external performance
measurement provider
Management of monthly rate of return reconciliations
Senior Investment Group (SIG) reporting
Ad hoc performance information requests
Maintenance of performance measurement database

Economic & Inv Policy Research Manager
Pol/Plan

Senior Investment Policy Officer
Pol/Plan
Perf Meas ERM

Member of
internal
governance and
oversight groups

Appointment, compensation and termination of CRCO
subject to affirmation by the Trustees

Senior Performance & Risk Analyst III
Perf Meas

Senior Performance & Risk Analyst III
Perf Meas

Director of Performance & Risk Analytics
Perf Meas

Risk & Compliance Committee (ED Policy #10-005)

Performance Measurement Group
Valuation Oversight Group
Information Technology Steering Group

Senior Operations Group (ED Policy #10-055)

Senior Investment Group (ED Policy #10-064)
Investment Oversight Groups (one for each asset class and Total Fund)
Trading Oversight Group
Corporate Governance & Proxy Voting

Executive Director & CIO

RMC ORGANIZATIONAL STRUCTURE
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GLOSSARY

GLOSSARY

Actual Return - the portfolio performance return actually earned
Active Return - actual portfolio return minus the benchmark return
Class B Exposure - securities with contractual settlement dates
more than 5 business days after trade date

Long Term Target - FRS Pension Plan performance target which
is calculated by adding the monthly percentage change in the
Consumer Price Index to the real return rate of 5%
Realized Total Risk - standard deviation of actual returns
Realized Active Risk - standard deviation of active returns

Class D Exposure - over the counter derivative transactions,
including credit default swaps, interest rate swaps, total return
swaps and combinations thereof

Total Fund Aggregate Benchmark - sum of the products of asset
class target benchmarks at their respective asset class weights

Funded Status - comparison of the FRS Pension Plan projected
assets to its liabilities

Watch List - defines the qualitative and quantitative conditions
that will cause the SBA to formally evaulate the continued
retention of an Investment Manager

BARRA ONE
Currency Risk - risk arising from holdings in assets that are
denominated in currencies other than the numeraire currency; a
measure of exchange rates and short-term interest rates

Selection Risk - risk that is specific to an asset and is uncorrelated
(or negligibly correlated) with the risks of other assets; non-factor
component of risk

Currency/Market Interaction - the correlation between local
market and currency bets; a measure of diversification

Size - systematic return and risk differences between large-cap
and small-cap stocks

Emerging Market - spread associated with bonds issued in an
external currency by an emerging market sovereign or by a
company domiciled in an emerging market country

Spread - risk due to exposure to spread movements, a risk factor
that captures typical movements in term structure spreads

Factor Interaction - the measure of covariance among risk factors

Style - risk factor that characterizes equity’s fundamental or
market-based characteristics such as Size, Value, Momentum and
Volatility

Hedge Fund - a measure of risk correlated to characteristics of
certain hedge fund styles

Term Structure - risk due to exposure to term structure movements

Industry - risk due to exposure to specific industries and countries

Trading Activity - measures the relative activity of a firm’s shares
in the market

Momentum - sustained relative performance and its effect on risk
Private Real Estate - risk attributable to property type and location
factors
Predicted Total Risk - asset class active exposure multiplied by the
volatility and correlation

Value - distinguishes between value stocks and growth stocks
using the ratio of book-value of equity to market capitalization
Volatility - captures security price changes using measures of
standard deviation over long term historical periods and highlow cumulative range of prices over the last 12 months

Risk Factors - a characteristic shared by a group of securities that
influences the volatility of returns which is used to determine
correlations between assets
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STRESS TESTING SCENARIOS

OIL CRISIS
2008 CREDIT CRISIS
2001 DOT-COM
SLOWDOWN

APPENDIX

BarraOne stress testing scenarios are constructed by applying schocks to equity prices, interest rates, foreign
exchange rates, credit spreads and commodity prices that mimic actual movements during the period covered
by the chosen scenario or constructed based on possible outcomes in the event that a hypothetical event were
to actually take place.

The Oil Crisis scenario is based on market conditions experienced during December
1972 - September 1974. The shocks applied in this scenario are a 26% average
decrease in global stocks, 263% average increase in copper, silver and crude oil, and
an increase in near term US Treasury interest rates

The 2008 Credit Crisis scenario is based on actual market conditions during
September 2008 - November 2008. The shocks applied are a 35% decrease in equity
prices, 11% decrease in foreign exchange rates, 33% commodity price decline, a
widening of credit spreads of 121 basis points and a decrease in short term and long
term interest rates.

The Dot-com slowdown scenario is based on actual market conditions during
March 2001 - October 2002. The shocks applied are an average decrease in global
equity prices of 19.82%, a decline in foreign exchange rates of 6.64%, a decrease
in commodity prices of 3.85%, 290 basis point increase in credit spreads and a 5%
decrease in near term US Treasury interest rates while longer term rates are not
subject to a material change.
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EXECUTIVE SUMMARY
Risk management and compliance is an essential component of the State Board of Administration and it supports
the SBA’s efforts to effectively manage and mitigate risks. This report provides a high level overview and selfassessment of the SBA’s Risk Management and Compliance (RMC) unit and its activities. The report covers the
findings and accomplishments of the RMC unit for the 12-month period ended June 30, 2013 (the “period”).
SBA Senior Management has proactively promoted a culture of risk management and compliance through the
governance structure, budgetary resources, policies, and associated training and awareness. Management is
committed to ethical practices and to serving the best interests of the SBA’s clients. The SBA’s mission statement
further supports this culture: “To provide superior investment management and trust services by proactively

and comprehensively managing risk and adhering to the highest ethical, fiduciary and professional standards.”

Background
In August 2008, the SBA engaged Deloitte & Touche LLP (Deloitte) to undertake an assessment of the SBA’s compliance
program and related control, monitoring, and oversight activities. Deloitte subsequently developed high level compliance
recommendations for the SBA to consider. As a follow-up, in 2009, the SBA engaged Deloitte to develop an implementation
plan for enhancing the SBA’s governance structure and compliance functions. The SBA formalized the compliance program
with the creation of the Risk Management and Compliane unit and the recruitment of a Chief Risk and Compliance Officer
(CRCO) in December 2009.

The initial compliance
self-assessment was
completed in July 2012.
An external assessment
will be performed for
FY 2013-14.

In August 2011, based on a request from the SBA Trustees, the SBA engaged Crowe
Horwath LLP (Crowe) to evaluate the compliance program and its alignment to risk
management processes within the SBA. As part of this engagement, the SBA requested
Crowe to evaluate the progress made by the SBA relative to both reports developed
by Deloitte. During Crowe’s evaluation, a recommendation was put forth consistent
with Deloitte’s recommendation that the CRCO assess the Compliance Program on
an annual basis.

The CRCO’s response to the recommendation was to perform a self-assessment annually for two consecutive years, and
have an external assessment performed every three years in conjunction with the Audit Committee’s evaluation of risk
management, compliance and internal audit functions.
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SELF-ASSESSMENT APPROACH

Prepare





Documented Risk Management
and Compliance Activities
Gathered performance metrics



Perform

Deliver

Assessment

Report

Sent out Risk Management and
Compliance surveys



Confirmed observations



Performed assessment




Drafted report
Published and distributed final
report

RISK MANAGEMENT AND COMPLIANCE TEAM
The SBA’s Chief Risk and Compliance Officer (CRCO) oversees all aspects of risk and compliance (investment and
regulatory), managing a team of 11 people. The CRCO and his directors have an average of 20 years of industry
experience (see information on facing page).
All SBA finance professionals are assigned 10 mandatory training hours per year from a curriculum of advanced
finance and investment courses offered by eLearning provider, Intuition. In 2012, RMC implemented a core competency
curriculum for all new RMC staff in addition to the mandatory training. Using the Intuition eLearning course modules,
new RMC staff complete over 40 hours of training via 37 Intuition courses in their first year. These courses cover
a broad range of topics pertinent to the SBA (e.g., financial markets, investment management, risk management,
operational and regulatory issues). The curriculum provides new RMC staff with a foundation in critical concepts
relevant to the many responsibilities of the SBA.

On February 9, 2012, the role of the CRCO was codified through Investment Policy Statements approved by the Trustees to reflect the
following:

“The Executive Director will appoint a Chief Risk and Compliance Officer, whose selection, compensation and termination will be affirmed
by the Board, to assist in the execution of the responsibilities enumerated in the preceding list. For day-to-day executive and administrative
purposes, the Chief Risk and Compliance Officer will proactively work with the Executive Director and designees to ensure that issues are
promptly and thoroughly addressed by management. On at least a quarterly basis, the Chief Risk and Compliance Officer will provide
reports to the Investment Advisory Council, Audit Committee and Board and is authorized to directly access these bodies at any time as
appropriate to ensure the integrity and effectiveness of risk management and compliance functions”.

The following personnel changes occured during the year:
Previously employed as Financial Administrator with
the Office of Financial Regulation

Senior Risk & Control Analyst III

New Hire

July 2012

Manager of Private/Public Market
Compliance

Vacated

September 2012

Manager of Public Market Compliance

New Hire

October 2012

Previously employed as Senior Treasury Operations
Specialist III with SBA

Compliance Analyst I*

Vacated

January 2013

Left for position external to SBA

Left for position external to SBA

* The Compliance Analyst I position was transferred to Investment Policy & Economics
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State Board of Administration (SBA)
Risk Management and Compliance Staff
Eric Nelson
Chief Risk & Compliance Officer

BS Accounting
CFA, CPA, FRM
Tenure at SBA: 29 yrs
Tenure in Current Position: 3.5 yrs

Jennifer Barrett
Policy and Compliance Analyst II
BS Psychology
Tenure at SBA: 16 yrs
Tenure in Current Position: 3.5 yrs

Belinda Dixon
Director of External Investment
Manager Oversight

Karen Chandler
Director of Enterprise
Risk Management

Sheilah Smith
Director of Public
Market Compliance

BS Accounting
CPA, CFE, CIDA, CRMA, CGMA
Tenure at SBA: 4 yrs
Tenure in Current Position: 1.5 yrs

BS Finance and Economics
CFA, FRM
Tenure at SBA: 19 yrs
Tenure in Current Position: 1.75 yrs

Long Yang
Manager of Private Market
Compliance

Angela Millard
Enterprise Risk Manager

Lisa Collins
Manager of Public Market Compliance

Bridget Dervish
Senior Risk & Control Analyst III

Mykel Kenton
Manager of Public Market Compliance

BA English, MA ESL
MBA
CFA, CAIA
Tenure at SBA: 7 yrs
Tenure in Current Position: 3 yrs

Nitin Verma
Compliance Analyst II

BS Accounting
CFE
Tenure at SBA: 2.25 yrs
Tenure in Current Position: 1 yr

BS Economics
Tenure at SBA: 7 yrs
Tenure in Current Position:1.25 yrs

BS Finance, BS Multinational Business
MBA
Tenure at SBA: 1 yr
Tenure in Current Position: 1 yr

BS Finance
Tenure at SBA: 28.5 years
Tenure in Current Position: 5.25 yrs

AA
Tenure at SBA: 26 yrs
Tenure in Current Position: 3.5 yrs

BS Finance
Tenure at SBA: 8.5 yrs
Tenure in Current Position: 9 months

Karen Minno
Compliance Analyst II (3/4 time)
BS Finance
Tenure at SBA: 4 yrs
Tenure in Current Position: 3 yrs
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As of 8-15-2013

Jan-08

Apr-08

Jul-08

Mar
SBA
Enterprise Risk Management
policy developed

Jan-09

Deloitte Compliance
Program Assessment
Phase 1
“Strategic Analysis”
Aug-08 - Jan-09

Oct-08

Jul-09

Risk Assessment Scale
& Risk Ownership Grid
developed
Oct

Apr-09

Deloitte Compliance
Program Assessment
Phase 2
“Governance Structure
and Implementation”
Jan-09 - Jun-09

Jan-10

Apr-10

Jul-10

Nov

Jan-11

Apr-11

Jul-11

Quarterly compliance
reports to Trustees & IAC
released
(as of 6/11)
Sep

Mar
Enterprise Risk Manager
position created/staffed

Quantitative
risk assessments
(Heat Maps)
released
Oct

Oct-11

Apr-12

Jul-12

Oct-12

Aug

Apr-13
Jun-13

Annual joint risk assessment
with OIA
initiated
Mar

Jan-13

Risk Management Plan
published
Sep

Compliance program
Self Assessment
released
(as of FY 11/12)

Senior Risk &
Control Analyst III
position created/staffed
Jul

Jan-12

Mar
Quarterly
enterprise risk management
dashboard report
to Trustees and IAC
released
(as of 12/12)

Feb
Quarterly meetings
with OIA initiated

Aug
Feb
Strategic
planning and
Investment Policy
Aug-11 - Oct-11 Statement changes
ERM integration
Crowe Horwath made codifying
(2013-2015 Strategic Plan)
compliance
CRCO reporting
program
lines Sep-11 - Dec-12
BarraOne
evaluation
total fund
risk system
implemented

Jun
Quantitative Risk Assessments
(Probability/Severity)
implemented

Director of
Enterprise Risk Management
position created/staffed
Aug

Oct-10

Quarterly narrative status reports
to Trustees and IAC initiated
(as of 9/10)

Chief Risk and
Compliance Officer
Position created/staffed
Dec-09

Oct-09

Jun
Verbal status reports
by CRCO at
Audit Committee meetings
initiated

Dec
Independent
Risk Management
and Compliance Unit
formed and reporting
Directly to ED & CIO

Nov
Investment Oversight Groups
formed

EVOLUTION OF SBA ENTERPRISE RISK MANAGEMENT FUNCTION

ENTERPRISE RISK MANAGEMENT PROGRAM OVERVIEW
The goal of Enterprise Risk Management (ERM) is to provide an integrated and consistent framework to identify,
assess, monitor, and ultimately manage risk in support of the SBA’s mission to provide superior investment
management and trust services.
Industry recognition of the need for an integrated risk management approach has increased as a result of high-profile
business failures, accounting fraud, and the Global Financial Crisis. In 2008, the SBA developed its first Enterprise
Risk Management policy, detailing the integrated framework by which risk would be managed at the SBA. The creation
of a separate Risk Management and Compliance unit, led by an independent Chief Risk and Compliance Officer,
soon followed. In August 2011, with the Compliance program firmly in place, efforts turned to further expanding the
Enterprise Risk Management program. The Director of Enterprise Risk Management (DERM) position was created and
staffed, followed by two additional team members, an Enterprise Risk Manager, and Senior Risk and Control Analyst III.
On at least a biennial basis, RMC prepares a Risk Management Plan that includes the identification of enterprise-wide
and business unit risks, the assessment of the likelihood and severity of these risks, and any planned mitigation
strategies. The SBA FY2012-2013 Risk Management Plan was published in September 2012.

Implementation
Successful enterprise risk management depends on risk awareness and input at all levels of the organization. Risk management at
the SBA is facilitated through cooperative efforts between ERM staff and business units. SBA business unit heads are in a unique
position to identify, assess, and monitor the risks within their respective units. In executing their job duties, risk management is
also the responsibility of each employee at the SBA.
The role of ERM is to support these business unit efforts as well as consolidate risk identification, assessment, and mitigation
efforts at the enterprise level. Enterprise-wide risks are then communicated to senior management through published materials
and quarterly meetings of the Risk and Compliance Committee.
The process of risk identification and assessment is
achieved through several information gathering exercises.
The three primary components of the ERM program which
help inform risk awareness are the total fund risk model,
business unit risk assessment, and documentation of
internal controls.
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Total Fund Risk Model
ERM began the implementation of the BarraOne total fund risk model
(TFRM) in September 2011. The TFRM was implemented as part of a
larger effort to institutionalize more robust risk management practices,
specifically surrounding identification of sources and uses of investment
risk. The TFRM allows SBA senior management to measure and monitor
investment exposure, volatility, and correlation across portfolios.

Risk is expressed in the model as annualized standard
deviation of return. A total portfolio risk of 10, for
example, means that the portfolio has a two-thirds
chance of falling within 10% of its expected return
over the next year (assuming that returns are normally
distributed). Portfolio Risk is the ex ante volatility
derived from the model and is based on asset weights.
At the top level, the report divides total risk into three
main sources: Local Market Risk, Currency Risk, and
Currency/Market Interaction.

The TFRM is a multi-asset class model for forecasting the asset and portfolio level risk of global equities, bonds, private market
assets and currencies. The model is built upon a foundation of factor models of local markets. By modeling each market individually,
the model provides forecasts of local market risk and enables investors to see their exposures to the style and industry factors of
each market. Structural models containing global factors are then linked to local factors across markets. The structural models
decompose local factor returns into a portion due to global factors and a portion that is purely local. The global factors are used
to estimate the correlations between asset classes.
Asset volatilities and correlations are driven by their exposures to the fundamental factors in the model and by the volatilities
and correlations among the factors. Estimation of exposures to the factors requires fundamental data on equities, such as the
capitalization of the firm (a size factor) and its sales, assets, and operating income from different industries. For fixed income
securities, the terms and conditions of the securities are needed as well as cash flow generators that transform those terms and
conditions into income streams.
The public market investment holdings are transmitted from the custody bank to the TFRM at month end, and security identifiers
are used to reference the data library within the TFRM which contains the fundamental data needed to estimate exposure, volatility,
and correlation of assets. The opaque nature of some Private Equity and Strategic Investments holdings necessitates a proxy
modeling approach, in which a similar instrument or segment of an index whose fundamental data is known is used to estimate
asset exposure to fundamental factors.
ERM staff is responsible for generating various TFRM risk reports for consumption by internal and external audiences. In an effort
to inform the stakeholders of investment risks, staff has designed reports with varying levels of detail. Asset volatility (total risk),
asset volatility over the benchmark (active risk), asset class contribution to total fund volatility (contribution to total portfolio
and active risk), factor exposures, and asset correlation are included in the monthly Senior Investment Group meeting materials.
These measures complement risk analytics prepared by asset class staff and inform quarterly Risk Budget discussions. Currency
exposure, value at risk, and stress testing measures are included in the Quarterly Enterprise Risk Management and Compliance
report distributed to the Risk and Compliance Committee and external oversight bodies governing SBA activities.
ERM staff is currently working with IT staff to create a database to store monthly risk statistics from BarraOne. The capture of
manager level risk data will enhance analytics through the use of time series and ad-hoc data reporting to discern trends and allow
easier comparative analysis of predicted and actual return variation.

Risk and Compliance Committee (RCC)
The Risk and Compliance Committee (RCC) is a cross-functional management team that has been established
to promote awareness among senior management on issues facing the SBA relating to risk management and
compliance. The RCC meets routinely to evaluate effectiveness of risk management and compliance monitoring
efforts. The group reviews key enterprise risks, emerging risk issues, and continuously scans for potential new
or altered industry, vendor, environmental or internal risks.
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Total Fund Risk Model Monthly Data Processing Timeline
Real Estate managers submit
quarterly statements to
Townsend

Private Equity submit
quarterly statements to
Burgiss

Mellon holdings data feed
and Strategic Investment
Returns to Barra on 17th
business day

17th business day

Private Informant data for PE
proxy sent on 17th business
day from SBA

Real Estate investments
data sent on the 17th
business day from SBA
BarraOne

17th-23rd business day

19th-25th business day

Barra Managed Services will
perform reconciliation and
report rejected assets to SBA

ERM will consult asset
class staff as needed to
determine appropriate
rule or proxy to model
rejected assets

24th-29th business day

29th-34th business day

SBA will provide proxy
rules and additional
instrument specific data
to Barra as needed

ERM will provide
supplemental data as
needed and when
available from data
providers, i.e. Bloomberg,
Axiom, etc.

Barra will submit final
reconciliation files to
SBA within 5 days

Barra will deliver
monthly reporting
package within 5 days of
written approval of
recon reports

Risk Assessment
The SBA has developed a robust risk framework, with thirteen
strategic risk categories, the majority of which are broken
further into subcategories. The framework is used to categorize
each risk affecting the SBA, whether it is specific to a particular
business unit(s) or involves the entire organization.
Business unit heads are identified as risk owners, based on
their unit’s exposure to an existing risk in the framework.

Semiannually, risk owners are asked to rank the likelihood and

For example, high ownership means the process owner has

severity of risks for which they are responsible for managing.

a high level of exposure to the particular risk, and therefore

These ratings are aggregated at the enterprise level and

has a significant and direct role in managing/mitigating the

depicted in heat maps to indicate the SBA’s residual exposure

risks identified. Medium ownership indicates the process

to each risk. These aggregations are reviewed and confirmed

owner participates in key support functions or may provide

by the RCC and help focus mitigation strategies to those areas

managerial/supervisory oversight of high risk owners and/or

of highest residual risk to the organization. Risk responses

certain risk management activities. Risk owners may also be

may include acceptance, avoidance, transfer or mitigation

tasked with providing key information to support the reporting

through process changes and/or strategic projects.

of risk metrics.
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Internal Controls
Internal

that

Much effort has been spent by RMC in the area of internal

management’s directives are carried out as planned and in

controls

provide

control identification and documentation for major processes.

a timely manner. Effective internal controls support efficient

Over the last year, ERM has worked with each business unit

operations, accountability, compliance with policies and

of the SBA to create an initial documentation of the SBA’s

regulatory mandates, and reliable financial reporting. They

system of internal controls. Specific business unit controls

are the “checks and balances” that help identify, prevent or

and processes are linked to the SBA’s risk framework. ERM

reduce the risks that impede accomplishment of the SBA’s

will continue to work with business units to refine and update

goals and objectives. Examples of control activities include:

internal controls as risks to the SBA are continuously evaluated.

approvals,

authorizations,

reasonable

verifications,

assurance

reconciliations,

ERM staff has created flowcharts for a number of key processes

segregation of duties, operational reviews, monitoring, and

and will continue to map major control processes across the

reporting.

organization.

Other
Strategic Planning
The strategic planning process has been revised to directly

statement, simplified goals, and ties for each of the strategic

integrate risk management into the plan. The CRCO maintains

objectives to primary and supporting goals. Each strategic

responsibility for leading the strategic planning process, with

objective is now linked directly to the ERM framework through

the DERM serving as facilitator for the planning meetings. For

the listing of strategic risks mitigated in the plan. Each objective

the fiscal years 2013-15, executive management collaborated

is sponsored by at least one member of executive management

extensively to develop the new strategic plan. The three-year

who is responsible for communicating progress and updates

plan included a refinement of the mission statement to directly

back to the strategic planning team.

incorporate risk management efforts, creation of a new “vision”

In August 2012, at the request of the SBA Audit Committee, RMC and the Office of Internal Audit (OIA) developed a high level plan for increasing
collaboration among the two units on risk management issues. In October 2012, the Enterprise Risk Management policy (10-005) was revised
and language was inserted to address the enhanced collaboration and joint risk assessment to be done by RMC and OIA. This collaboration
was codified through the insertion of the following language:

“RMC shall collaborate with the SBA’s Office of Internal Audit (OIA) to ensure implementation and maintenance of an effective and robust
enterprise risk management program. RMC will work closely with OIA to conduct joint risk assessments to the extent practical, share results
of risk management activities, evaluate and incorporate results of OIA audits and reviews, solicit feedback from OIA on risk issues, and
meet routinely with OIA to review risk management issues and concerns. RMC will proactively coordinate with OIA to ensure significant risks
are identified and assessed, risk responses align with SBA risk appetite, and relevant risk information is captured and communicated to
management in a timely manner”.
The first joint risk assessment with OIA was issued in March 2013, and RMC shifted its production of semi-annual heat maps to coincide with
the annual joint risk assessment.
2012-2013 RISK MANAGEMENT AND COMPLIANCE SELF-ASSESSMENT
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Trading Counterparty Management
Ensuring best execution of trades is an essential component of fulfilling the SBA’s fiduciary duty. The equity and fixed income
markets have unique structures and trading dynamics. As a result, trading risk varies by instrument type and market. Given these
differing risk levels, securities are classified into categories depending on the risk associated with each type of trade. Trades are
monitored within each market and category. Trade activity is reviewed at both the asset class and oversight committee levels.

Adding Counterparties

The SBA has

11 authorized traders

The SBA is under no obligation to trade with a particular
counterparty. Counterparties are chosen based solely
on ability to achieve best execution, a process through

Counterparty Renewal

which the best price is realized for a particular transaction

Maintaining best in class counterparties is critical to the

balancing portfolio objectives, market conditions, and

success of the SBA’s investment strategies. On an annual

liquidity constraints. Ethical requirements are in place for

basis, the Senior Investment Officer (SIO) requests existing

SBA staff with significant authority in the recommendation,

counterparties to fill out a Trading Counterparty Renewal

selection, and/or approval process for trading counterparty

Form to submit along with supporting documentation to the

selection. RMC maintains all forms relating to counterparty

SBA for review. SBA staff reviews the documentation and

authorization to expedite the approval process.

the SIO provides a recommendation whether to maintain the
existing counterparty for the next year. The recommendation
is reviewed by RMC and then presented to the Trading

Ongoing Monitoring
Counterparties are monitored for evidence of best execution
on a daily basis by the business units. Quarterly, the Trading

Oversight Group for concurrence. The Trading Oversight
Group provides the final recommendation to the Executive
Director & CIO for approval.

Oversight Group reviews trading levels by counterparty and
business unit across the organization.

44

The SBA has
authorized
trading counterparties

The SBA uses CreditSights to provide independent research on credit risk as a complement to counterparty
ratings and analysis generated by internal staff and external rating agencies. In 2012, the service level was
enhanced to provide TOG with a quarterly review of counterparties as well as a short-term credit assessment
of specific counterparties as requested.

Trading Oversight Group (TOG)
The Trading Oversight Group (TOG) is a standing sub-committee of the Senior Investment Group and is
responsible for reviewing all public market trade activity. The group meets quarterly to review public market asset
classes’ methodology for managing, monitoring and measuring counterparty risk. TOG reviews all cash market
and derivative market trade activity, authorized exchanges, annual counterparty renewals, as well as emerging
risk issues. The DERM serves as staff director of the Trading Oversight Group.

STATE BOARD OF ADMINISTRATION
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COMPLIANCE PROGRAM OVERVIEW
Compliance has significant responsibilities for ensuring that the SBA operates according to applicable laws, policies,
guidelines, and contractual agreements. The goals of the SBA compliance program are to PREVENT violations from
occurring, to DETECT any violations that may have occurred, and to ESCALATE violations to management for review
and, if necessary, appropriate action. The SBA Compliance team achieves these goals within a framework of routine
compliance testing and reporting.
Routinely testing portfolios against documented criteria and reporting the results to the applicable Investment Oversight
Group (IOG) ensures that violations are detected and that the appropriate corrective measures are taken. Depending
upon the criteria, compliance testing is performed on a daily, weekly, monthly, quarterly, or annual basis. Once
identified, exceptions are reported at the next IOG meeting, unless guidelines stipulate that an ad hoc meeting must
be called. For some exceptions detected by Compliance, corrective action may have already occurred, and these are
reported to an IOG for review and approval of a Senior Investment Officer (SIO) response. In other cases, no action has
been taken, and the exception, along with a recommendation from portfolio management, is escalated to an IOG. The
IOG then forwards its recommendation to the Executive Director & CIO for a final determination. This IOG governance
structure functions as the primary vehicle for escalation, transparency, and disposition of compliance exceptions.

2012-2013 RISK MANAGEMENT AND COMPLIANCE SELF-ASSESSMENT
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Investment Oversight Groups (IOGs)
The Executive Director & CIO has established Investment Oversight Groups (IOG) for Fixed Income, Global Equity, Private Equity/
Strategic Investments, Real Estate, and Total Fund as standing subcommittees of the Senior Investment Group to regularly review
compliance exceptions and associated risks and to develop and document responses to these compliance exceptions. The Chief
Risk & Compliance Officer (CRCO) acts as Chairman on behalf of the Executive Director & CIO, who retains final authority for
actions taken. The designated asset class compliance officer serves as the staff director and is responsible for distributing meeting
materials and for documenting the meeting minutes. Minutes describe items taken up for discussion, open items requiring additional
follow-up, and any actions or escalations taken thereon, including the IOG’s consensus concurrence, or lack thereof, with portfolio
management recommendations with regard to compliance exceptions. The CRCO is responsible for approving the minutes and
communicating proposed responses to material compliance exceptions to the Executive Director & CIO for final approval. The IOG
consists of the following members:
The

designated asset class Compliance Officer for the applicable asset class

Deputy
Chief

Executive Director

Risk & Compliance Officer

Senior

Investment Officer for the applicable asset class

Director

of Enterprise Risk Management

Director

of External Investment Manager Oversight

The Investment Oversight Groups meet and report minutes as specified in policy, or on an ad-hoc basis if necessary to address
material exceptions identified intra-month or intra-quarter, unless otherwise required under the Investment Portfolio Guidelines
policy and/or portfolio guidelines for specific compliance exceptions. If no exceptions are identified for the review period, physical
meetings may not take place and, instead, materials will be provided via email, with approval required by a majority of the IOG
members.

Minutes from all IOG meetings are available on the SBA Intranet on the “Compliance” tab

Investment Oversight Groups and Meeting Frequency
Monthly

Quarterly

Senior Investment Group (SIG)

Real Estate Investment Oversight Group (RE- IOG)

Fixed Income Investment Oversight Group (FI-IOG)

Private Equity & Strategic Investments Oversight Group (PESI-IOG)

Global Equity Investment Oversight Group (GE-IOG)

Total Fund Investment Oversight Group (TF-IOG)

STATE BOARD OF ADMINISTRATION
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Compliance Performance Metrics
70
Fixed Income
Global Equity
REITs*

Monthly IPG Compliance
and Lag Time

Number of Days Past Month End
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Monitoring
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10

0
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Jul-12

Aug-12

Sep-12
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Nov-12

Dec-12
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Feb-13
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*In October 2012, REITs changed from monthly compliance monitoring to quarterly compliance monitoring

140

Quarterly IPG Compliance
and Lag Time

Number of Days Past Quarter End

120

100

Monitoring
Standard

80

Private Equity/Strategic
Investments
Real Estate Principal
Investments
REITS

60

40

20

0
Jun-12

Sep-12
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*In October 2012, REITs changed from monthly compliance monitoring to quarterly compliance monitoring

40
Average Days Past Month End
35

ED & CIO and Asset Class/
DED Policy Compliance
Lag Time

Number of Days past month end

30
Monitoring
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20

15
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5

0
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PUBLIC MARKET ASSET CLASS COMPLIANCE
The Director of Public Market Compliance (DPMC) is responsible for the compliance program for Public Market mandates, which include
both pension and non-pension funds in the Fixed Income, Global Equity, and Real Estate asset classes. Within a framework of testing
and reporting, the Director of Public Market Compliance and two Managers of Public Market Compliance monitor the holdings and
trading activity in all SBA Public Market portfolios to ensure compliance with investment guideline and policy requirements.
Investment guidelines and SBA policies govern all portfolio management and trading activity conducted on behalf of Public Market
portfolios.

Checklists are developed and maintained by Public Market Compliance staff, based on the criteria stipulated in these

documents. Compliance tests are created to ensure that transactions and holdings are consistent with stated requirements. Public
Market Compliance staff utilizes a variety of resources in the testing and verification process:


Barclay’s Point



JP Morgan ACCESS



Bloomberg



Moody’s/Standard & Poor’s Rating Agency websites



BNY Mellon INFORM, Compliance Monitor, Workbench



US Securities and Exchange Commission website



Charles River Systems



Wilshire Axiom



External Manager or Service Provider websites

Compliance tests are conducted on a daily, weekly, monthly, or quarterly basis. If an exception is identified during testing, the
applicable SIO is requested to provide a written response describing the circumstances of the exception and any corrective measures
taken or recommended. The details of all exceptions identified since the last meeting, as well as the SIO responses, are then reported
to the applicable IOG. The IOG will make a determination or provide a recommendation to the Executive Director & CIO for a final
decision. Public Market Compliance staff maintains written procedures for all compliance processes.

Florida Retirement System Trust Fund Defined Benefit
Public Market Compliance staff monitors investment guideline

Since external managers are principally responsible for

and policy requirements for the Florida Retirement System

compliance with guideline criteria, Public Market Compliance

Pension Plan (FRSTF). Compliance on FRSTF portfolios is

staff performs testing on externally managed FRSTF portfolios

performed on a daily, weekly, monthly, or quarterly basis,

on a quarterly basis. Externally managed accounts are tested

consistent with stated criteria. Parameters such as net asset

on many of the same parameters as internally managed

value, eligible securities, approved traders and counterparties,

portfolios. However, quarterly tests may also be conducted

ratings, and trading limits are tested daily. Weekly testing is

to monitor exposures relative to a benchmark, market

performed on the FRSTF securities lending portfolios to verify

capitalization levels, country or region weights, and currency

parameters such as collateral type, margin, and counterparty

denomination. Compliance testing results for FRSTF accounts

ratings. Monthly compliance is performed on the securities

are reported to the applicable Investment Oversight Group on

lending portfolios, as well as on all internally managed accounts,

a monthly, quarterly, or ad hoc basis.

and on externally managed portfolios with less than one year
of history with the SBA. The criteria tested on a monthly basis

Compliance monitored on

Compliance monitored on

Compliance monitored on

vary, but typically include permitted and prohibited securities,

31

65

4

maturity constraints, diversification requirements, minimum

Fixed Income portfolios

Global Equity portfolios

Real Estate Investment
Trust portfolios

liquidity, ratings, duration, and sector weights.

STATE BOARD OF ADMINISTRATION
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Florida PRIME
As investment manager of the Local Government Surplus Funds Trust Fund or Florida PRIME, Federated Investment Counseling (Federated)
monitors compliance daily to ensure that investment practices comply with the requirements of the Investment Policy Statement (IPS) and
with those necessary to maintain the AAAm rating from S&P. Federated is required to notify the Fixed Income-IOG (FI-IOG) of any compliance
exceptions within 24 hours of identification. Federated also provides a compliance checklist to Public Market Compliance staff on or before the
tenth business day of each month, which shows the pass/fail status of each criterion tested at the previous month-end. Information reported
on the checklist is then independently verified by Public Market Compliance staff for accuracy, consistent with a risk-based approach.
Under the risk-based approach, each IPS parameter is ranked as “High” or “Low” with respect to the level of risk associated with a potential
guideline breach. IPS parameters with risk rankings of “High” are subject to independent verification by Public Market Compliance staff. Results
of independent testing are reported to the FI-IOG on a monthly basis, and decisions regarding reported items are documented in the meeting
minutes. Additionally, any parameters reported in “Fail” status on the Federated checklist, regardless of risk ranking, are also reviewed by the
FI-IOG. The risk rankings, along with a frequency for independent verification, are reviewed and approved by the FI-IOG on an annual basis,
concurrent with Investment Policy Statement review or more often if market conditions dictate.
The following Investment Policy Statement parameters are currently ranked as “High” risk in the event of a guideline breach and are subject to
independent verification by SBA Compliance:
U.S.

Dollar Denomination

Weighted

Average Life

Daily

Liquid Assets

Credit

Quality

Weekly
Net

Liquid Assets

Dollar

Weighted Average Maturity

Asset Value

Since compliance is monitored on a daily basis by the investment manager and the portfolio is also under surveillance by S&P as part of the
ratings process, the above parameters, with the exception of Net Asset Value, are independently verified at each month-end. The Net Asset Value
of Florida PRIME is verified on a daily basis by Public Market Compliance staff.
An additional compliance test was implemented for Florida PRIME following the identification of an ineligible 144A investment in September 2012.
The security identified was restricted for purchase by Qualified Institutional Buyers (QIB) only, a designation not applicable to Florida PRIME.
Since Florida PRIME qualifies as an Accredited Investor and a Qualified Purchaser, Federated now certifies on the monthly compliance checklist
that all investments are eligible for purchase by Accredited Investors or Qualified Purchasers. As part of monthly independent verification process,
Public Market Compliance staff reviews the Bloomberg Descriptions for each 144A security purchased in order to screen for investments eligible
for QIB buyers only. If a QIB-only investment is identified in Florida PRIME, then the exception is immediately escalated to the FI-IOG. Otherwise,
the results of this test are reported to the FI-IOG on a monthly basis.
Federated also performs monthly stress testing on the portfolio and reports the
results to the FI-IOG on a minimum quarterly basis. Testing must be conducted for
the following events:
Changes

short-term interest rates

Increases

currently has

850

in net shareholder redemptions

Downgrades

or defaults

Changes

between a benchmark overnight interest rate and
the interest rates on securities held by Florida PRIME

participants

2012-2013 RISK MANAGEMENT AND COMPLIANCE SELF-ASSESSMENT
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Fund B Surplus Funds Trust Fund

Protecting Florida’s Investment Act

The Fund B Surplus Funds Trust Fund (Fund B) holds

The Protecting Florida’s Investment Act (PFIA) requires the

securities originally purchased for the Local Government

SBA, acting on behalf of the Florida Retirement System Trust

Investment Pool, now known as FL PRIME, that defaulted in

Fund (FRSTF), to publish a list of “Scrutinized Companies” that

the payment of principal and interest and were restructured.

conduct prohibited business operations (as defined in the PFIA)

On a daily and monthly basis, Public Market Compliance staff

in or with Sudan or Iran. The FRSTF is prohibited from investing

monitors portfolio activity to ensure that the requirements

in the equity or debt issued by companies appearing on the

of the Investment Policy Statement and the Investment

list. If an issuer of a security held in the FRSTF is added to

Management Guidelines for the collateral manager are

the list and the company continues to conduct business in or

met. Compliance tests are conducted on parameters such

with Sudan and Iran, then the holding must be divested within

as eligible transactions and holdings. The test results are

twelve months.

reported monthly to the FI-IOG.
The list is updated and distributed to all FRSTF managers on
a quarterly basis, with the exception of managers of active
commingled funds, which are exempt from PFIA restrictions.
Depending upon the mandate, Public Market Compliance staff
monitors FRSTF investments for Global Equity, Fixed Income,
and the Real Estate Investment Trust portfolios on a daily,
monthly, or quarterly basis to ensure compliance with the
PFIA. Any compliance exceptions are reported to the applicable
Investment Oversight Group.

Securities Lending
For securities lending portfolios, Public Market Compliance

Florida Hurricane Catastrophe Fund

staff monitors investment guideline and policy requirements
For the Florida Hurricane Catastrophe Fund portfolios,

on a weekly and monthly basis. For intrinsic lending portfolios,

Public Market Compliance staff monitors investment

which invest only in overnight repurchase agreements, reviews

guideline and policy requirements on a daily and/or monthly

are conducted weekly to verify compliance with parameters

basis. Guidelines vary, depending upon the mandate, and

such as collateral type, segregation, margin, and counterparty

compliance tests may be conducted on parameters such as

ratings. On a monthly basis, securities lending income,

portfolio and trading limits, eligible securities, repurchase

approved borrowers, and provider ratings are also verified.

agreement collateral, counterparties, traders, and net asset
value. Compliance testing results are reported to the FI-IOG

For the Lottery securties lending reinvestment portfolio,

on a monthly basis.

compliance is tested monthly on parameters such as
eligible securities, ratings, maturity, overnight liquidity, issuer
exposure, margin, and weighted average maturity. Compliance
testing results are reported to the FI-IOG on a monthly basis.
Currently, the SBA participates in one commingled securities
lending fund under the standard terms available to all clients,
and as such, compliance is not performed on this account.

Number of mandates the SBA
manages (including the FRS
and LCEF

Fixed Income long-term
trader limits
(per trade)

Fixed Income short-term
trader limits
(per trade)

36

$150m

$300m
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Fixed Income Exchange
Traded Futures limit
(per trade)

$1.5b
(notional value)

Fixed Income Repos
with less than 15 days to
maturity limit
(per trade)

$1.5b

Global Equity routine trade limits
$100m (single security)
$500m (aggregate trade list)
$1.5b (notional for exchange
traded futures)
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Other Mandates
Compliance is also monitored on mandates governed by Florida Statutes or by trust agreements, such as the Lawton Chiles Endowment
Fund, which supports health and medical research programs for children and elders; the debt service funds for bonds issued by
the Division of Bond Finance; the Department of the Lottery funds; and monies managed on behalf of the Department of Economic
Opportunity for the Innovation Incentive Program. These mandates may have various accounts administered or managed by the
SBA across multiple asset classes. Investment guidelines are developed according to statutory or trust agreement directives, and
compliance testing is conducted on a daily and/or monthly basis on parameters such as permitted and prohibited securities, eligible
transactions, ratings, and maturity. Compliance testing results for these funds are reported to the FI-IOG on a monthly basis.

Compliance Exceptions Database
Compliance staff created an Exceptions Database in

Compliance staff runs a “New Exceptions Report” on

Microsoft Access to act as a centralized data repository for

a bimonthly basis (usually every other Friday) and posts

monitoring, tracking, and reporting compliance exceptions.

the results on the SBA Intranet. This report includes those

Compliance exceptions included any deviations/violations

exceptions that have occurred in the prior two-week period

to investment guidelines, as well as violations related to

that have not yet been addressed by an Investment Oversight

policy or other statutory or regulatory requirements. Upon

Group.

discovery, compliance staff input any exceptions or violations
that occur into the Access database.
Information entered into the database includes:


Asset Class where exception/violation occured
(as applicable)



Date of discovery of exception



Actual date of exception/violation



Portfolio name/policy title



Type of exception



Description of the exception/violation



Escalation





The “Open/Ongoing Exceptions Report” is run by Compliance
staff on a monthly basis (on the last business day of each
month) and results are also posted on the SBA Intranet.
This report includes exceptions that have been addressed
by an Investment Oversight Group but remain ongoing until
resolution is achieved (the status is then changed to “closed”).

Senior Investment Officer/Responsible Party
response
Other relevant information as required

2012-2013 RISK MANAGEMENT AND COMPLIANCE SELF-ASSESSMENT
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Compliance Exceptions Metrics
Although the majority of the exceptions discovered during the fiscal year occurred in the Fixed Income asset class, there was
a significant decrease in the total number of exceptions reported this fiscal year versus last fiscal year (see chart below for
comparison).
Compliance Exceptions Reported to the IOG (by category)
FY2012-2013
Fixed
Income

Global
Equity

Private
Equity

Real
Estate

Strategic
Investments

PIA

Contractual

0

0

10

5

2

0

Investment Portfolio
Guidelines

12

0

0

0

0

Policy

33

3

0

0

Securities Lending
Agreements

3

0

0

Trust Agreements

0

0

48

3

Category

TOTALS

Total
Fund

Total

%

0

17

23%

0

0

12

17%

0

3

1

40

55%

0

0

0

0

3

4%

0

0

0

0

1

1

1%

10

5

2

3

2

73

100%

Comparison of Fixed Income Compliance Exceptions
FY2011 - 12 vs. FY2012- 13
Compliance Exceptions by Category

Jun

FY2012-2013

May
Apr

1%

Mar

Contractual

4%

Feb

23%
Investment Portfolio
Guidelines

Jan
Dec

Policy

Nov
Oct

2012-13

Sep

2011-12

17%

55%

Aug

Sec Lending
Agreements
Trust Agreements

Jul
0

5

10

15

20

Compliance Exceptions by Asset Class
FY2012 -13
Fixed Income
Private Equity
PIA
Strategic Investments

10

Global Equity
Real Estate
Total Fund

1
4

8

2
3
6
2
1
4

4

8

1

1

7

1

7

1

6
5
4

2

2

2
3

3
2
1

1

1

0
Jul

Aug

Sep

Oct

Nov

Dec

Jan

Feb

Mar

Apr

May

Jun

Total Exceptions = 73
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AUTOMATED COMPLIANCE SYSTEMS
In October 2012, contract negotiations were completed
with Charles River Systems, Inc. to utilize their trade order
management and compliance platforms for the internally
managed Global Equity portfolios. Implementation on
Charles River began in December 2012, and during this
phase, Public Market Compliance staff worked with the
Charles River team to write and test compliance rules.
Public Market Compliance staff also participated in weekly
status meetings, reviewed the user permissioning structure
within the system, and attended the Charles River Boot
Camp training, conducted by Charles River at the SBA
offices in March 2013.
On April 15, 2013, Global Equity began trading on the
Charles River platform, and Public Market Compliance
staff initiated its daily compliance monitoring on the
system. This process consists of a daily review of any

2012-2013 RISK MANAGEMENT AND COMPLIANCE SELF-ASSESSMENT

warnings or alerts that occur in pre-trade status and a
daily post-trade review after transactions are entered into
the SBA Accounting System. Public Market Compliance
staff continues to develop its knowledge of the Charles
River compliance module and is currently working to utilize
the reporting capabilities of the system and to formalize
a process for rule development, testing, and activation.
Public Market Compliance staff is also working to utilize
the Bloomberg Compliance Manager function to monitor
Fixed Income trading. Currently, this function may only
be utilized for trades executed through the Bloomberg
trading platform. A representative sampling of pre-trade
compliance rules has been activated in Bloomberg and
is being tested on both short-term and long-term Fixed
Income portfolios.
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EXTERNAL INVESTMENT MANAGER OVERSIGHT (EIMO) OVERVIEW
EIMO is responsible for the following compliance processes at the SBA which relate to the oversight of external investment
managers and fund/property acquisitions:
Private
New

Market Asset Class Compliance



Investment/Fund Acquisition Compliance

External

Total Fund Compliance

Site

visits

Manager Oversight Program

Private Market Asset Class Compliance
Private Equity and Strategic Investments
IPGs determine what the fund can invest in and set

During FY2012-13, Private Equity and Strategic Investments compliance
databases were created that include contractual testing requirements,
restrictions, manager information, etc. to assist EIMO staff with compliance
testing.
On a quarterly basis, EIMO staff reviewed compliance with investment

limitations on certain items. Items reviewed include:





Type of investments that are allowed for the fund
Capital that can be committed to a single fund or
portfolio company
Capital that can be committed to funds based
outside the US

portfolio guidelines (IPGs) for the separately managed accounts (accounts



Loan-to-Value ratio

where the SBA generally has 98% to 100% interest in the fund).



Debt service coverage ratio



Term or maturity

EIMO staff also tested compliance with contractual provisions regarding reports/certifications that
are required to be submitted to the SBA. In addition, EIMO staff conducted a review to determine
whether the valuation policies/methods noted in the latest audited financial statements of the
investments (in these two asset classes) are materially consistent with the selected contractual
provisions related to valuations.
The Private Equity/Strategic Investment Oversight Group (PESI-IOG) meets quarterly. A management
response for any unresolved compliance exceptions or issues noted during the compliance review
is obtained from the SIO for Private Equity & Strategic Investments prior to the PESI-IOG meeting.
The exceptions/issues and management response are included in a quarterly compliance report
to be reviewed by the PESI-IOG.
Examples of required reports/certifications
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A statement certified by an independent public accountant that certain distributions
were made in accordance with the Partnership Agreement
A certification stating that the manager has no knowledge of the existence of any
material breach of fiduciary duties



A statement of a limited partner’s preferred return



Supporting calculations related to clawback obligation
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Real Estate
During FY2012-13, a Real Estate compliance database was

In addition, EIMO staff reviews compliance with contractual

created that includes contractual requirements, restrictions,

provisions related to required reports/certifications.

manager information, etc. to assist the EIMO staff with
Examples of required reports/certifications

compliance testing.
On a quarterly basis, EIMO staff reviews compliance with the IPG



Annual management plans

for the Principal Investments Portfolio. EIMO staff also reviews



Allocations of partner’s capital accounts

compliance with contractual provisions related to property



Confirmation of distributions

management plans and insurance. Source information for the



Statement of account activity

IPG review includes:



Operations analysis



Management fee calculation



information regarding new investments



disposals and loan acitivities during the quarter



index data

Annual certifications are also utilized for real estate investment



net asset values of the properties in the portfolio

advisors, which are reviewed by EIMO staff along with any



mortgage balances of existing properties

additional documentation received.

The IPG compliance review includes the following:


Diversification by property types and geographic

Testing of compliance with contractual insurance requirements
is also conducted on an annual basis.

regions is within the ranges set forth in the IPG


Proper approval is obtained regarding the exposure
in a metropolitan division in excess of a limit

Types of insurance requirements tested include:

Leverage within limits





Property



New loans are non-recourse to the SBA



Liability

Non-core equity strategies are authorized for the
portfolio



Errors & omissions



Fidelity bonds



The Real Estate Investment Oversight Group (RE-IOG) meets quarterly. A management
response for any unresolved compliance exceptions or issues noted during the compliance
review is obtained from the SIO for Real Estate prior to the IOG meeting. The exceptions/
issues and management response are included in a quarterly compliance report to be
reviewed by the IOG.

2012-2013 RISK MANAGEMENT AND COMPLIANCE SELF-ASSESSMENT
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New Investment/Fund Acquisition Compliaance
The Public Market External Investment Manager Selection

Compliance is conducted on all new private market asset

Compliance Checklist (the Checklist) is used to confirm that

class fund/property acquisitions prior to the Deputy Executive

the asset class has performed the following due diligence in

Director’s (DED) review of the investment. Checklists are used

compliance with SBA policy:

to verify due diligence was performed by the asset class in
compliance with SBA policy, and EIMO documents the review



Developed a manager universe



Conducted first-level and second-level manager screens



Preliminary conference calls



Private Placement Memorandum



Manager interviews



Quantitative Analysis by Consultant(s)



References

process for the following:

The Checklist is also used to review the following:



Prudent Man Opinion



Reason for adding a new strategy



Conflict of Interest Certification



Approvals



Placement Agent Disclosures



Placement Agent Disclosures



Leverage Analysis



Form ADV



Form ADV



Consultants due diligence memo

Form ADV Review
Effective March 31, 2012 Investment Advisors were required to file the new Form ADV Part II which replaced the old Part II that was prepared using a check-the-box
format. The new form is a narrative and covers topics such as the advisor’s business, fees and other compensation, investment strategies and risks, disciplinary
events, and conflicts of interest. The new Part II requires the advisor to not only describe the nature of the various conflicts of interest but to explain how it
addresses such conflicts.
The team reviews form ADV Part I and II during the new investment/fund acquisition process for all asset classes. Form ADV Part I, item 11 and material changes to
Form ADV Part II are reviewed for Real Estate managers during the annual review. Public Markets, Private Equity, and Strategic Investments managers Form ADV Part
II is reviewed on an annual basis for material changes. Should a manager submit a revised Form ADV during the year, material changes are reviewed at that time.

ADVs REVIEWED
Asset Class

Number Reviewed

Fixed Income

7

3%

Global Equity

39

18%

Private Equity

75

34%

REITs

4

2%

Real Estate

36

17%

Strategic Investments
Total

External Managers
per Asset Class
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%

58

26%

219

100%

Global Equity

Fixed Income

Real Estate (REITs)

Private Equity

39

7

9

71

Strategic
Investments

55
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External Manager Oversight Program
Annual reviews of the external investment managers are performed to evaluate whether the managers appear to have appropriate
operational and compliance controls in place. The public market asset class managers are requested to complete an annual
questionnaire, and the private equity and strategic investment managers are requested to respond to an annual information request.
In addition, all managers are asked to complete an annual certification.

Representative External Manager Certification Questions


Is the firm in compliance with all terms, conditions and provisions of the Limited
Partnership Agreement and any side letters, including any applicable SBA Policies?



Have there been any changes in key personnel in either investments or operations?



Is the GP and/or the manager up-to-date on all required filings, licenses, permits,
consents and regulatory approvals?



Are you aware of any violations of the manager’s code of ethics that occurred in the
reporting period?



Have there been any material changes to your firm’s compliance processes during
the reporting period?

Scorecards are developed for each external manager based on the forms identified above, documents received, and the factors
listed below for both public and private market external managers. Each factor is weighted to determine an overall manager/
fund ranking.

Public Market asset class external manager scorecards are
based on the following factors:
•
•
•
•
•
•
•
•
•
•

Watch List Status
Material changes to firm
Questionnaire
Certification
Site Visit
Size of Firm
Insurance Requirements
Active or Passive portfolio
Changes to the Chief Compliance Officer
Civil, Criminal, Regulatory Infractions
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External Manager Oversight Program cont.
t.
Using the information from the Scorecards for both public and private external managers, an overall manager/fund ranking of LOW
RISK, MODERATE RISK, or HIGH RISK determines the frequency of planned surveillance, including on-site visits. The tables below
provide a description of the rankings and related frequency of visits. At any time, a special evaluation, either off-site or on-site, can
be completed if the manager/fund has any significant issues or changes.

Moderate
Risk

Low Risk

High Risk



Mature compliance structure



Compliance structure in place



Full transparency



No transparency issues



Not on watch list



Not on watch list



Ranking

Frequency of Planned
Manager Site Visits

Low Risk

Every 3 years

Moderate Risk

Every 2 years

High Risk

Every year

Manager/Fund Overall Rankings
All Asset Classes
as of 6/30/13

Low risk

12%

High risk

Less developed compliance
structure



Transparency issues



On watch list

Moderate risk

29%
58%

Breakdown of Manager/Fund Overall Rankings as of 6/30/13
Low Risk

Moderate
Risk

High Risk

Total

%

Fixed Income

8

0

0

8

3%

Global Equity

35

4

0

39

15%

Private Equity

78

56

13

147

55%

Real Estate

4

0

0

4

1%

Strategic Investments

30

18

20

68

26%

155

78

33

266

100%

Asset Class

TOTALS
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Total Fund Compliance
EIMO conducts statutory, policy and contractual compliance testing at the total fund level for various investment mandates managed by the SBA.
The statutes selected for testing include certain investment limits and constratints established by the legislature.
Examples of Statutory Testing
 215.47(2c) – Fixed Income Securities collateralized by mortgages on real property cannot exceed 25% of the Total Fund
 215.47(3c) – No more than 75% of the Total Fund may be in internally managed common stock.
 215.47(15) – No more than 20% of the Total Fund may be in Private Equity through participation in limited partnerships and limited liability
companies.
 215.473 – Divesture by the State Board of Administration; Sudan; Iran - Scrutinized Lists will be created for companies with active business
operations in Sudan and the Iran Petroleum Sector. The SBA will engage communications with these companies identified in order to inform
them of the Protecting Florida’s Investments Act (PFIA). The State Board of Administration will encourage these companies to discontinue
active business operations in Sudan or the Iran Petroleum Sector or they will be subject to divestment
 121.153 - Investments in Institutions Doing Business in or with Northern Ireland - By January 1 of each year, the SBA shall determine the
existence of affirmative action taken to eliminate the ethnic or religious discrimination practiced by the government of Northern Ireland, or
its agencies, instrumentalities, or national corporations.

Certain requirements in the SBA policies are also selected for quarterly or annual compliance testing. In addition, certain contractual provisions for
these funds are selected for annual compliance testing.
Examples of Policy and Contractual Testing
 10-019 New Investment Vehicles and Programs - Ensuring the appropriate processes for risk review, assessment, and approval by the
Investment Oversight Group have been completed and documented
 10-070 Cash & Security Transfers - The DED is required to authorize cash or security transfers for any FRS Pension Plan transfer of $1 billion
or greater. The DED’s authorization is required in addition to the SIPO’s or SIO’s authorization
 10-020 Fair Dealing and Trade Allocation - For securities crossing transactions (i.e., purchase and sale of a security between two or more
SBA Funds/Clients), the price of the security being traded must be equal to the last independent trade on a registered stock exchange or
recognized market (e.g., OTC).
 Non-FRS Funds – Monthly, the SBA is required to send its clients SBA monthly reports. These reports include month-to-date and fiscal
year-to-date returns, monthly and yearly (fiscal) transaction activity, and current holdings at the end of the month

The Total Fund IOG meets quarterly as necessary. A management response for any unresolved compliance exceptions or issues noted during the
compliance review is obtained from the appropriate source prior to the IOG meeting. The exceptions/issues and management response are included
in a quarterly compliance report to be reviewed by the IOG.

EIMO staff performs a quarterly review of Retiree Health Insurance Subsidy for Qualified Institutional Buyer status.

Additional responsibilities of the EIMO team include:
 Reviewing investment related contract amendments

 Member of Investment Oversight Groups

 Attending external manager meetings for all asset classes

 Preparing SEC 13H Large Trader Reporting

 Creating forms and flowcharts to document SBA processes

 Participating in evaluation for SEC Lending Providers

 Preparing the Annual Regulatory Update

 Participating in Quarterly External Manager Watch List conference calls

 Participating in Watch List conference calls for Trading Counterparties

 Preparing Annual RMC Program Self-Assessment

 Preparing Quarterly Compliance Report

 Reviewing New Trading Counterparties

 Reviewing other items: adding a consultant, changing a benchmark, QIB Certificates, etc.
 Maintaining a compliance log to track all new investments, fund acquisitions, and
contract staffing

2012-2013 RISK MANAGEMENT AND COMPLIANCE SELF-ASSESSMENT

 Annually reviewing existing Trading Counterparties

 Participating in evaluation of PE & RE Consultants searches
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Site Visits
Site visits are conducted for managers selected through the scorecard risk
ranking process. The purpose of these visits is to gain an understanding
of and evaluate the external managers’ compliance programs. Site visits
are performed by EIMO staff and occasionally SBA asset class staff will
attend as well. The site visits are coordinated with the manager’s client
services representative and key investment manager personnel are in
attendance. The visits usually take around 3 to 4 hours per manager.
Areas discussed and evaluated during the visits include:


Organization



Compliance



Portfolio Management



Legal



Trading



Risk Management



Operations



A tour of the facility/trading process

Site visits are also conducted for potential investment managers under consideration. These meetings are usually a combination
of asset class, EIMO staff, and the SBA’s asset class speciality consultant. During FY2012-13 two such site visits were conducted
for Securities Lending Agents.
If compliance concerns of a serious nature are discovered during the visit, the relevant IOG is notified and an ad hoc meeting is
scheduled in order to escalate the concern to the group for review and evaluation. Narrative summaries of site visits are prepared
by EIMO staff and discussed during regularly scheduled IOG meetings. Narrative site visit summaries are posted on the SBA
Intranet for a period of 12 months.

MIAMI

Site visits conducted for existing managers

NEW YORK

Site visits conducted for existing managers



INTECH Investment Management (Global Equity)



Epoch Investment Partners (Global Equity)



Franklin Templeton (Global Equity)



Scout Capital Partners (Strategic Investments)

Taplin, Canida & Habacht (Fixed Income)



Apollo (Fixed Income, Private Equity & Strategic Investments)



Och-Ziff Capital Management Group (Strategic Investments)



Cohen & Steers (Real Estate)



SAN FRANCISCO

Site visits conducted for existing managers

BOSTON

Compliance due diligence conducted for SEC Lending Agents



Artisan Partners (Global Equity)



eSecLending



Blackrock (Global Equity)



BNY Mellon



Delaware Investments (Global Equity)



Fisher Investments (Global Equity)



Wells Capital Management (Global Equity)
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PERSONAL INVESTMENT ACTIVITY (PIA)
Policy 10-041, Personal Investment Activity, was developed to provide
guidance and direction to SBA employees regarding personal investment
activity and to guard against any impropriety or conflict of interest

The Compliance Team performs the following to ensure that all

between personal investment interests of SBA employees and the

SBA employees are in compliance with the Personal Investment

Funds managed by the SBA, which may adversely affect the creditability

Activity policy:

or reputation of the SBA.



Provide notification to new/promoted/transferred
employees regarding their status as an Affected Person

92

The SBA had
Affected Persons at
the SBA as of June 30, 2013



Ensure that all required forms are filled out and
submitted by the deadline(s) stated in policy



Contact brokers/banks to confirm holdings reported on
the Initial Holdings Report

The Policy applies to all SBA employees, including OPS employees and



day of receipt)

interns employed longer than 12 consecutive months. Additionally, this
Policy sets forth certain policy implementation requirements for a group



of SBA employees defined as “Affected Persons” and their Immediate
Family.

Process duplicate confirmations/statements and match
with pre-clearance requests



While the SBA affirms the rights of staff to engage in individual investment

Process pre-clearance requests (generally within one

Notify the CRCO and Affected Person of any violation(s)
that occur

activities, conflicts of interest between SBA investment activity and
personal investment activity by SBA employees must be avoided.

During the period there were three minor Personal Investment Activity violations pertaining to failure to pre-clear transactions
of a covered security. Employees violating policy were notified by the CRCO and reminded of their responsibilities in ensuring
compliance with the policy.

Affected Person
Any employee of the SBA (including OPS employees employed longer than 12 consecutive months) who, in connection with his/her
regular functions or duties, participates in the selection of a Fund’s portfolio securities, participates in the selection or funding of
external investment managers, participates in inter-asset class or intra-asset class allocation decisions, or who has timely access to
information regarding a Fund’s current purchases or sales of securities. This includes, and is limited to, the Executive Director & CIO,
the Deputy Executive Director (DED) and all employees within the DED’s span of control, the Chief Risk & Compliance Officer (CRCO)
and all employees within the CRCO’s span of control, the Senior DC Programs Officer (SDCPO) and all employees within the SDCPO’s
span of control, and all other Executive Service staff members not included above.

2012-2013 RISK MANAGEMENT AND COMPLIANCE SELF-ASSESSMENT
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NEW REGULATORY/STATUTORY COMPLIANCE FUNCTIONS
SEC 13H Large Trader Reporting
On October 3, 2011, the SEC enacted Rule 13h-1 (the “Rule”)

EIMO was charged with writing procedures and monitoring

and Form 13H which establishes new reporting requirements

SBA compliance with the requirements. Annual filings are

for large traders and the registered broker-dealers through

required within 45 days after the end of each full calendar

which they trade. The Rule requires that each market

year. In addition, amended filings are required if any of the

participant meeting the definition of a “large trader” file a

information contained in Form 13H becomes inaccurate. The

Form 13H with the SEC. The SBA qualifies as a large trader

amended filing is required within 10 days of the end of the

and filed the initial Form 13H in December 2011. The SEC

calendar quarter in which the information became stale.

then assigned the SBA a Large Trader Identification Number
(“LTID”), which was provided to each registered broker-dealer
through which the SBA effects securities transactions.

LARGE TRADER is any person that: directly or indirectly, including through other persons controlled by
such person, exercises investment discretion over one or more accounts and effects transactions for the
purchase or sale of any NMS (National Market System) security (equaling or exceeding 2 million shares or
$20 million during any calendar day, or 20 million shares or $200 million during any calendar month) for or
on behalf of such accounts, by or through one or more registered broker-dealers, in an aggregate amount
equal to or greater than the identifying activity level.

2012-13 Annual Regulatory Update

Recent Changes to Certain Florida Statutes

An annual regulatory update form is used to identify

Effective June 1, 2013, Senate Bill 1770 amended

any Florida legislation which passed that affects the

s.215.555 to change the name of the Florida Hurricane

SBA which may have new and/or additional compliance

Catastrophe Fund Finance Corporation to the State

requirements. For the 2013 legislative year, there were 13

Board of Administration Finance Corporation.

bills that affected the SBA; however, none required new
or additional compliance testing. EIMO was charged with

Effective July 1, 2013, House Bill 5401 required that

developing the form, writing procedures and monitoring

certain contract and employee information be placed

SBA compliance with the requirements.

on applicable websites to be maintained by various
agencies. The SBA is covered under subsection (6)
of the bill requiring that SBA employee information be
provided to the Department of Management Services for
inclusion on their website for all state agency employee
information.
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27

OTHER ACTIVITIES
SBA Intranet Postings
The Risk Management and Compliance tab on the SBA Intranet provides a variety of information.



Process Flowcharts/Process Mapping



IInvestment Portfolio
P f li Guidelines
G id li
Information
I f
i

- Fixed Income Processes



External Manager Site Visit Write-ups

- Trading Counterparty Processes



Quarterly Trustee Compliance Reports

- Fund Acquisition Process Maps



- Manager Search and Selection Process

Compliance exceptions reports (New and
Ongoing)



Total Fund Risk Reports



FL PRIME procedures



Risk Management Plan



Oversight Group Meeting Minutes
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Personal Investment Activity Information and
Forms
Trading Counterparty Information
Compliance Forms (e.g. Conflict of Interest,
Placement Agent Disclosures)
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POLICY AND GUIDELINES
Policies have been developed to communicate the SBA’s position on issues

New policies and current policies under revision are generally staffed

which effect employees, constituents, clients, and business relationships.

using the SharePoint collaberation software. Assignments are sent to

These policies are stated as clearly and concisely as possible, and guide

all required reviewers and once the staffing process is complete, the

the SBA in achieving its purpose, goals, and objectives. Risk Management

policy is signed and the final document is posted on the Policy tab of

and Compliance has been designated as the custodian for all SBA policies,

the SBA Intranet (under the relevant policy heading).

with responsiblity for development and maintenance of all SBA policies.

Executive Director & CIO Policies and
Guidelines (10-level)
Executive Director & CIO Policies create a broad framework for
management decision-making and provide a basis for the creation
of policies and guidelines at the departmental level. All Executive
Director & CIO Policies and Guidelines are signed by the Executive
Director & CIO or designee.

Personnel Policies and Guidelines
(20-level)
Personnel Policies and Guidelines set forth directives and provide
general information regarding workplace rules such as attendance and
leave, payroll, benefits, employee code of conduct and disciplinary
action. Personnel policies also cover legal issues like harassment,
ethics and workplace violence. All Personnel Policies and Guidelines
are signed by the Chief Operating/Financial Officer or designee.

Departmental Policies and Guidelines
(20-level)
Departmental Policies and Guidelines are developed and maintained
within each senior management position’s respective unit (with
guidance from Risk Management & Compliance), and may include
policy guidance and directives that are departmental specific (e.g.
IT, Investment Policy & Economics, etc.). Purpose and scope are
established as an integral part of each departmental policy for staff
reference as to applicability. All Departmental Policies and Guidelines
are signed by relevant senior management or designee.

Mandatory Policy Training
All SBA personnel are required to complete mandatory training courses
on an annual basis and upon being hired. These training courses include:


Ethics



Harassment



Information Security



Personal Invesment Activity



Sunshine Law (required every other year)



Public Records (required every other year)



Asset Class/Deputy Executive Director
Policies and Guidelines (15-level)
Asset Class/Deputy Executive Director Policies and Guidelines mainly
provide directives to the Public and Private Market Asset Classes
at a more specific level than the Executive Director & CIO Policies
and Guidelines. All Asset Class/Deputy Executive Director Policies
and Guidelines are signed by the Executive Director & CIO and the
applicable Senior Investment Officer (as necessary).

Administrative Services Policies and
Guidelines (20-level)
Administrative Services Policies and Guidelines set forth directives and
provide general information regarding general workplace operations
such as procurement, telecommunications, records management,
and property and equipment. All Administrative Services Policies and
Guidelines are signed by the Chief Operating/Financial Officer or
designee.

Investment Portfolio Guideline
Development and Maintenance
The Compliance team participates in the development and review of
investment guidelines for all mandates under management by the
SBA. These may be in the form of Investment Portfolio Guidelines,
Investment Policy Statements, Investment Management Agreement
Schedule Bs, or Trust Agreement Investment Guidelines. All investment
guidelines are staffed for review and comment to the applicable SIO,
the DED, RMC staff and other affected business units so that the issues
and concerns of all parties can be properly vetted and resolved prior
to guideline approval. Once approved, investment guidelines are then
communicated to appropriate staff by SBA Legal or by the CRCO. The
RMC Unit serves as the central repository for the approved investment
guidelines for internally managed portfolios and for external mandates
governed by Florida Statutes or by trust agreements. Copies of these
documents are posted on the SBA Intranet.

Insider Trading

Training courses are administered online through Learn.com and supported by the Office of Training & Development. It is the responsibility of the
Inspector General to ensure that all SBA staff completes mandatory training as required.
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POLICY AND GUIDELINES cont.
Review committees have ultimate responsibility for developing, modifying,
reviewing and submitting policies to the appropriate staff for approval.
Executive Director & CIO Policies and Guidelines
Review Committee

Asset Class/Deputy Executive Director Policies
and Guidelines Review Committee

Chief Risk & Compliance Officer

Chief Risk & Compliance Officer

Chief Operating/Financial Officer

Deputy Executive Director

Deputy Executive Director

Senior Investment Officer - Fixed Income

Director of Enterprise Risk Management

Senior Investment Officers - Global Equity

General Counsel

Senior Investment Officer- Real Estate

Inspector General

Senior Investment Officer - Private Equity &
Strategic Investments

Personnel Policies and Guidelines
Review Committee
Chief Operating/Financial Officer
Senior Operating Officer - Accounting and
Administrative Services

Senior Investment Policy Officer
Director of Enterprise Risk Management
Director of Public Markets Compliance
Director of External Investment Manager
Oversight

Inspector General
General Counsel

Administrative Services Policies and Guidelines
Review Committee

Human Resource Manager

Chief Operating/Financial Officer
Departmental Policies and Guidelines
Review Committee
Various relevant departmental staff

Senior Operating Officer - Accounting and
Administrative Services
Inspector General
General Counsel
Inspector General

Policy Requirements Database
Compliance

maintains

a

database

of

policy

requirements

that captures items codified in policy that can be checked for
compliance. The database also includes select statutory and
regulatory requirements and a few other miscellaneous items that
have been identified for compliance checks.
Information input into the database includes:

Compliance Procedures



Policy number and name



Latest effective date

Compliance staff maintains procedures for various processes and these



Policy requirement/task

are reviewed and updated throughout the year as needed. All procedures



Staff responsible for requirement/task

undergo an annual review to assess the adequacy of the procedures and



Frequency of task (annual, monthly, etc.)

their effectiveness in preventing or detecting violations. The annual review



Requirement/task due date

also takes into consideration any compliance matters that were identified



RMC staff responsible for checking compliance

during the period and any changes in the SBA’s business activities and/or



various other information as necessary

any regulatory changes that may have occurred.

The database is updated throughout the year as policies and statutes
are created and revised, or when regulatory or miscellaneous items
are added or are no longer required.
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All compliance procedures were reviewed and
updated by compliance staff as of June 30, 2013
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FY2012 - 2013 Policy Changes

Changes by Category
FY2012 - 2013
ED & CIO

8
Asset Class/DED

1
Personnel Policies and Guidelines

21

COO/CFO Policies and Guidelines

5
IT Policies and Guidelines
DC Programs Policies and
Guidelines

5

IPE Policies and Guidelines
Investment Policy Statements

1

3

1

5

Investment Portfolio Guidelines

During the period there were 51 policy and guideline changes as listed below.
Executive Director & CIO Policies and Guidelines

Effective Date

10-001

Policy Development

10/01/2012

10-002

Delegation of Authority

10/01/2012

10-003

Strategic Planning

10/01/2012

10-004

Communications

10/01/2012

10-005

Enterprise Risk Management

10/01/2012

10-010*

Investment Management Acquisition

10/01/2012

10-011

External Investment Manager Retention and Termination

10/01/2012

10-013

Derivatives Instruments Usage

10/01/2012

10-015

Corporate Governance

10/01/2012

10-017

Investment Protection Principles

10/01/2012

10-019

New Investment Vehicles and Programs

10/01/2012
01/02/2013

10-031

Contracts

10/01/2012

10-032

Public Records Requests

10/01/2012

10-040

Ethics

10/01/2012

10-041

Personal Invesment Activity

10/01/2012

10-045

Disclosure of the Use of Placement Agents

01/02/2013

10-051

Administrative Fees and Other Service Charges

10/01/2012

10-070

Cash and Security Transfers

10/01/2012

* This policy was incorporated into 15-010 effective 4/01/13

Asset Class/Deputy Executive Director Policies and Guidelines
15-010
15-016
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Effective Date

Public Market Asset External Investment Manager Selection

04/01/2013

Internal Trading Policy - Public Market Asset Classes

08/01/2012

Strategic Investments FY 2013 Investment Work Plan

08/31/2012

Private Equity FY 2013 Investment Plan

08/31/2012

Real Estate FY 2013 Investment Work Plan

09/14/2012
31

FY2012 - 2103 Policy Changes cont.

Personnel Policies and Guidelines
20-271

Training and Development

Chief Operating/Financial Officer Policies and Guidelines

Effective Date
10/01/2012

Effective Date

20-332

Investment Valuation

07/09/2012
01/02/2013

20-340

Financial Statement Review and Approval Policy

08/01/2012

Information Technology (IT) Policies and Guidelines
20-414

Wireless Security

Investment Policy and Economics Policies and Guidelines

Effective Date
01/03/2013

Effective Date

20-510

DB and DC Manager Pre-Hire Data Policy

08/01/2012

20-511

General Performance Measurement Policies

02/01/2013

20-512

Quality Assurance of Reported Performance Data

08/01/2012

20-532

Risk Budget Reporting Policy

02/01/2013
06/24/2013

Defined Contribution Programs Policies and Guidelines

Effective Date

20-1210 Public Market Asset External Investment Manager Selection for
the FRS Investment Plan

05/01/2013

20-1251 Inactive Member Fees and De Minimus Balance Requirements

07/01/2012

20-1253 Stale Dated Checks

07/01/2012

20-1255 Forfeiture Account

07/01/2012
08/06/2012

Investment Policy Statements
Local Goverment Surplus Trust Fund (Fl PRIME) IPS

Investment Portfolio Guidelines

Effective Date
07/01/2012

Effective Date

Cash Expense Account

10/22/2012

Private Equity Cash Expense Account

10/22/2012

Real Estate Cash Expense Account

10/22/2012

Strategic Investments Cash Expense Account

10/22/2012

Real Estate Principal Investments Aggregate Portfolio

02/01/2013

FHCF & FHCF Finance Corporation (Pre-event Liquidity Fund)

04/09/2013

Delta Portfolio

05/09/2013

FRS STIP Cash (STIPFRS)

05/13/2013

2012-2013 RISK MANAGEMENT AND COMPLIANCE SELF-ASSESSMENT
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2012 - 2013 COMPLIANCE PROGRAM SATISFACTION SURVEY
A Compliance Program Satisfaction Survey was sent to the ED & CIO, SIOs, and a few individuals engaged in Personal Investment
Activity on a regular basis. Respondants were asked to rate several statements on a scale of 1 to 5, with 1 indicating “Very
Dissatisfied” and 5 indicating “Very Satisfied”. The survey was sent out to 10 participants and 7 responses were received. The
chart below illustrates the overall results of the survey.

0.00

1.00

2.00

3.00

4.00

5.00

Compliance efforts were appropriately focused

Compliance staff worked effectively with asset class staff to resolve issues

Compliance reporting and materials were accurate and timely

Compliance staff demonstrated a professional and constructive approach

Public Markets Compliance tasks were completed in a timely manner

Private Markets Compliance tasks were completed in a timely manner

Personal Investment Activity Compliance tasks were completed in a timely manner

Suggestions for Improvement
No responses

Additional Comments
Comment 1: My only direct contact with compliance is for personal
investment activity. My former employer had an electronic
automated system for personal trading compliance and that might
be something that could be added on here.
Comment 2 (multiple comments made by one respondent):
(1) Some compliance efforts can focus on immaterial items
which can lead to inefficient use of staff time. (2) A particular
staff member demonstrates a lack of understanding of issues
and consequently applies too literal and narrowly focused
interpretation of policies/procedures. (3) Items are sometimes
reported even when acknowledged that they are not an exception.
(4) Dissatisfaction indicated in this survey does not reflect on all
staff, just primary point of contact.
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2012 - 2013 ENTERPRISE RISK MANAGEMENT PROGRAM SATISFACTION SURVEY
An Enterprise Risk Management Program Satisfaction Survey was sent to the SIOs and other members of Senior Management.
Respondants were asked to rate several statements on a scale of 1 to 5, with 1 indicating “Very Dissatisfied” and 5 indicating “Very
Satisfied”. The survey was sent out to 18 participants and 12 responses were received. The chart below illustrates the overall results
of the survey.

0.00

1.00

2.00

3.00

4.00

5.00

Enterprise Risk Management efforts were appropriately focused

Enterprise Risk Management staff worked effectively with business unit staff

Enterprise Risk Management reporting and materials were relevant and informative

Enterprise Risk Management staff demonstrated a professional and constructive approach

Suggestions for Improvement

Additional Comments

Suggestion 1: With respect to the annual risk questionnaire,

Comment 1: The collaborative approach with Internal Audit has

it would be helpful if ERM requested any changes or updates

vastly improved efficiency. Thanks to both units.

from the previous year rather than the completion of an entirely
blank questionnaire.

Comment 2: Consider decentralizing ERM. It seems to be getting
too much in the weeds. This can waste resources and cause

Suggestion 2: Meetings are often rambling and without focus.

the organization to focus on the wrong things. More training is

Have a clear, crisp agenda with goals you wish to achieve. They

needed. It seems the blind is leading the blind. The approach

should not be open-ended. Don’t have meetings at lunch time.

seems to be - give me a stick to hit you with it rather than, “How
can I help you.” ERM seems too tied to internal audit.

Suggestion 3: Apply risk analysis to internal audit’s
recommendations
Suggestion 4: It would be good to have an on line training
program. There does not seem to be much direction or
common understanding of what ERM is or should be.
Suggestion 5: I would encourage you to share reporting
measures with business units in advance of distribution to build
and support partnership relationship.

2012-2013 RISK MANAGEMENT AND COMPLIANCE SELF-ASSESSMENT
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INSPECTOR GENERAL UDPATE
Ethics, Fraud and Internal Controls

Personal Annual Financial Disclosures for
Florida Commission on Ethics

The Inspector General serves as the administrator for the SBA’s
Fraud Hotline. These duties include receiving information on

The Inspector General updated and maintained the Financial

any calls made during the year, contacting appropriate SBA

Disclosure list as required by the Florida Commission on

staff as needed to compile responses to calls, and providing

Ethics. Additionally, once financial disclosure forms were

responses to the hotline provider to be communicated to

mailed out in May 2013, the Inspector General was responsible

callers.

for ensuring that all SBA staff submitted their forms to the
Commission on Ethics as required.

There were no calls made to the Fraud Hotline during the
year.

Administration of Investment Consultant
Disclosure Principles

Administration of Investment Protection
Principles

Consultant Independence & Disclosure Principles (CIDPs)

The Inspector General requested and collected Investment

certification forms for CY2012 were sent to all applicable

Protection Principle (IPP) Certifications for all Public

consultants in January 2013. All forms were received by

Investment Managers for calendar year 2012. An analysis

the specified due date, indicating full compliance with the

of the certifications indicated full compliance with the IPPs

principles.

by most of the investment managers. For those not in
full compliance, explanations were provided supporting that
these managers complied with the spirit of the IPPs.
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looking
forward
Future Risk Management and Compliance Program initiatives include:
•
•
•
•
•
•
•
•
•
•

Developing and implementing mandatory Enterprise Risk Management training for all SBA
employees
Finalizing and implementing new Business Continuity policy
Developing and implementing mandatory Business Continuity training for all SBA employees
Developing internal database of total fund risk system statistics
Refining the system of internal controls documentation in collaboration with the business
units
Mapping key SBA business processes
Monitoring potential impact of legal entity identifier (LEI) initiatives on the SBA’s systems and
processes
Assisting business units in identifying and prioritizing opportunities for process
improvements
Evaluating effectiveness of internal governance and committee structures
Continuing core financial competency training for new RMC staff

Governor Rick Scott
Chair
Chief Financial Officer Jeff Atwater
Attorney General Pam Bondi

SBA TRUSTEES
Ash Williams

EXECUTIVE DIRECTOR & CIO
STATE BOARD OF ADMINISTRATION

Kimberly Ferrell, Chair
appointed by Governor Rick Scott
Rolf Engmann, Vice Chair
appointed by Chief Financial Officer Jeff Atwater

AUDIT COMMITTEE

Judy Goodman, Member
appointed by Attorney General Pam Bondi

Publisher
State Board of Administration
(SBA)

STATE BOARD OF ADMINISTRATION

General Inquiries
1801 Hermitage Boulevard
Tallahassee, FL 32308
Phone: 850.488.4406
Fax: 850.413.1394
Website: www.sbafla.com

Environmental
This Compliance Self-Assessment
Report is created and printed internally by the SBA to minimize production costs, control waste, and
monitor the types and amounts of
ink and paper used in its
production.
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APPENDICES
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SBA Enterprise Risk Management Framework
As of 9/30/2012
1. Investment Management Risk
A. Policy Risk - The risk that investment policies will be inconsistent with investment objectives
because of ineffective policy design, changing objectives or reprioritization of competing objectives,
or unexpected behavior of liabilities or risk premiums (both levels and interactions).
i. Investment Policy Design Risk - The risk that an investment policy will not be effectively
designed for achieving an investment objective.
ii. Investment Objective Risk – The risk that simultaneous attainment of all objectives will not be
possible, priority given to multiple objectives will not be appropriate, or changing circumstances will
render existing objectives or priorities inappropriate.
iii. Capital Market Assumption Risk – The risk that capital markets will not perform as expected.
iv. Liability Risk - The risk that liabilities will not behave as expected.

B. Implementation Risk - The risk that decisions made in an attempt to achieve the
investment objective for total fund, asset classes or individual investment mandates will cause
material underperformance net of fees.

i. Strategic Risk - The risk that investment strategies used to structure total fund, asset classes or
individual investment mandates will be unsuccessful, including utilizing/permitting material
over/under weights to any of the following: asset class, style, market cap, sector, industries,
geography, property type, currency, non-benchmark securities, duration, credit quality, liquidity,
vintage or any other risk factors.
ii. Portfolio Under Performance Risk - The risk that asset class or individual portfolios'
performance will not meet or exceed benchmarks.
iii. Trading Risk - The risk that trades, traders or broker/dealers will not be properly authorized,
trades will not be properly documented or executed, or trading costs will not be consistent with
best execution.
iv. Asset Transition Risk - The risk that assets will not be cost-effectively managed during asset
transition (e.g., excessive transaction costs).
v. Model Risk - The risk that the models utilized will be inappropriate or misapplied.
vi. Due Diligence Risk - The risk that due diligence will not be adequately performed for a
public or private asset class investment opportunity.
vii. Leverage Risk - The risk of imprudent or unauthorized use of leverage.
viii. Aggregate Issuer/Counterparty Credit Risk - The risk of undue concentration in firmwide exposure to an issuer or counterparty or downgrade/default/failure to perform

C. Inherent Risk - Risks that are inherently present in financial instruments and usually
knowingly assumed when investing or managed against a benchmark/peer group.

i. Market/Systematic Risk - The risk that a holder or seller will experience a loss from
unexpected price fluctuations, including the loss of the original investment.
a. Credit Risk - The risk that an issuer of debt securities or a borrower will default on financial
obligations (e.g., not able to make timely interest or principal payments).
b. Interest Rate Risk - The risk that an investment's value will change due to a change in interest
rates.
c. Inflation Risk - The risk that the return from investing will not offset the loss in purchasing
power due to inflation.
d. Liquidity Risk - The risk of limited access to funds, failure to meet liquidity needs or loss
resulting from lack of market liquidity.
e. Currency Risk - The risk that an investment's value will change due to a change in exchange
rates.
f. Systemic Risk - The risk that material portions of the global financial system and institutions will
collapse or cease to function.

ii. Idiosyncratic/Unsystematic Risk - The risk, also known as specific risk, to individual
financial instruments of price fluctuations which are not correlated with general market
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2. Governance/Management Risk
A. Resource Allocation Risk - The risk of inefficient organizational structure and/or processes,
and/or insufficient funding or resources.
B. Governance Policy Design Risk - The risk of missing or inadequate rules, policies or procedures.
C. Fiduciary/Ethics Risk - The risk of failing to meet fiduciary responsibilities or act consistent with
appropriate ethical and professional standards.
D. Management Execution Risk - The risk of ineffective planning, decision making or supervision,
poorly defined roles and responsibilities and/or inadequate internal communication.
3. Communication/Public Affairs/Reputational Risk - The risk associated with (1) the failure to
develop and maintain understanding or confidence of stakeholders, (2) inability to communicate,
coordinate, manage, and maintain effective public relations, and (3) adverse warranted or unwarranted
media exposure.
4. Legislative/Political Risk - The risk that legislative/executive and/or regulatory actions may
adversely impact the SBA's ability to carry out its mission.
5. Compliance Risk
A. Laws, Rules, & Regulations - The risk of failure to comply with applicable laws, rules and
regulations.
B. SBA Policies -The risk of failure to comply with SBA policies.
C. Investment Policy Guidelines - The risk of investment loss or not being able to achieve the
portfolio's objective due to the manager's non-compliance with investment policy guidelines.
D. Contractual Agreements - The risk of investment loss or disruption of services due to
custodians', investment managers', or other service providers' non-compliance with contractual
agreements.
6. Fraud/Misconduct/Internal Controls Risk
A. Internal Staff - The risk of fraudulent activities (e.g., misappropriation of assets) or intentional
misconduct of internal staff.
B. Service Providers - The risk of fraudulent activities (e.g., misappropriation of assets) or
intentional/negligent misconduct of service providers.
C. External Parties - The risk of fraudulent activities (e.g., misappropriation of assets) or
intentional/negligent misconduct of external parties (e.g., check forgers, computer hackers).
7. Service Provider Risk
A. Financial Condition - The risk of deterioration of a service provider's financial condition.
B. Service Level Quality - The risk that a service provider will fail to competently and/or timely
deliver services of satisfactory quality.
C. Key Personnel - The risk of loss of key service-providing personnel of an external service provider.
D. Premature/Unexpected Service Termination - The risk of premature/unexpected service
termination by a service provider.
8. Client Relationship Risk
A. Service Delivery - The risk of failure to deliver satisfactory investment or other support services to
the clients of the SBA.
B. Education - The risk of failure to provide adequate education regarding investments, risks,
operational procedures, etc. to clients/participants.
C. Communication/Reporting - The risk of failure to provide clients/participants with timely
and/or accurate information.
D. Allocation of Investment Opportunities - The risk of inappropriate allocation of investment
opportunities for internally or externally managed client portfolios.
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9. Operational Risk
A. Cash Management - The risk that residual cash will not be fully invested or will be overinvested
(i.e., overdrafts).
B. Trade Settlement - The risk that trades will not be settled on a timely basis and/or in accordance
with terms.
C. Transaction Processing - The risk that transactions (e.g., wire processing) will not be processed
on a timely and accurate basis.

Appendix B - Checklists
i. Incoming/Outgoing Wire Processing
ii. Check Processing / Disbursement
iii. Client Deposit/Redemption Processing (e.g., for Florida PRIME clients)
iv. Corporate Actions and Income Collections Processing

D. Asset Reconciliation - The risk that asset reconciliations will not be performed
accurately and on a timely basis.
E. Accounting & Financial Reporting - The risk that transactions will not be correctly accounted
for and reported on in a timely fashion and in conformance with GAAP or that other financial or
performance information reported to external parties will be incomplete and/or inaccurate.
F. Valuation - The risk of incorrect, stale or missing valuations.
G. Performance Measurement - The risk that investment performance will not be accurately or
timely measured.
H. Internal System Reliability/Electronic Data Integrity Risk - The risk that the SBA's internal
technology platform does not function as intended and/or the information obtained from internal
systems is unavailable, incomplete, inaccurate or otherwise cannot be relied upon for investment
decision making, financial reporting or other business purposes.
I. FHCF/DC Program-Specific Risks - The risks in the Florida Hurricane Catastrophe Fund or
Defined Contribution Program that are program specific and are not considered in the other risk
categories of this framework.
J. Proxy Voting - The risk that proxy voting is not consistent, reliable, or conducted in a manner most
likely to preserve or enhance the value of SBA equity holdings.
K. External Corporate Governance - The risk associated with not actively monitoring the
governance structures of individual companies.
10. Human Capital Risk
A. Recruitment and Retention - The risk of failing to attract, recruit and retain adequate and
competent staff.
B. Training and Development - The risk of inadequate training/development of knowledge, skills
and abilities of staff.
C. Key Person/Succession - The risk of loss of key personnel or lack of adequate succession
11. Security Risk
A. Physical Security
i. Employee Security - The risk of harm to employees.
ii. Facility Security - The risk of unauthorized access to the building and office space.
B. Network/System Security - The risk of unauthorized access to networks/systems by internal or
external parties.
C. Information Security & Records Management - The risk of not maintaining public records in
accordance with mandated records retention requirements or preserving the confidentiality and
integrity of physical and electronic records/data as they are collected, created, stored, transported,
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12. Business Continuity/Infrastructure Risk
A. Facilities - The risk of business interruptions attributable to loss of use of SBA facilities.
B. Communication Systems - The risk of business interruptions due to ineffective or non-operative
telecommunication resources and/or equipment (i.e., telephone and internet).
C. Data/System Recovery - The risk of not being able to recover data required for performance of
critical business functions.
D. Process Recovery - The risk of not being able to resume critical business processes after business
interruptions.
13. Legal Risk
A. Contract Development - The risk that a contract does not accurately or adequately incorporate
business, legal and other requirements of stakeholders.
B. Legal Advisory - The risk of incorrect and/or incomplete legal advice provided by internal or
external counsels.
C. Litigation - The risk of unfavorable litigation outcomes resulting in adverse consequences.
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Page 1 of 1

Event - threat, breach, violation, incident, occurrence, mistake,
accident, emergency, mishap, disaster

Highly Unlikely
-Event has not occurred at SBA within last 3-5 years and is not
foreseeable
-Event has very isolated or no occurrences in industry or
within similar organizations during during last 3-5 years

Unlikely
-Event has occurred once at SBA during last 3 years
-Event has occurred multiple times (but
infrequently/sporadically) in industry or to similar
organizations during last 3 years

-Event has occurred multiple times (or systematically) in
industry or to similar organizations within past 12 months

Likely
-Event has occurred once at SBA within last 12 months
-Event has occurred multiple times at SBA during past 3 years

Guidance
Highly Likely
-Event has occurred multiple times at SBA within last 12
months
-Event occurring regulary/routinely within industry or within
similar organizations

Probability Scale
4 - Highly Likely
3 - Likely
2 - Unlikely
1 - Highly Unlikely

Probability of Occurrence
within 36 Months
>90%
60% - 75% (about 2 out of 3 chance)
25% - 40% (about 1 out of 3 chance)
<10%

Risk Assessment Scale Definitions

1 - Minor

2 - Moderate

3 - Major

Impact/
Severity Scale

S:\Risk Management\Risk assessment scale 093012.xls

Representative Characteristics of Each Level May Include:
Complete loss of operating capability, transaction processing, or telecommunications for more
than 2 business days
Reportable event to Trustees
Multiple moderate events occurring simultaneously
Litigation
Criminal investigation
Significant negative publicity
Significant to complete loss of stakeholder confidence - SBA "brand" destroyed
Loss of assets and/or mandates
Legislative intervention
Significant and persistent deviations from risk budget
Material investment losses due to such factors as significant deviations from investment policy
statements, investment policy guidelines, lack of/improper due diligence, etc.
Material investment losses due to such factors as issuer defaults, counterparty defaults, etc.
Unauthorized trading, cash transfers, or wire tranfer initiation
Regulatory investigations
Significant adverse audit findings
Significant involuntary termination of staff
20% or greater turnover in staff
Employee or service provider fraud greater than $25K
Loss of system or application control / breach of IT security
Unauthorized access to confidential/sensitive data, including bank account/wiring instruction
information
Loss of transaction data
Possible reportable event to Trustees
Minor negative publicity
Loss of operating capability, transaction processing, or telecommunications for one to two business days
Isolated employment litigation
Some loss of stakeholder confidence
Deviations from risk budget
Minor investment losses due to such factors as deviations from investment policy statements,
investment policy guidelines, improper due diligence, etc.
Isolated investment losses due to such factors as issuer defaults, counterparty defaults, etc.
Improper records retention, records missing or records destroyed pre-maturely
Material valuation errors
Multiple minor events occurring simultaneously
Multiple minor/moderate adverse audit findings
10% to 20% turnover in staff
Multiple service provider terminations occurring simultaneously
Persistent contractual and/or investment policy guidelines compliance infractions
Employee or service provider fraud from $1K to $25K
Unauthorized access to SBA systems, non-sensitive data, or physical facility
Loss of operating capability, transaction processing or telecommunications for several hours
Minor adverse audit findings
Isolated staff turnover
Isolated service provider terminations
Minor valuation errors
Employee or service provider fraud of $1K or less
Non-material contractual and/or investment policy guidelines compliance infractions
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L-N/A

L-N/A

L-N/A

L-N/A

Accounting

IT

HR (including Training)

Administrative Services

H-High

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

M

Capital Market
Assumption Risk

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

M

M

M

M

M

L-N/A

L-N/A

L-N/A

L-N/A

H

L-N/A

L-N/A

L-N/A

L-N/A

Strategic Risk

Liability Risk

H

M

H

L-N/A

H

H

H

H

H

L-N/A L-N/A

L-N/A L-N/A

L-N/A L-N/A

L-N/A L-N/A

L-N/A L-N/A

L-N/A L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A L-N/A

L-N/A L-N/A

L-N/A L-N/A

L-N/A L-N/A

M

L-N/A

M

M

L-N/A L-N/A

Leverage
Risk

Asset
Transition
Risk

Trading Risk

Porfolio Under
Performance Risk

H

L-N/A L-N/A
L-N/A

H

M

L-N/A

M

H

M

L-N/A

L-N/A L-N/A

M

H

L-N/A L-N/A

L-N/A

L-N/A

L-N/A

H

H

H

H

H

H

H

H

H

H

H

H

H

H

H

H

H

M

H

H

H

H

H

L-N/A

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

H

H

H

H

H

L-N/A L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

H

L-N/A L-N/A L-N/A L-N/A

H

M

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

Model Risk

Agg. Issuer or
Counterparty
Credit Risk

Idiosyncratic/Uns
ystematic Risk

Systemic Risk

Interest Rate
Risk
M

H

L-N/A

M
M

L-N/A
L-N/A

M

M

M

H

L-N/A

M

M

M

M

M

M

M

M

H

M

H

M

M

M

M

M

M

M

M

M

H

H

H

H

H

Resource Allocation Risk
L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

H

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

H

H

M

Governance Policy
Design Risk
L-N/A

M

M

L-N/A

L-N/A

M

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

M

H

M

L-N/A

M

Fiduciary/Ethics Risk
L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

H

M

M

M

M

M

M

L-N/A

L-N/A

L-N/A

L-N/A

M

H

M

M

L-N/A

M

M

M

M

H

M

M

M

M

M

M

M

M

L-N/A

M

M

H

H

H

Management Execution
Risk
L-N/A

H

H

M

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

M

L-N/A

H

L-N/A

L-N/A

a) Key support responsibilities are provided by a participant in risk
management/mitigation
b) May provide oversight of risk management activities
c) May be organizationally responsible for risk management efforts through
subordinates with high or medium responsibilities
d) Promote compliance with established risk appetite
e) Manage risks within their spheres of responsibility consistent with risk
tolerances
f) May provide key data/information to support reporting of risk metrics

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

L-N/A

M

M

H

M

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

L-N/A L-N/A

L-N/A L-N/A L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

Credit Risk

M-Medium

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

M

M

M

M

M

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

M

L-N/A

L-N/A

M

Inflation Risk

Market/Systematic Risk

Communication/Public Affairs/
Reputational Risk

S:\RiskManagement\2013RiskAssessmentMaterials\SurveyResponsesandLinkedHeatMaps\CopyofRiskAssessmentSurveywithOwnershipGridandHeatmaps52020132

a) A significant and direct role is played by a process owner in risk
management/ mitigation
b) May include process, contract, budget resource, strategic objective
ownership
c) Risk severity level and/or frequency may be high at the process
owner level
d) May include direct reporting of risk metrics to ERM
e) May be responsible for developing and maintaining well documented
written policies describing risk management
f) Significant compliance and/or dedicated monitoring processes may
be required
g) Significant level of internal controls may be required

L-N/A

Financial Operations

Ownership Level

L-N/A

COO (includes Budget
Manager

Real Estate

M

M

M

Strategic Investments

M

M

Private Equity

M

M

L-N/A

L-N/A

M

L-N/A

Legal

L-N/A

M

L-N/A

Corporate Governance &
Investment Programs

Fixed Income

L-N/A

Communications

L-N/A

H

L-N/A

L-N/A

L-N/A

L-N/A

Investment
Objective Risk

Global Equity

L-N/A

H

IPE

Inspector General

L-N/A

RMC

H

L-N/A

CAT Fund

Defined Contribution/
Legislative Affairs

L-N/A

Investment
Policy Design
Risk

DED and Staff
(Includes SPM and RCM)

Due Diligence
Risk

Inherent Risk

Liquidity Risk

Implementation Risk

Currency Risk

Policy Risk

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

M

L-N/A

L-N/A

L-N/A

H

H

M

Laws, Rules, &
Regulations
SBA Policies
M

M

M

H

M

M

M

Investment
Policy Guidelines
Contractual
Agreements
M

H

H

M

Service Provider
Risk

M

M

M

M

M

M

H
H

H

H

L-Low

L-N/A

H

L-N/A

M

M

M

M

M

M

M

M

H

M

H

H

M

M

M

M

M

M

M

M

M

H
H

M

H
L-N/A L-N/A L-N/A

H

M

H

H

H

H

H

H

M

M

M

M

M

M

H

H

M

M

M

M

M

H

H

H

H

L-N/A

L-N/A

L-N/A

L-N/A

H

L-N/A

H

H

H

H

M

H

H

H

H

H

H

H

H

M

L-N/A

M

L-N/A

M

H

H

H

H

H

M

L-N/A

M

M

L-N/A

M

L-N/A

L-N/A L-N/A L-N/A L-N/A L-N/A

L-N/A

H

H

H

M

M

M

L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A L-N/A

M

L-N/A

H

H

M

H

M

M

M

M

M

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

H

H

L-N/A

a) Minor or minimal support responsibilities are provided
by participant in risk management/ mitigation
b) Risk severity level and/or frequency is typically low at
the participant level
c) Execute risk management/mitigation procedures in
accordance with established policies & procedures (e.g.,
records retention)
d) Risk metrics are typically not accumulated or reported

L-N/A L-N/A

L-N/A L-N/A

L-N/A

L-N/A

L-N/A L-N/A

L-N/A

H

H

H

H

H

L-N/A

M

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

L-N/A L-N/A

H
H

L-N/A L-N/A L-N/A L-N/A

M

L-N/A

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

Internal Staff

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

H

M

M

L-N/A

Service Providers

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

L-N/A

H

M

H

H

H

L-N/A

External Parties

Compliance Risk
Financial Condition

Governance/
Management Risk
Service Level Quality

Fraud/
Misconduct
Internal
Controls Risk

Key Personnel

Investment Management Risk
Legislative/
Political Risk

ERM Risk Ownership and Residual Risk Ranking - as of 3/31/13
The risk ownership indicates the risk management effort required at the Process Owner level to effectively contribute to the SBA's enterprise-wide risk response.

Premature/ Unexpected
Service Termination
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M

M

H

CAT Fund

Defined Contribution/
Legislative Affairs

Communication/
Reporting

H

M

H

H

L-N/A

L-N/A L-N/A L-N/A

Administrative Services

H-High

Trade Settlement

Cash Management
L-N/A

L-N/A

L-N/A

M

H

M

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A L-N/A

L-N/A L-N/A

L-N/A L-N/A

L-N/A

H

M

M

M

M

M

M

L-N/A L-N/A

L-N/A L-N/A

L-N/A L-N/A

L-N/A L-N/A

M

L-N/A L-N/A

M

M

L-N/A L-N/A

Incoming/
Outgoing
Wire Processing
L-N/A

L-N/A

L-N/A

M

H

M

M

M

M

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

M

L-N/A

L-N/A

Check
Processing
/Disbursement
L-N/A

L-N/A

L-N/A

L-N/A

H

M

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

H

M

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

Client Deposit/
Redemption
Processing (e.g.,
for Florida PRIME
Clients)
Corporate Action
& Income
Collections
Processing
L-N/A

L-N/A

L-N/A

H

H

M

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

Asset Reconciliation

Performance
Measurement

Valuation

Accounting &
Financial Reporting
L-N/A L-N/A
L-N/A L-N/A

L-N/A

H

M

M

M

M

M

M

L-N/A

L-N/A

L-N/A

L-N/A

M

H

M

L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A

H

L-N/A L-N/A L-N/A

M

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A L-N/A

L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A

M

L-N/A L-N/A L-N/A

M

H

L-N/A L-N/A L-N/A

Internal System
Reliability/ Electronic
Data Integrity Risk
L-N/A

L-N/A

H

M

H

M

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

FHCF/DC ProgramSpecific Risks
Proxy Voting
L-N/A L-N/A

L-N/A L-N/A

L-N/A L-N/A

External Corporate
Governance
M

M

M

M

M

Recruitment and
Retention
M

M

M

M

L-N/A

L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A

Network/System Security

M
M

M

H

H

M

M

H

M

M

M

M

M

M

L-N/A

H

H

M

M

M

H

M

M

M

M

M

M

M

L-N/A

M

M

M

H

M

M

M

M

M

M

M

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A

L-N/A

L-N/A L-N/A L-N/A

L-N/A

M

M

H

H

Information Security &
Records Management
H

M

H

M

M

M

M

M

M

M

M

M

M

M

M

M

M

M

M

L-N/A

H

L-N/A

L-N/A

L-N/A

L-N/A

M

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

M

Facilities

M

H

H

M

M

M

M

M

M

L-N/A

M

M

M

H

H

M

H

M

M

M

M

H

H

L-N/A

L-N/A

L-N/A

M

M

M

M

M

M

H

L-N/A

L-N/A

H

M

M

L-N/A

L-N/A L-N/A L-N/A L-N/A

H

L-N/A L-N/A

L-N/A L-N/A

M

L-N/A L-N/A

L-N/A L-N/A

L-N/A L-N/A

L-N/A L-N/A

L-N/A L-N/A

L-N/A L-N/A L-N/A

L-N/A L-N/A

L-N/A L-N/A

L-N/A L-N/A L-N/A L-N/A

L-N/A L-N/A

L-N/A L-N/A L-N/A L-N/A

L-N/A

L-N/A L-N/A

M

Legal Risk

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

H

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

M

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

H

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

M

M

M

a) Minor or minimal support responsibilities are provided by
participant in risk management/ mitigation
b) Risk severity level and/or frequency is typically low at the
participant level
c) Execute risk management/mitigation procedures in
accordance
with established policies & procedures (e.g., records retention)
d) Risk metrics are typically not accumulated or reported

L-N/A

L-N/A L-N/A

L-Low

H

M

L-N/A L-N/A

L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A

M

L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

M

L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A L-N/A

M

M

M

L-N/A L-N/A L-N/A L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A

L-N/A L-N/A L-N/A

H

H

M

Training & Development

M-Medium a) Key support responsibilities are provided by a
participant in risk management/mitigation
b) May provide oversight of risk management
activities
c) May be organizationally responsible for risk
management efforts through subordinates with high
or medium responsibilities
d) Promote compliance with established risk appetite
e) Manage risks within their spheres of responsibility
consistent with risk tolerances
f) May provide key data/information to support
reporting of risk metrics

L-N/A

L-N/A

L-N/A

H

L-N/A

M

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

L-N/A

Key Person/Succession

S:\RiskManagement\2013RiskAssessmentMaterials\SurveyResponsesandLinkedHeatMaps\CopyofRiskAssessmentSurveywithOwnershipGridandHeatmaps52020132

a) A significant and direct role is played by a process owner in risk
management/ mitigation
b) May include process, contract, budget resource, strategic objective
ownership
c) Risk severity level and/or frequency may be high at the process owner
level
d) May include direct reporting of risk metrics to ERM
e) May be responsible for developing and maintaining well documented
written policies describing risk management
f) Significant compliance and/or dedicated monitoring processes may be
required
g) Significant level of internal controls may be required

L-N/A

Ownership Level

L-N/A

L-N/A

L-N/A L-N/A L-N/A

H

L-N/A

L-N/A

L-N/A L-N/A L-N/A

L-N/A

M

Accounting

H

H

HR (including Training)

M

H

IT

L-N/A

M

L-N/A

L-N/A L-N/A L-N/A

Financial Operations

L-N/A

L-N/A L-N/A L-N/A

COO (includes Budget
Manager

Real Estate

Strategic Investments

L-N/A

H

H

L-N/A

L-N/A

L-N/A

L-N/A L-N/A L-N/A

L-N/A L-N/A

M

Fixed Income

Private Equity

L-N/A L-N/A

M

Global Equity

L-N/A L-N/A L-N/A

H

Corporate Governance &
Investment Programs

Legal

M

Communications

L-N/A L-N/A L-N/A

Inspector General

L-N/A

L-N/A

L-N/A

L-N/A L-N/A

H

L-N/A L-N/A L-N/A

L-N/A

L-N/A

L-N/A

IPE

H

H

M

Allocation of Investment
Opportunities

RMC

H

M

Service Delivery

M

Education

DED and Staff
(Includes SPM and RCM)

Employee
Security

Transaction Processing

Facility
Security

Physical
Security

Communication Systems

Business Continuity/
Infrastructure Risk
Data/System Recovery

Security Risk
Process Recovery

Human
Capital Risk
Contract Development

Operational Risk

Legal Advisory

Client
Relationship Risk

Litigation
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3

2

Likely

Unlikely

1
Minor

Highly
1
Unlikely

4

Highly
Likely

#N/A

#N/A
#N/A

#N/A
#N/A

#N/A
#N/A

#N/A

5
7

2

#N/A

#N/A

8
13

9
12

2

3

11

Moderate

1

10

SBA Risk Management and Compliance
Residual Risk Assessment - Aggregated Strategic Risk Level

6

4

3
Major

As of 03/31/13

1 Investment Management Risk
2 Governance/Management Risk
3 Communication/Public Affairs/Reputational Risk
4 Legislative/Political Risk
5 Compliance Risk
6 Fraud/ Misconduct/ Internal Controls Risk
7 Service Provider Risk
8 Client Relationship Risk
9 Operational Risk
10 Human Capital Risk
11 Security Risk
12 Business Continuity/Infrastructure Risk
13 Legal Risk
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2

3

Highly
Unlikely

1
Minor

1

2

3

1
Minor

1

Highly
Unlikely

Unlikely

Unlikely

Likely

Likely

Highly
Highly
Likely
4
Likely
4

1.C.i.a

1.C.i.b

1.C.i.a

1.C.i.b

1.B.v

1.B.v

1.C.ii

1.C.ii

1.B.vi

1.B.vi

1.C

1.C

1.B.ii

1.B.ii

1.B.iii

1.B

2
Moderate

1.B.iii

2
Moderate

1.B.iv

1.C.i.e 1.B

1.A.i

1.C.i.e

1.A.i

1.B.iv

1.C.i

1.C.i

1.A.iv

1.A.iv

SBA
andCompliance
Compliance
SBARisk
RiskManagement
Management and
ResidualRisk
Risk Assessment
Assessment - -Investment
Risks
Residual
Investment
Risks

1.C.i.c

1.B.viii

1.B.vii
1.B.viii

1.C.i.c
1.C.i.d
1.B.vii

1.C.i.d

1.A

1.A

1.A.ii

1.B.i1.A.ii

1.B.i

1.C.i.f

1.C.i.f

1.A.iii

1.A.iii

3
Major

3
Major

As
As of
of03/31/13
03/31/13

1.C.ii. Inherent Risk-Idiosyncratic/Unsystematic Risk

1.C.i.f. Systemic Risk

1.C.i.e. Currency Risk

1.C.i.d. Liquidity Risk

1.C.i.c. Inflation Risk

1.C.i.b. Interest Rate Risk

1.C.i.a. Credit Risk

1.C.i. Inherent Risk-Market/Systematic Risk

1.C. Inherent Risk

1.B.viii. Implementation Risk-Agg Issuer/Counterparty Credit Risk

1.B.vii. Implementation Risk-Leverage Risk

1.B.vi. Implementation Risk-Due Diligence Risk

1.B.v. Implementation Risk-Model Risk

1.B.iv. Implementation Risk-Asset Transition Risk

1.B.iii. Implementation Risk-Trading Risk

1.B.ii. Implementation Risk-Portfolio Under Performance Risk

1.B.i. Implementation Risk-Strategic Risk

1.B. Implementation Risk

1.A.iv. Policy Risk-Liability Risk

1.A.iii. Policy Risk-Capital Market Assumption Risk

1.A.ii. Policy Risk-Investment Objective Risk

1.A.i. Policy Risk-Policy Design Risk

1.A. Policy Risk

Appendix D - Scorecards
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1

Minor

Highly
Unlikely 1

Unlikely 2

Likely 3

Highly 4
Likely

9.A

2.A

13.A

12.B

7.C

7.D

5.C

8.D

2.B

6.B

5.D

7.B

5.B

9.C.iv
2.D

11.C
9.B

8.A

9.C.i

9.J 9.C.ii 9.K
9.C

2

5.A

13.B

8.C

9.E

12.D

12.A

3
9.I 9.D

Moderate

9.F

8.B
9.G

10.B

10.C

SBA Risk Management and Compliance
Residual Risk Assessment - Non-Investment Risks

13.C

11.A

9.H

11.B 11.A.ii

12.C

2.C

7.A

6.C

11.A.i

9.C.iii

10.A

6.A

4

Major

3

As of 03/31/13

13.C. Legal Risk-Litigation

13.B. Legal Risk-Legal Advisory

13.A. Legal Risk-Contract Development

12.D. Business Continuity/Infrastructure Risk-Process Recovery

12.C. Business Continuity/Infrastructure Risk-Data/System Recovery

12.B. Business Continuity/Infrastructure Risk-Communication Systems

12.A. Business Continuity/Infrastructure Risk-Facilities

11.C. Security Risk-Information Security & Records Management

11.B. Security Risk-Network/System Security

11.A.ii. Facility Security

11.A.i. Employee Security

11.A. Security Risk-Physical Security

10.C.Human Capital Risk-Key Person/Succession

10.B. Human Capital Risk-Training and Development

10.A. Human Capital Risk-Recruitment and Retention

9.K. Operational Risk-External Corporate Governance

9.J. Operational Risk-Proxy Voting

9.I. Operational Risk-FHCF/DC Program-Specific Risks

9.H. Operational Risk-Int System Reliability/E - Data Integrity Risk

9.G. Operational Risk-Performance Measurement

9.F. Operational Risk-Valuation

9.E. Operational Risk-Accounting and Financial Reporting

9.D. Operational Risk-Asset Reconciliation

9.C.iv. Corporate Action & Income Collections Processing

9.C.iii. Redemption Processing

9.C.ii. Check Processing/Disbursement

9.C.i. Incoming/Outgoing Wire Processing

9.C. Operational Risk-Transaction Processing

9.B. Operational Risk-Trade Settlement

9.A. Operational Risk-Cash Management

8.D. Client Relationship Risk-Allocation of Investment Opportunities

8.C. Client Relationship Risk-Communication/Reporting

8.B. Client Relationship Risk-Education

8.A. Client Relationship Risk-Service Delivery

7.D. Service Provider Risk-Premature/Unexpected Service Termination

7.C. Service Provider Risk-Key Personnel

7.B. Service Provider Risk-Service Level Quality

7.A.Service Provider Risk-Financial Condition

6.C. Fraud/Misconduct/Internal Controls Risk-External Parties

6.B. Fraud/Misconduct/Internal Controls Risk-Service Providers

6.A. Fraud/Misconduct/Internal Controls Risk-Internal Staff

5.D. Compliance Risk-Contractual Agreements

5.C. Compliance Risk-Investment Policy Guidelines

5.B. Compliance Risk-SBA Policies

5.A. Compliance Risk-Laws, Rules, & Regulations

4. Legislative/Political Risk

3. Communication/Public Affairs/Reputational Risk

2.D. Governance/Management Risk-Management Execution Risk

2.C. Governance/Management Risk-Fiduciary/Ethics Risk

2.B. Governance/Management Risk-Governance Policy Design Risk

2.A. Governance/Management Risk-Resource Allocation Risk

2. Governance/Management Risk
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Summary Observations

Strong historical returns to date have validated allocation to private equity asset class
Long term private equity asset class returns demonstrate outperformance over public alternatives
Private equity portfolio is currently at target allocation
FSBA’s private equity program has turned cash flow positive and will likely remain in a band around
cash flow breakeven; the portfolio is constructed to be a consistent source of cash flow assuming
consistent commitment pace
Market corrections inevitably will impact cash flows, however experience from 2008 shows that while
distributions contracted, contributions (capital calls) also moderated

Fundraising activity in private equity has picked up recently, suggesting strengthening investor appetite
for the asset class
As bottom-up manager selection remains critical, we seek to partner with only the highest-conviction
managers in the universe

FSBA Private Equity Performance Meeting Long-Term Objectives
As of March 31, 2013

Post-1999 private equity performance of 14.2% has outperformed the benchmark (Russell 3000 +
300 bps) on a time weighted basis over the last 10 years
Since inception, Post-1999 private equity performance of 11.5% on an IRR basis has slightly
outperformed the benchmark

Net Managed and Benchmark Returns
Time Weighted

Net Managed and Benchmark Returns
IRRs
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Source: The time weighted performance data (graph on the left above) is provided by the Florida State Board of Administration. The Florida State Board of Administration’s economics group no
longer tracks Post -1999 and Legacy IRR performance. Therefore, the IRR performance data (graph on the right above) is provided by CA and can be found in the 1Q 2013 performance report.

Private Asset Class Returns Demonstrating Value-Add over Public Indices
Significant premium over public markets over the long term with a few exceptions.
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Sources: Cambridge Associates LLC, FTSE International Limited, MSCI Inc., National Council of Real Estate Investment Trusts, Standard & Poor's, and Thomson Reuters
Datastream. MSCI data provided "as is" without any express or implied warranties.
Notes: Average annual compound returns in U.S. dollars as of March 31, 2013. Private investment returns are net of fees, expenses, and carried interest.

FSBA Private Equity Portfolio Currently At Target

As of July 31, 2013, FSBA Private Equity NAV exposure stood at ~5.0% of FRS total assets, which
is at the 5% target allocation
8%

Target

NAV

7%

6%

5%

4%

3%

2%

1%

0%

Source: FRS annual market values were collected from the annual investment report.
Note: To estimate July 31, 2013 NAV we began with the most recent finalized NAV number provided by the manager, added paid-in capital, and subtracted distributions; this methodology does not account for
NAV growth over the period. At this point, 35% of FSBA’s managers have reported a final June 30, 2013 NAV, for these managers we add paid-in and subtract distributions that took place during July. For the
remaining 65% we begin with the March 31, 2013 NAV, add paid-in capital, and subtract distributions from April 1, 2013 through July 31, 2013.

FSBA Private Equity Program Status
As of July 31, 2013

The current NAV for the total FSBA private equity (with legacy funds) portfolio stood at $6,803
million, while the post-1999 portfolio NAV was $6,583 million
Since inception, the program has committed $19,886 million to 163 funds, while $15,530 has been
committed to 142 Post-1999 funds
All managers have called ~71% of total commitments, or $14,054 million. The post-1999 managers
have called ~60% of post-1999 commitments, or $9,279 million
Post-1999 Portfolio ($mm)

Total Private Equity Portfolio ($mm)
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Note: Difference between cumulative commitment and cumulative paid-in represents unfunded capital. Cumulative paid-in and distribution information was provided by BNY Mellon.
Monthly cash flows by manager from April through July were aggregated and added to the final data from the 1Q 2013 performance report.

FSBA Private Equity Program Generating Positive Cash Flows YTD
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The FSBA Private Equity program is mature and has turned cash flow positive in 2013. The program should
remain close to breakeven for the next few years given recent growth in unfunded commitments. In the long
run, the portfolio should be a consistent source of positive cash flow.
Capital calls have recovered from the recession and investment activity in 2013 remains active. Distributions
have been consistent for mature managers and 2013 is benefitting from a strong IPO and M&A environment.
Note: YTD 2013 data is as of July 31, 2013. Monthly paid-in and distribution information was provided by BNY Mellon. Monthly cash flows by manager from April through July were
aggregated by strategy and added to the final data from the 1Q 2013 performance report. As of July 31, 2013, the Distressed Securities showed a net positive paid-in number of roughly
$8.0 million due to recallable distributions. CA netted the $8.0 million to 0 to account for the positive paid-in number.

August 2013 Asset Class Views: U.S. Private Equity
U.S. Private Equity

Advice:

FUNDAMENTALS: U.S. Private Equity Estimated Capital Utilization
As of March 31, 2013 • U.S. Dollar (billions)
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Purchase price multiples remain above historical averages, while the
availability of cheap debt has pushed leverage multiples and deal
volume higher. We continue to favor growth equity and smaller/midcap managers, as well as those managers who can add value
operationally or who have a differentiated angle in particular sectors.
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Only 13 LBOs with enterprise values between $250 million and $499
million were done through July 2013. In the same period, 38 LBOs
with enterprise values greater than $500 million were done. For this
and other reasons, lower-middle-market deals generally remain more
attractive than larger deals.
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Sources: Cambridge Associates LLC Private Investments Database, Dealogic, The Private
Equity Analyst, and Standard & Poor’s LCD.
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FUNDAMENTALS: Exit Environment—PE-Backed M&A
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According to Dealogic, second quarter 2013 had 65 U.S. LBOs, down
from the previous quarter’s total of 97. Total second quarter deal
value was $18.5 billion, down by about 69% from the previous
quarter and the lowest value since first quarter 2012.

The average leverage multiple for LBO transactions through July
2013 was 5.3 times EBITDA, up slightly from the 2012 average (5.1
times). The average equity contribution in 2013 through July was
33.9%, compared to the 2012 figure of 37.7%, though significantly
above the average 29.8% equity contribution in 2005.
End-to-end pooled returns in private equity portfolios were 4.5% in
first quarter 2013, according to the Cambridge Associates LLC U.S.
Private Equity Index®. Portfolios returned 12.6% for the one-year
period through the end of first quarter 2013, while the three- and
five-year end-to-end returns were 15.2% and 8.0%, respectively.
LP commitments to U.S.-based venture capital, private equity, fundof-funds, mezzanine, secondary, and other private equity funds in
2013 through July were significantly above year-ago levels. Funds
raised $97.6 billion, a 27.9% year-over-year increase.

August 2013 Asset Class Views: European Private Equity
European Private Equity

Advice:

FUNDAMENTALS: Capital Raised and Invested in European PE Funds
2000–13 (Mar 31) • Euros (billions)
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Western European PE landscape remains competitive, but is moving
toward a more fairly valued environment. Capital overhang is decreasing,
although several large successful fund raisings in 2013 could slow
down this trend. We continue to favor smaller and more growthoriented managers.
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VALUATION: European PE Average Purchase Price and Debt Multiples
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FUNDAMENTALS: Exit Environment—European PE-Backed IPOs and M&A
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Sources: Dealogic, European Venture Capital Association, and Standard & Poor’s LCD.

Deal volume and values continued to decline in 2012. Uncertainty
over the sovereign debt crisis and weak macro environment caused a
meaningful drop in buyout activity. Many of the transactions have
been sponsor-to-sponsor buyouts.
We expect the overhang to be reduced as fund sizes, especially in the
large-cap space, are shrinking and fund-raising cycles have extended.
As of June 30, the average trailing 12-month PPM in Europe was 8.8
times EBITDA, a drop from the 2006–12 average of 9.2 and the
2012 average of 9.1, as reported by Standard & Poor’s LCD
(excluding fees and expenses). Although aggregate commitments
made to new funds remain far below peak levels, a high percentage
of managers are currently in the market, and 2013 has already seen
some managers conduct successful, and sometimes large, fund
raisings.
As debt multiples have fallen back to historical averages, private
equity investors have had to contribute a large part of equity to
secure debt financing. According to Standard & Poor’s LCD, equity
contribution averaged 46.4% for European LBOs in the first half of
2013, compared to the 33.1% average between 2000 and 2007.

August 2013 Asset Class Views: U.S. Venture Capital
U.S. Venture Capital

Advice:

FUNDAMENTALS: Capital Com m itted to and Invested by U.S. VC Funds
1988–2013 (Mar 31)
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Fund raising remains concentrated in a small number of funds, with
44 funds raising $2.9 billion in the second quarter. The top five funds
garnered 55% of capital raised, substantial but down from nearly
80% in some recent periods. During the 12 months ending in June,
193 funds raised $15.8 billion, an 18% year-over-year decrease in
capital raised and a 15% decrease in number of funds.
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VALUATION: Median Pre-Money Valuations by Stage, All Sectors
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U.S. venture capital firms invested $6.7 billion in 913 deals in the
second quarter. Internet-specific companies, whose business models
depend on the Internet regardless of sector, received $1.9 billion in
270 deals, an increase in invested capital but a decrease in volume
from the first quarter. The software sector led ($2.1 billion in 325
rounds), followed by biotech ($1.3 billion in 103 rounds).
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Sources: Cambridge Associates LLC Private Investments Database, Dow Jones
VentureSource, National Venture Capital Association, and Thomson Reuters.
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Investment activity has outpaced fund raising for the ninth straight
quarter, reducing the industry’s capital base. Expansion-stage and latestage venture capital valuations are elevated, while early-stage remains
attractive. We believe manager selection is largely a bottom-up exercise
barring extreme market conditions, which are not present today.

Disclosed median pre-money valuations for later-stage deals have
been on the rise since 2010 and stood at $60.8 million for 2012,
driven by IT deals. Expansion-stage valuations have been on the rise
as well, reaching a 12-year high of $22.2 million in 2012. Through
second quarter 2013, expansion- and late-stage valuations continued
to creep upward, while early-stage valuations remained stable and low.
In the second quarter, 21 venture-backed IPOs raised $2.1 billion, a
significant increase from $716.9 million raised by eight offerings in the
first quarter. IPO activity in the second quarter was the highest number
of offerings since second quarter 2011. The second quarter saw 15
venture-backed M&A deals with disclosed values totaling $3.0 billion.
Ten IT companies accounted for 64% of the total value, mostly due to
Yahoo!’s $1.1 billion acquisition of Tumblr.

August 2013 Asset Class Views: Private Oil, Gas, and Other Energy
Advice:

VALUATION: Natural Gas and Oil Spot Prices
January 31, 2005 – July 31, 2013
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Increased enthusiasm for the sector on the part of both investors and
investment managers bears watching, but long-term structural
dynamics justify allocating some capital to the sector. We suggest
clients adopt a cautious approach and allocate capital selectively to
best-in-class managers in both upstream and midstream energy.

2009

FUNDAMENTALS: U.S. Rig Count
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Oil prices fell early in 2012 amid fears of a global slowdown, but
have since recovered. The long-term industry price outlook remains
bullish, particularly in nominal terms, as governments and central
banks show few signs of reversing easy money policies, while the
Middle East remains far from stable.
North American natural gas has rebounded off its lows yet continues
to trade at depressed prices, which has caused energy companies to
shift drilling expenditures from dry natural gas to oil and liquids-rich
natural gas reserves.
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Transaction activity has been robust as companies look to gain exposure
to coveted unconventional resource plays in the United States.
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Sources: Baker Hughes Incorporated, Cambridge Associates LLC Private Investments
Database, Global Financial Data, Inc., Preqin, and Thomson Reuters Datastream.

Anecdotally, we have heard that banks are re-determining borrowing
bases for exploration & production companies to reflect lower
natural gas prices, potentially creating a catalyst for distressed
situations/forced asset sales for companies that do not have
significant hedges on 2013 production.
Business activity in the U.S. oilfield service sector has benefitted from
the increase in rig count, though the rate of increase has slowed as
exploration & production companies reduce activity in dry natural
gas reserves.
A number of private investment firms have launched new energy
funds, which will increase competition for both oil & gas assets and
experienced management teams.
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1) Real Estate Market Overview

The Townsend Group

We remain selective investors

United States

Townsend Investment Sentiment
Europe

US

■

Market remains healthy and attractive with fundamentals improving
slowly.

■

Spread to debt both Treasuries and Baa is attractive.

■

Pricing in many cases still below replacement cost.

■

We expect further capital to be allocated to the sector.

Asia

Europe
■

Austerity and deleveraging apparent in all markets.

Former

■

Lack of debt likely to influence pricing negatively.

Current

■

Flight to safety and quality still very apparent and, in some cases, we
believe risk is being mispriced.

■

Primary focus remains on northern markets but watch for fall in
southern European markets as pricing corrects.

General Themes
■

Continue to adopt a granular approach. Acquisition discipline is essential.

■

Continue to focus on income and invest with managers who can drive net
operating income in their local markets through effective asset
management.

Asia Pacific
■

For Core, we continue to favor Australia.

Take an open mind about how to invest. In certain markets debt may
offer better value than equity.

■

Prefer China over India and focus on retail and logistics as opposed to
residential.

■

Japan NPLs still offer value. Lack of logistics will likely offer opportunity.

■

The Townsend Group
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2) SBAF Real Estate Program Report

The Townsend Group

Real Estate Portfolio Highlights and Significant Events

Portfolio Highlights
■

SBAF targets a 7.0% allocation to real estate and other real assets. On an invested basis, the real estate portfolio currently
represents 7.7% of total plan assets.

■

The real estate portfolio total net return exceeded the five-year rolling benchmark by 180 basis points.
•
Over the five-year period, Core investments outperformed the NFI-ODCE (net) by 420 basis points.
•
Value-Added investments underperformed the NFI-ODCE (net) index over the five-year period due to vintage year
exposure; however, outperformed over the one- and three-year periods.
•
Near term Opportunistic investment performance has been strong outperforming the NFI-ODCE (net) by 1,150 basis
points over the three-year period; however, longer term performance has been impacted by legacy investments made
at the peak of the market.

■

Public investments remain volatile but continue to track the benchmark over the rolling five-year period.

■

Farmland investments five-year total net return was 13.8%, this matched the NCREIF Farmland Index over this period.

■

SBAF received $478 million in distributions (return “on” capital invested) as of the one-year ending March 31, 2013* (a
significant portion of this was a distribution from 10100 Santa Monica).

Significant Events
■
■

A full redemption from Blackrock Granite was requested in 2012. This redemption ($97 million) was paid out in full during the
first half of 2013.
A partial redemption from Principal Enhanced was requested in 2012. Approximately $8 million was paid during 1Q13.

*Manager data collected by The Townsend Group as of March 31, 2013.

The Townsend Group
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Real Estate Performance Relative to the Benchmark

■

SBAF seeks to outperform a blended benchmark* comprised of the NFI-ODCE (90%) net of fees, and the EPRA/NAREIT Global
index (10%), over a rolling five-year period.
The SBAF Real Estate Program has outperformed this benchmark by 180 basis points over the recent five-year period.
The portfolio has consistently outperformed over the five-year period since 1999, with only one period of 50 bps
underperformance in September 2004.

■
■

Rolling Five Year Net Return
20%

15%

10%

5%

0%

Performance as of June 30, 2013.
*In computing the blended benchmark, ODCE is one quarter lagged, while the
Custom REIT Benchmark utilizes the current quarter. Historic benchmark has
adjusted with availability of new real estate indices.

Blended Benchmark*

The Townsend Group
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Peer Performance

■

SBAF’s five year performance versus its peers (70 institutional real estate investors) ranks in the 94 th percentile.
Five-Year Peer Performance Survey*
SBAF
Performance

100%

1.5%

Percentile Rank

75%

Median
Performance
-3.5%
50%

25%

*as of 1Q13 (net)
Dark blue represents investors with over $4 billion of Real Estate investments
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Note: Peer portfolio's will vary by investment strategy, investment type, risk appetite and portfolio inception dates.
*Manager data collected by The Townsend Group as of March 31, 2013.
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Real Estate Portfolio Performance

■
■
■

Returns continue to be heavily impacted by the starting point of the measurement period.
Short and medium-term performance is expected to improve while longer-term, five-year performance, is expected to be
challenged for the next few quarters as the start date is measured from peak market pricing.
Over the long term (multiple market cycles) the portfolio continues to generate consistent strong returns.

Growth of $100 in the Real Estate Portfolio
$900

5-Year
1.7%

$800
$700

1-Year
14.9%

$600
$500

10-Year
8.8%

$400

3-Year
15.4%

$300
$200
$100
$0

Since Inception
7.4%

Figures are based on time weighted net returns (includes all cash flows)

Performance as of June 30, 2013.
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Portfolio Composition

■
■

The SBAF real estate portfolio is invested in Core, Value-Added, Opportunistic and REIT investments.
The Portfolio is further allocated between Principal Investments and Externally Managed investments.
•
Principal Investments - SBAF staff retains key authorities related to approving acquisitions, dispositions, financing
activities and or annual business plans.
•
Externally Managed - Investments include those where SBAF has given discretion over these decisions to the
investment manager (to include pooled funds, REIT separate accounts and certain joint ventures).

Total Portfolio Composition

Opportunistic
6.8%

Total Portfolio Composition

Public
12.2%

Value-Added
9.6%

Principal
Investments
50.9%

Externally
Managed
49.1%

Core
71.4%

The Townsend Group
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Drivers of Relative Performance – Total Portfolio

■
■

■

Portfolio diversification and construction continues to drive outperformance.
Over the three-year period the Opportunistic portfolio was the largest contributor to overall performance, while over the fiveyear period the Core portfolio drove performance.
•
While the Core portfolio shows as a negative contribution to performance over the three-year period, core
performance was still strong at 15.2%; however, this was lower than the aggregate portfolio’s performance of 15.6%*.
Value-added investments continue to be impacted by vintage year exposure but have begun to positively contribute to the
portfolio’s three-year performance.

Portfolio Contribution to 3-Year Net Return*

Portfolio Contribution to 5-Year Net Return*

Opportunistic

Core / Farmland

Value-Added

Public Portfolio

Public Portfolio

Value-Added

Core / Farmland

Opportunistic

-0.3% -0.2% -0.2% -0.1% -0.1%

0.0%

*Manager data collected by The Townsend Group as of March 31, 2013.

0.1%

0.1%

0.2%

The Townsend Group
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Drivers of Relative Performance – Principal Investments

■
■

Core investments comprised 98% of the Principal Investments portfolio.
The Principal Investments portfolio has consistently outperformed the portfolio's benchmark* over all periods.

Principal Investments Performance
18.0%

15.6%

16.0%

15.0%
14.3%

14.0%
12.0%

10.5%

10.0%
8.0%
6.0%
4.0%

3.9%

3.9%

2.6%

2.0%
0.0%
-2.0%

-1.3%

-4.0%
Quarter Return

One Year Return

Principal Investments (net)

Performance as of June 30, 2013.
*Principal Investments benchmark is currently the NPI on a one quarter lag.
Historic benchmark has adjusted with availability of new real estate indices.

Three Year Return

Five Year Return

Principal Investments Benchmark*
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Drivers of Relative Performance – Externally Managed Portfolio
Core and Farmland
■
■
■

Core open end fund investments comprise approximately 44% of the Externally Managed portfolio.
•
Farmland investments make up 18% of the Core, Externally Managed portfolio.
Over all time periods, the Core Externally Managed investments outperform or match the NFI-ODCE index.
Farmland Investments five year total net return was 14.3%, which exceeded the benchmark by 40 basis points.

Core Externally Managed Performance*
16.0%

Farmland Performance
25.0%

14.6%14.0%

14.0%

20.5%

12.0%

10.3%

10.0%

20.0%

9.7%

16.7%

8.0%

17.2%
16.0%
14.3% 13.9%

15.0%

6.0%
4.0%

10.0%

2.6% 2.4%

2.0%

5.4%

0.0%

5.0%

-2.0%

-1.7% -1.7%

-4.0%
Quarter Return

One Year Return

Core Externally Managed (net)

Three Year Return

Five Year Return

3.4%

0.0%
Quarter Return

ODCE Total Net Return

*Manager data collected by The Townsend Group as of March 31, 2013.
**Farmland benchmark is currently the NCREIF Farmland Index on a one quarter
lag. Historic benchmark has adjusted with availability of new indices.

The Townsend Group

One Year Return

Farmland Investments (net)

Three Year Return

Five Year Return

Farmland Benchmark**
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Drivers of Relative Performance – Externally Managed Portfolio
Global Public REITs
■
■
■

Global REITs comprise approximately 25% of the Externally Managed portfolio.
Global Public Investments have tracked their benchmark over all time periods. The public portfolio outperformed the
benchmark by 10 basis points over the five year rolling period.
Global REIT performance remains volatile. During the one-year period ending 2Q13, SBAF’s Public portfolio generated a
14.3% return. However, over the one-year period ending 2Q12 the portfolio generated a 1.0% return.

Gloabl REIT Performance
20.0%
14.3%
13.5%

15.0%

15.5% 16.0%

10.0%
5.8% 5.7%
5.0%
0.0%
-5.0%

-3.5% -3.8%
Quarter Return

One Year Return
Global REITs (net)

Performance as of June 30, 2013.
*REIT benchmark is currently the EPRA/NAREIT Global Index. Historic benchmark
has adjusted with availability of new indices and conversion to a global portfolio.

Three Year Return

Five Year Return

REIT Benchmark*

The Townsend Group
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Drivers of Relative Performance – Externally Managed Portfolio
Non-Core
■
■

■

Non-Core investments represent approximately 31% of the Externally Managed portfolio.
Recent Non-Core performance has been strong; however, longer-term performance versus the benchmark has been impacted
by vintage year exposure, specific investments made at the peak of the market, as well as risk and leverage levels of the
portfolio versus the NFI-ODCE benchmark.
For comparison purposes the Non-Core performance is also compared to the comparative universe.

Non-Core Performance versus NFI-ODCE*
25.0%

Non-Core Performance versus Comparative
Universe*

21.6%
25.0%

20.0%

13.3%

15.0%

3.9%

21.6%

20.0%

9.7%

10.0%
5.0%

14.0%

13.3%
11.1%

15.0%

13.9%

10.0%

2.4%

5.0%

0.0%

3.9%

2.1%

0.0%
-1.7%

-5.0%
-10.0%

-5.0%
-10.0%

-15.0%
Quarter Return

One Year Return

Non-Core Externally Managed (net)

Three Year Return

-13.1%
Five Year Return

ODCE Total Net Return

*Manager data collected by The Townsend Group as of March 31, 2013.
**Non-Core Weighted Index is a combination of the NCREIF-Townsend Value
Added Fund Index and the NCREIF-Townsend Opportunistic Fund Index.

-8.5%

-15.0%
Quarter Return

One Year Return

Non-Core Externally Managed (net)

The Townsend Group

Three Year Return

-13.1%
Five Year Return

Non-Core Weighted Index**
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Externally Managed Fund Investments – Vintage Year Exposure

■
■
■
■

Commingled fund performance has been impacted by fund selection as well as vintage year exposure.
New 2011/2012 non-core fund commitments of $663 million are not graphed as limited or no performance has been
generated to date.
The Townsend Group continues to favor investments in operator platforms with sector focused strategies.
•
SBAF is in the process of finalizing a $75 million investment to a dedicated multi-family fund.
Chart below represents respective indices returns as well as SBAF commingled fund commitments by year.

Since Inception Index Net Returns by Vintage Year and Sector
($ in millions)
30%
25%
20%
15%
10%

$310
$1,025

5%

$250

0%

$250
$100

$700
$245

-5%

$300

-10%
-15%
1999

2000

2001

Bubble size represents size of commitment

2002

2003
Core

2004
Value-Added

2005

2006

2007

2008

2009

Opportunistic

The Townsend Group
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Real Estate Program Compliance

■
■

The real estate portfolio’s investment allocation was in compliance as of March 31, 2013*.
The portfolio is well diversified by property type and geography while maintaining compliance compared to the NFI-ODCE
index.
Private Portfolio Diversification

Portfolio Compliance
Private Investments
Core Investments
Farmland Investments
Non-Core Investments
Value-Added Investments
Opportunistic Investments
Public Investments

Target
90%
85%
15%

10%

Range
Exposure Compliance
85-95%
87%
Yes
70-100%
82%
Yes
5%
0-30%
18%
Yes
10%
7%
5-15%
13%
Yes

Property
Apartment
Industrial
Retail
Office
Other

Range (ODCE +/- 15%) Actual Weight
9.3% - 39.3%
21.0%
1.7% - 31.7%
10.6%
2.9% - 32.9%
19.9%
21.1% - 51.1%
36.8%
0.0% - 20.0%
11.7%

Geography
East
Midwest
South
West
International

Range (ODCE +/- 15%) Actual Weight
18.3% - 48.3%
31.3%
0.0% - 24.2%
8.2%
3.2% - 33.2%
17.0%
21.2% - 54.2%
37.4%
0.0%
6.1%

Exposure
Maximum Exposure Actual Weight
Single Asset
7%
3.5%
Directed-Owned Manager
35%
24.3%
Pooled Funds
10%
5.4%
REIT Manager
10%
3.2%
Leverage
40%
24.2%

*Manager data collected by The Townsend Group as of March 31, 2013.

The Townsend Group
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Current Investment Initiatives

■

Tactically deploy new capital based on the quality of the opportunity set and market environment.

■

Access market liquidity to sell non-strategic core assets.

■

Consider development opportunities and/or special situations investments on a case-by-case basis.

■

Seek to deploy capital into lower cost core alternatives including existing Principal Investment relationships and newer openend core funds that offer significant fee breaks to early, or founding, investors.

■

Continue to focus on Non-Core market opportunities to capitalize on “regional” specific distress and/or emerging market
growth.

■

•

Invest in Europe with investment managers who have the in-house skills to source, underwrite and manage investments
effectively across both the equity and distressed credit markets.

•

Within Asia target strategies that take advantage of growth in emerging markets and stress in developed markets. Seek
managers with the proven ability and platforms to execute within the broad Asian markets and look to tactically invest
with sector specific or country specific funds.

•

Within the U.S. target strong cash-on-cash opportunities as a significant portion of target returns can be generated on a
current income basis. The opportunity remains to capitalize on distressed opportunities.

Continue to evaluate selective farmland investments.

The Townsend Group
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Asset Liability / Asset Allocation Review
IAC Meeting
September 23, 2013
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Prior Asset Liability / Asset Allocation Studies & Actions

Introduction
 Historically, prior to 2010, the Florida SBA conducted a full asset-liability study every
three years and reviewed updated results in the years in between
 Since 2010, the level and frequency of oversight of the asset allocation policy by the
Investment Advisory Council and the Trustees has increased
 HEK has provided an updated asset liability / asset allocation study each year since
2010 that includes
– Updated capital market assumptions on key asset classes (return, risk, and
correlation)
– Updated equity risk premium (average of four consulting firms)
– Updated liability information
– Asset allocation scenarios
– Recommendations
 Also conducted Fiduciary Training (by Groom Law) for the Investment Advisory Council
and Trustees in 2011 that covered, among other topics:
– Duty of Prudence
– Duty of Loyalty
– Duty to Diversify

2010 Update
 Current allocation to risk assets remained appropriate – no change to the risky vs. nonrisky split but acknowledge an opportunity to improve diversification (that lowers cost)
 Policy changes:
– Add a policy weight to Strategic Investments and increase Private Equity policy alloc.
– Combine U.S. / non-U.S. equity into a Global Equity asset class
Asset Class

Global Equity
Fixed Income (Investment Grade)
High Yield
Real Estate
Private Equity
Strategic Investments
Cash
Total

Prior
Policy*

Current or
Expanded Authority
Transitional Policy**
Policy**

(before July 2010)

(as of July 2010)

58%
28
2
7
4
--***
1
100%

56%
26
N/A
7
4
6
1
100%

52%
24
N/A
7
5
11
1
100%

*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
*** 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.

2011 Update
 Equity risk premium (defined as the difference between the expected return on US
equities and expected return on US bonds) increased slightly, due mainly to lower yields
on bonds, shifting the risk-reward curve slightly in favor of more risk (see chart below)
 Determined that current allocation to risk assets remained appropriate – no change to
the risky vs. non-risky split
 No other policy changes made
Blue Dotted Line:
2011 Update

Avg. Cost Savings ($MM)
(All 1,000 scenarios)

71% risk asset allocation

Benchmark line where
3 units of risk create 1
unit of reward.

Avg. Risk Increase ($MM)
(Worst 200 scenarios)

2012 Update
 Equity risk premium increased by 0.57% from 3.79% in 2011 to 4.36% in 2012
 The risk-reward curve shifted in the direction of suggesting a higher allocation to risk assets
– Almost entirely due to the increased risk premium (mainly due to low bond yields that are
driving low return expectations for bonds)
 Discussed the reason to avoid more short-term risk exposure
– Significant funded ratio shortfall in the near term could be difficult to recover from (5th
percentile funded ratio trend line now trends down instead of staying flat after 10 years)

Avg. Cost Savings ($MM)
(All 1,000 scenarios)

 Recommendation was to maintain 75% risk asset allocation; no other policy changes made
75% risk asset
allocation

100%
85%

ERP = 3.36%
65%

Baseline: ERP =
4.36%

Avg. Risk Increase ($MM)
(Worst 200 scenarios)

ERP = 5.36%

2013 Update (In Progress)
 Equity risk premium increased for 4th year in a row by 0.40% from 4.36% in 2012 to
4.76% in 2013
Equity Risk Premium
2010 Asset/
Liability Study

2011 Asset/
Liability Update

2012 Asset/
Liability Update

2013 Asset/
Liability Update

2.40%

3.60%

4.50%

5.10%

Callan

4.00

4.25

4.50

5.15

Wilshire

3.25

3.50

4.65

4.50

Mercer

3.80

3.80

3.80

4.30

3.36%

3.79%

4.36%

4.76%

HEK

Average

 Risk-reward curve again suggests a higher allocation to risk assets due to the temporarily
high equity risk premium driven by low bond yields
 Policy Changes to Date:
– Lower duration of Fixed Income (change the benchmark from Barclays Aggregate
Bond Index to the Barclays Intermediate Aggregate Bond Index)
– Raise the upper range of policy allocation for Global Equity from 60% to 65%

Update on Asset Liability Results

Agenda
 Where we left off at June IAC meeting
 What has changed since the initial March analysis
– Actual investment returns through 6/30/2013 = strong
– Interest rates = up
– Inflation expectations = down
– Forward-looking return expectations
• Fixed income = up
• Equities = down
• Equity risk premium = down significantly
 Updated risk reward analysis
 Looking at some selected scenarios from the model
 Special analysis of high inflation
 Discussion of “financial repression” concept

From June 24 Meeting
Asset Liability Study: Strategic Investment Policy
 For purposes of the long-term strategic investment policy, we believe the current 75% allocation target
for risk assets remains appropriate, and recommend no change.
 Basis for our view:
– Risk-reward analysis from the asset-liability study:
• Although the baseline results (using a 4.76% equity risk premium assumption) provide
support for increasing the risk asset allocation target, we believe this is due entirely to the
reduced near-term expectations for fixed income returns, i.e. it is based on a temporary
condition that is likely to disappear fairly soon.
• Long-term policy targets should not change based on temporary conditions.
• The risk-reward analysis using a 3.76% equity risk premium supports the current 75% risk
asset allocation. This equity risk premium level is above the historical average of 3.26%, and
we believe this level represents a better forward-looking estimate without the temporary
impact of lowered fixed income return expectations.
– An increased allocation to risk assets would increase downside risk over the next five years.
– Uncertainty remains regarding future changes in the FRS benefit structure. If changes are made,
they almost all would point towards a possible lowering of the risk asset allocation target.
 We believe that actions to potentially mitigate the temporary fixed income return issue are best
handled within the fixed income sector, either with tactical moves and/or with changes in the
benchmark for the fixed income asset class.

Avg. Cost Savings ($MM)
(All 1,000 scenarios)

March 2013 Risk-Reward Analysis:
Sensitivity to Equity Risk Premium Assumption

75% risk asset
allocation

100%
85%

ERP = 3.76%

Baseline: ERP =
4.76%

65%

Avg. Risk Increase ($MM)
(Worst 200 scenarios)

Observation: The green line above, based on a 3.76% equity risk premium assumption supports the
current 75% allocation to risk assets. This puts a special focus on the fact that the current baseline
equity risk premium assumption of 4.76% may be temporary, and will become lower as fixed income
return expectations return to more normal levels.

Special Analysis Based on Issues Raised
 We did special analysis for several issues raised by IAC members
 Sensitivity to higher assumed inflation rates: showed very little change in the risk reward curve
 Reducing the tail-risk exposure for equities: showed a modest shift in the risk reward curve towards
more risk
 Sensitivity to more volatile fixed income returns: showed a modest shift in the risk reward curve
towards more risk

Changes Since March Analysis
 Actual investment performance through 6/30/2013 was strong
– Total portfolio return was 13.12%
– This will push the funded ratio up somewhat, relative to what was anticipated in the March model
results
– Higher funded ratios will shift the risk reward curve towards somewhat less risk
 Interest rates have moved up sharply
– The 10-year Treasury yield was 1.67% at 6/30/2012 and 1.78% at 12/31/2012 (when we initially
set up our AL model)
– The 10-year Treasury yield at 6/30/2013 is now 2.52%
– Our model had expected the 6/30/2013 yield to be around 2.37%, and that further increases
would ultimately take the yield (on average) to a level of about 3.65%
– Based on these projected estimates, we have now experienced just less than half of the total
expected yield adjustment (from 1.67% to 3.65%)
– During the 12 month period from 7/1/2012 through 6/30/2013, the return on the Barclay’s
Aggregate Index was -0.69% (versus the estimate from the initial AL model of around +0.5%)

Changes Since March Analysis, continued
 Inflation expectations are lower
– Market-based expectations, as embedded in the 10-year “breakeven” rate (the difference
between the yield on the 10-year Treasury bond and the 10-year TIPS bond), have gone from
2.45% at 12/31/2012 down to 1.99% at 6/30/2013
– The Hewitt EnnisKnupp 15-year forward estimate has gone from 2.40% down to 2.15% for the
current quarterly update of capital market expectations
 Forward looking return expectations have changed for the three consulting firms that provide regular
quarterly updates
– US equity return expectations are lower, reflecting the recent increase in valuation levels
– Fixed income return expectations are higher, reflecting higher yields
– The average resulting change in the equity risk premium estimate is -1.20%, which would make
the ERP estimate 3.56% (closer to the historical average of 3.26% over the last 50+ years)
Change in expected returns Q3 vs Q1
HEK

Mercer

Wilshire

Average

Domestic equity*

-0.50%

-0.65%

-0.50%

-0.55%

Core US bonds**

1.05%

0.40%

0.50%

0.65%

Equity risk premium

-1.55%

-1.05%

-1.00%

-1.20%

* Broad market (e.g. Wilshire 5000, Russell 3000, etc.)
** E.g. Barclay Capital Aggregate Index

Avg. Cost Savings ($MM)
(All 1,000 scenarios)

Updated Risk-Reward Analysis:
Reflecting Adjusted Return Expectations, Lower ERP and Higher Funded Ratio

75% risk asset
allocation

100%
85%

Adj. ERP = 3.56%
65%

March ERP =
4.76%

Avg. Risk Increase ($MM)
(Worst 200 scenarios)

Observation: The green line above, based on the adjusted 3.56% equity risk premium assumption and
reflecting a better than expected funded ratio at 6/30/2013, shifts toward lower risk and supports the
current 75% allocation to risk assets.

Avg. Cost Savings ($MM)
(All 1,000 scenarios)

Updated Risk-Reward Analysis:
Sensitivity to Closing Pension Plan for New Hires

75% risk asset
allocation
85%

100%

Adj. ERP + Open Plan
65%

Adj. ERP + Closed Plan

Avg. Risk Increase ($MM)
(Worst 200 scenarios)

Observation: The orange line above reflects the initial impact of closing the plan to new hires, which
effectively shortens the time horizon and shifts the curve toward lower risk. Further shifting in this
direction would occur as time passes and the closed group of participants matures.

Analysis of Model Scenarios
 The set of 1,000 scenarios used in the model can be “sliced-and-diced” based on selected criteria.
Here we have looked at each scenario and measured the 15-year average level of inflation and return
on risk assets, allowing us to create nine separate subsets:

Scenario from Subset E (“Average”)
 Subset E is the largest subset, containing almost 350 of the 1,000 total scenarios with results that are
relatively close to the average expectations for inflation and risk asset returns – here is one scenario
selected from this subset
2.48%

Inflation & yields: 15-yr. avg. inflation =
9%

CPI

8%

8.0%

T-10 yld
BOY

7%
6%
5%
4%
3%
2%
1%

1.6%

1.9%

2.1%

1

2

3

2.6%

2.2%

1.8%

1.6%

6

7

2.2%

2.5%

2.3%
1.5%

2.7%

3.3%

1.8%

1.7%

0%

Returns: 15-yr. avg. FI = 3.13%
50%

FI return

4

5

15-yr. avg. risk asset =

8

9

10

11

12

Risk asset return

40%

34.8%

4.6%

0.6%
-3.1%

-10%
-20%
-30%

15

16

39.0%

-22.6%

-22.3%

21.7%

19.5%

18.3%

20%

0%

14

28.0%

30%

10%

13

7.31%

3.8%
-1.3%
-6.0%

8.7%
3.1%

13.5%
4.3%

4.1%

-6.4%-7.1%

6.8%5.6%

7.3%8.1%

3.2%

5.0%

6.7%

1.9%2.1%

5.0%4.6%

Scenario from Subset E (“Average”) – Plan Results
Projected Funded Ratio

Sample Scenario

Projected Contribution Rate

Sample Scenario

Note: Dark shaded area is the 50% probability range, and
the light shaded area is the 90% probability range.

Scenario from Subset A (“High Inflation + High Returns”)
 Subset A contains the 32 scenarios with both the highest average inflation and the highest average
return on risk assets – here is one scenario selected from this subset

Inflation & yields: 15-yr. avg. inflation =
8%

3.29%

CPI

7%

7.3%

T-10 yld
BOY

6%

6.0%

5%

3%
2%

5.0%

4.8%

4%
2.8%

2.3%

2.1%

3.9%

3.5%

3.5%

3.4%

3.0%
2.3%

1.9%

1.3%

1%
0%
-1%

1

2

3

Returns: 15-yr. avg. FI = 4.11%
50%

FI return

4

5

15-yr. avg. risk asset =

8

9

20.0%

20%

22.5%

2.0%

0.5%
-3.2%
-13.8%

11

12

13

14

15

-0.1%
16

45.1%
39.6%

36.3%
26.9%

19.9%

15.6%
8.6%

10%

-10%

10

14.50%
39.3%

30%

-20%

7

Risk asset return

40%

0%

6

2.5%

3.9%

3.4%
-0.8%
-7.7%

10.6%
6.5%

5.6%

5.1%

7.9%

7.0%
0.7%

-0.8%
-10.3%

8.1%

8.5%
4.8%

7.6%

Scenario from Subset A (“High Inflation + High Returns”) – Plan Results
Projected Funded Ratio
Sample Scenario

Projected Contribution Rate

Sample Scenario

Note: Dark shaded area is the 50% probability range, and
the light shaded area is the 90% probability range.

Scenario from Subset C (“High Inflation + Low Returns”)
 Subset C contains the 32 scenarios with both the highest average inflation and the lowest average
return on risk assets – here is one scenario selected from this subset
Inflation & yields: 15-yr. avg. inflation =
7%

CPI

6%

T-10 yld
BOY

5%

3.24%

5.9%

5.3%

4.4%

4%

4.3%

3.9%

3%
2%

5.4%

2.9%

3.1%

3.4%
2.7%

2.4%

2.1%

1%

2.7%
2.0%

1.0%

0.7%

0%
1

2

3

Returns: 15-yr. avg. FI = 3.84%
50%
40%

FI return

4

5

15-yr. avg. risk asset =

6

7

-10%

11

12

13

14

20.4%
3.4%

0.4%

8.5%
5.7%

19.0%

12.0%
4.2%
-1.6%

4.1%

6.6%6.7%

11.8%

10.9%
5.0%

-33.3%

16

15.7%
8.9%

6.9%

6.9%

-0.1%

-1.2%
-8.6%

-30%
-34.8%

7.4%
3.7%
-2.6%

-4.2%

15

36.6%

13.8%

-20%

-40%

10

Risk asset return

20%

0%

9

32.1%

30%

10%

8

3.42%

-13.8%

Scenario from Subset C (“High Inflation + Low Returns”) – Plan Results
Projected Funded Ratio
Sample Scenario

Projected Contribution Rate
Sample Scenario

Note: Dark shaded area is the 50% probability range, and
the light shaded area is the 90% probability range.

Special Risk Reward Analysis – High Inflation
 We can take the 200 scenarios with the highest inflation (subsets A + B + C) and create a risk reward
curve based only on those scenarios

200 high
inflation
scenarios

Avg. Cost Savings ($MM)
(All 1,000 scenarios)

Updated Risk-Reward Analysis:
Sensitivity to High Inflation

75% risk asset
allocation
85%

100%

All scenarios
65%

200 high inflation
scenarios

Avg. Risk Increase ($MM)
(Worst 200 scenarios)

Observation: The red line above reflects the results using only the 200 high inflation scenarios, and
there is only minimal change in the risk reward curve.

Concept of “Financial Repression”
 The term “financial repression” is used to describe an economic era when the government undertakes
deliberate measures to keep nominal interest rates lower than the nominal rate of GDP growth, in
order to force the debt/GDP ratio downward, even without higher taxes, lower spending, or actual debt
restructuring. The goal would be to keep real interest rates negative (or at least very low) while
allowing inflation to accelerate to above target levels.
 Issues for discussion:
– Is the Fed likely to maintain negative real rates, even if inflation rises?
• Why?
• Using what tools?
• Would they need congressional support?
– If there is “financial repression”, will it be severe? Or mild?
– How will equities respond in an era of prolonged financial repression?

Asset Allocation Scenarios

Introduction
 The next few slides provide risk and return characteristics of alternative asset allocation scenarios to
consider relative to the current target policy allocation
 We note that the ranges around the target allocation provide SBA Investment Staff with sufficient
flexibility to make material shorter-term allocation decisions within the policy ranges established by the
investment policy statement
 The actual allocation of the FRS is already significantly overweight to global equity and underweight
fixed income relative to policy targets
 When setting asset allocation there are two key Florida statutes that must be taken into account:
– Section 215.47 (15) that limits the overall allocation to alternative investments to 20% of total
fund assets
– Section 215.47 (20) that limits the investment in foreign securities (corporate obligations and
securities of any kind of a foreign corporation) to 35% of total fund assets

Comparison of Asset Allocation
As of 6/30/2013
FRS Pension Plan vs. Top Ten Defined Benefit Plans
FRS TOTAL FUND

*Global Equity Allocation: 27.4% Domestic Equities; 28.3% Foreign
Equities;3.5% Global Equities. Percentages are of the Total FRS Fund.

TUCS TOP TEN

**Global Equity Allocation: 31.1% Domestic Equities; 18.6% Foreign
Equities.

Note: The TUCS Top Ten Universe includes $1,159.9 billion in total assets. The median fund size was $115.9 billion
and the average fund size was $116.0 billion.

Asset Allocation Scenarios
Asset Class

Current
Target
Allocation

Current
Actual
Allocation

Policy
Ranges

Fixed Income
to Global
Equity
(3%)

Fixed
Income to
SI, PE, &
RE
(3%)

Fixed
Income to
SI & RE
(7%)**

No Fixed
Income

Global Equities

52%

60%

44% - 65%

55%

52%

52%

76%

Fixed Income*

24%

21%

16% - 32%

21%

21%

17%

0%

Real Estate

7%

7%

2% - 12%

7%

8%

8%

7%

Private Equity

5%

5%

0% - 7%

5%

6%

5%

5%

Strategic
Investments

11%

5%

0% – 20%

11%

12%

17%

11%

Cash

1%

1%

0% - 9%

1%

1%

1%

1%

Total

100%

100%

--

100%

100%

100%

100%

Expected
Nominal Return

7.1%

7.3%

--

7.3%

7.3%

7.5%

8.2%

Expected Real
Return

4.6%

4.8%

--

4.8%

4.8%

5.0%

5.7%

Risk

13.1%

14.6%

--

13.7%

13.4%

13.5%

18.1%

Sharpe Ratio

0.382

0.354

--

0.375

0.387

0.397

0.335

*Benchmark: Barclays Intermediate Aggregate Bond Index
**This scenario includes 22% in alternatives, which is higher than the current statutory limit of 20%

Updated Risk-Reward Analysis: Asset Allocation Options

Avg. Cost Savings ($MM)
(All 1,000 scenarios)

The red points on the graph indicate the alternative asset allocation scenarios
Adj. ERP + Open Plan
E

100%

F
D

80%

C
A

B

70%

Top left quadrant: Cost
savings with lower risk

Avg. Risk Increase ($MM)
(Worst 200 scenarios)

Bottom right quadrant:
Higher cost with higher risk

A

B

C

D

E

F

Current
Target

Current
Actual

FI to GE
(3%)

FI to
SI,PE,RE
(3%)

FI to
SI, RE
(7%)

No FI

Risk (increase for worst 20%)

$

(125) $

4,255 $

2,087 $

642 $

1,790 $

18,085

Reward (avg. cost savings)

$

(5) $

(283) $

830 $

1,886 $

3,841 $

3,191

Risk-reward ratio

2.51

0.34

0.47

5.67

Additional Asset Allocation Scenarios
 Below are additional asset allocation scenarios that SBA Staff and HEK considered, but do not view as
compelling options compared with those shown on the previous slide
 The first two result in incrementally lower Sharpe ratios as more fixed income is moved to global
equity; the third option reflects similar results to moving 3% of fixed income proportionately to SI, PE,
and RE (see slide 30), and the last option provides little improvement in the risk-adjusted return
relative to moving 6% to SI and 1% to RE (see slide 30)
Asset Class

Fixed Income to
Global Equity
(5%)

Fixed Income to
Global Equity
(7%)

Fixed Income to
SI
(3%)

Fixed Income to
Global Equity and SI
(7%)

Global Equities

57%

59%

52%

56%

Fixed Income*

19%

17%

21%

17%

Real Estate

7%

7%

7%

7%

Private Equity

5%

5%

5%

5%

Strategic Investments

11%

11%

14%

14%

Cash

1%

1%

1%

1%

Total

100%

100%

100%

100%

Expected Nominal Return

7.3%

7.4%

7.2%

7.4%

Expected Real Return

4.9%

5.0%

4.8%

5.0%

Risk

14.1%

14.6%

13.2%

14.1%

Sharpe Ratio

0.371

0.366

0.388

0.379

*Benchmark: Barclays Intermediate Aggregate Bond Index

October 13, 2011
Dear Partners, Clients & Friends,
It is easy for an investor these days to feel trapped between unpalatable
investment options. On the one hand, stocks, though cheap, have lost their appeal to
many. On the other hand, low-risk investments (like Treasuries and bank FDIC products)
offer yields that are almost invisible to the naked eye. This quandary may persist for
some time. Investor interest in stocks may return, but if history is any guide, that is likely
to be after stock prices have risen. The prospects for a rise in interest rates are not
promising: we discuss below an excellent recent article that argues persuasively that low
rates can persist even in the face of inflation.
Squeezed on both sides, many investors may be “reaching for yield”: choosing
investments based primarily on a higher current income stream, such as certain stocks
with higher dividend yields, higher yielding junk bonds, rents from farms and real estate.
But focusing too much on today’s dividend can be like staring into the sun, blinding one
to risk. The phrase “reaching for yield” exists precisely because it has so often led to
losses.
Low Interest Rates and Inflation
The Federal Reserve has been suppressing interest rates for over three years now,
and has recently signaled at least two more years of the same. These low rates are
intended to do a variety of things: stimulate the economy, support home prices, re-build
bank balance sheets, and push investors to take more risk. But there is never a free lunch
in economics, and much of this is being done at the expense of savers.
Conversely, there are always unintended consequences, and one such is the
greater risk of inflation. Because inflation reduces the real burden of debt to the
borrower, and because the US is both a huge borrower and the source of inflationary
behaviors, we view inflation as a significant probability. But we have actively puzzled
over the problem of how the US could inflate without the benefits being negated by
higher interest rates, which are a normal consequence of inflation.
“Financial Repression” Means Low Interest Rates are Likely to Persist
Carmen Reinhart has recently published an excellent paper demonstrating how
this has been managed in the past. It suggests to us that the problem of low yields that
causes investors to “reach” may persist for years, and could easily be coupled with an
inflation that makes low yields even more painful.

Reinhart’s recent paper, “The Liquidation of Government Debt” 1, focuses on the
period 1945-1980, a period which began with many countries in very heavy debt from
World War II, but during which many countries significantly reduced their debt burdens
(relative to GDP) without defaulting. She describes in some detail the combination of
inflation and “financial repression” that allowed them to achieve this.
Even a moderate but sustained inflation can dramatically reduce the real burden of
debt. The US economy is roughly $15 trillion of GDP, about equal to the federal debt. If
the economy inflates at 5% a year for 10 years, GDP will grow to $25 trillion. If debt is
otherwise held constant, the ratio of debt-to-GDP will fall from 100% to 60%, a much
more manageable figure (as tax revenues should grow with GDP). And note that the debt
ratio would fall even though real growth was zero, and not one dime of debt was repaid.
Just as the US would benefit from its burden being eased, its lenders would suffer.
In the normal course, lenders would therefore demand a higher interest rate, to offset
inflation. But if the government has to pay an extra 5% in interest to compensate its
lenders for inflation, the additional cost will negate the benefit of inflation. For inflation
to reduce the real debt burden, the government must restrain interest rates. “Financial
repression” is a catch-all term for the measures used to achieve that goal.
Reinhart summarizes numerous examples from 25 different countries over the 35
years covered by her paper, including “directed lending to government by captive
domestic audiences (such as pension funds), explicit or implicit caps on interest rates,
regulation of cross-border capital movements and (generally) a tighter connection
between government and banks.” The specifics vary widely, but their common effect,
direct or indirect, is to artificially suppress interest rates.
For example, in the 1940s and early 1950s, the Federal Reserve directly restrained
interest rates by fixing the price at which it would buy Treasuries. An indirect example,
one that may be more familiar to some readers, was the heavy government regulation
(until the 1980s) of the interest rates that banks could pay depositors. This was intended
to remove the incentive for banks themselves to “reach for yield”, by making riskier
loans of the sort that had caused problems in the 1930s. But low rates on deposits also
helped Treasury rates by making deposits a less attractive alternative.
Reinhart’s paper is historical, not a comment on current events. But consider the
degree to which these current measures might be inflationary and/or repressive of interest
rates: the Fed’s massive purchases of government and mortgage debt (including the
current “twist” to reduce long-term rates); the “captive buyers” of Treasuries in
government trust funds, such as Social Security; increased government lending to small
businesses at subsidized or guaranteed rates; the effective guarantee of Fannie and
1

Even better, you can read the original. “The Liquidation of Government Debt”, by Carmen Reinhart and
M. Belen Sbrancia, © 2011, http://www.nber.org/papers/w16893. While somewhat academic the paper is
very readable, and well worth the $5 cost to download it. Reinhart is also the co-author of “This Time It’s
Different.”
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Freddie, to maintain low mortgage rates; recent SEC regulations on the type of assets
money market funds can hold; and higher capital requirements for banks, which expand
the demand for “risk free” assets like US debt.
Lest it sound otherwise, we don’t interpret her argument as requiring large
government conspiracies. Rather, we see it as a natural process, where various financial
problems lead to one government intervention, which creates pressures that lead to new
interventions, and so on, ultimately providing the large effects she documents.2 The
inflation-repression choices are generally easier than the alternatives. Raising taxes,
cutting spending or defaulting would each require acts of massive political will. Reinhart
estimates that a powerful combination of inflation and repression improved the debt-toGDP ratio by at least 3% or 4% a year in postwar America. Such an effect today would
be the equivalent of $600 billion in debt reduction per year, progress that it is hard to see
our politicians achieving in other areas. For the US, with a 100% debt-to-GDP, a decade
or so of 3 to 4% annual impacts could make a big difference.
There is no certainty that this is our future. But there are striking similarities
between the past she describes and measures that have already been taken. We do not
believe that savers and investors should expect much relief from low interest rates. That
does not mean they must passively accept repression, but they do need to be selective
about the alternatives.

2

For instance, in another context: FDIC insurance relieves depositors of the need to think about bank
creditworthiness. This gives rise to moral hazard, so the government appoints regulators to police bank
lending. The regulators may then impose credit judgments, perhaps by tightening lending. This could
cause other government agencies to expand their own lending activities, which could lead to bad loans,
which could lead to further remedial measures. And so on.
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I. Introduction
“Some people will think the 2 ¾ nonmarketable bond is a
trick issue. We want to meet that head on. It is. It is an attempt to
lock up as much as possible of these longer-term issues.”
Assistant Secretary of the Treasury William
McChesney Martin Jr.
FOMC minutes, March 1-2, 1951
Remarks on the 1951 conversion of short-term
marketable US Treasury debts for 29-year nonmarketable bonds. Mr. Martin was subsequently
Chairman of the Board of Governors, 1951-1970.

The decade that preceded the outbreak of the subprime crisis in the summer of
2007 produced a record surge in private debt in many advanced economies, including the
United States. The period prior to the 2001 burst of the “tech bubble” was associated
with a marked rise in the leverage of nonfinancial corporate business; in the years 20012007, the debts of the financial industry and households reached unprecedented heights.1
The decade following the crisis may yet mark a record surge in public debt during
peacetime, at least for the advanced economies. It is not surprising that debt reduction, of
one form or another, is a topic that is receiving substantial attention in academic and
policy circles alike.2
Throughout history, debt/GDP ratios have been reduced by (i) economic growth;
(ii) a substantive fiscal adjustment/austerity plans; (iii) explicit default or restructuring of
private and/or public debt; (iv) a sudden surprise burst in inflation; and (v) a steady
1

The surge in private debt is manifest in both the gross external debt figures of the private sector (see Lane
and Milesi-Ferretti, 2010, for careful and extensive historical documentation since 1970 and Reinhart
http://terpconnect.umd.edu/~creinhar/ for a splicing of their data with the latest IMF/World Bank figures)
and domestic bank credit (as documented in Reinhart, 2010). Relative to GDP, these debt measures
reached unprecented heights during 2007-2010 in many advanced economies.
2
Among recent studies, see for example, Alesina and Ardagna (2009), IMF (2010), Lilico, Holmes and
Sabeen (2009) on debt reduction via fiscal adjustment and Sturzenegger and Zettlemeyer (2006), Reinhart
and Rogoff (2009) and sources cited therein on debt reduction through default and restructuring.

1

dosage of financial repression that is accompanied by an equally steady dosage of
inflation. (Financial repression is defined in Box 1) It is critical to clarify that options
(iv) and (v) are only viable for domestic-currency debts. Since these debt-reduction
channels are not necessarily mutually exclusive, historical episodes of debt reduction
have owed to a combination of more than one of these channels.3
Hoping that substantial public and private debt overhangs are resolved by growth
may be uplifting but it is not particularly practical from a policy standpoint. The
evidence, at any rate, is not particularly encouraging, as high levels of public debt appear
to be associated with lower growth.4 The effectiveness of fiscal adjustment/austerity in
reducing public debt and, particularly, their growth consequences, (which are the subject
of some considerable debate) is beyond the scope of this paper. The incidence of explicit
default or debt restructuring (or forcible debt conversions) among advanced economies
(through and including World War II episodes) and emerging markets as well as
hyperinflation as debt-reduction mechanisms is analyzed in Reinhart and Rogoff (2009
and 2011).
The aim of this paper is to document the more subtle and gradual form of debt
restructuring or “taxation” that has ocurred via financial repression (as defined in Box 1).
We show that such repression helped reduce lofty mountains of public debt in many of
the advanced economies in the decades following World War II and subsequently in
emerging markets, where financial liberalization is of more recent vintage.5 We find that
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For instance, in analyzing external debt reduction episodes in emerging markets, Reinhart, Rogoff, and
Savastano (2003) suggest that default and debt/restructuring played a leading role in most of the episodes
they identify. However, in numerous cases the debt restructurings (often under the umbrella of IMF
programs) were accompanied by debt repayments associated with some degree of fiscal adjustment.
4
See Checherita and Rother (2010), Kumar and Woo (2010), and Reinhart and Rogoff (2010).
5
In a recent paper, Aizenman and Marion (2010) stress the important role played by inflation in reducing
U.S. World War II debts and develop a framework to highlight how the government may be tempted to
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financial repression in combination with inflation played an important role in reducing
debts. Inflation need not take market participants entirely by surprise and, in effect, it
need not be very high (by historic standards). In effect, financial repression via controlled
interest rates, directed credit and persistent, positive inflation rates is still an effective
way of reducing domestic government debts in the world’s second largest economy-China.6
Prior to the 2007 crisis, it was deemed unlikely that advanced economies could
experience financial meltdowns of a severity to match those of the pre-World War II era;
the prospect of a sovereign default in wealthy economies was similarly unthinkable.7
Repeating that pattern, the ongoing discussion of how public debts have been reduced in
the past has focused on the role played by fiscal adjustment. It thus appears that it has
also been collectively “forgotten” that the widespread system of financial repression that
prevailed for several decades (1945-1980s) worldwide played an instrumental role in
reducing or “liquidating” the massive stocks of debt accumulated during World War II in
many of the advanced countries, United States inclusive. 8 We document this
phenomenon.
The next section discusses how previous “debt-overhang” episodes have been
resolved since 1900. There is a brief sketch of the numerous defaults, restructurings,

follow that route in the near future. However, the critical role played by financial repression (regulation) in
keeping nominal interest rates low and producing negative real interest rates was not part of their analysis.
6
Bai et. al. (1999), for example, present a framework that provides a general rationale for financial
repression as an implicit taxation of savings. They argue that when effective income-tax rates are very
uneven, as common in developing countries, raising some government revenue through mild financial
repression can be more efficient than collecting income tax only.
7
The literature and public discussion surrounding “the great moderation” attests to this benign view of the
state of the macroeconomy in the advanced economies. See, for example, McConnell and Perez-Quiros
(2000).
8
For the political economy of this point see the analysis presented in Alesina, Grilli, and Milesi Ferretti
(1993). They present a framework and stylized evidence to support it that strong governments coupled with
weak central banks may impose capital controls so as to enable them to raise more seigniorage and keep
interest rates artificially low—facilitating domestic debt reduction..

3

conversions (forcible and “voluntary”) that dealt with the debts of World War I and the
Great Depression. This narrative, which follows Reinhart and Rogoff (2009 and 2011),
primarily serves to highlight the substantially different route taken after World War II to
deal with the legacy of high war debts.
Section III provides a short description of the types of financial sector policies
that facilitated the liquidation of public debt. Hence, our analysis focuses importantly on
regulations affecting interest rates (with the explicit intent on keeping these low) and on
policies creating “captive” domestic audiences that would hold public debts (in part
achieved through capital controls, directed lending, and an enhanced role for
nomarketable public debts).
We also focus on the evolution of real interest rates during the era of financial
repression (1945-1980s). We show that real interest rates were significantly lower during
1945-1980 than in the freer capital markets before World War II and after financial
liberalization. This is the case irrespective of the interest rate used--whether central bank
discount, treasury bills, deposit, or lending rates and whether for advanced or emerging
markets. For the advanced economies, real ex-post interest rates were negative in about
half of the years of the financial repression era compared to less than 15 percent of time
since the early 1980s.
In Section IV, we provide a basic conceptual framework for calculating the
“financial repression tax,” or more specifically, the annual “liquidation rate” of
government debt. Alternative measures are also discussed. These exercises use a detailed
data base on a country’s public debt profile (coupon rates, maturities, composition, etc.)
from 1945 to 1980 constructed by Sbrancia (2011). This “synthetic” public debt portfolio
reflects the actual shares of debts across the different spectrum of maturities as well as
4

the shares of marketable versus nonmarketable debt (the latter involving both securitized
debt as well as direct bank loans).
Section V presents the central findings of the paper, which are estimates of the
annual “liquidation tax” as well as the incidence of liquidation years for ten countries
(Argentina, Australia, Belgium, India, Ireland, Italy, South Africa, Sweden, the United
Kingdom, and the United States). For the United States and the United Kingdom, the
annual liquidation of debt via negative real interest rates amounted to 3 to 4 percent of
GDP on average per year. Such annual deficit reduction quickly accumulates (even
without any compounding) to a 30-40 percent of GDP debt reduction in the course of a
decade. For other countries, which recorded higher inflation rates the liquidation effect
was even larger. As to the incidence of liquidation years, Argentina sets the record with
negative real rates recorded every single year from 1945 to 1980.
Section VI examines the question of whether inflation rates were systematically
higher during periods of debt reduction in the context of a broader 28-country sample that
spans both the heyday of financial repression as well as the periods before and after. We
describe the algorithm used to identify the largest debt reduction episodes on a countryby-country basis and, show that in 21 of the 28 countries inflation was higher during the
larger debt reduction periods.
Finally, we discuss some of the implications of our analysis for the current debt
overhang and highlight areas for further research. There are detailed appendices which:
(i) compare our methodology to other approaches in the literature that have been used to
measure the extent of financial repression or calculate the financial repression tax; (ii)
provide country-specific details on the behavior of real interest rates across regimes; and
(iii) describe the coverage and extensive sources for the data compiled for this study.
5

Box 1: Financial Repression Defined
The pillars
“Financialand
repression”
Default,ofRestructuring
Financial Repression
The term financial repression was introduced in the literature by the works of
Shaw (1973) and Ronald McKinnon (1973). Subsequently, the term became a way of
describing emerging market financial systems prior to the widespread financial
liberalization that began in the 1980 (see Agenor and Montiel, 2008, for an excellent
discussion of the role of inflation and Giovannini and de Melo, 1993 and Easterly, 1989
for country-specific estimates). However, as we document in this paper, financial
repression was also the norm for advanced economies during the post World War II
and in varying degrees up through the 1980s. We describe here some of its main
features.
(i) Explicit or indirect caps or ceilings on interest rates, particularly (but not
exclusively) those on government debts. These interest rate ceilings could be effected
through various means including: (a) explicit government regulation (for instance,
Regulation Q in the United States prohibited banks from paying interest on demand
deposits and capped interest rates on saving deposits). (b) In many cases ceilings on
banks’ lending rates were a direct subsidy to the government in cases where the
government borrowed directly from the banks (via loans rather than securitized debt);
(c) the interest rate cap could be in the context of fixed coupon rate nonmarketable
debt; (d) or it could be maintained through central bank interest rate targets (often at the
directive of the Treasury or Ministry of Finance when central bank independence was
limited or nonexistent). Metzler’s (2003) monumental history of the Federal Reserve
(Volume I) documents the US experience in this regard; Cukierman’s (1992) classic on
central bank independence provides a broader international context.
(ii) Creation and maintenance of a captive domestic audience that facilitated
directed credit to the government. This was achieved through multiple layers of
regulations from very blunt to more subtle measures. (a) Capital account restrictions
and exchange controls orchestrated a “forced home bias” in the portfolio of financial
institutions and individuals under the Bretton Woods arrangements. (b) High reserve
requirements (usually non-remunerated) as a tax levy on banks (see Brock, 1989, for an
insightful international comparison). (c) Among more subtle measures, “prudential”
regulatory measures requiring that institutions (almost exclusively domestic ones) hold
government debts in their portfolios (pension funds have historically been a primary
target); and (d) transaction taxes on equities (see Campbell and Froot, 1994) also act to
direct investors toward government (and other) types of debt instruments. (e)
prohibitions on gold transactions.
(iii) Other common measures associated with financial repression aside from
the ones discussed above are, direct ownership (China or India) of banks or extensive
management of banks and other financial institutions (i.e. Japan). Restrictions of entry
to the financial industry and directing credit to certain industries are also features of
repressed financial markets (see Beim and Calomiris, 2000).
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II. Default, Restructuring and Conversions:
Highlights from 1920s-1950s
Peaks and troughs in public debt/GDP are seldom synchronized across many
countries’ historical paths. There are, however, a few historical episodes where global
(or nearly global) developments, be it a war or a severe financial and economic crisis,
produces a synchronized surge in public debt, such as the one recorded for advanced
economies since 2008. Using the Reinhart and Rogoff (2011) database for 70 countries,
Figure 1 provides central government debt/GDP for the advanced economy and emerging
market subgroups since 1900. It is a simple arithmetic average that does not assign
weight according to country size.

1. Global debt surges and their resolution
An examination of these two series identifies a total of five peaks in world
indebtedness. Three episodes (World War I, World War II, and the Second Great
Contraction, 2008-present) are almost exclusively advanced economy debt peaks; one is
unique to emerging markets (1980s debt crisis followed by the transition economies’
collapses); and the Great Depression of the 1930s is common to both groups. World War
I and Depression debts were importantly resolved by widespread default and explicit
restructurings or predominantly forcible conversions of domestic and external debts in
both the now-advanced economies, as well as the emerging markets. Notorious
hyperinflations in Germany, Hungary and other parts of Europe violently liquidated
domestic-currency debts. Table 1 and the associated discussion provide a chronology of
these debt resolution episodes. As Reinhart and Rogoff (2009 and 2011) document, debt
reduction via default or restructuring has historically been associated with substantial
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declines in output in the run-up to as well as during the credit event and in its immediate
aftermath.

Figure 1. Surges in Central Government Public Debts and their Resolution: Advanced
Economies and Emerging Markets, 1900-2011
1980s Debt Crisis
(emerging
markets:default,
Second Great
restructuring, financial
Contraction
WWII debts:
repression/inflation and
(Axis countries: default and several hyperinflations) (advanced
economies)
financial repression/inflation
Allies: financial
repression/inflation)

120

100

WWI and Depression debts
(advanced economies:
default, restructuring and
conversions--a few
hyperinflations)

80
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economies
40

Great depression
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(emerging markets-default)

20

Emerging
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Sources: Reinhart (2010), Reinhart and Rogoff (2009 and 2011), sources cited therein and the authors.
Notes: Listed in parentheses below each debt-surge episode are the main mechanisms for debt resolution
besides fiscal austerity programs which were not implemented in any discernible synchronous pattern
across countries in any given episode. Specific default/restructuring years by country are provided in the
Reinhart-Rogoff database and a richer level of detail for 1920s-1950s (including various conversions are
listed in Table 1). The “typical” forms of financial repression measures are discussed in Box 1 and greater
detail for the core countries are provided in Table 2.

The World War II debt overhang was importantly liquidated via the combination
of financial repression and inflation, as we shall document. This was possible because
debts were predominantly domestic and denominated in domestic currencies. The robust
post-war growth also contributed importantly to debt reduction in a way that was a
marked contrast to the 1930s, during which the combined effects of deflation and output
8

collapses worked worsen the debt/GDP balance in the way stressed by Irving Fisher
(1931).
The resolution of the emerging market debt crisis involved a combination of
default or restructuring of external debts, explicit default or financial repression on
domestic debt. In several episodes, notably in Latin America, hyperinflations in the midto-late 1980s and early 1990s completed the job of significantly liquidating (at least for a
brief interlude) the remaining stock of domestic currency debt (even when such debts
were indexed, as was the case of Brazil). 9

2. Default, restructurings and forcible conversions in the 1930s
Table 1 lists the known “domestic credit events” of the Depression. Default on or
restructuring of external debt (see the extensive notes to the table) also often
accompanied the restructuring or default of the domestic debt. All the Allied
governments, with the exception of Finland, defaulted on (and remained in default
through 1939 and never repaid) their World War I debts to the United States as economic
conditions deteriorated worldwide during the 1930s.10
Thus, the high debts of the First World War and the subsequent debts associated
with the Depression of the 1930s were resolved primarily through default and
restructuring. Neither economic growth nor inflation contributed much. In effect, for all
21 now-advanced economies, the median annual inflation rate for 1930-1939 was barely

9

Backward-looking indexation schemes are not particularly effective in hyperinflationary conditions.
Finland, being under threat of Soviet invasion at the time, maintained payments on their debts to the
United States so as to maintain the best possible relationship.
10

9

above zero (0.4 percent). 11 Real interest rates remained high through significant
stretches of the decade.
It is important to stress that during the period after WWI the gold standard was
still in place in many countries, which meant that monetary policy was subordinated to
keep a given gold parity. In those cases, inflation was not a policy variable available to
policymakers in the same way that it was after the adoption of fiat currencies.

11

See Reinhart and Reinhart (2010).
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Table 1. Episodes of Domestic Debt Conversions, Default or Restructuring,1920s–1950s
Country
Dates
Commentary
For additional possible domestic defaults in several European countries during the 1930s, see notes below.
Australia
1931/1932
The Debt Conversion Agreement Act in 1931/32
which appears to have done something similar to the
later NZ induced conversion. See New Zealand
entry. 1
Bolivia
1927
Arrears of interest lasted until at least 1940.
Canada (Alberta)
April 1935
The only province to default—which lasted for
about 10 years.
China
1932
First of several “consolidations”, monthly cost of
domestic service was cut in half. Interest rates were
reduced to 6 percent (from over 9 percent)—
amortization periods were about doubled in length.
France
1932
Various redeemable bonds with coupons between 5
and 7 percent, converted into a 4.5 percent bond
with maturity in 75 years.
Greece
1932
Interest on domestic debt was reduced by 75 percent
since 1932; Domestic debt was about 1/4 of total
public debt.
Issuance of Littorio. There were 20.4 billion lire
Italy
November 6th, 1926
subject to conversion, of which 15.2 were “Buoni
Ordinari”12
rd
Italy
February 3 , 1934
5 percent Littorio (see entry above) converted into
3.5 percent Redimibile
Mexico
1930s
Service on external debt was suspended in 1928.
During the 1930s, interest payments included
“arrears of expenditure and civil and military
pensions.”
New Zealand
1933
In March 1933 the New Zealand Debt Conversion
Act was passed providing for voluntary conversion
of internal debt amounting to 113 million pounds to
a basis of 4 per cent for ordinary debt and 3 per cent
for tax-free debt. Holders had the option of
dissenting but interest in the dissented portion was
made subject to an interest tax of 33.3 per cent. 1
Peru
1931
After suspending service on external debt on May
29, Peru made “partial interest payments” on
domestic debt.
Romania
February 1933
Redemption of domestic and foreign debt is
suspended (except for three loans).
Spain
October 1936–April 1939
Interest payments on external debt were suspended,
arrears on domestic debt service.
United States
1933
Abrogation of the gold clause. In effect, the U.S.
refused to pay Panama the annuity in gold due to
Panama according to a 1903 treaty. The dispute was
settled in 1936 when the US paid the agreed amount
in gold balboas.
United Kingdom
1932
Most of the outstanding WWI debt was
consolidated into a 3.5 percent perpetual annuity.
This domestic debt conversion was apparently
voluntary. However, some of the WWI debts to the
United States were issued under domestic (UK) law
(and therefore classified as domestic debt) and these
12

These are bonds with maturity between 3 and 12 month issued at discount.
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Uruguay

November 1, 1932–February,
1937

Austria

December 1945

Germany

June 20, 1948

Japan

March 2, 1946–1952

Russia

1947
April 10, 1957

were defaulted on following the end of the Hoover
1931 moratorium.
After suspending redemption of external debt on
January 20, redemptions on domestic debt were
equally suspended.
Restoration of schilling (150 limit per person).
Remainder placed in blocked accounts. In
December 1947, large amounts of previously
blocked schillings invalidated and rendered
worthless. Temporary blockage of 50 percent of
deposits.
Monetary reform limiting 40 Deutschemark per
person. Partial cancellation and blocking of all
accounts.
After inflation, exchange of all bank notes for new
issue (1 to 1) limited to 100 yen per person.
Remaining balances were deposited in blocked
accounts.
The monetary reform subjected privately held
currency to a 90 percent reduction.
Repudiation of domestic debt (about 253 billion
rubles at the time).

Sources: Reinhart and Rogoff (2011) and the authors.
1
See Schedvin (1970) and Prichard (1970), for accounts of the Australian and New Zealand conversions,
respectively, during the Depression. Michael Reddell kindly alerted us to these episodes and references.
Alex Pollock pointed out the relevance of widespread restrictions on gold holdings in the United States and
elsewhere during the financial repression era.
Notes: We have made significant further progress in sorting out the defaults on World War I debts to the
United States, notably by European countries. In all cases these episodes are classified as a default on
external debts. However, in some case –such as the UK--some of the WWI debts to the US were also issued
under the domestic law and, as such, would also qualify as a domestic default. The external defaults on
June 15, 1934 included: Austria, Belgium, Czechoslovakia, Estonia, France, Greece, Hungary, Italy,
Latvia, Poland, United Kingdom. Only Finland made payments. See New York Times, June 15, 1934.

III. Financial Repression: policies and evidence from real interest rates

1. Selected financial regulation measures during the “era of financial repression”
One salient characteristic of financial repression is its pervasive lack of transparency.
The reams of regulations applying to domestic and cross-border financial transactions
and directives cannot be summarized by a brief description. Table 2 makes this clear by
providing a broad sense of the kinds of regulations on interest rates and cross-border and
foreign exchange transactions and how long these lasted since the end of the war in 1945.
A common element across countries “financial architecture” not brought out in Table 2 is
12

that domestic government debt played a dominant role in domestic institutions asset
holdings--notably that of pension funds. High reserve requirements, relative to the
current practice in advanced economies and many emerging markets, were also a
common way of taxing the banks not captured in our minimalist description. The
interested reader is referred to Brock (1989) and Agenor and Montiel (2008), who focus
on the role of reserve requirements and their link to inflation (see also Appendix Table
A.1.2 and accompanying discussion.)
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Table 2: Selected Measures Associated with Financial Repression
Domestic Financial Regulation
Liberalization years (s) in italics with
emphasis on deregulation of interest
rates.

Capital Account-Exchange
Restrictions
Liberalization years (s) in italics

Argentina

1977-82, 1987, and 1991-2001, Initial
liberalization in 1977 was reversed in
1982. Alfonsin government undertook
steps to deregulate the financial sector
in October 1987, some interest rates
being freed at that time. The
Convertibility Plan -March 19912001, subsequently reversed.

1977-82 and 1991-2001. Between 1976 and
1978 multiple rate system was unified,
foreign loans were permitted at market
exchange rates, and all forex transactions
were permitted up to US$ 20,000 by
September 1978. Controls on inflows and
outflows loosened over 1977-82.
Liberalization measures were reversed in
1982. Capital and exchange controls
eliminated in 1991 and reinstated on
December 2001.

Australia

1980, Deposit rate controls lifted in
1980. Most loan rate ceilings
abolished in 1985. A deposit subsidy
program for savings banks started in
1986 and ended in 1987.
1976-79 and 1989 onwards, interest
rate ceilings removed in 1976, but
reimposed in 1979. Deposit rates fully
liberalized in 1989. Some loan rates
freed in 1988. Priority sectors
continue to borrow at subsidized rates.
Separate regulation on interest rate
ceilings exists for the microfinance
sector

1983, capital and exchange controls
tightened in the late 1970's, after the move
to indirect monetary policy increased
capital inflows. Capital account liberalized
in 1983.
1984, System of comprehensive foreign
exchange controls abolished in 1984. In the
1980's most controls restricted outflows. In
the 1990's controls on inflows were
strengthened and those on outflows
loosened and (once again) in 2010.

Canada

1967, with the revision of the Bank
Act in 1967, interest rates ceilings
were abolished. Further liberalizing
measures were adopted in 1980
(allowing foreign banks entry into the
Canadian market) and 1986.

1970, mostly liberal regime.

Chile

1974 but deepens after 1984,
commercial bank rates liberalized in
1974. Some controls reimposed in
1982. Deposit rates fully market
determined since 1985. Most loan
rates are market determined since
1984.
1980, most deposit rates at
commercial banks are market
determined since 1980; all after 1990.
Loan rates at commercial banks are
market determined since the mid-70's.
Remaining controls lifted by 1994 in
all but a few sectors. Some usury
ceilings remain.

1979, capital controls gradually eased since
1979. Foreign portfolio and direct
investment is subject to a one year
minimum holding period. During the 1990s,
foreign borrowing is subject to a 30%
reserve requirement.

Country

Brazil

Colombia
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1991, capital transactions liberalized in
1991. Exchange controls were also reduced.
Large capital inflows in the early 90's led to
the reimposition of reserve requirements on
foreign loans in 1993.

Egypt

1991, interest rates liberalized.
Heavy "moral suasion" on banks
remains.

1991, Decontrol and unification of the
foreign exchange system. Portfolio and
direct investment controls partially lifted in
the 90's.

Finland

1982, gradual liberalization 1982-91.
Average lending rate permitted to
fluctuate within limits around the
Bank of Finland base rate or the
average deposit rate in 1986. Later in
the year regulations on lending rates
abolished. In 1987, credit guidelines
discontinued, the Bank of Finland
began open market operations in bank
CD's and HELIBOR market rates
were introduced. In 1988, floating
rates allowed on all loans.

France

1984, interest rates (except on
subsidized loans) freed in 1984.
Subsidized loans now available to all
banks, are subject to uniform interest
ceiling.

Germany

1980, interest rates freely market
determined from the 70's to today. In
the year indicated, further
liberalizations were undertaken.

India

1992. Complex system of regulated
interest rates simplified in 1992.
Interest rate controls on D's and
commercial paper eliminated in 1993
and the gold market is liberalized. The
minimum lending rate on credit over
200,000 Rs eliminated in 1994.
Interest rates on term deposits of over
two years liberalized in 1995.

1982.Gradual liberalization 1982-91.
Foreign banks allowed to establish
subsidiaries in 1982. In 1984, domestic
banks allowed to lend abroad and invest in
foreign securities. In 1987, restrictions on
long-term foreign borrowing on
corporations lifted. In 1989, remaining
regulations on foreign currency loans were
abolished, except for households. Shortterm capital movements liberalized in 1991.
In the same year, households were allowed
to raise foreign currency denominated
loans.
1986, in the wake of the dollar crisis
controls on in/outflows tightened. The
extensive control system established by
1974, remains in place to early 80's. Some
restrictions lifted in 1983-85. Inflows were
largely liberalized over 1986-88.
Liberalization completed in 1990.
1974. Mostly liberal regime in the late 60's,
Germany experiments with controls
between 1970-73. Starting 1974, controls
gradually lifted, and largely eliminated by
1981.
1991. Regulations on portfolio and direct
investment flows eased in 1991. The
exchange rate was unified in 1993/94.
Outflows remained restricted, and controls
remained on private off-shore borrowing.

Italy

1983. Maximum rates on deposits and
minimum rates on loans set by Italian
Banker's Association until 1974. Floor
prices on government bonds
eliminated in 1992.

Japan

1979. Interest rate deregulation started
in 1979. Gradual decontrol of rates as
money markets grow and deepen after
85. Interest rates on most fixed-term
deposits eliminates by 1993. Non time
deposits rates freed in 1994. Lending
rates market determined in the 90's
(though they started in 1979, both
external and domestic liberalizations
were very gradual and cautious).
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1985. Continuous operation of exchange
controls in the 70's. Fragile BoP delays
opening in early 80's. Starting in 1985,
restrictions are gradually lifted. All
remaining foreign exchange and capital
controls eliminated by May 1990.
1979. Controls on inflows eased after 1979.
Controls on outflows eased in the mid-80s.
Forex restrictions eased in 1980. Remaining
restrictions on cross border transactions
removed in 1995.

Korea

Malaysia

1991. Liberalizing measures adopted
in the early 80's aimed at privatization
and greater managerial leeway to
commercial banks. Significant interest
rate liberalization in four phases.
Significant interest rate liberalization
in four phases in the 90's: 1991, 199394 and 1997. Most interest rate
deregulated by 1995, except demand
deposits and government supported
lending.
1978-1985 and 1987 onwards.
Initially liberalized in 1978. Controls
were reimposed in the mid-80's
(especially 1985-87) and abandoned in
1991.

Mexico

1977, deepens after 1988.Time
deposits with flexible interest rates
below a ceiling permitted in 1977.
Deposit rates liberalized in 1988-89.
Loan rates have been liberalized since
1988-89 except at development banks.

New Zealand

1984. Interest rate ceilings removed in
1976 and reimposed in 1981. All
interest rate controls removed in the
summer of 1984.

Philippines

1981. Interest rate controls mostly
phased out between 1981-85. Some
controls reintroduced during the
financial crisis of 1981-87. Cartel-like
interest rate fixing remains prevalent.

South Africa

1980. Interest rate controls removed in
1980. South Africa Reserve Bank
relies entirely on indirect instruments.
Primary, Secondary and Interbank
markets active and highly developed.
Stock Exchange modern with high
volume of transactions.
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1991. Current account gradually liberalized
between 1985-87, and article VIII accepted
in 1988. Capital account gradually
liberalized, starting in 1991, usually
following domestic liberalization.
Restrictions on FDI and portfolio
investment loosened in the early 90's.
Beginning with outflows, inflows to
security markets allowed cautiously only in
the mid 90's. Complete liberalization
planned for 2000.
1987. Measures for freer in/outflows of
funds taken in 1973. Further ease of
controls in 1987. Some capital controls
reimposed in 1994. Liberalization of the
capital account was more modest, and
followed that of the current account.
1985. Historically exchange regime much
less restrictive than trade regime. Further
gradual easing between mid-1985 to 1991.
1972 Law gave government discretion over
the sectors in which foreign direct
investment was permitted. Ambiguous
restrictions on fdi rationalized in 1989.
Portfolio flows were further decontrolled in
1989.
1984. All controls on inward and outward
Forex transactions removed in 1984.
Controls on outward investment lifted in
1984. Restrictions on foreign companies'
access to domestic financial markets
removed in 1984.
1981. Foreign exchange and investment
controlled by the government in the 70's.
After the 1983 debt crisis the peso was
floated but with very limited interbank
forex trading. Off-floor trading introduced
in 1992. Between 1992-95 restrictions on
all current and most capital account
transactions were eliminated. Outward
investment limited to $6 mill/person/year
1983. Partially liberalized regime.
Exchange controls on non-residents
abolished in 1983. Limits still apply on
purchases of forex for capital and current
transactions by residents. Inward
investment unrestricted, outward is subject
to approval if outside Common Monetary
Area. Several types of financial transactions
subject to approval for monitoring and
prudential purposes.

Sweden

1980. Gradual liberalization in the
early 80's. Ceilings on deposit rates
abolished in 1978. In 1980, controls
on lending rates for insurance
companies were removed, as well as a
tax on bank issues of certificate of
deposits. Ceilings on bank loan rates
were removed in 1985.

Thailand

1989. Removal of ceilings on interest
rates begins in 1989. Ceiling on all
time deposits abolished by 1990.
Ceilings on saving deposits rates lifted
in 1992. Ceilings on finance
companies borrowing and lending
rates abolished in 1992.

Turkey

1980-82 and 1987 onwards.
Liberalization initiated in 1980 but
reversed by 1982. Interest rates
partially deregulated again in 1987,
when banks were allowed to fix rates
subject to ceilings determined by the
Central Bank. Ceilings were later
removed and deposit rates effectively
deregulated. Gold market liberalized
in 1993.
1981. The gold market, closed in early
World War II, reopened only in 1954.
The Bank of England stopped
publishing the Minimum Lending
Rate in 1981. In 1986, the government
withdrew its guidance on mortgage
lending.
1982. 1951-Treasury accord/debt
conversion swapped marketable short
term debt for nonmarketable 29-year
bond. Regulation Q suspended and
S&Ls deregulated in 1982.
In 1933, President Franklin D.
Roosevelt prohibits private holdings
of all gold coins, bullion, and
certificates. On December 31, 1974,
Americans are permitted to own gold,
other than just jewelry.

United
Kingdom

United States
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1980. Gradual liberalization between 198090. Foreigners allowed to hold Swedish
shares in 1980. Forex controls on stock
transactions relaxed in 1986-88, and
residents allowed to buy foreign shares in
1988-89. In 1989 foreigners were allowed
to buy interest bearing assets and remaining
forex controls were removed. Foreign banks
were allowed subsidiaries in 1986, and
operation through branch offices in 1990.
1991. Liberalized capital movements and
exchange restrictions in successive waves
between 1982-92. Article VIII accepted and
current account liberalization in 1990,
capital account liberalization starting in
1991. Aggressive policy to attract inflows,
but outflows freed more gradually.
Restrictions on export of capital remain.
The reserve requirement on short-term
foreign borrowing in 7%. Currency controls
introduced in May-June 1997. These
controls restricted foreign access to baht in
domestic markets and from the sale of Thai
equities. Thailand relaxed limits on foreign
ownership of domestic financial institutions
in October of 1997.
1989. Partial external liberalization in the
early 80's, when restrictions on inflows and
outflows are maintained except for a limited
set of agents whose transactions are still
subject to controls. Restrictions on capital
movements finally lifted after August 1989.

1979. July 79: all restrictions on outward
FDI abolished, and outward portfolio
investment liberalized. Oct 1979: Exchange
Control Act of 1947 suspended, and all
remaining barriers to inward and outward
flows of capital removed.
1974. In 1961 Americans are forbidden to
own gold abroad as well as at home. A
broad array of controls were abolished in
1974.

Venezuela

1991-94 and 1996 onwards. Interest
1989-94 and 1996 onwards. FDI regime
rate ceilings removed in 1991,
largely liberalized over 1989-90. Exchange
reimposed in 1994, and removed again
controls on current and capital transactions
in 1996. Some interest rate ceilings
imposed in 1994. The system of
apply only to institutions and
comprehensive forex controls was
individuals not regulated by banking
abandoned in April 1996. Controls are
authorities (including NGOs).
reintroduced in 2003.
Sources: Reinhart and Reinhart (2011) and sources cited therein. See also FOMC minutes, March 1-2, 1951
for US debt conversion particulars, http://www.microfinancegateway.org/p/site/m/template.rc/1.26.9055/
on current ceilings and related practices applied to microfinance, and National Mining Association (2006)
on measures pertaining to gold.
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2. Real Interest Rates

One of the main goals of financial repression is to keep nominal interest rates
lower than would otherwise prevail. This effect, other things equal, reduces the
governments’ interest expenses for a given stock of debt and contributes to deficit
reduction. However, when financial repression produces negative real interest rates, this
also reduces or liquidates existing debts. It is a transfer from creditors (savers) to
borrowers (in the historical episode under study here--the government).

The financial repression tax has some interesting political-economy properties.
Unlike income, consumption, or sales taxes, the “repression” tax rate (or rates) are
determined by financial regulations and inflation performance that are opaque to the
highly politicized realm of fiscal measures. Given that deficit reduction usually involves
highly unpopular expenditure reductions and (or) tax increases of one form or another,
the relatively “stealthier” financial repression tax may be a more politically palatable
alternative to authorities faced with the need to reduce outstanding debts. As discussed in
Obstfeld and Taylor (2004) and others, liberal capital- market regulations (the
accompanying market-determined interest rates) and international capital mobility
reached their heyday prior to World War I under the umbrella of the gold standard.
World War I and the suspension of convertibility and international gold shipments it
brought, and, more generally, a variety of restrictions on cross border transactions were
the first blows to the globalization of capital. Global capital markets recovered partially
during the roaring twenties, but the Great Depression, followed by World War II, put the
final nails in the coffin of laissez faire banking. It was in this environment that the
Bretton Woods arrangement of fixed exchange rates and tightly controlled domestic and
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international capital markets was conceived. 13 In that context, and taking into account
the major economic dislocations, scarcities, etc. which prevailed at the closure of the
second great war, we witness a combination of very low nominal interest rates and
inflationary spurts of varying degrees across the advanced economies. The obvious
result, were real interest rates--whether on treasury bills (Figure 2), central bank discount
rates (Figure 3), deposits (Figure 4) or loans (not shown)—that were markedly negative
during 1945-1946.

For the next 35 years or so, real interest rates in both advanced and emerging
economies would remain consistently lower than the eras of freer capital mobility before
and after the financial repression era. In effect, real interest rates (Figures 2-4) were, on
average negative.14 Binding interest rate ceilings on deposits (which kept real ex-post
deposit rates even more negative than real ex-post rates on treasury bills, as shown in
Figures 2 and 4) “induced” domestic savers to hold government bonds. What delayed the
emergence of leakages in the search for higher yields (apart from prevailing capital
controls) was that the incidence of negative returns on government bonds and on deposits
was (more or less) a universal phenomenon at this time15. The frequency distributions of
real rates for the period of financial repression (1945-1980) and the years following
financial liberalization (roughly 1981-2009 for the advanced economies) shown in the
three panels of Figure 5, highlight the universality of lower real interest rates prior to the
1980s and the high incidence of negative real interest rates.
13

In a framework where there are both tax collection costs and a large stock of domestic government,
Aizenman and Guidotti, (1994) show how a government can resort to capital controls (which lower
domestic interest rates relative to foreign interest rates) to reduce the costs of servicing the domestic debt.
14
Note that real interest rates were lower in a high-economic-growth period of 1945 to 1980 than in the
lower growth period 1981-2009; this is exactly the opposite of the prediction of a basic growth model and
therefore indicative of significant impediments to financial trade.
15
A comparison of the return on government bonds to that of equity during this period and its connection to
“the equity premium puzzle” can be found in Sbrancia (2011).
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Such negative (or low) real interest rates were consistently and substantially
below the real rate of growth of GDP, this is consistent with the observation of
Elmendorf and Mankiw (1999) when they state “An important factor behind the dramatic
drop (in US public debt) between 1945 and 1975 is that the growth rate of GNP exceeded
the interest rate on government debt for most of that period.” They fail to explain why
this configuration should persist over three decades in so many countries.

Figure 2: Average Ex-post Real Rate on Treasury Bills: Advanced Economies and
Emerging Markets, 1945-2009 (3-year moving averages, in percent)
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-1.6
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Advanced economies
(3-year moving average)

0.0

`

-5.0

Financial Repression Era
-10.0
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Sources: International Financial Statistics, International Monetary Fund, various sources listed in the Data
Appendix, and authors’ calculations.
Notes: The advanced economy aggregate is comprised of: Australia, Belgium, Canada, Finland, France,
Germany, Greece, Ireland, Italy, Japan, New Zealand, Sweden, the United States, and the United Kingdom.
The emerging market group consists of: Argentina, Brazil, Chile, Colombia, Egypt, India, Korea,
Malaysia, Mexico, Philippines, South Africa, Turkey and Venezuela. The average is unweighted and the
country coverage is somewhat spotty prior for emerging markets to 1960, as detailed in the Data Appendix.
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Figure 3: Average Ex-post Real Discount Rate: Advanced Economies and Emerging
Markets, 1945-2009 (3-year moving averages, in percent)
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Financial Repression Era

-15.0
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Sources: International Financial Statistics, International Monetary Fund, various sources listed in the Data
Appendix, and authors’ calculations.
Notes: The advanced economy aggregate is comprised of: Australia, Belgium, Canada, Finland, France,
Germany, Greece, Ireland, Italy, Japan, New Zealand, Sweden, the United States, and the United Kingdom.
The emerging market group consists of: Argentina, Brazil, Chile, Colombia, Egypt, India, Korea,
Malaysia, Mexico, Philippines, South Africa, Turkey and Venezuela. The average is unweighted and the
country coverage is somewhat spotty prior for emerging markets to 1960, as detailed in the Data Appendix.
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Figure 4: Average Ex-post Real Interest Rates on Deposits: Advanced Economies and
Emerging Markets, 1945-2009 (3-year moving averages, in percent)
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Financial Repression Era
-10.0
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Sources: International Financial Statistics, International Monetary Fund, various sources listed in the Data
Appendix, and authors’ calculations.
Notes: The advanced economy aggregate is comprised of: Australia, Belgium, Canada, Finland, France,
Germany, Greece, Ireland, Italy, Japan, New Zealand, Sweden, the United States, and the United Kingdom.
The emerging market group consists of: Argentina, Brazil, Chile, Colombia, Egypt, India, Korea,
Malaysia, Mexico, Philippines, South Africa, Turkey and Venezuela. The average is unweighted and the
country coverage is spotty prior to 1960, as detailed in the Data Appendix.

Real interest rates on deposits were negative in about 60 percent of the
observations. In effect, real ex-post deposit rates were below one percent about 83
percent of the time. Appendix Table A1.1, which shows for each country average real
interest rates during the financial repression period (the dates vary, as highlighted in
Table 2, depending when interest rates were liberalized) and thereafter substantiate our
claims that low and negative real interest rates (by historical standards) were the norm
across countries with very different levels of economic development.
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Figure 5: Real Interest Rates Frequency Distributions: Advanced Economies, 1945-2009

Treasury bill rate
Real Interest rate on T-bills
Share of obsevations at or below:
1945-1980 1981-2009
0
46.9
10.5
1 percent
61.6
25.2
2 percent
78.6
36.2
3 percent
88.6
55.0

19.8
17.8
15.8
13.8
11.8

1945-1980

1981-2009

9.8
7.8
5.8
3.8
1.8
-0.2
-10

-9

-8

-7

-6

-5

-4

-3

-2

-1

0

1

2

3

4

5

6

7

8

9

10

Discount rate
19.8
Real discount rate
Share of obsevations at or below:
1945-1980 1981-2009
0
41.9
11.6
1 percent
54.6
23.5
2 percent
69.4
37.0
3 percent
82.1
54.9

17.8
15.8
13.8
11.8
9.8
7.8
5.8

1981-2009

1945-1980

3.8
1.8
-0.2
-10

-9

-8

-7

-6

-5

-4

-3

-2

-1

0

1

2

3

4

5

6

7

8

9

Deposit rate
Real Interest rate on deposits
Share of obsevations at or below:
1945-1980 1981-2009
0
58.8
24.6
1 percent
82.7
58.0
2 percent
94.7
85.4
3 percent
98.4
96.6

39.8
34.8
29.8

1981-2009

24.8
1945-1980

19.8
14.8
9.8
4.8
-0.2
-10

24

-8

-6

-4

-2

0

2

4

6

8

10

12

11

The preceding analysis sets the general tone of what to expect, in terms of real
rates of return on a portfolio of government debt, during the era of financial repression.
For the United States, for example, Homer and Sylla (1963) describe 1946-1981 as the
second (and longest) bear bond market in US history. 16 To reiterate the point that the
low real interest rates of the financial repression era were exceptionally low not only in
relation to the post-liberalization period but also to the more liberal financial environment
of pre-World War II, Figure 6 plots the frequency distribution of real interest rates on
deposits for the United Kingdom over three subperiods, 1880-193917, 1945-1980, 19812010.

16
17

They identify 1899-1920 as the first US bear bond market.
Excluding the WWI period.
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Figure 6: Real Deposit Interest Rates Frequency Distributions: United Kingdom, 18802010
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Sources: International Financial Statistics, International Monetary Fund, various sources listed in the Data
Appendix, and authors’ calculations.
The

preceding analysis of real interest rates despite being qualitatively suggestive

falls short of providing estimates of the magnitude of the debt-servicing savings and
outright debt liquidation that accrued to governments during this extended period. To fill
in that gap the next section outlines the methodological approach we follow to quantify
the financial repression tax, while Section V presents the main results.
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IV. The Liquidation of Government Debt: Conceptual and Data Issues
This section discusses the data and methodology we develop to arrive at estimates
of how much debt was liquidated via a combination of low nominal interest rates and
higher inflation rates, or what we term “the liquidation effect.”18
Data requirements. Reliable estimates of the liquidation effect require
considerable data, most of which is not readily available from even the most
comprehensive electronic databases. Indeed, most of the data used in these exercises
comes from a broad variety of historical government publications, many which are quite
obscure, as detailed in the Data Appendix. The calculation of the “liquidation effect” is a
clear illustration of a case where the devil lies in the details, as the structure of
government debt varies enormously across countries and within countries over time.
Differences in coupon rates, maturity and the distribution of marketable and
nonmarketable debt, securitized debt versus loans from financial institutions, importantly
shape the overall cost of debt financing for the government. There is no “single”
government interest rate (such as a 3-month t-bill or a 10-year bond) that is appropriate
to apply to a hybrid debt stock. The starting point to come up with a measure that reflects
the true cost of debt financing is a reconstruction of the government’s debt profile over
time.
Sample. We employ two samples in our empirical analysis. We use the database
from Sbrancia (2011) of the government’s debt profiles for 10 countries (Argentina,
Australia, Belgium, India, Ireland, Italy, South Africa, Sweden, the United Kingdom, and
the United States). These were constructed from primary sources over the period 19451990 where possible or over shorter intervals (determined by data availability) for a
18

Table A.1.2 and its accompanying discussion also examines other approaches to quantifying the financial
repression tax .
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subset of the sample. For the benchmark or basic calculations (described below), this
involves data on a detailed composition of debt, including maturity, coupon rate, and
outstanding amounts by instrument. For a more comprehensive measure, which takes into
account capital gains or losses of holding government debt, bond price data are also
required. In all cases, we also use official estimates of consumer price inflation, which
at various points in history may significantly understate the true inflation rates. 19 Data on
Nominal GDP and government tax revenues are used to express the estimates of the
liquidation effect as ratios that are comparable across time and countries.
For our broader analysis of the behavior of inflation during major debt reduction
episodes, which has far less demanding data requirements (domestic public debt
outstanding/GDP and inflation rates) our sample broadens to 28 countries from all
regions for 1790-2010 (or subsamples therein). The countries and their respective
coverage are listed in Appendix Table A.1.3.

1. Benchmark basic estimates of the “liquidation effect”
The debt portfolio. We construct a “synthetic portfolio” 20 for the government’s
total debt stock at the beginning of the year (fiscal or calendar, as noted). This portfolio
reflects the actual shares of debts across the different spectrum of maturities as well as
the shares of marketable versus nonmarketable debt.

19

This is primarily due to the existence of price controls which were mainly imposed during WWII and
remained for several years after the end of the conflict. See Friedman and Schwartz (1963) for estimates of
the actual price level in the US and UK, and Wiles (1952) for post-WII U.K,
20
The term “synthetic” is used in the sense that a hypothetical investor holds the total portfolio of
government debt at the beginning of the period, which is defined as either the beginning of the calendar
year or the fiscal year, depending on how the debt data is reported by the particular country. Country
specifics are detailed in the data appendix. The weights in this hypothetical portfolio are given by the
actual shares of each component of debt in the total domestic debt of the government.
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Interest rate on the portfolio. The “aggregate” nominal interest rate for a
particular year is the coupon rate on a particular type of debt instrument weighted by that
instrument’s share in the total stock of debt. 21 We then aggregate across all debt
instruments. The real rate of interest,
rt =

it −1 − π t
1+ π t

(where i and π are nominal interest and inflation rates, respectively) is calculated on an
ex-post basis using CPI inflation for the corresponding one-year period. It is a before-tax
real rate of return (excluding capital gains or losses). 22

A definition of debt “liquidation years.” Our benchmark calculations define a
liquidation year, as one in which the real rate of interest (as defined above) is negative
(below zero). This is a conservative definition of liquidation year; a more comprehensive
definition would include periods where the real interest rate on government debt was
below a “market” real rate.23

Savings to the government during liquidation years. This concept captures the
savings (in interest costs) to the government from having a negative real interest rate on
government debt. (As noted it is a lower bound on saving of interest costs, if the
benchmark used assumed, for example a positive real rate of, say, two or three percent.)
These savings can be thought of as having “a revenue-equivalent” for the government,
which like regular budgetary revenues can be expressed as a share of GDP or as a share

21

Giovannini and de Melo (1993) state “the choice of a "representative" interest rate on domestic liabilities
an almost impossible task and because there are no reliable breakdowns of domestic and foreign liabilities
by type of loan and interest rate charged.” This is precisely the almost impossible task we undertake here.
Their alternative methodology is described in appendix Table A.2.
22
Some of the observations on inflation are sufficiently high to make the more familiar linear version of the
Fisher equation a poor approximation.
23
However, determining what such a market rate would be in periods of pervasive financial repression
requires assumptions about whether real interest rates during that period would have comparable to the real
interest that prevailed in period when market were liberalized and prices were market determined.
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of recorded tax revenues to provide standard measures of the “liquidation effect” across
countries and over time. The saving (or “revenue”) to the government or the “liquidation

effect” or the “financial repression tax” is the real (negative) interest rate times the “tax
base,” which is the stock of domestic government debt outstanding.

2. An alternative measure of the liquidation effect based on total returns
Thus far, our measure of the liquidation affect has been confined to savings to the
government by way of annual interest costs. However, capital losses (if bond prices fall)
may also contribute importantly to the calculus of debt liquidation over time. This is the
case because the market value of the debt will actually be lower than its face value. The
market value of government debt obviously matters for investors’ wealth but also
measures the true capitalized value of future coupon and interest payments. Moreover, a
government (or its central bank) buying back existing debt could directly and
immediately lower the par value of existing obligations. Once we take into account
potential price changes, the total nominal return or holding period return (HPR) for each
instrument is given by:
HPRt =

( Pt − Pt −1 ) + Ct
Pt −1

where Pt and Pt −1 are the prices of the bond at time t and t − 1 respectively, and C t is
the annual interest payment (i.e., the nominal coupon rate).
We use this total return measure as a supplement rather than as our core or
benchmark “liquidation measure” (despite the fact that it incorporates more information
on the performance of the bond portfolio). Bond price data are only available for a subset
of the securities that constitute the government portfolio and, more generally, consistent
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time series price data are more difficult to get for some of the countries in our sample. It
is also worth noting that while price movements for different bonds are generally in the
same direction during a particular year, there are significant differences in the magnitudes
of the price changes. This cross-bond variation in price performance makes it difficult to
infer what the price of nonmarketable debt (for which there is no price data altogether), as
well as marketable bonds for which there is no price data. As before, we define
“liquidation years” as those periods in which the real return of the portfolio is negative. 24

3. The role of inflation and currency depreciation
The idea of governments using inflation to liquidate debt is hardly a new one
since the widespread adoption of fiat currency, as discussed earlier.25 It is obvious that
for any given nominal interest rate a higher inflation rate reduces the real interest rate on
the debt, thus increasing the odds that real interest rates become negative and the year is
classified as a “liquidation year.” Furthermore, it is also evident that for any year that is
classified as a liquidation year the higher the inflation rate (for a given coupon rate) the
higher the saving to the government.
Our approach helps to pinpoint periods (and countries) when inflation played a
systematically larger role in eroding the debts of the government. In addition, we can
disentangle to what extent this was done via relatively short-lived “inflation surprises”
(unanticipated inflation) or through a steady and chronic dose of moderate inflation over
extended time horizons. Because we do not have a direct measure of inflation
24

As described in Appendix 2, we also calculate an alternative definition of “liquidation years” by
comparing the real return of the government debt portfolio to the real return in the equity market.
According to this definition, a given year is considered a “liquidation year” if the return in a given year for
the government portfolio is below the return in the stock market; we use the most comprehensive stock
market index available for each country
25
See for example, Calvo’s (1989) framework which highlights the role of inflation in debt liquidation
even in the presence of short-term debt.
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expectations for much of the sample, we define inflation bursts or “surprises” in a more
mechanical, ex-post manner. Specifically, we calculate a ten-year moving average for
inflation and classify those years in which inflation was more than two-standard
deviations above the 10-year average as an “inflation burst/surprise year”. As the 10-year
window may be arbitrarily too backward looking, we also perform the comparable
exercise using a five-year moving average.

V. The Liquidation of Government Debt: Empirical Estimates
This section presents estimates of the “liquidation effect” for ten advanced and
emerging economies for most of the post-World War II period. Our main interest lies in
the period prior to the process of financial liberalization that took hold during the
1980s—that is, the era of financial repression. However, as noted, this three-plus decadelong stretch is by no means uniform. The decade immediately following World War II
was characterized by a very high public debt overhang—legacy of the war, a higher
incidence of inflation, and often multiple currency practices (with huge black market
exchange rate premiums) in many advanced economies.26 The next decade (1960s) was
the heyday of the Bretton Woods system with heavily regulated domestic and foreign
exchange markets and more stable inflation rates in the advanced economies (as well as
more moderate public debt levels). The 1970s was quite distinct from the prior decades,
as leakages in financial regulations proliferated, the fixed exchange rate arrangements
under Bretton Woods among the advanced economies broke down, and inflation began to
resurface in the wake of the global oil shock and accommodative monetary policies in the

26

See De Vries (1969), Horsefield (1969), Reinhart and Rogoff (2003).
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United States and elsewhere. To this end, we also provide estimates of the liquidation of
government debt for relevant subperiods.

1. Incidence and magnitude of the “liquidation tax”
Table 4 provides information on a country-by-country basis for the period under
study; the incidence of debt liquidation years (as defined in the preceding section); the
listing of the liquidation years; the average (negative) real interest rate during the
liquidation years; and the minimum real interest rate recorded (and the year in which that
minimum was reached). Given its notorious high and chronic inflation history coupled
with heavy-handed domestic financial regulation and capital controls during 1944-1974,
it is not surprising that Argentina tops the list. Almost all the years (97 percent) were
recorded as liquidation years, as the Argentine real ex-post interest rates were negative in
every single year during 1944-1974 except for 1953 (a just deflationary year). For India,
that share was 53 percent (slightly more than one half of the 1949-1980 observations
recorded negative real interest rates). Before reaching the conclusion that this debt
liquidation through financial repression was predominantly an emerging market
phenomenon, it is worth noting that for the United Kingdom the share of liquidation
years was about 48 percent during 1945-1980. For the United States, the world’s
financial center, a quarter of the years during that same period Treasury debt had negative
real interest rates.

As to the magnitudes of the financial repression tax (Table 4), real interest rates
were most negative for Argentina (reaching a minimum of -53 percent in 1959). The
share of domestic government debt in Argentina (and other Latin American countries) in
total (domestic plus external) public debt was substantial during 1900-1950s; it is not
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surprising that in light of these real rates the domestic debt market all but disappeared and
capital flight marched upwards (capital controls notwithstanding). By the late 1970s
Argentina and many other chronic inflation countries were predominantly relying on
external debt.27 Italian real interest rates right after World War II were as negative as 47
percent (in 1945). For the Unites States real rates were -8 to -9 percent during 1945-1947
on average the US had -3.5 percent real rates during the liquidation years).

Table 4: Incidence and Magnitude of the Liquidation of Public Debt: Selected Countries,
1945-1980
Share of
Liquidation
Years
(3)
97.0
48.0

Liquidation
Years

48.0
53.0

1945-1948,1951,1963,1969-1974
1949,1951,1957,19591960,1964-1968,1970,19721975,1977,1980

4.2
5.4

9.6 (1974)
17.4 (1974)

1965-1990

62.0

1965-1966, 1968-1977,19791982

4.5

11.1
(1974)

Italy2

1945-1970

41.0

11.9

South
Africa

1945-1974

43.0

1945-1947,1950-1951,19621964,1970
1945,1947-1949,19511952,1955-1957,1959-1961,1963

2.3

46.63
(1945)
4.4 (1952)

Sweden

1945-1965,
1984-1990

35.7

1947-1948,1951-1952,19561958,1960,1962,1965

2.8

11.9 (1951)

United
Kingdom

1945-1980

47.8

1948-1953,19551956,1958,1962,1965,1969,19711977,1979-1980

3.8

10.9 (1975)

United
States

1945-1980

25.0

1945-1948,1951,19561957,1974-1975

3.5

8.8 (1946)

Country

Period

(1)

(2)

Argentina
Australia
Belgium1
India

1944-1974
1945-1968,
1971,1976
1945-1974
1949-1980

Ireland

(4)
1944-1974
1946-1953,1955-1956,1971,1976

Negative Real Interest
Rate - Liquidation Years
Average
Min(Year)
(5)
(6)
15.6
53.3 (1959)
5.6
17.8 (1951)

Notes: Share of liquidation years is defined as the number of years during which the real interest rate on
the portfolio is negative divided by the total number of years as noted in column (2). The real interest rate is
calculated as defined in equation (1).
1
No data available for 1964-1968
2
The average and minimum real interest rate during liquidation years were calculated over the period 19451970 to exclude war years.
27

See Reinhart and Rogoff (2011)’s forgotten history of domestic debt.
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3

In 1944, the negative real return was 82.3 percent.

There are two distinct patterns in the ten-country sample evident from an
inspection of the timing of the incidence and magnitude of the negative real rates. The
first of these is the cases where the negative real rates (financial repression tax) were
most pronounced in the years following World War II (as war debts were importantly
inflated away). This pattern is most evident in Australia, the United Kingdom and the
United States, although negative real rates re-emerge following the breakdown of Bretton
Woods in 1974-1975. Then there are the cases where there is a more persistent or chronic
reliance on financial repression throughout the sample as a way of funding government
deficits and/or eroding existing government debts. The cases of Argentina and India in
the emerging markets and Ireland and Italy in the advanced economies stand out in this
regard.
The preceding analysis, as noted, adopts a very narrow, conservative calculation
of both the incidence of the “liquidation effect” or the financial repression tax. Much of
the literature on growth, as well as standard calibration exercises involving subjective
rates of time preference assume benchmark real interest rates of three percent per annum
and even higher. Thus, a threshold that only examines periods where real interest rates
were actually negative is bound to underestimate the incidence of “abnormally low” real
interest rates during the era of financial repression (approximately taken to be 19451980). To assess the incidence of more broadly defined low real interest rates, Table 5
presents for the 10 core countries the share of years where real returns on a portfolio of
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government debt (as defined earlier) were below zero (as in Table 4), one, two, and three
percent, respectively.28

In the era of financial repression that we examine here, real ex post interest rates
on government debt did not reach three percent in a single year in the United States; in
effect in nearly 2/3 of the years real interest rates were below one percent. The incidence
of “abnormally low” real interest rates is comparable for the United Kingdom and
Australia—both countries which had sharp and relatively rapid declines in public debt to
GDP following World War II. 29 Even in countries with substantial economic and
financial volatility during this period (including Ireland, Italy and South Africa), real
interest rates on government debt above three percent were relatively rare (accounting for
only about 20-23 percent of the observations.

28

An alternative strategy would be to use a growth model to calibrate the relationship between the real
interest rate and output growth for the counterfactual of free markets. That, however, would make the
results model specific.
29
“Abnormally low” by the historical standards which include periods of liberalized financial markets
before and after 1945-1980; see Homer and Sylla’s (1963) classic book for a comprehensive and
insightful history of interest rates.
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Table 5. Incidence of Liquidation Years for Different Real Interest Rate Thresholds:
Selected Countries, 1945-1980
Share of Years with Real Interest Rate below:
1
2 percent
3 percent
percent(4)
(5)
(6)
97.0
97.0
97.0
65.4
80.8
92.3

Country
(1)

Period
(2)

Argentina
Australia
Belgium1
India

1944-1974
1945-1968,
1971,1976
1945-1974
1949-1980

48.0
53.0

65.4
62.5

72.0
71.9

80.0
78.1

Ireland

1965-1990

62.0

65.4

73.1

76.9

Italy2
South Africa

1945-1970
1945-1974

41.0
43.0

50.0
53.3

53.8
66.7

76.9
80.0

Sweden

1945-1965,
1984-1990

35.7

39.3

60.7

75.0

United
Kingdom

1945-1980

47.8

72.2

86.1

97.2

United States

1945-1980

25.0

63.9

88.9

100.0

0 percent(3)
97.0
48.0

Notes: Share of liquidation years is defined as the number of years during which the real interest rate on
the portfolio is negative divided by the total number of years as noted in column (2). The real interest rate is
calculated as defined in equation (1).
1
No data available for 1964-1968
2
The average and minimum real interest rate during liquidation years were calculated over the period 19451970 to exclude war years.

2. Estimates of the Liquidation Effect
Having documented the high incidence of “liquidation years” (even by
conservative estimates), we now calculate the magnitude of the savings to the
government (financial repression tax or liquidation effect). These estimates take “the tax
rate” (the negative real interest rate) and multiplies it by the “tax base” or the stock of
debt, Table 6 reports these estimates for each country.

37

Table 6: Government Revenues (interest cost savings) from the “Liquidation Effect:”
per year

Country

Period

Argentina
Australia

1944-1974
1945-1968,
1971,1978
1945-1974
1949-1980
1965-1990
1945-1970
1945-1974
1945-1965,
1984-1990
1945-1980

Belgium
India
Ireland
Italy
South Africa
Sweden

Benchmark Measure
“Liquidation effect revenues”
% GDP
% Tax
Revenues
3.2
19.5
5.1
20.3

Alternative Measure of
“Liquidation effect revenues”
% GDP
% Tax
Revenues
3.0
16.6
n.a.
n.a.

2.5
1.5
2.0
5.3
1.2
0.9

3.5
1.5
n.a.
5.9
n.a.
1.6

18.6
27.2
10.3
127.5
8.9
6.5

United
3.6
26.0
2.4
Kingdom1
United States
1945-1980
3.2
18.9
2.5
Sources: See data appendix and sources cited therein and authors’ calculations.
1
Data on bond prices available from 1960 onwards.

23.9
27.2
n.a.
143.5
n.a.
10.9
17.3
14.8

The magnitudes are in all cases non-trivial, irrespective of whether we use the
benchmark measure that is exclusively based on interest rate (coupon yields) or the
alternative measure that includes capital gains (or losses) for the cases where the bond
price data is available.
For the United States and the United Kingdom the annual liquidation of debt via
negative real interest rates amounted on average from to 3 to 4 percent of GDP a year.
Obviously, annual deficit reduction of 3 to 4 percent of GDP quickly accumulates (even
without any compounding) to a 30 to 40 percent of GDP debt reduction in the course of a
decade. For Australia and Italy, which recorded higher inflation rates, the liquidation
effect was larger (around 5 percent per annum). Interestingly (but not entirely
surprising), the average annual magnitude of the liquidation effect for Argentina is about
the same as that of the US, despite the fact that the average real interest rate averaged
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about -3.5 percent for the US and nearly -16 percent for Argentina during liquidation
years in the 1945-1980 repression era. Just as money holdings secularly shrink during
periods of high and chronic inflation, so does the domestic debt market. 30 Argentina’
“tax base” (domestic public debt) shrank steadily during this period; at the end of World
War II nearly all public debt was domestic and by the early 1980s domestic debt
accounted for less than ½ of total public debt. Without the means to liquidate external
debts, Argentina defaulted on its external obligations in 1982.
Countries like Ireland, India, Sweden and South Africa that did not experience a
massive public debt build-up during World War II recorded more modest annual savings
(but still substantive) during the heyday of financial repression.31

30

These issues are examined in Reinhart and Rogoff (2011).
It is important to note that while financial repression wound down in most of the advanced economies in
the sample by the mid 1980s, it has persisted in varying degrees in India through the present (with its
system of state-owned banks and widespread capital controls) and in Argentina (except for the years of the
“Convertibility Plan,” April 1991-December 2001).
31
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Table 7. Debt Liquidation through Financial Repression: Selected Countries, 1945-1955
Country

Public debt/GDP
1945
1955 (actual)

Australia
Belgium1
Italy2
Sweden

143.8
112.6
66.9
52.0

66.3
63.3
38.1
29.6

199.8
132.2
81.9
59.1

6.2
4.6
3.7
1.8

3.8
8.7
10.8
5.0

United Kingdom3
United States

215.6
116.0

138.2
66.2

246.9
141.4

4.5
6.3

5.9
4.2

1955 without
repression
savings (est.)4

Annual average: 1946-1955
“financial repression inflation
revenue”/GDP

Sources: See data appendix and sources cited therein and authors’ calculations; for debt/GDP see Reinhart
(2010) and Reinhart and Rogoff (2011b).
1
The debt-to-GDP ratio corresponds to 1946
2
Italy was in default on its external debt 1940-1946
3
The savings from financial repression are a lower bound, as we use the “official” consumer price index
for this period in the calculations and inflation is estimated to have been substantially higher than the
official figure (see for example Friedman and Schwartz, 1963).
4
The simple cumulative annual savings without compounding.
Notes: The peaks in debt/GDP were: Italy 129.0 in 1943; United Kingdom 247.5 in 1946; United States
121.3 in 1946. An alternative interpretation of the financial repression revenue is simply as savings in
interest service on the debt.

VI. Inflation and Debt Reduction
We have argued that inflation is most effective in liquidating government debts
(or debts in general), when interest rates are not able to respond to the rise in inflation and
in inflation expectations.32 This disconnect between nominal interest rates and inflation
can occur if: (i) the setting is one where interest rates are either administered or
predetermined (via financial repression, as described); (ii) all government debts are fixedrate and long maturities and the government has no new financing needs (even if there is
no financial repression the long maturities avoid rising interest costs that would otherwise

32

That is, the coefficient in the Fisher equation is less than one.
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prevail if short maturity debts needed to be rolled over); and (iii) all (or nearly all) debt is
liquidated in one “surprise” inflation spike.

Our attention thus far has been confined to the first on that list, the financial
repression environment. The second scenario, where governments only have long-term,
fixed-rate debt outstanding and have no new financing needs (deficits) remain to be
identified (however, these authors have a sense such episodes are relatively rare). This
leaves the third case where debts are swiftly liquidated via an inflation spike (or perhaps
more appropriately surge). To attempt to identify potential episodes of the latter, we
conduct two simple exercises.

In the first exercise, we identify inflation “surprises” for the core ten-country
sample. In order to identify inflation surprises we calculate a 10-year moving average
inflation, and count a year as an “inflation surprise” year if the inflation during that year
is two standard deviations above the corresponding 10-year average.33 Table 8 presents
the results. The second column shows the share of years which are “inflation surprises”
during the sample period while the third shows the share of years which are both an
“inflation surprise” and a “liquidation year”.

As Table 8 highlights, there is not much overlap between debt liquidation years
and inflation surprises, as defined here. Averaging across the 10 countries, only 18
percent of the liquidation years coincide with an “inflation surprise.” In the case of South
Africa, for instance, none of the liquidation years overlap with inflation surprises. The
high incidence of inflation surprises years during the early 1970s at the time of the surge

33

The pertinent 10-year average for determining whether year t is an inflation surprise or not is calculated
over the interval t-10 to t-1.
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in oil and commodity prices, suggests our crude methodology to identify “inflation
surprises (or spikes)” may be a reasonable approximation to the real thing. More to the
point, this exercise suggests that the role of inflation in the liquidation of debt is
predominantly of the more chronic variety coupled with financially-repressed nominal
interest rates.

Table 8: Do Inflation Surprises Coincide with Debt Liquidation? 10 countries, 1945-1980
Country

Share of “inflation
surprise” years

Share of liquidation
years which are also
“inflation surprise”
years

Inflation surprise
years*

Argentina

26.7

27.6

1945,1946,19491951,1959,1972,1973

Australia

7.7

16.7

1951,1966

Belgium

12.0

25.0

1972-1974

India

6.3

10.5

1973,1974

Ireland

11.5

20.0

1970,1972,1973

Italy

7.7

18.2

1962,1963

South Africa

13.9

0.0

1964,1971-1974

Sweden

3.6

11.1

1951

United Kingdom

13.9

23.5

1970,1971,1973-1975

1946,1966,1968,1969,
1970,1973,1974,1979,
1980
*Shown in italics are “inflation surprise” years which do not coincide with liquidation years.
United States

25.0

22.2

Our algorithm for the second exercise begins by identifying debt-reduction
episodes and then focusing on the largest of these. Any decline in debt/GDP over a three
year window classifies as a debt-reduction episode. . For this pool of debt-reduction
episodes, we construct their frequency distribution (for each country) and focus on the
lower (ten percent) tail of the distribution to identify the “largest” three-year debt
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reduction episodes. This algorithm biases our selection of episodes toward the more
sudden (or abrupt) ones (even if these are later reversed) which might a priori be
attributable to some combination of a booming economy, a substantive fiscal austerity
plan, or a burst in inflation/liquidation, or explicit default or restructuring. A milder but
steady debt reduction process that lasts over many years would be identified as a series of
episodes—but if the decline in debt over any particular three-year window is modest it
may not be large enough to fall in the lower ten percent of all the observations.

This exercise helps flag episodes where inflation is likely to have played a
significant role in public debt reduction but does not provide estimates of how much debt
was liquidated (as in the preceding analysis). Because we only require information on
domestic public debt/GDP and inflation, we expand our coverage to 28 countries
predominantly (but not exclusively) over 1900-2009. Thus, we are not exclusively
focusing on the period of financial repression but examining more broadly into the role of
inflation and debt reduction in the countries’ histories.

Our algorithm begins by identifying debt-reduction episodes and then focusing on
the largest of these. Any decline in debt/GDP over a three year window classifies as a
debt-reduction episode. For this pool of debt-reduction episodes, we construct their
frequency distribution (for each country) and focus on the lower (ten percent) tail of the
distribution to identify the “largest” three-year debt reduction episodes. This algorithm
biases our selection of episodes toward the more sudden (or abrupt) ones (even if these
are later reversed) which might a priori be attributable to some combination of a booming
economy, a substantive fiscal austerity plan, or a burst in inflation/liquidation, or explicit
default or restructuring. A milder but steady debt reduction process that lasts over many
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years would be identified as a series of episodes—but if the decline in debt over any
particular three-year window is modest it may not be large enough to fall in the lower ten
percent of all the observations.

Table 9 lists the largest debt reduction episodes by country, the last year of the 3year episode is shown and for each country; the year that appears in italics represents the
largest single-episode of debt reduction. The next two columns of the table are devoted
to the average and median inflation performance during the debt reduction episodes listed
in the second column in comparison to the inflation performance (average and median)
for the full sample (the coverage, which varies by country, is shown in Table A.2). In 22
of 28 countries, inflation is significantly higher in the episodes of debt reduction than for
the full sample. In the extreme cases, it is the wholesale liquidation of domestic debt,
such as during the German hyperinflation of the early 1920s and the long-lasting
Brazilian and Argentine hyperinflations of the early 1990s. Even without these extreme
cases, the inflation differentials between the debt reduction episodes and the full sample
are suggestive of the use of inflation (intentionally or because it became unmanageable)
to reduce (or liquidate) government debts even in periods outside the era of heavy
financial repressions. The evidence is only suggestive of this interpretation, as no
explicit causal pattern is tested.
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Table 9 Inflation Performance during Major Domestic Public Debt Reduction Episodes:
28 Countries, 1790-2009
Maj or D ebt Reduct ion Episodes *
D at es
Argentina
Aust ralia
Belgium

Ful l Sam ple

Inflat ion

Inflat ion

Averag e

Media n

Average

Medi an

1900-1902 ,1990,2006-20 07

479.8

8.2

82.5

8.6

19 48,194 9 - 1953

10 .3

9.3

3.0

2.5

1925-28 , 1949

10 .7

12.8

2.0

1.9

1990-199 2 ,1995-1996

898.2

9 80.2

111.3

11.3

19 48,194 9 - 1952

7.3

5.3

3.2

2.5

1993 -1997, 2004-2007

7.7

6.1

17.7

5.5

20 08 , 2009

8.5

6.3

12.6

10.8

2008

12 .0

8.6

11.7

9.9

Finland

1946-1949

34 .5

24.9

10.4

3.9

Fr ance

1924, 192 6-1927, 19 38

11 .1

12.6

6.4

2.7

Ger many

19 22, 1923

555504 9529.6

1764.7

231 460401.3

2.3

Greece

192 5 - 1927

23 .7

12.8

8.0

5.1

Brazil
Canada
Chile
Colombia
Egy p t

India

1958 , 1996, 2006

7.1

6.2

6.6

6.2

Ireland

1972, 1982 , 1998

9.8

8.6

5.9

3.7

Italy

1945, 1946 -19 48

106.7

44.3

10.6

2.6

Jap an

1898, 1912 -19 13

7.6

6.7

3.6

2.6

Korea

1986

2.5

2.5

6.3

4.6

M alay sia

1995

8.4

8.8

6.9

5.4

M exico
New Zealand
Ph illip ines
South Af rica
Swed en
Thailand
Tur key
UK

US

Venezuela

1991, 1992 , 1993

18 .9

20.0

13.3

5.6

1935-19 37 , 1950-1952

4.9

5.3

4.2

2.8

1998, 2007 -20 08

7.2

7.7

7.7

6.2

7.0

6.6

5.8

4.9

4.7

3.2

4.4

3.2

198 9-1990

4.4

4.6

4.8

3.8

19 43, 2006-2008

23 .2

9.2

25.3

9.7

4.7

3.7

2.7

1.8

4.0

2.6

1.6

1.7

41 .6

29.5

11.4

5.8

193 5, 1952, 1981, 20012002
194 8, 1952, 1989, 2001 200 3, 2009

1836, 1846, 1854, 19 36,
1940, 19 48-1950 ,19511954
1794- 1796, 1881-1882,
1948-1952 , 1953, 19 57,
1966
1989, 1997 -1998, 20 062007

*A debt reduction episode is defined as a decline in the domestic public debt/GDP ratio over a three-year
window. The dates shown are for the largest three-year declines recorded during the full sample period as
shown in Table A.2.
Notes: The largest annual (single-year) decline recorded in debt/GDP is shown year shown in italics under
the Dates column. For example, for Germany this was the hyperinflation year 1923; for the United States it
was 1952, the year following a substantial debt conversion (see Table 2).
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Concluding Remarks
The substantial tax on financial savings imposed by the financial repression that
characterized 1945-1980 was a major factor explaining the relatively rapid reduction of
public debt in a number of the advanced economies. This fact has been largely
overlooked in the literature and discussion on debt reduction. The UK’s history offers a
pertinent illustration. Following the Napoleonic Wars, the UK’s public debt was a
staggering 260 percent of GDP; it took over 40 years to bring it down to about 100
percent (a massive reduction in an era of price stability and high capital mobility
anchored by the gold standard). Following World War II, the UK’s public debt ratio was
reduced by a comparable amount in 20 years. 34

The financial repression route taken at the creation of the Bretton Woods system
was facilitated by initial conditions after the war, which had left a legacy of pervasive
domestic and financial restrictions. Indeed, even before the outbreak of World War II,
the pendulum had begun to swing away from laissez-faire financial markets toward
heavier-handed regulation in response to the widespread financial crises of 1929-1931.
But one cannot help thinking that part of the design principle of the Bretton Woods
system was to make it easier to work down massive debt burdens. The legacy of
financial crisis made it easier to package those policies as prudential.

To deal with the current debt overhang, similar policies to those documented here
may re-emerge in the guise of prudential regulation rather than under the politically
incorrect label of financial repression. Moreover, the process where debts are being
34

Peak debt/GDP was 260.6 in 1819 and 237.9 percent in 1947. Real GDP growth was about the same
during the two debt reduction periods (1819-1859) and (1947-1967), averaging about 2.5 percent per
annum (the comparison is not exact as continuous GDP data begins in 1830). As such, higher growth
cannot obviously account for the by far faster debt reduction following World War II.
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“placed” at below market interest rates in pension funds and other more captive domestic
financial institutions is already under way in several countries in Europe. There are many
bankrupt (or nearly so) pension plans at the state level in the United States that bear
scrutiny (in addition to the substantive unfunded liabilities at the federal level).

Markets for government bonds are increasingly populated by nonmarket players,
notably central banks of the United States, Europe and many of the largest emerging
markets, calling into question what the information content of bond prices are relatively
to their underlying risk profile. This decoupling between interest rates and risk is a
common feature of financially repressed systems. With public and private external debts
at record highs, many advanced economies are increasingly looking inward for public
debt placements.

While to state that initial conditions on the extent of global integration are vastly
different at the outset of Bretton Woods in 1946 and today is an understatement, the
direction of regulatory changes have many common features. The incentives to reduce
the debt overhang are more compelling today than about half a century ago. After World
War II, the overhang was limited to public debt (as the private sector had painfully
deleveraged through the 1930s and the war); at present, the debt overhang many
advanced economies face encompasses (in varying degrees) households, firms, financial
institutions and governments.
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Appendix I. Appendix Tables and Literature Review
Table A1.1. Real Interest Rates during Financial Repression and PostLiberalization
Average Real:
Year of
Liberalization

Argentina

1991

Australia

1980

Belgium*

1980

Brazil

1989

Canada

1967

Chile

1984

Colombia

1980

Egypt

1991

Finland

1982

France

1984

Germany*

1980

Greece*

1980

India

1992

Ireland*

1980

Italy

1983

Japan

1979

Korea

1991

Malaysia

1987

52

Before
After
Before
After
Before
After
Before
After
Before
After
Before
After
Before
After
Before
After
Before
After
Before
After
Before
After
Before
After
Before
After
Before
After
Before
After
Before
After
Before
After
Before
After

Deposit Discount Interbank Lending
Rate
Rate
Rate
Rate
(in percent)
23.99
-28.12
0.97
-2.55
-2.83
-0.64
-1.80
-0.04
2.61
3.86
3.83
6.98
-0.50
1.29
-0.38
3.21
1.75
4.14
3.68
6.94
18.69
0.58
-3.61
46.41
145.46
76.97
2.07
-0.11
3.83
1.04
2.47
3.71
12.88
-12.49
28.39
3.35
5.61
8.22
-5.37
-3.64
-0.79
6.14
7.72
11.04
-5.65
-0.40
-1.43
0.99
3.78
6.00
-2.68
-2.83
1.43
-1.12
1.46
2.94
4.00
4.51
-3.09
-3.28
0.21
-0.46
1.33
4.92
4.58
5.70
0.94
0.69
1.11
3.92
2.32
1.98
2.60
7.92
0.52
0.57
3.36
0.19
2.88
6.19
0.26
0.38
6.77
1.11
1.45
5.86
-4.02
0.04
-1.84
-1.52
-1.11
4.12
3.13
3.57
-3.30
-2.97
-1.44
1.47
0.94
4.70
3.59
6.22
-2.13
-7.18
0.53
1.60
0.52
1.11
1.77
2.97
3.71
-1.71
5.19
3.38
2.79
-0.56
3.75
3.93
1.86
1.05
-0.32
6.96
1.90
1.87
1.72
5.35

T-Bill
Rate

-2.66
3.46
2.19
2.96
-0.21
-21.87
-0.65
2.15

-3.22
3.20
0.60
2.41
-1.88
0.93

-2.16
2.84
-2.66
3.32
-1.61
1.31
7.94
4.08
0.82
1.57

Table A.1. Real Interest Rates during Financial Repression and Post-Liberalization
(concluded)

Average Real:
Year of
Liberalization

Mexico

1988

New
Zealand

1984

Philippines

1981

South
Africa

1980

Sweden

1980

Thailand

1989

Turkey

1987

United
Kingdom
United
States
Venezuela
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1981
1982
1996

Before
After
Before
After
Before
After
Before
After
Before
After
Before
After
Before
After
Before
After
Before
After
Before
After

Deposit Discount Interbank Lending
Rate
Rate
Rate
Rate
(in percent)
-2.82
-1.47
-1.19
1.96
-2.96
-0.40
-1.79
4.01
5.15
8.18
-3.74
-0.62
-2.44
-0.64
1.23
0.35
2.95
5.70
-4.33
-0.40
-1.30
1.95
1.72
2.56
2.09
5.56
-0.55
-0.51
-0.29
1.23
1.28
1.19
3.88
5.12
4.03
4.31
4.82
7.08
2.39
3.10
2.22
5.83
-10.77
-3.68
2.06
-0.84
-2.41
-0.14
-6.22
-2.00
3.20
3.68
3.88
4.54
2.04
-0.12
1.00
2.09
1.43
1.61
2.19
4.72
-8.06
-0.18
-5.56
-7.50
6.68
-1.64

T-Bill
Rate
-6.62
2.88
-3.08
4.83
-1.98
3.57
-1.61
1.82
-0.61
2.97
1.61
-0.16
4.69
3.99
-1.23
3.64
-0.31
1.77

Table A1.2. Measuring “Taxes” from Financial Repression: Selected Papers
Study
Agenor and
Montiel
(2008)

Measure(s) of financial
repression
End-of-year effective reserve
requirements ratios are calculated
(see entry under Brock). The
authors calculate how important a
share of seignorage is accounted
for by the reserve requirement tax.

Sample and coverage
32 advanced and
emerging market
economies 1980-1991.

Beim and
Calomiris
(2001)

Six measures (real interest rates,
reserve ratio, liquidity, private
borrowing, bank lending, and stock
market capitalization) of financial
repression are used to construct an
aggregate index. Their aim is to
provide a broad-brush crosscountry comparison at a particular
point in time—not a “tax
equivalent” to the government.

Brock (1989)

End-of-year effective reserve
requirements ratios are calculated
as base money less currency in
circulation (central bank reserves)
divided broad money (or money
plus quasi-money). Looks at the
correlation between inflation rates
and the reserve ratio.

Easterly
(1989)

Net domestic transfers from the
financial system and tax on
financial intermediation. Uses
inflation-adjusted flow of funds
analysis to calculate the size of the
transfers from reserve
requirements, inflation tax, etc,

A dozen relatively large
emerging markets.
Flow-of-funds balance
sheet from 1971 to1986.

Easterly and
SchmittHebbel
(1994)

Focus on real interest rates on
deposits and calculate the
repression tax revenue (from that
source) as the difference between
domestic rates and comparable
rates in OECD countries multiplied
by the end-of-period stock of
deposits (the tax base).

Nine emerging markets,
1970-1988 (the revenue
calculations are for less
than half of the
countries)
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All countries, advanced
and emerging-data
permitting. The most
comprehensive coverage
is for 1997. The annual
indices are reported for
1970 and for 1990 for a
subset of countries. The
period of heaviest
repression 1945-early
1970s is not part of the
analysis.
41 advanced and
emerging market
economies 1960-1984.

Highlight of findings
Reserve ratios are higher
for emerging markets.
Among the advanced
economies the highest
share of seignorage
accounted for by reserve
ratios is Italy over this
period. For the emerging
markets, Chile and Peru
have the highest
readings.
Based on the crosssectional evidence, the
authors conclude that
financial development
(the opposite of
repression) contributes
importantly to economic
development and
growth.

Reserve ratios are higher
for emerging markets.
Among the advanced
economies these are
highest for Australia and
Italy over this period. A
positive relationship
between inflation and
reserve requirements is
mostly present in the
chronic high inflation
countries of Africa and
Latin America.
Estimates are highest for
Mexico and Yugoslavia
among the 12 countries,
reaching 12-16 percent
of GDP in some years.

This component of the
financial repression tax
is in the order of 1-2
percent of GDP.

Study

Measure(s) of financial
repression

Sample and coverage

-Highlight of findings

Giovannini
and de Melo
(1993)

The effective interest rate on
external (domestic) debt are
calculated as the ratio of external
(domestic) interest payments to the
stock of external (domestic) debt.
The government revenue from
financial repression is calculated
by computing the differential
between the foreign borrowing cost
and the domestic borrowing cost,
times the average annual stock of
domestic debt.

Roughly 1974-1987
(usually shorter period),
depending on the
country. The 24developing-country
sample does include
Greece and Portugal as
emerging markets.

Annual estimates of the
“revenue from financial
repression” are
estimated from a low of
0.5 percent of GDP for
Zaire (with its small
domestic debt market to
a high of about 6 percent
for Mexico.
Estimates for Greece
and Portugal are 2-2.5
percent of GDP.

Table A1.2 sketches the approach, sample and findings of six papers that have in
different ways attempted to quantify some of the dimensions of financial repression.
While Beim and Calomiris (2001) primarily aim to rank a cross section of countries at a
point (or two) in time to link the measures extent of financial repression to growth and
development, the remaining papers do attempt to quantify some of the financial
repression “revenue” equivalents. For instance, the papers dealing with reserve
requirements capture the tax on financial institutions. Ultimately, (as Reinhart and
Reinhart, 1999 document) the banks pass this tax on to depositors (via lower deposit
rates), non-government borrowers (via higher lending rates) or both, depending who has
the most access to alternatives. If households are barred from holding foreign assets
and/or gold (see Table 2), lower deposits are tolerated more readily. If domestic banks
are the only game in town for the firms—they will have to live with the higher lending
rates.
The Giovannini and deMelo (1993) paper is closest in spirit to our fundamental
two-part intertwined question (i) what is the annual saving on interest payments domestic
debt? (ii) what the magnitude of the erosion or liquidation on the existing stock of debt
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due to negative real interest rates. Giovannini and de Melo (1993) compare “effective
interest rates” on external debt to the potentially repressed “effective interest rates on
domestic debt” (See Table A1.2). This is a natural exercise for emerging markets (the
focus of their analysis) for the period that they consider (1974-1987), as emerging market
governments were funding themselves through both domestic and external borrowing (in
varying degrees), as documented by Reinhart and Rogoff (2011). The market-determined
interest rate on external debt is a logical benchmark under such circumstances. However,
there are two compelling reasons why this approach is neither feasible nor desirable for
our purposes. First, some countries (like the United States and the Netherlands) do not
have and have not had historically external debt.35 All government debts are issued under
domestic law and in the domestic currency, irrespective of whether the holders of the
debt are domestic pension funds or foreign central banks. Second, most emerging
markets had little or no external debt during the heyday of the financial repression era
during Bretton Woods (1945-1973); the depression of the 1930s and the subsequent
world war had all but eradicated global debt markets.

35

Apart from a trivial amount of Carter-bonds in the 1970s the US debt is domestic (homogenous) whether
it is held by residents or nonresidents
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Table A1.3 Extended Sample for Inflation and Domestic Debt Reduction Analysis: 28
Countries, 1790-2009
Country
Argentina
Australia
Belgium
Brazil
Canada
Chile
Colombia
Egypt
Finland
France
Germany
Greece

India
Ireland

Sample Period
1884-2009
1914-2009
1920-1939,1946-2009
1900-2009
1925-2007
1927-1930,19371953,1978-2009
1923-2009
1993-2009
1915-2009
1920-1938, 19492009
1920-1938, 19502009
1920-1939, 19501965, 1978-1981,
1993-2009
1950-2009
1948-2008

Country
Italy
Japan
Korea
Malaysia
Mexico
New Zealand

Sample Period
1914-2009
1885-1940, 1952-2009
1976-2005
1955-1957, 1976-2009
1918-1967, 1976-2009
1932-2008

Philippines
South Africa
Sweden
Thailand

1948-2009
1911-2009
1880-2009
1950-2009

Turkey

1933-1972, 1976-2009

United Kingdom

1830-2009

United States
Venezuela

1790-2009
1921-2009

Sources: Reinhart and Rogoff (2009) and (2011) and sources cited therein.
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Appendix II. Data Appendix
Table A.2.1 Structure of Domestic Government Debt: Coupon, Maturity, Bond Prices,
and Tax Revenues
Country
Argentina

Period Covered
1944-1974

Source
Ministerio de Hacienda

1944-1974

Banco Central de la República
Argentina

Australia

1945-1968
1971,1976

Australia Bureau of Statistics
The Parliament of the
Commonwealth of Australia

Belgium

1945-1974

Banque Nationale de Belgique

Detailed composition of the
government debt and bond prices.

Brazil

1964-1993

Banco Central do Brasil

Some debt data. Information on
coefficient of monetary correction.
Debt data, maturity structure

Series Historicas. Divida
Publica
Estatísticas históricas do

Notes
Detailed composition of government
debt is taken to indicate here as
having data on: Outstanding debt
stock (end of calendar or fiscal year)
by coupon yield (instrument by
instrument). Maturity of each
instrument. In some cases it includes
information on the
marketable/nonmarketable
distinction.
Tax revenues.
Prices of government bonds.
Detailed composition of government
debt (see above).

Tax Revenues, GDP

Brasil: séries econômicas,

India

1949-1980

demográficas e sociais de
1550 a 1988- IBGE
Reserve Bank of India

Ireland

1965-1990
1965-1990

Department of Finance
Central Statistics Office

Detailed composition of the
government debt, bond prices and
tax revenues.
Detailed debt data
Tax Revenues

Italy

1945-1970
1951-1970

Istituto Centrale di Statistica
Banca d’Italia

Detailed composition of the
government debt.

South Africa

1945-1980

Control and Audit Office

Detailed composition of the
government debt and tax revenues.

Source: Sbrancia (2011) and sources cited therein.
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Table A2.1 Structure of Domestic Government Debt: Coupon, Maturity, Bond Prices,
and Tax Revenues (continued)
Country

Period

Sweden

1945-1965,
1984-1990

Source

Notes

Tax Revenues
Riksgäldskontoret

United
Kingdom

1945-1980
1945-1980

United States

1945-1980
1945-1980

Fiscal Statistics for Sweden
1719-2003
Bank of England
Central Statistical Office

Department of Treasury
Center for Research in
Securities Prices (CRSP)
database

Source: Sbrancia (2011) and sources cited therein.
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Bond price data begins in 1960
Detailed composition of the
government debt. Tax Revenues

Detailed composition of the debt,
tax revenues
Bond prices

Table A.2.2 Two Examples of Government Debt Profiles. India and the United States
India: Composition of Domestic Debt for Selected Years, 1950-1970
(as percentage of total domestic debt)
1950
1960
Marketable Rupee Loans
59
48
Treasury Bills
15
25
Small Savings
17
17
Other Obligations
9
10

United States: Composition of Domestic Debt for Selected Years, 1946-1976
(as percentage of total domestic debt)
1946
1956
Interest bearing obligations
Marketable obligations
67.3
58.0
Treasury Bills
6.5
9.1
Certificates of Indebtedness
11.4
6.9
Treasury Notes
3.8
12.8
Treasury Bonds
45.5
29.2
Other Bonds
0.1
0.0

1970
39
21
19
21

1966

1976

65.8
20.3

64.5
25.1

17.8
27.7
0.0

33.2
6.2
0.

Non-marketable obligations
Special Issues

22.7
9.4

24.7
16.5

16.7
16.6

35.4
n.a.

Matured debt on which interest has
ceased
Debt bearing no interest

0.2

0.3

0.1

0.1

0.4

0.6

0.8

0.1

Source: Sbrancia (2011) and sources cited therein.
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Figure A. 2.1 Two Examples of Effective Nominal Interest Rates on Public Debt: India
and the United States
India, 1949-1980

30.0
25.0
Inflation

20.0
15.0
10.0
5.0
0.0
Effective nominal interest rate on public
debt

-5.0
-10.0
-15.0
1949

1954

1959

1964

1969

1974

1979

1975

1980

United States, 1945-1980

13.9
Inflation

11.9
9.9
7.9

Effective nominal interest rate on
public debt

5.9
3.9
1.9
-0.1
1945
Source: Sbrancia (2011).
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1950

1955

1960

1965

1970

Table I.2 Interest Rates: deposit, discount, lending and T-Bill rates.
Country

Interest Rate Source

Argentina

Deposit Rate
Discount Rate
Lending Rate

Banco Central de la Republica Argentina

Australia

Deposit Rate
Discount Rate
Lending Rate
T-Bill Rate

Reserve Bank of Australia

Belgium

Deposit Rate
Discount Rate
Lending Rate
T-Bill Rate

Banque Nationale de Belgique

Brazil

Deposit Rate
Discount Rate
Lending Rate
T-Bill Rate

Banco Central do Brasil

Canada

Deposit Rate
Discount Rate
Lending Rate
T-Bill Rate

Bank of Canada

Chile

Deposit Rate
Discount Rate
Lending Rate

Banco Central de Chile

Colombia

Deposit Rate
Discount Rate
Lending Rate

Banco de la Republica de Colombia

Egypt

Deposit Rate
Discount Rate
Lending Rate
T-Bill Rate

Central Bank of Egypt

Finland

Deposit Rate
Discount Rate
Lending Rate

Bank of Finland

France

Deposit Rate
Discount Rate
Lending Rate
T-Bill Rate

Banque de France
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Country

Interest Rate Source

Germany

Deposit Rate
Discount Rate
Lending Rate
T-Bill Rate

Deutsche Bundesbank

Greece

Deposit Rate
Discount Rate
Lending Rate
T-Bill Rate

Bank of Greece

India

Discount Rate
Lending Rate
T-Bill Rate

Reserve Bank of India

Ireland

Deposit Rate
Discount Rate
Lending Rate
T-Bill Rate

Central Bank of Ireland

Italy

Deposit Rate
Discount Rate
Lending Rate
T-Bill Rate

Banca d'Italia

Japan

Deposit Rate
Discount Rate
Lending Rate
T-Bill Rate

Bank of Japan

Korea

Deposit Rate
Discount Rate
Lending Rate
T-Bill Rate

Bank of Korea

Malaysia

Deposit Rate
Discount Rate
Lending Rate
T-Bill Rate

Bank Negara Malaysia

Mexico

Deposit Rate
Lending Rate
T-Bill Rate

Banco de Mexico

New Zealand

Deposit Rate
Discount Rate
Lending Rate
T-Bill Rate

Reserve Bank of New Zealand
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Country

Interest Rate Source

Philippines

Deposit Rate
Discount Rate
Lending Rate
T-Bill Rate

Bangka Sentral Ng Pilipinas

South Africa

Deposit Rate
Discount Rate
Lending Rate
T-Bill Rate

South Africa Reserve Bank

Sweden

Deposit Rate
Discount Rate
Lending Rate
T-Bill Rate

Sveriges Riksbank

Thailand

Deposit Rate
Discount Rate
Lending Rate
T-Bill Rate

Bank of Thailand

Turkey

Deposit Rate
Discount Rate
T-Bill Rate

Turkiye Cumhuriyet Merkez Bankasi

United Kingdom Deposit Rate
Discount Rate
Lending Rate
T-Bill Rate

Bank of England

United States

Deposit Rate
Discount Rate
Lending Rate
T-Bill Rate

Federal Reserve Bank of St. Louis

Deposit Rate
Discount Rate
Lending Rate

Banco Central de Venezuela

Venezuela
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Executive Summary
Second Quarter 2013

Executive Summary
 The major mandates outperformed their respective benchmarks over all longer time periods through
June 30, 2013.
 The Pension Plan outperformed its Performance Benchmark during the second quarter and over the
trailing one-, three-, five-, ten- and fifteen-year time periods.
– Global Equity has been the main source of value added over the trailing one-, three- and
five-year time periods. Fixed Income, Real Estate and Strategic Investments have also
added value.
 Over the trailing one- and ten-year periods, the Pension Plan’s return ranked in the top fifth percentile
of the TUCS Top Ten Defined Benefit Plan universe and ranked in the top half of the universe over the
trailing three- and five-year periods.
 The FRS Investment Plan outperformed the Total Plan Aggregate Benchmark during the second
quarter and over all trailing periods.
 The Lawton Chiles Endowment Fund outperformed its benchmark over all trailing periods, primarily
due to strong public equity performance.
 The CAT Funds and Florida PRIME continued to outperform their respective benchmarks over both
short and long time periods.
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State Board of Administration of Florida
Florida Retirement System
Pension Plan Review
Second Quarter 2013

Executive Summary


The Pension Plan assets totaled $132.4 billion as of June 30, 2013 which represents a $1.3 billion decrease since
last quarter.



The Pension Plan, when measured against the Performance Benchmark, outperformed over the trailing one-, three-,
five-, ten- and fifteen-year periods.



Relative to the Absolute Nominal Target Rate of Return, the Pension Plan underperformed over the five- and fifteenyear periods, but has outperformed over the trailing one-, three-, ten-, twenty- and twenty five-year 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 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 Pension 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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FRS Pension Plan Change in Market Value
Periods Ending 6/30/2013

Summary of Cash Flows
Second Quarter

Beginning Market Value

$133,650,630,998

$122,745,973,551

($1,473,938,583)

($6,189,055,380)

$206,222,851

$15,825,997,095

$132,382,915,266

$132,382,915,266

($1,267,715,732)

$9,636,941,715

+/- Net Contributions/(Withdrawals)
Investment Earnings
= Ending Market Value

Fiscal YTD*

Net Change

*Period July 2012 – June 2013
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Asset Allocation as of 6/30/2013
Total Fund Assets = $132.4 Billion
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FRS Pension Plan Investment Results
Periods Ending 6/30/2013
Absolute Nominal Target Rate of Return

Performance Benchmark

Total FRS Pension Plan

15.0
13.1
13.0

12.0

11.5
10.7

11.0

Rate of Return (%)

9.0
7.4

7.4

6.8

7.0

6.4
5.0

5.0
3.0
1.0
-1.0

7.0

7.1

6.8
5.6

4.4

5.1

1.5
0.1
-0.4

-3.0
-5.0
Quarter

1-Year

3-Year

5-Year

10-Year

15-Year
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FRS Pension Plan Investment Results
Periods Ending 6/30/2013
Long-Term FRS Pension Plan Performance Results
vs. SBA's Long-Term Investment Objective
Absolute Nominal Target Rate of Return

Total FRS Pension Plan
12.0

10.0

9.4
8.9

Annualized Return (%)

8.0
8.0

7.3

7.0

7.4

6.0

4.0

2.0

0.0
Last 20 Years

Last 25 Years
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Last 30 Years

Comparison of Asset Allocation
As of 6/30/2013
FRS Pension Plan vs. Top Ten Defined Benefit Plans
FRS TOTAL FUND
Strategic
Investments
5.1%

TUCS TOP TEN

Cash
3.3%

Cash
0.9%
Alternatives
15.5%

Private Equity
5.2%

Real Estate
7.7%
Real Estate
7.4%

Global
Equity**
49.7%

Fixed Income
22.0%

Global Equity*
59.1%
Fixed Income
24.1%

*Global Equity Allocation: 27.4% Domestic Equities; 28.3% Foreign
Equities;3.5% Global Equities. Percentages are of the Total FRS Fund.

**Global Equity Allocation: 31.1% Domestic Equities; 18.6% Foreign
Equities.

Note: The TUCS Top Ten Universe includes $1,159.9 billion in total assets. The median fund size was $115.9 billion
and the average fund size was $116.0 billion.
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FRS Results Relative to TUCS Top Ten Defined Benefit Plans
Periods Ending 6/30/2013

Total FRS (Gross)

Top Ten Median Defined Benefit Plan Fund (Gross)

25.0
20.0

Rate of Return (%)

15.0

13.5

12.8

11.8

11.8

10.0

7.7
5.3

7.5

5.3

5.0
0.2

0.3

0.0
-5.0
-10.0
-15.0
Quarter

1-Year

3-Year

5-Year

Note: The TUCS Top Ten Universe includes $1,159.9 billion in total assets. The median fund size was $115.9 billion
and the average fund size was $116.0 billion.
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10-Year

Top Ten Defined Benefit Plans FRS Universe Comparison (TUCS)
Periods Ending 6/30/2013
Total FRS

Top Ten Median Defined Benefit Plan Universe

16.0
14.0

Rate of Return (%)

12.0
10.0
8.0
6.0
4.0
2.0
0.0
-2.0
1-Year

FRS Percentile Ranking

5

3-Year

5-Year

50

37

Note: The TUCS Top Ten Universe includes $1,159.9 billion in total assets. The median fund size was $115.9 billion
and the average fund size was $116.0 billion.
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10-Year
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State Board of Administration of Florida
Florida Retirement System
Investment Plan Review
Second Quarter 2013

Executive Summary


The FRS Investment Plan outperformed the Total Plan Aggregate Benchmark over the trailing one-,
three-, five- and ten-year periods. This suggests strong relative performance of the underlying fund
options in which participants are investing.

 The Investment 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 plan.
 Management fees are lower than the median as represented by Morningstar’s mutual fund universe
for every investment category.
 The FRS Investment Plan offers an appropriate number of fund options that span the risk and return
spectrum.
 The Investment Policy Statement is revisited periodically to ensure the structure and guidelines of the
FRS Investment Plan are appropriate, taking into consideration the FRS Investment Plan’s goals and
objectives.
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Total Investment Plan Returns & Cost
Periods Ending 6/30/2013*
One-Year
FRS Investment Plan

Three-Year

10.1%

Total Plan Aggregate Benchmark**
FRS Investment Plan vs. Total Plan Aggregate
Benchmark

Five-Year

Ten-Year

9.5%

4.4%

6.5%

9.7

9.2

3.9

6.1

0.4

0.3

0.5

0.4

Periods Ending 12/31/2012***
Five-Year Average
Return****
FRS Investment Plan
Peer Group
FRS Investment Plan vs. Peer Group

Five-Year Net
Value Added

Expense
Ratio

2.27%

0.54%

2.33

-0.02

0.37%
0.32

-0.06

0.56

0.05

*Returns shown are net of fees.
**Aggregate benchmark returns are an average of the individual portfolio benchmark returns at their actual weights.
***Source: 2012 CEM Benchmarking Report. Peer group for the Five-Year Average Return and Value Added represents the U.S. Median plan return based on
the CEM 2012 Survey that included 166 U.S. defined contribution plans with assets ranging from $40 million to $41 billion. Peer group for the Expense Ratio
represents a custom peer group for FSBA of 20 DC plans including corporate and public plans with assets between $2.4 - $14.1 billion.
****Returns shown are gross of fees.
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State Board of Administration of Florida
CAT Fund Review
Second Quarter 2013

Executive Summary


Performance of the CAT Funds on both an absolute and relative basis has been strong over shortand long-term time periods.



The CAT Funds are adequately diversified across issuers within the short-term bond market.



The Investment Policy Statement appropriately constrains the CAT Funds 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 Funds.



The Investment Policy Statement is revisited periodically to ensure that the structure and
guidelines of the CAT Funds are appropriate, taking into consideration the CAT Funds’ goals and
objectives.
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CAT Funds Investment Results
Periods Ending 6/30/2013

CAT Operating Fund*

Performance Benchmark**

Rate of Return (%)

3.00
2.50
1.95

2.00

1.80

1.50
1.00

0.04 0.02

0.50 0.42

0.46

0.43

0.50

0.09

0.08

0.00
Quarter

1-Year

3-Year

5-Year

10-Year

*CAT Operating 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. From January 2010 to June 2010, it was a blend of the average of the 3-Month Treasury Bill rate and the iMoneyNet First Tier Institutional Money Market Funds Gross Index.
Effective July 2010, it is a blend of the average of the 3-Month Treasury Bill rate and the iMoneyNet First Tier Institutional Money Market Funds Net Index.
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State Board of Administration of Florida
Lawton Chiles Endowment Fund Review
Second Quarter 2013

Executive Summary
 Established in July 1999, the Lawton Chiles Endowment Fund (LCEF) was created to
provide a source of funding for child health and welfare programs, elder programs and
research related to tobacco use.
– The investment objective is to preserve the real value of the net contributed principal and
provide annual cash flows for appropriation.
– The Endowment’s investments are diversified across various asset classes including
global equity, fixed income, inflation-indexed bonds (TIPS) and cash.
 The Endowment assets totaled $479.3 million as of June 30, 2013.
 The Endowment’s return outperformed that of its Target over the trailing one-, three-, fiveand ten-year time periods.
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Asset Allocation as of 6/30/2013
Total LCEF Assets = $479.3 Million
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LCEF Investment Results
Periods Ending 6/30/2013

Total LCEF

Performance Benchmark

25.0

20.0

Annualized Return (%)

15.0
11.5
10.0

10.6

7.8

6.8

6.2
4.3

5.0

6.2

3.6

0.0
-1.6

-1.7

-5.0

-10.0

-15.0
Quarter

1-Year

3-Year
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5-Year

10-Year

State Board of Administration of Florida
Florida PRIME and Fund B Review
Second Quarter 2013

Executive Summary


The purpose of Florida PRIME is safety, liquidity, and competitive returns with minimal risk for
participants.



The Investment Policy Statement appropriately constrains Florida PRIME to invest in short-term
and high quality bonds to minimize both interest rate and credit risk.



Florida PRIME is adequately diversified across issuers within the short-term bond market and
adequate liquidity exists to address the cash flow obligations of Florida PRIME.



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



As of June 30, 2013, the total market value of Florida PRIME was $7.3 billion.



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 6/30/2013

FL PRIME Yield

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

4.0

Rate of Return (%)

3.5

3.14
2.92

3.0
2.5
1.99

2.0

1.78

1.5
1.0
0.50
0.5

0.25
0.05 0.02

0.28
0.08

0.37
0.10

0.0

Quarter*
2nd
Quarter*

1-Year

3-Years

5-Years

10-Years

Since Jan. 1996

*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 Risk vs. Return
5 Years Ending 6/30/2013

0.80%
3 M LIBOR

0.70%

Annualized
Return

0.60%
Florida PRIME

0.50%
0.40%

S&P US AAA & AA Rated GIP All 30-Day Net

0.30%
90-Day T-Bill

0.20%
0.10%
0.00%
0.00%

0.05%

0.10%

0.15%

Annualized Standard Deviation
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0.20%

0.25%

0.30%

Fund B Change in Market Value
Periods Ending 6/30/2013
Cash Flows as of 6/30/2013
Opening Balance
Participant Distributions

Second Quarter

Fiscal YTD*

$246,411,043

$231,848,908

($103,490,000)

($145,620,000)

Expenses Paid

($5,710)

($22,918)

$4,856,106

$61,565,449

Closing Balance

$147,771,439

$147,771,439

Change

($98,639,604)

($84,077,469)

Price Change

*Period July 2012 – June 2013

• As of June 2013, 93.4% of the original principal in Fund B has been returned to participants.
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Appendix

FRS Investment Plan Costs

Investment Plan
Fee*

Average Mutual
Fund Fee**

Large Cap Equity

0.27%

0.83%

Mid Cap Equity

0.37%

0.97%

Small Cap Equity

0.92%

1.05%

International Equity

0.40%

1.02%

Diversified Bonds

0.29%

0.55%

Balanced Funds

0.05%

0.92%

Money Market

0.06%

0.24%

Investment Category

*Average fee if multiple products in category as of 6/30/2013.
**Source: Morningstar as of 6/30/2013.
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Investment Plan Fiscal Year End Assets Under Management

By Fiscal Year ($ millions)
$9,000
$7,879

$8,000
$7,136
$6,733

$7,000
$6,000
$5,048

$5,000

$4,365

$4,075

$3,688

$4,000
$3,000
$2,305
$2,000

$1,426
$706

$1,000

$333

$0
FY 02-03

FY 03-04

FY 04-05

FY 05-06

FY 06-07

FY 07-08

FY 08-09

FY 09-10

FY 10-11

FY 11-12

FY 12-13*

*Period Ending 6/30/2013

Source: Investment Plan Administrator
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Investment Plan Membership

160,000

150,721
144,299
136,661

140,000

127,940
116,531

120,000
98,070

100,000
75,377

80,000
56,034

60,000
40,000

121,522

38,347

20,000
0
FY 03-04

FY 04-05

FY 05-06

FY 06-07

FY 07-08

FY 08-09

FY 09-10

*Period Ending 6/30/2013

Source: Investment Plan Administrator
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FY 10-11

FY 11-12

FY 12-13*

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.
 Both the CAT Fund (Operating Fund) and the CAT 2013 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 Funds Net Index.
 As of June 30, 2013, the total value of all FHCF accounts was $8.5 billion.
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CAT Operating Fund Characteristics
Period Ending 6/30/2013
Effective Maturity Schedule
O/N* - 14 Days
15 - 30 Days
31 - 60 Days
61 - 90 Days
91 - 120 Days
121 - 150 Days
151 - 180 Days
181 - 210 Days
211 - 240 Days
241 - 270 Days
271 - 300 Days
301 - 365 Days
366 - 732 Days
733 - 1,098 Days
1,099 - 1,875 Days

23.5%
14.3
13.0
9.2
2.4
4.6
5.4
1.6
1.0
1.4
2.7
4.1
11.2
5.1
0.5
100.0%

Total % of Portfolio:
S & P Credit Quality Composition
AAA
AA
A
BBB
Non-Investment Grade
Total % of Portfolio:

52.0%
6.0
41.5
0.0
0.5
100.0%

*O/N stands for overnight.
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CAT 2013 A Fund Characteristics
Period Ending 6/30/2013
Effective Maturity Schedule
O/N* - 14 Days
15 - 30 Days
31 - 60 Days
61 - 90 Days
91 - 120 Days
121 - 150 Days
151 - 180 Days
181 - 210 Days
211 - 240 Days
241 - 270 Days
271 - 300 Days
301 - 365 Days
366 - 732 Days
733 - 1,098 Days
1,099 - 1,875 Days
Total % of Portfolio:

39.4%
9.0
17.5
5.0
0.0
2.3
0.0
0.0
2.5
0.0
5.5
3.7
5.0
10.0
0.0
100.0%

S & P Credit Quality Composition
AAA
AA
A
BBB
Non-Investment Grade
Total % of Portfolio:

51.7%
0.0
48.3
0.0
0.0
100.0%

*O/N stands for overnight.
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Florida PRIME Characteristics
Quarter Ending 6/30/2013

Second Quarter

Fiscal YTD*

Opening Balance

$8,481,864,061

$6,752,444,139

Participant Deposits

$2,824,548,729

$15,042,368,286

$103,490,000

$145,620,000

$4,693,047

$20,811,383

Cash Flows as of 6/30/2013

Transfers from Fund B
Gross Earnings

($4,135,904,447) ($14,680,925,803)

Participant Withdrawals
Fees

($598,471)

Closing Balance (6/30/2013)
Change
*Period July 2012 – June 2013
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($2,225,086)

$7,278,092,920

$7,278,092,920

($1,203,771,141)

$525,648,781

Florida PRIME Characteristics
Quarter Ending 6/30/2013
Portfolio Composition
Bank Instrument - Fixed
Repurchase Agreements
Corporate Commercial Paper - Fixed
Bank Instrument - Floating
Mutual Funds - Money Market
Asset-Backed Commercial Paper - Fixed
Corporate Notes - Floating
Asset-Backed Commercial Paper - Floating
Corporate Commercial Paper - Floating
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Florida PRIME Characteristics
Period Ending 6/30/2013

Effective Maturity Schedule
1-7 Days
8-30 Days
31-90 Days
91-180 Days
181+ Days

43.1%
12.7
31.7
10.6
1.9

Total % of Portfolio:

100.0%

S & P Credit Quality Composition
A-1+

63.1%
36.9

A-1
Total % of Portfolio:

100.0%
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Market Environment
Second Quarter 2013

To protect the confidential and proprietary information included in this material, it
may not be disclosed or provided to any third parties without the approval of Aon
Hewitt.

Market Highlights
SHORT TERM RETURNS
AS OF 06/30/2013
30%

24.21%

25%

20.60%

18.62%

20%
15%

9.50%

10%
5%

3.09%

2.91%

2.87%

0%
-0.98%

-5%
-10%

Second Quarter 2013

-2.33%

One-Year

-0.67%

-1.99%
-5.71%

-8.08%

-8.18%

-1.43%

-6.33%
-9.45%

-15%
S&P 500

Russell 2000

MSCI EAFE

Source: Russell, MSCI, Barclays, DJ-UBS

MSCI Emerging
Markets

LONG TERM ANNUALIZED RETURNS
AS OF 06/30/2013
15%
10%

7.01% 7.30%

Barclays
Aggregate

Barclays Long
Gov't

Barclays Long
Credit

Barclays High
Yield

-8.01%

Dow Jones-UBS
Commodity

13.66%
10.94%

8.77% 9.53%

7.67%

7.50%
5.20% 4.53%

5%

9.15%
6.08%

8.91%
6.25%
2.39%

0%
-0.63%

-0.43%

-5%
-10%

Five-Year

Ten-Year
-11.61%

-15%
S&P 500

Russell 2000

MSCI EAFE

MSCI Emerging
Markets

Barclays
Aggregate

Source: Russell, MSCI, Barclays, DJ-UBS
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Barclays Long
Gov't

Barclays Long
Credit

Barclays High
Yield

Dow Jones-UBS
Commodity

Market Highlights
Returns of the Major Capital Markets
Periods Ending 6/30/2013
Second
Year-toQuarter
Date
1-Year
3-Year
5-Year
Domestic Stock Indices
Dow Jones U.S. Total Stock Market Index
Russell 3000 Index
S&P 500 Index
Russell 2000 Index
Global Stock Indices
MSCI All Country World IMI Index
MSCI All Country World ex-U.S. IMI Index
MSCI EAFE Index
MSCI Emerging Markets Index
Domestic/Foreign Bond Indices
Barclays Aggregate Bond Index
Barclays Long Gov't Index
Barclays Long Credit Index
Barclays Long Gov't/Credit Index
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Global Equity Markets
GLOBAL MSCI IMI INDEX RETURNS
AS OF 06/30/2013
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Global equity markets were volatile over the quarter. Members of the Federal Reserve began to openly discuss tapering QE in
the second half of the year, triggering weakness in U.S. equity prices towards the end of the quarter. Continued concerns
around the strength of the economic recovery outside of the United States negatively impacted international equity markets.
The USA, Europe ex-UK, and Japan were the only markets to post positive, albeit muted, returns.



In the second quarter, Japan proved to be the best performing region as the improving trend in Japanese economic data
continued. The worst performing region was Pacific ex-Japan.
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Global Equity Markets
MSCI ALL COUNTRY WORLD IMI INDEX
GEOGRAPHIC ALLOCATION AS OF 06/30/2013
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MSCI ALL COUNTRY WORLD EX-U.S. IMI INDEX
GEOGRAPHIC ALLOCATION AS OF 06/30/2013



Europe ex-UK
29.3%

The two exhibits on this slide illustrate the
percentage that each country/region represents of
the global equity market as measured by the MSCI
All Country World IMI Index and the MSCI All
Country World ex-U.S. IMI Index.
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U.S. Equity Markets
RUSSELL GICS SECTOR RETURNS
AS OF 06/30/2013

Second Quarter 2013
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The first quarter rally extended into the first half of Q2. However, mid-May announcements by the Fed on the potential for
tapering its QE program caused the markets to give up most of the gains accumulated up to that time in 2013.



The Russell 3000 rose 2.69% during the quarter and returned 21.46% over the one-year period.



During the second quarter, the Consumer Discretionary, Financials, Healthcare, and Industrials sectors were the best
performing sectors, posting returns of 7.27%, 5.18%, 4.06%, and 2.18%, respectively. The Materials and Utilities sectors were
the worst performing sectors, producing returns of -2.73% and -2.11%, respectively.



Overall, small cap outperformed both mid cap and large cap modestly during the second quarter. Value outperformed growth
in the large-cap sectors but growth prevailed over value in the small- and mid-cap sectors.
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U.S. Fixed Income Markets
BARCLAYS AGGREGATE RETURNS BY SECTOR
AS OF 06/30/2013
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The Barclays Aggregate Bond Index returned -2.32% in the
second quarter as bond yields were pushed higher on
comments made by the Federal Reserve.



Asset-backed securities was the strongest performing
sector, returning -0.80%.
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BARCLAYS AGGREGATE RETURNS BY MATURITY
AS OF 06/30/2013
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In the investment grade market, higher quality bonds
outperformed lower quality bonds.
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High yield bonds marginally outperformed investment grade
bonds.
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From a maturity perspective, shorter term bonds
outperformed, with the 1-3 yr. and 3-5 yr. posting returns of
-0.17% and -1.38%, respectively, during the second
quarter.
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U.S. Fixed Income Markets
U.S. TREASURY YIELD CURVE

U.S. 10-YEAR TREASURY AND TIPS YIELDS
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The Treasury yield curve steepened during the quarter; the intermediate (1 to 10 years) and long-term segments of the yield
curve rose.



The 10-year U.S. Treasury yield ended the quarter at a yield of 2.52%, roughly 65 basis points higher than its level at the
beginning of the quarter.



10-year TIPS yields broke into positive territory for the first time since the second half of 2011; 10-year TIPS yield rose
117 basis points to 0.53% over the quarter.
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European Fixed Income Markets
EUROZONE PERIPHERAL BOND SPREADS
(10-YEAR SPREADS OVER GERMAN BUNDS)
45%

40%
35%
Spain
Portugal
Ireland

30%
25%

Italy
Greece

20%

15%
10%
5%
Apr 13

Jun 13

Feb 13

Oct 12

Dec 12

Aug 12

Apr 12

Jun 12

Feb 12

Oct 11

Dec 11

Aug 11

Apr 11

Jun 11

Feb 11

Oct 10

Dec 10

Aug 10

Apr 10

Jun 10

Feb 10

Oct 09

Dec 09

Aug 09

Apr 09

Jun 09

Feb 09

Oct 08

Dec 08

Jun 08

Aug 08

0%

Source: DataStream



Q2 of 2013 brought the sixth straight negative quarter of GDP for the Eurozone, making the current recession the longest on
record for the bloc. Acknowledging the impact of lower than expected economic growth on structural budget reform, the
European Commission extended the deadline for half a dozen states that are working on reducing their excessive budget
deficits to rein in those deficits.



Spreads remained constant during the quarter.
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Credit Spreads
Spread (bps)
U.S. Aggregate
Long Gov't
Long Credit
Long Gov't/Credit
MBS
CMBS
ABS
Corporate
High Yield
Global Emerging Markets

6/30/2013
61
6
198
124
60
150
58
152
492
345

3/31/2013
56
4
183
113
58
133
49
139
457
287

6/30/2012
77
5
228
130
76
235
59
199
615
408

Quarterly Change (bps)
5
2
15
11
2
17
9
13
35
58

1-Year Change (bps)
-16
1
-30
-6
-16
-85
-1
-47
-123
-63

Source: Barclays Live



Credit spreads rose across all markets during the quarter.



The Global Emerging Markets segment experienced the largest increase in spreads during the quarter.



As of June 30, 2013, credit spreads across most segments were lower relative to a year ago; the sole exception was
Long Gov’t, for which the credit spread rose by 1 basis point.
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Commodities
COMMODITY RETURNS
AS OF 06/30/2013
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Driven by negative returns across most commodity market sectors, the Dow Jones-UBS Commodity Index decreased by
-9.45% during the second quarter.



The only positive performing segment of the market was Livestock with a return of 2.20% during the quarter.



Precious Metals and Industrial Metals were the worst performing sectors of the market during the second quarter with returns
of -25.50% and -10.39%, respectively.
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Currency
TRADE WEIGHTED U.S. DOLLAR INDEX
(1997 = 100)

DIFFERENCE BETWEEN MSCI EAFE UNHEDGED AND HEDGED
INDICES AS OF 06/30/2013
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As measured through the broad trade weighted U.S. dollar index, the U.S. dollar appreciated during the quarter.



The MSCI EAFE Unhedged Index significantly underformed the MSCI EAFE 100% Hedged Index during the year-to-date
period reflecting the appreciation of the U.S. dollar. The Unhedged index underperformed the Hedged index during the trailing
1- and 5-year periods.
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Hedge Fund Markets Overview
HEDGE FUND PERFORMANCE
AS OF 06/30/2013
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Most major hedge fund strategies types posted positive returns in the second quarter and all major hedge fund strategies types
posted positive returns for the trailing one-year period. The HFRI Fund-Weighted Composite Index and the HFRI Fund of Funds
Composite Index produced returns of -0.02% and -0.03%, respectively, during the second quarter.



Fixed Income / Convertible Arb. and Distressed-Restructuring strategies were the strongest performers during the quarter
gaining 1.98% and 2.36%, respectively.
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Private Equity Market Overview – Q1 2013
LTM GLOBAL SPONSOR M&A DEAL VOLUME AND VALUE
(TRAILING 12 MONTH DATA)
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Fundraising: $261 billion was raised on LTM basis which is flat to slightly down for last 6 quarters. This is a healthy but not an excessive level and it is well
below the peak pre-crisis level ($490B). Dry powder available to invest is significant ($814B) and has increased over 4Q 2012 in all areas except buyout.
Buyout: The number and value of deals completed is trending up. While small and middle market deals comprised the bulk of the deals, three mega deals
completed in 1Q accounted for 40% of the 1Q value of deals completed. Purchase price multiples fell to a more reasonable 8.4x EBITDA from the 8.7x in
2012. European activity remains slow due to economic uncertainty.
Venture Capital: Investment activity slowed in 1Q 2013 to $5.9 million, the lowest level since 4Q 2010. Pre-money valuations decreased across all stages
with the exception of a 50% increase in Series A valuations (up to $12 million, a level not observed since the mid-2000’s). Exit activity continues to languish
due to reduced M&A activity and poor performance of consumer technology IPOs.
Mezzanine: Mezzanine lenders are getting squeezed out of larger transactions due to the robust and less expensive high yield market. In smaller deals,
mezzanine faces competition from senior lenders who are beginning to provide higher levels of leverage. This may change with the recent pullback in the
bond market.
Distressed Debt: Investment activity remains low due to high refinancing activity and continued low high yield default rates. Emerging signs of deteriorating
credit quality may bode well for the segment.
Secondaries: Fundraising continues to be strong as is transaction activity. There is more competition from non traditional buyers and pricing is
deteriorating (for buyers) with buyout funds trading at 91.5% of value. Venture pricing increased to 73% but is largely contingent on the specific funds that
are being priced. Solid activity is expected for the full year but is expected to revolve around smaller transactions and lesser quality assets.
Infrastructure: Fundraising is solid with renewed interest from institutional investors. Activity has reached a plateau and may be trending down due to the
continued economic uncertainty, increased regulation in Europe, and slow acceptance in North America.
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U.S. Commercial Real Estate Markets
PRIVATE VS. PUBLIC REAL ESTATE RETURNS
AS OF 06/30/2013
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2013 U.S. Real Estate Outlook:


Despite slow economic growth, low new supply and accommodating interest rates continue to provide a positive investment environment for
real estate in the U.S.—fundamentals are improving at a modest pace and asset values continue to increase but at a slower pace than in
the past two years.



New supply remains at all-time lows although modest upticks are expected in 2013. Apartments and some select industrial projects
represent the bulk of new construction so far; new supply in other property types is still largely non-existent.



The current low interest rate environment continues to support price recovery/growth, and the spread between cap rates and risk free rates
remains wide.
– Relative value of Real Estate versus other asset classes remains attractive
– Rising treasury rates during Q2 caused some increased volatility in REITs, and this volatility could spill over into private market
transactions during second half of 2013



Core rebound is mature and returns are expected to continue to moderate (consensus NPI forecast range is 6–9%, which is generally in line
with long-term average).
– Still solid investment option for long-term investors seeking diversification and yield
– Consider debt plays as a substitute for Core returns (also good alternative for fixed income)



Non Core opportunities remain in the sector’s sweet spot, with above average return potential as positive spreads exist between stabilized
and non-stabilized assets.
– Distress, recapitalization, lease up, repositioning, and even some development remain attractive
15
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%HQFKPDUNDQGXQLYHUVHGHVFULSWLRQVFDQEHIRXQGLQWKH$SSHQGL[
*OREDO(TXLW\EHFDPHDQDVVHWFODVVLQ-XO\7KHKLVWRULFDOUHWXUQVHULHVSULRUWR-XO\ZDVGHULYHGIURPWKHXQGHUO\LQJ'RPHVWLF(TXLWLHV)RUHLJQ(TXLWLHVDQG*OREDO(TXLWLHVFRPSRQHQWV
7KH6HFRQGDU\7DUJHWLVDEOHQGRIWKH&DPEULGJH$VVRFLDWHV3ULYDWH(TXLW\,QGH[DQGWKH&DPEULGJH$VVRFLDWHV9HQWXUH&DSLWDO,QGH[


7RWDO)XQG

$VRI-XQH

0LOOLRQDQGRI)XQG

&DOHQGDU<HDU3HUIRUPDQFH


5DQN



5DQN



5DQN



5DQN



5DQN



5DQN



5DQN



5DQN



5DQN



5DQN


B

7RWDO)XQG
3HUIRUPDQFH%HQFKPDUN
$EVROXWH1RPLQDO7DUJHW
5DWHRI5HWXUQ

































































































































































'RPHVWLF(TXLWLHV
$VVHW&ODVV7DUJHW





























































)RUHLJQ(TXLWLHV
$VVHW&ODVV7DUJHW





























































*OREDO(TXLWLHV
%HQFKPDUN





























































)L[HG,QFRPH
$VVHW&ODVV7DUJHW





























































3ULYDWH(TXLW\
$VVHW&ODVV7DUJHW
6HFRQGDU\7DUJHW

















































































5HDO(VWDWH
$VVHW&ODVV7DUJHW





























































6WUDWHJLF,QYHVWPHQWV
6KRUW7HUP7DUJHW













































































































































*OREDO(TXLW\
$VVHW&ODVV7DUJHW

&DVK
L0RQH\1HW)LUVW7LHU
,QVWLWXWLRQDO0RQH\0DUNHW
)XQGV1HW,QGH[

;;;;;

*OREDO(TXLW\EHFDPHDQDVVHWFODVVLQ-XO\7KHKLVWRULFDOUHWXUQVHULHVSULRUWR-XO\ZDVGHULYHGIURPWKHXQGHUO\LQJ'RPHVWLF(TXLWLHV)RUHLJQ(TXLWLHVDQG*OREDO(TXLWLHVFRPSRQHQWV
7KH6HFRQGDU\7DUJHWLVDEOHQGRIWKH&DPEULGJH$VVRFLDWHV3ULYDWH(TXLW\,QGH[DQGWKH&DPEULGJH$VVRFLDWHV9HQWXUH&DSLWDO,QGH[


7RWDO)XQG

$VRI-XQH

0LOOLRQDQGRI)XQG

8QLYHUVH&RPSDULVRQ
%HQFKPDUN3HUIRUPDQFH%HQFKPDUN

8QLYHUVH3XEOLF)XQGV!%1HW



7RWDO)XQG

$VRI-XQH

0LOOLRQDQGRI)XQG

8QLYHUVH$VVHW$OORFDWLRQ&RPSDULVRQ
%HQFKPDUN3HUIRUPDQFH%HQFKPDUN

8QLYHUVH3XEOLF)XQGV!%1HW

*OREDO(TXLW\$OORFDWLRQ'RPHVWLF(TXLWLHV)RUHLJQ(TXLWLHV
*OREDO(TXLWLHV3HUFHQWDJHVDUHRIWKH7RWDO)56)XQG

*OREDO(TXLW\$OORFDWLRQ'RPHVWLF(TXLWLHV)RUHLJQ(TXLWLHV



7RWDO)XQG

$VRI-XQH

0LOOLRQDQGRI)XQG

5LVN3URILOH
%HQFKPDUN3HUIRUPDQFH%HQFKPDUN

8QLYHUVH3XEOLF)XQGV!%1HW



7RWDO)XQG

$VRI-XQH

$WWULEXWLRQ



0LOOLRQDQGRI)XQG

7RWDO)XQG

$VRI-XQH

0LOOLRQDQGRI)XQG

$WWULEXWLRQ

&DVK$$LQFOXGHV&DVKDQG&HQWUDO&XVWRG\6HFXULWLHV/HQGLQJ$FFRXQWLQFRPHIURPWRDQGXQUHDOL]HGJDLQVDQGORVVHVRQVHFXULWLHVOHQGLQJFROODWHUDO
EHJLQQLQJ-XQH7)67,3)561$9$GMXVWPHQW$FFRXQWDQGWKH&DVK([SHQVH$FFRXQW
2WKHULQFOXGHVOHJDF\DFFRXQWVDQGXQH[SODLQHGGLIIHUHQFHVGXHWRPHWKRGRORJ\



7RWDO)XQG

$VRI-XQH

$VVHW$OORFDWLRQ



0LOOLRQDQGRI)XQG

*OREDO(TXLW\

*OREDO(TXLW\

$VRI-XQH

0LOOLRQDQGRI)XQG

2YHUYLHZ
%HQFKPDUN$VVHW&ODVV7DUJHW

*OREDO(TXLW\EHFDPHDQDVVHWFODVVLQ-XO\7KHKLVWRULFDOUHWXUQVHULHVSULRUWR-XO\ZDVGHULYHGIURPWKHXQGHUO\LQJ'RPHVWLF(TXLWLHV)RUHLJQ(TXLWLHVDQG*OREDO(TXLWLHVFRPSRQHQWV
1RWH7KHFXUUHQW*OREDO(TXLW\EHQFKPDUNWKH$VVHW&ODVV7DUJHWLVDFXVWRPYHUVLRQRIWKH06&,$&:,,0,ZKLFKH[FOXGHVFRPSDQLHVGLYHVWHGXQGHUSURYLVLRQVRIWKH3URWHFWLQJ)ORULGD V,QYHVWPHQWV$FW 3),$ 3ULRUWR-XO\WKH
DVVHWFODVVEHQFKPDUNLVDZHLJKWHGDYHUDJHRIWKHXQGHUO\LQJ'RPHVWLF(TXLWLHV)RUHLJQ(TXLWLHVDQG*OREDO(TXLWLHVKLVWRULFDOEHQFKPDUNV


'RPHVWLF(TXLWLHV

'RPHVWLF(TXLWLHV

$VRI-XQH

2YHUYLHZ
%HQFKPDUN$VVHW&ODVV7DUJHW



0LOOLRQDQGRI)XQG

'RPHVWLF(TXLWLHV

$VRI-XQH

0LOOLRQDQGRI)XQG

2YHUYLHZ



'RPHVWLF(TXLWLHV

$VRI-XQH

0LOOLRQDQGRI)XQG

8QLYHUVH&RPSDULVRQ
%HQFKPDUN$VVHW&ODVV7DUJHW

8QLYHUVH3XEOLF)XQGV!%86(T1HW



'RPHVWLF(TXLWLHV

$VRI-XQH

0LOOLRQDQGRI)XQG

5LVN3URILOH
%HQFKPDUN$VVHW&ODVV7DUJHW

8QLYHUVH3XEOLF)XQGV!%86(T1HW



7KLVSDJHOHIWEODQNLQWHQWLRQDOO\

)RUHLJQ(TXLWLHV

)RUHLJQ(TXLWLHV

$VRI-XQH

2YHUYLHZ
%HQFKPDUN$VVHW&ODVV7DUJHW



0LOOLRQDQGRI)XQG

)RUHLJQ(TXLWLHV

$VRI-XQH

0LOOLRQDQGRI)XQG

2YHUYLHZ
%HQFKPDUN$VVHW&ODVV7DUJHW



)RUHLJQ(TXLWLHV

$VRI-XQH

0LOOLRQDQGRI)XQG

8QLYHUVH&RPSDULVRQ
%HQFKPDUN$VVHW&ODVV7DUJHW

8QLYHUVH3XEOLF)XQGV!%1RQ86(T1HW



)RUHLJQ(TXLWLHV

$VRI-XQH

0LOOLRQDQGRI)XQG

5LVN3URILOH
%HQFKPDUN$VVHW&ODVV7DUJHW

8QLYHUVH3XEOLF)XQGV!%1RQ86(T1HW



7KLVSDJHOHIWEODQNLQWHQWLRQDOO\

*OREDO(TXLWLHV

*OREDO(TXLWLHV

$VRI-XQH

2YHUYLHZ
%HQFKPDUN$JJUHJDWH%HQFKPDUN



0LOOLRQDQGRI)XQG

*OREDO(TXLWLHV

$VRI-XQH

5LVN3URILOH
%HQFKPDUN$JJUHJDWH%HQFKPDUN



7KLVSDJHOHIWEODQNLQWHQWLRQDOO\

0LOOLRQDQGRI)XQG

)L[HG,QFRPH

)L[HG,QFRPH

$VRI-XQH

2YHUYLHZ
%HQFKPDUN$VVHW&ODVV7DUJHW



0LOOLRQDQGRI)XQG

)L[HG,QFRPH

$VRI-XQH

0LOOLRQDQGRI)XQG

2YHUYLHZ
%HQFKPDUN$VVHW&ODVV7DUJHW



)L[HG,QFRPH

$VRI-XQH

0LOOLRQDQGRI)XQG

8QLYHUVH&RPSDULVRQ
%HQFKPDUN$VVHW&ODVV7DUJHW

8QLYHUVH3XEOLF)XQGV!%86),1HW



)L[HG,QFRPH

$VRI-XQH

0LOOLRQDQGRI)XQG

5LVN3URILOH
%HQFKPDUN$VVHW&ODVV7DUJHW

8QLYHUVH3XEOLF)XQGV!%86),1HW



7KLVSDJHOHIWEODQNLQWHQWLRQDOO\

3ULYDWH(TXLW\

3ULYDWH(TXLW\

$VRI-XQH

2YHUYLHZ

$OORFDWLRQGDWDLVDVRI-XQH
$OORFDWLRQGDWDLVDVRI-XQHIURPWKH3UHTLQGDWDEDVH
2WKHUIRUWKH)563ULYDWH(TXLW\FRQVLVWVRI*URZWK&DSLWDO6HFRQGDU\DQG3(&DVK
2WKHUIRUWKH3UHTLQGDWDFRQVLVWVRI'LVWUHVVHG3(*URZWK0H]]DQLQHDQGRWKHU3ULYDWH(TXLW\6SHFLDO6LWXDWLRQV
3UHTLQXQLYHUVHLVFRPSULVHGRISULYDWHHTXLW\IXQGVUHSUHVHQWLQJWULOOLRQ


0LOOLRQDQGRI)XQG

3ULYDWH(TXLW\

$VRI-XQH

0LOOLRQDQGRI)XQG

7LPH:HLJKWHG,QYHVWPHQW5HVXOWV
%HQFKPDUN$VVHW&ODVV7DUJHW

7KH6HFRQGDU\7DUJHWLVDEOHQGRIWKH&DPEULGJH$VVRFLDWHV3ULYDWH(TXLW\,QGH[DQGWKH&DPEULGJH$VVRFLDWHV9HQWXUH&DSLWDO,QGH[


3ULYDWH(TXLW\/HJDF\

$VRI-XQH

7LPH:HLJKWHG,QYHVWPHQW5HVXOWV
%HQFKPDUN$VVHW&ODVV7DUJHW

7KH6HFRQGDU\7DUJHWLVDEOHQGRIWKH&DPEULGJH$VVRFLDWHV3ULYDWH(TXLW\,QGH[DQGWKH&DPEULGJH$VVRFLDWHV9HQWXUH&DSLWDO,QGH[


0LOOLRQDQGRI)XQG

3ULYDWH(TXLW\3RVW$VVHW&ODVV

$VRI-XQH

0LOOLRQDQGRI)XQG

7LPH:HLJKWHG,QYHVWPHQW5HVXOWV
%HQFKPDUN$VVHW&ODVV7DUJHW

7KH6HFRQGDU\7DUJHWLVDEOHQGRIWKH&DPEULGJH$VVRFLDWHV3ULYDWH(TXLW\,QGH[DQGWKH&DPEULGJH$VVRFLDWHV9HQWXUH&DSLWDO,QGH[


3ULYDWH(TXLW\

$VRI-XQH

0LOOLRQDQGRI)XQG

'ROODU:HLJKWHG,QYHVWPHQW5HVXOWV

7KH,QFHSWLRQ'DWHIRUWKH/HJDF\3RUWIROLRLV-DQXDU\
7KH,QFHSWLRQ'DWHIRUWKH3RVW$&3RUWIROLRLV6HSWHPEHU
7KH6HFRQGDU\7DUJHWLVDEOHQGRIWKH&DPEULGJH$VVRFLDWHV3ULYDWH(TXLW\,QGH[DQGWKH&DPEULGJH$VVRFLDWHV9HQWXUH&DSLWDO,QGH[EDVHGRQDFWXDO$%$/ZHLJKWV6HFRQGDU\7DUJHWGDWDLVRQDTXDUWHUO\ODJ










5HDO(VWDWH

5HDO(VWDWH

$VRI-XQH

2YHUYLHZ

3URSHUW\$OORFDWLRQGDWDLVDVRI0DUFK7KH)56FKDUWLQFOXGHVRQO\WKH)56SULYDWHUHDOHVWDWHDVVHWV3URSHUW\W\SHLQIRUPDWLRQIRUWKH5(,7SRUWIROLRVLVQRWLQFOXGHG
2WKHUIRUWKH)56FRQVLVWVRI+RWHO/DQG3UHIHUUHG(TXLW\$JULFXOWXUH6HOI6WRUDJHDQG6HQLRU+RXVLQJ
2WKHUIRUWKH1),2'&(,QGH[FRQVLVWVRI+RWHO6HQLRU/LYLQJ+HDOWK&DUH0L[HG8VH6LQJOH)DPLO\5HVLGHQWLDO3DUNLQJ7LPEHU$JULFXOWXUH/DQGDQG,QIUDVWUXFWXUH


0LOOLRQDQGRI)XQG

5HDO(VWDWH

$VRI-XQH

0LOOLRQDQGRI)XQG

2YHUYLHZ
%HQFKPDUN$VVHW&ODVV7DUJHW



3ULQFLSDO,QYHVWPHQWV

$VRI-XQH

3ULQFLSDO,QYHVWPHQWV
%HQFKPDUN1&5(,)13,,QGH[



0LOOLRQDQGRI)XQG

3RROHG)XQGV

$VRI-XQH

0LOOLRQDQGRI)XQG

3RROHG)XQGV
%HQFKPDUN1),2'&(,QGH[1HWRI)HHV



5(,7V

$VRI-XQH

5(,7V
%HQFKPDUN)76((35$1$5(,7'HYHORSHG,QGH[



0LOOLRQDQGRI)XQG



7KLVSDJHOHIWEODQNLQWHQWLRQDOO\

6WUDWHJLF,QYHVWPHQWV

6WUDWHJLF,QYHVWPHQWV

$VRI-XQH

2YHUYLHZ
%HQFKPDUN6KRUW7HUP7DUJHW



0LOOLRQDQGRI)XQG

6WUDWHJLF,QYHVWPHQWV

$VRI-XQH

0LOOLRQDQGRI)XQG

2YHUYLHZ
%HQFKPDUN6KRUW7HUP7DUJHW



6WUDWHJLF,QYHVWPHQWV

$VRI-XQH

5LVN3URILOH
%HQFKPDUN6KRUW7HUP7DUJHW



0LOOLRQDQGRI)XQG







7KLVSDJHOHIWEODQNLQWHQWLRQDOO\

&DVK

&DVK

$VRI-XQH

2YHUYLHZ
%HQFKPDUNL0RQH\1HW)LUVW7LHU,QVWLWXWLRQDO0RQH\0DUNHW)XQGV1HW,QGH[



0LOOLRQDQGRI)XQG

&DVK

$VRI-XQH

2YHUYLHZ
%HQFKPDUNL0RQH\1HW)LUVW7LHU,QVWLWXWLRQDO0RQH\0DUNHW)XQGV1HW,QGH[



7KLVSDJHOHIWEODQNLQWHQWLRQDOO\

0LOOLRQDQGRI)XQG

$SSHQGL[

$VRI-XQH

6HFXULWLHV/HQGLQJ



$SSHQGL[
5HWXUQV2I7KH0DMRU&DSLWDO0DUNHWV
6HFRQG
4XDUWHU
<HDU
'RPHVWLF6WRFN,QGLFHV
'RZ-RQHV867RWDO6WRFN,QGH[
6 3,QGH[
5XVVHOO,QGH[
5XVVHOO9DOXH,QGH[
5XVVHOO*URZWK,QGH[
5XVVHOO0LG&DS9DOXH,QGH[
5XVVHOO0LG&DS*URZWK,QGH[
5XVVHOO9DOXH,QGH[
5XVVHOO*URZWK,QGH[
'RPHVWLF%RQG,QGLFHV
%DUFOD\V&DSLWDO$JJUHJDWH,QGH[
%DUFOD\V&DSLWDO*RYW&UHGLW,QGH[
%DUFOD\V&DSLWDO/RQJ*RYW&UHGLW,QGH[
%DUFOD\V&DSLWDO<HDU*RYW&UHGLW,QGH[
%DUFOD\V&DSLWDO860%6,QGH[
%DUFOD\V&DSLWDO+LJK<LHOG,QGH[
%DUFOD\V&DSLWDO8QLYHUVDO,QGH[
5HDO(VWDWH,QGLFHV
1&5(,)3URSHUW\,QGH[
1&5(,)2'&(,QGH[
'RZ-RQHV5HDO(VWDWH6HFXULWLHV,QGH[
)76(1$5(,7865HDO(VWDWH,QGH[
)RUHLJQ*OREDO6WRFN,QGLFHV
06&,$OO&RXQWU\:RUOG,QGH[
06&,$OO&RXQWU\:RUOG,0,
06&,$OO&RXQWU\:RUOGH[86,QGH[
06&,$OO&RXQWU\:RUOGH[86,0,
06&,$OO&RXQWU\:RUOGH[866PDOO&DS,QGH[
06&,($)(,QGH[
06&,($)(,0,
06&,($)(,QGH[ LQORFDOFXUUHQF\
06&,(PHUJLQJ0DUNHWV,0,
)RUHLJQ%RQG,QGLFHV
&LWLJURXS:RUOG*RY W%RQG,QGH[
&LWLJURXS+HGJHG:RUOG*RY W%RQG,QGH[
&DVK(TXLYDOHQWV
7UHDVXU\%LOOV 'D\
+HZLWW(QQLV.QXSS67,),QGH[
,QIODWLRQ,QGH[
&RQVXPHU3ULFH,QGH[

$QQXDOL]HG3HULRGV(QGLQJ
<HDU
<HDU
<HDU

<HDU

























































































































































































































































+LVWRULFDO3ROLF\$OORFDWLRQ



$SSHQGL[
7RWDO)56$VVHWV
3HUIRUPDQFH%HQFKPDUN$FRPELQDWLRQRIWKH*OREDO(TXLW\7DUJHWWKH%DUFOD\V$JJUHJDWH%RQG,QGH[WKH3ULYDWH(TXLW\7DUJHW,QGH[WKH5HDO(VWDWH,QYHVWPHQWV7DUJHW
,QGH[WKH6WUDWHJLF,QYHVWPHQWV7DUJHW%HQFKPDUNDQGWKHL0RQH\1HW)LUVW7LHU,QVWLWXWLRQDO0RQH\0DUNHW)XQGV1HW,QGH[7KHVKRUWWHUPWDUJHWSROLF\DOORFDWLRQVWRWKH
6WUDWHJLF,QYHVWPHQWV5HDO(VWDWHDQG3ULYDWH(TXLW\DVVHWFODVVHVDUHIORDWLQJDQGEDVHGRQWKHDFWXDODYHUDJHPRQWKO\EDODQFHRIWKH*OREDO(TXLW\DVVHWFODVV
3ULRUWR-XO\WKH3HUIRUPDQFH%HQFKPDUNZDVDFRPELQDWLRQRIWKH5XVVHOO,QGH[WKH)RUHLJQ(TXLW\7DUJHW,QGH[WKH6WUDWHJLF,QYHVWPHQWV7DUJHW%HQFKPDUNWKH
%DUFOD\V$JJUHJDWH%RQG,QGH[WKH5HDO(VWDWH,QYHVWPHQWV7DUJHW,QGH[WKH3ULYDWH(TXLW\7DUJHW,QGH[WKH%DUFOD\V86+LJK<LHOG%D%,VVXHU&DSSHG,QGH[DQGWKH
L0RQH\1HW)LUVW7LHU,QVWLWXWLRQDO0RQH\0DUNHW)XQGV*URVV,QGH['XULQJWKLVWLPHWKHVKRUWWHUPWDUJHWSROLF\DOORFDWLRQVWR6WUDWHJLF,QYHVWPHQWV5HDO(VWDWHDQG3ULYDWH(TXLW\
DVVHWFODVVHVZHUHIORDWLQJDQGEDVHGRQWKHDFWXDODYHUDJHPRQWKO\EDODQFHRIWKH6WUDWHJLF,QYHVWPHQWV5HDO(VWDWHDQG3ULYDWH(TXLW\DVVHWFODVVHV7KHWDUJHWZHLJKWVVKRZQ
IRU5HDO(VWDWHDQG3ULYDWH(TXLW\ZHUHWKHDOORFDWLRQVWKDWWKHDVVHWFODVVHVZHUHFHQWHUHGDURXQG7KHDFWXDOWDUJHWZHLJKWIORDWHGDURXQGWKLVWDUJHWPRQWKWRPRQWKEDVHGRQ
FKDQJHVLQDVVHWYDOXHV
7RWDO*OREDO(TXLW\
3HUIRUPDQFH%HQFKPDUN$FXVWRPYHUVLRQRIWKH06&,$OO&RXQWU\:RUOG,QYHVWDEOH0DUNHW,QGH[DGMXVWHGWRH[FOXGHFRPSDQLHVGLYHVWHGXQGHUWKHSURYLVLRQVRIWKH3URWHFWLQJ
)ORULGD V,QYHVWPHQWV$FW 3),$ 
7RWDO'RPHVWLF(TXLWLHV
3HUIRUPDQFH%HQFKPDUN7KH5XVVHOO,QGH[3ULRUWR-XO\WKHEHQFKPDUNZDVWKH:LOVKLUH6WRFN,QGH[3ULRUWR-DQXDU\WKHEHQFKPDUNZDVWKH
:LOVKLUH6WRFN,QGH[H[7REDFFR3ULRUWR0D\WKHEHQFKPDUNZDVWKH:LOVKLUH6WRFN,QGH[3ULRUWR6HSWHPEHUWKHEHQFKPDUNZDVWKH6 3
6WRFN,QGH[
7RWDO)RUHLJQ(TXLWLHV
3HUIRUPDQFH%HQFKPDUN$FXVWRPYHUVLRQRIWKH06&,$&:,H[86,QYHVWDEOH0DUNHW,QGH[DGMXVWHGWRH[FOXGHFRPSDQLHVGLYHVWHGXQGHUWKH3),$3ULRUWR$SULOLW
ZDVWKH06&,$OO&RXQWU\:RUOG,QGH[H[86,QYHVWDEOH0DUNHW,QGH[3ULRUWR6HSWHPEHUWKHWDUJHWZDVWKH06&,$OO&RXQWU\:RUOGH[86)UHH,QGH[3ULRUWR
1RYHPEHUWKHEHQFKPDUNZDVRIWKH06&,(XURSH$XVWUDODVLDDQG)DU(DVW ($)( )RUHLJQ6WRFN,QGH[DQGRIWKH,)&,(PHUJLQJ0DUNHWV,QGH[ZLWKDKDOI
ZHLJKWLQ0DOD\VLD3ULRUWR0DUFKWKHEHQFKPDUNZDVWKH($)(,QGH[
7RWDO*OREDO(TXLWLHV
3HUIRUPDQFH%HQFKPDUN$JJUHJDWHGEDVHGRQHDFKXQGHUO\LQJPDQDJHU VLQGLYLGXDOEHQFKPDUN7KHFDOFXODWLRQDFFRXQWVIRUWKHDFWXDOZHLJKWDQGWKHEHQFKPDUNUHWXUQ7KH
EHQFKPDUNVXVHGIRUWKHXQGHUO\LQJPDQDJHUVLQFOXGHERWKWKH06&,)6%$OO&RXQWU\:RUOGH[6XGDQH[,UDQ1HW,QGH[DQG06&,)6%$OO&RXQWU\:RUOGH[6XGDQH[,UDQ1HW
,QYHVWDEOH0DUNHW,QGH[ ,0, 



$SSHQGL[
7RWDO)L[HG,QFRPH
3HUIRUPDQFH%HQFKPDUN7KH%DUFOD\V86$JJUHJDWH%RQG,QGH[3ULRUWR-XQHLWZDVWKH)L[HG,QFRPH0DQDJHPHQW$JJUHJDWH ),0$ 3ULRUWR-XO\WKH
EHQFKPDUNZDVWKH)ORULGD+LJK<LHOG([WHQGHG'XUDWLRQ,QGH[3ULRUWR-XO\WKHEHQFKPDUNZDVWKH)ORULGD([WHQGHG'XUDWLRQ,QGH[3ULRUWR-XO\WKH
6DORPRQ%URWKHUV%URDG,QYHVWPHQW*UDGH%RQG,QGH[ZDVWKHEHQFKPDUN)RUFDOHQGDU\HDUWKHSHUIRUPDQFHEHQFKPDUNZDV6KHDUVRQ/HKPDQ([WHQGHG'XUDWLRQ
DQG6DORPRQ%URWKHUV0RUWJDJH,QGH[
7RWDO3ULYDWH(TXLW\
3HUIRUPDQFH%HQFKPDUN7KHGRPHVWLFHTXLWLHVWDUJHWLQGH[UHWXUQ 5XVVHOO,QGH[ SOXVDIL[HGSUHPLXPUHWXUQRIEDVLVSRLQWVSHUDQQXP3ULRUWR-XO\LWZDV
WKHGRPHVWLFHTXLWLHVWDUJHWLQGH[UHWXUQSOXVDIL[HGSUHPLXPUHWXUQRIEDVLVSRLQWVSHUDQQXP3ULRUWR1RYHPEHU3ULYDWH(TXLWLHVZDVSDUWRIWKH'RPHVWLF(TXLWLHV
DVVHWFODVVDQGLWVEHQFKPDUNZDVWKHGRPHVWLFHTXLWLHVWDUJHWLQGH[UHWXUQSOXVEDVLVSRLQWV
7RWDO5HDO(VWDWH
3HUIRUPDQFH%HQFKPDUN$FRPELQDWLRQRIRIWKH1&5(,)2'&(,QGH[QHWRIIHHVDQGRIWKH)76((35$1$5(,7'HYHORSHG,QGH[QHWRIIHHV3ULRUWR-XO\
LWZDVDFRPELQDWLRQRIRIWKH1&5(,)2'&(,QGH[JURVVRIIHHVDQGRIWKH'RZ-RQHV866HOHFW5(6,3ULRUWR-XQHLWZDVWKH&RQVXPHU3ULFH,QGH[SOXV
EDVLVSRLQWVDQQXDOO\3ULRUWR-XO\WKHEHQFKPDUNZDVWKH'RZ-RQHV866HOHFW5HDO(VWDWH6HFXULWLHV,QGH[8Q/HYHUHG3ULRUWR1RYHPEHUWKH
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7RWDO&DVK
3HUIRUPDQFH%HQFKPDUN7KHL0RQH\1HW)LUVW7LHU,QVWLWXWLRQDO0RQH\0DUNHW)XQGV1HW,QGH[3ULRUWR-XO\LWZDVWKHL0RQH\1HW)LUVW7LHU,QVWLWXWLRQDO0RQH\0DUNHW
)XQGV*URVV,QGH[3ULRUWR-XQHLWZDVWKHUHWXUQRIWKH0HUULOO/\QFK'D\ $XFWLRQ$YHUDJH 7UHDVXU\%LOO<LHOG,QGH[
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DQGILGXFLDULHVRQO\
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1&5(,)2'&(3URSHUW\,QGH[7KH1&5(,)2'&(LVDFDSLWDOL]DWLRQZHLJKWHGJURVVRIIHHWLPHZHLJKWHGUHWXUQLQGH[7KHLQGH[LVDVXPPDWLRQRIRSHQHQGIXQGVZKLFK
1&5(,)GHILQHVDVLQILQLWHOLIHYHKLFOHVFRQVLVWLQJRIPXOWLSOHLQYHVWRUVZKRKDYHWKHDELOLW\WRHQWHURUH[LWWKHIXQGRQDSHULRGLFEDVLVVXEMHFWWRFRQWULEXWLRQDQGRUUHGHPSWLRQ
UHTXHVWV
5XVVHOO,QGH[$FDSLWDOL]DWLRQZHLJKWHGVWRFNLQGH[FRQVLVWLQJRIWKHODUJHVWSXEOLFO\WUDGHG86VWRFNVE\FDSLWDOL]DWLRQ7KLVUHSUHVHQWVPRVWSXEOLFO\WUDGHGOLTXLG
86VWRFNV



$SSHQGL[
'HVFULSWLRQRI8QLYHUVHV
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$QDO\WLFV$JJUHJDWHDVVHWVLQWKHXQLYHUVHFRPSULVHGELOOLRQDVRITXDUWHUHQGDQGWKHDYHUDJHPDUNHWYDOXHZDVELOOLRQ
'RPHVWLF(TXLW\$XQLYHUVHFRPSULVHGRIWRWDOGRPHVWLFHTXLW\SRUWIROLRUHWXUQVQHWRIIHHVRISXEOLFGHILQHGEHQHILWSODQVFDOFXODWHGDQGSURYLGHGE\%1<0HOORQ
3HUIRUPDQFH 5LVN$QDO\WLFV$JJUHJDWHDVVHWVLQWKHXQLYHUVHFRPSULVHGELOOLRQDVRITXDUWHUHQGDQGWKHDYHUDJHPDUNHWYDOXHZDVELOOLRQ
)RUHLJQ(TXLW\$XQLYHUVHFRPSULVHGRIWRWDOLQWHUQDWLRQDOHTXLW\SRUWIROLRUHWXUQVQHWRIIHHVRISXEOLFGHILQHGEHQHILWSODQVFDOFXODWHGDQGSURYLGHGE\%1<0HOORQ
3HUIRUPDQFH 5LVN$QDO\WLFV$JJUHJDWHDVVHWVLQWKHXQLYHUVHFRPSULVHGELOOLRQDVRITXDUWHUHQGDQGWKHDYHUDJHPDUNHWYDOXHZDVELOOLRQ
)L[HG,QFRPH$XQLYHUVHFRPSULVHGRIWRWDOIL[HGLQFRPHSRUWIROLRUHWXUQVQHWRIIHHVRISXEOLFGHILQHGEHQHILWSODQVFDOFXODWHGDQGSURYLGHGE\%1<0HOORQ3HUIRUPDQFH
5LVN$QDO\WLFV$JJUHJDWHDVVHWVLQWKHXQLYHUVHFRPSULVHGELOOLRQDVRITXDUWHUHQGDQGWKHDYHUDJHPDUNHWYDOXHZDVELOOLRQ
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6WUDWHJLF,QYHVWPHQWV$QDSSURSULDWHXQLYHUVHIRUVWUDWHJLFLQYHVWPHQWVLVXQDYDLODEOH



$SSHQGL[
([SODQDWLRQRI([KLELWV
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UHSUHVHQWVWKHULVNDQGUHWXUQWUDGHRIIVDVVRFLDWHGZLWKPDUNHWSRUWIROLRVRULQGH[IXQGV
5DWLRRI&XPXODWLYH:HDOWK*UDSK$QLOOXVWUDWLRQRIDSRUWIROLR VFXPXODWLYHXQDQQXDOL]HGSHUIRUPDQFHUHODWLYHWRWKDWRILWVEHQFKPDUN$QXSZDUGVORSLQJOLQHLQGLFDWHV
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7KLVSDJHOHIWEODQNLQWHQWLRQDOO\

6WDWH%RDUGRI$GPLQLVWUDWLRQRI)ORULGD
)56,QYHVWPHQW3ODQ
6HFRQG4XDUWHU

+HZLWW(QQLV.QXSS,QF
6RXWK5LYHUVLGH3OD]D6XLWH
&KLFDJR,/
SKRQH
ID[
ZZZKHZLWWHQQLVNQXSSFRP
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)56,QYHVWPHQW3ODQ



$SSHQGL[

7KLVSDJHOHIWEODQNLQWHQWLRQDOO\

)56,QYHVWPHQW3ODQ

)56,QYHVWPHQW3ODQ

$VRI-XQH

0LOOLRQDQGRI)XQG

7UDLOLQJ3HULRG3HUIRUPDQFH
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0DUNHW9DOXH
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3RUWIROLR
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<UV
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<UV
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)56,QYHVWPHQW3ODQ
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)566HOHFW+LJK<LHOG)XQG
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3,0&27RWDO5HWXUQ)XQG
%DUFOD\V$JJUHJDWH%RQG,QGH[











































%DODQFHG)XQGV
)566HOHFW&RQVHUYDWLYH%DODQFHG)XQG
&RQVHUYDWLYH%DODQFHG)XQG7DUJHW%HQFKPDUN
)566HOHFW0RGHUDWH%DODQFHG)XQG
0RGHUDWH%DODQFHG)XQG7DUJHW%HQFKPDUN
)566HOHFW$JJUHVVLYH%DODQFHG)XQG
$JJUHVVLYH%DODQFHG)XQG7DUJHW%HQFKPDUN
&DVK
)566HOHFW<LHOG3OXV0RQH\0DUNHW$FWLYH)XQG
L0RQH\1HWVW7LHU,QVWLWXWLRQDO1HW,QGH[
7,36
)566HOHFW7,36)XQG
%DUFOD\V&DSLWDO867,36
)L[HG,QFRPH
)566HOHFW86%RQG(QKDQFHG,QGH[)XQG
%DUFOD\V$JJUHJDWH%RQG,QGH[
3\UDPLV,QWHUPHGLDWH'XUDWLRQ3RRO)XQG
%DUFOD\V,QW$JJUHJDWH







































)56,QYHVWPHQW3ODQ

$VRI-XQH

0LOOLRQDQGRI)XQG

7UDLOLQJ3HULRG3HUIRUPDQFH
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)LGHOLW\*URZWK&RPSDQ\)XQG
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'RPHVWLF(TXLW\

3LRQHHU)XQG
6 3,QGH[

)LGHOLW\/RZ3ULFHG6WRFN)XQG
5XVVHOO9DOXH,QGH[
,QWHUQDWLRQDO*OREDO(TXLW\
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;;;;;

7KH3LRQHHU)XQGZDVWHUPLQDWHG-XQH
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%DODQFHG)XQGV
)566HOHFW&RQVHUYDWLYH%DODQFHG)XQG
&RQVHUYDWLYH%DODQFHG)XQG7DUJHW
%HQFKPDUN

&DVK
)566HOHFW<LHOG3OXV0RQH\0DUNHW$FWLYH
)XQG
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;;;;;
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)566HOHFW86/DUJH*URZWK6WRFN$FWLYH)XQG
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$PHULFDQ%HDFRQ6PDOO&DS9DOXH)XQG
75RZH3ULFH6PDOO&DS6WRFN)XQG
)LGHOLW\/RZ3ULFHG6WRFN)XQG
,QWHUQDWLRQDO*OREDO(TXLW\
)566HOHFW)RUHLJQ6WRFN,QGH[)XQG
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7KH3LRQHHU)XQGZDVWHUPLQDWHG-XQH


)56,QYHVWPHQW3ODQ

$VRI-XQH

0LOOLRQDQGRI)XQG
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7KH3LRQHHU)XQGZDVWHUPLQDWHG-XQH
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%DUFOD\V&DSLWDO<HDU*RYW&UHGLW,QGH[
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1&5(,)3URSHUW\,QGH[
1&5(,)2'&(,QGH[
'RZ-RQHV5HDO(VWDWH6HFXULWLHV,QGH[
)76(1$5(,7865HDO(VWDWH,QGH[
)RUHLJQ*OREDO6WRFN,QGLFHV
06&,$OO&RXQWU\:RUOG,QGH[
06&,$OO&RXQWU\:RUOG,0,
06&,$OO&RXQWU\:RUOGH[86,QGH[
06&,$OO&RXQWU\:RUOGH[86,0,
06&,$OO&RXQWU\:RUOGH[866PDOO&DS,QGH[
06&,($)(,QGH[
06&,($)(,0,
06&,($)(,QGH[ LQORFDOFXUUHQF\
06&,(PHUJLQJ0DUNHWV,0,
)RUHLJQ%RQG,QGLFHV
&LWLJURXS:RUOG*RY W%RQG,QGH[
&LWLJURXS+HGJHG:RUOG*RY W%RQG,QGH[
&DVK(TXLYDOHQWV
7UHDVXU\%LOOV 'D\
+HZLWW(QQLV.QXSS67,),QGH[
,QIODWLRQ,QGH[
&RQVXPHU3ULFH,QGH[

<HDU

$QQXDOL]HG3HULRGV(QGLQJ
<HDU
<HDU
<HDU

<HDU

























































































































































































































































%HQFKPDUN'HVFULSWLRQV
%DODQFHG%HQFKPDUNV$ZHLJKWHGDYHUDJHFRPSRVLWHRIWKHXQGHUO\LQJFRPSRQHQWV EHQFKPDUNVIRUHDFKIXQG
L0RQH\1HWVW7LHU,QVWLWXWLRQDO1HW,QGH[$QLQGH[PDGHXSRIWKHHQWLUHXQLYHUVHRIPRQH\PDUNHWPXWXDOIXQGV7KHLQGH[FXUUHQWO\UHSUHVHQWVRYHUIXQGVRU
DSSUR[LPDWHO\SHUFHQWRIDOOPRQH\IXQGDVVHWV
%DUFOD\V,QIODWLRQ,QGH[$QLQGH[WKDWPHDVXUHVWKHSHUIRUPDQFHRIWKH867UHDVXU\,QIODWLRQ3URWHFWHG6HFXULWLHV 7,36 PDUNHW
%DUFOD\V$JJUHJDWH%RQG,QGH[$PDUNHWYDOXHZHLJKWHGLQGH[FRQVLVWLQJRIJRYHUQPHQWERQGV6(&UHJLVWHUHGFRUSRUDWHERQGVDQGPRUWJDJHUHODWHGDQGDVVHWEDFNHG
VHFXULWLHVZLWKDWOHDVWRQH\HDUWRPDWXULW\DQGDQRXWVWDQGLQJSDUYDOXHRIPLOOLRQRUJUHDWHU7KLVLQGH[LVDEURDGPHDVXUHRIWKHSHUIRUPDQFHRIWKHLQYHVWPHQWJUDGH86
IL[HGLQFRPHPDUNHW
%DUFOD\V,QWHUPHGLDWH$JJUHJDWH%RQG,QGH[$PDUNHWYDOXHZHLJKWHGLQGH[FRQVLVWLQJRI867UHDVXU\VHFXULWLHVFRUSRUDWHERQGVDQGPRUWJDJHUHODWHGDQGDVVHWEDFNHG
VHFXULWLHVZLWKRQHWRWHQ\HDUVWRPDWXULW\DQGDQRXWVWDQGLQJSDUYDOXHRIPLOOLRQRUJUHDWHU
%DUFOD\V86+LJK<LHOG%$%,VVXHU&DS,QGH[$QLQGH[FRPSRVHGRIQRQLQYHVWPHQWJUDGHFRUSRUDWHGHEWGHQRPLQDWHGLQ86GROODUV7KHLVVXHVKDYHWRKDYHDQ
RXWVWDQGLQJSDUYDOXHRIPLOOLRQRUJUHDWHUDQGDWOHDVWRQH\HDURIPDWXULW\UHPDLQLQJ
5XVVHOO,QGH[$FDSLWDOL]DWLRQZHLJKWHGLQGH[FRQVLVWLQJRIWKHODUJHVWSXEOLFO\WUDGHG86VWRFNVE\FDSLWDOL]DWLRQ7KLVLQGH[LVDEURDGPHDVXUHRIWKHSHUIRUPDQFH
RIWKHDJJUHJDWHGRPHVWLFHTXLW\PDUNHW
5XVVHOO*URZWK,QGH[$QLQGH[WKDWPHDVXUHVWKHSHUIRUPDQFHRIWKRVH5XVVHOOFRPSDQLHVZLWKKLJKHUSULFHWRERRNUDWLRVDQGKLJKHUIRUHFDVWHGJURZWKYDOXHV
5XVVHOO9DOXH,QGH[$QLQGH[WKDWPHDVXUHVWKHSHUIRUPDQFHRIWKRVH5XVVHOOFRPSDQLHVZLWKORZHUSULFHWRERRNUDWLRVDQGORZHU,%(6JURZWKIRUHFDVWV
5XVVHOO*URZWK,QGH[$QLQGH[WKDWPHDVXUHVWKHSHUIRUPDQFHRIWKRVH5XVVHOOFRPSDQLHVZLWKKLJKHUSULFHWRERRNUDWLRVDQGKLJKHU,%(6JURZWKIRUHFDVWV



%HQFKPDUN'HVFULSWLRQV
5XVVHOO9DOXH,QGH[$FDSLWDOL]DWLRQZHLJKWHGLQGH[UHSUHVHQWLQJWKRVHFRPSDQLHVZLWKLQWKH5XVVHOO,QGH[ZLWKORZHUSULFHWRERRNUDWLRVDQG
ORZHU,%(6HDUQLQJVJURZWKIRUHFDVWV
5XVVHOO,QGH[$QLQGH[WKDWPHDVXUHVWKHSHUIRUPDQFHRIDSSUR[LPDWHO\VPDOOFDSLWDOL]DWLRQVWRFNV
5XVVHOO9DOXH,QGH[$FDSLWDOL]DWLRQZHLJKWHGLQGH[UHSUHVHQWLQJWKRVHFRPSDQLHVZLWKLQWKH5XVVHOO,QGH[ZLWKORZHUSULFHWRERRNUDWLRVDQG
ORZHU,%(6HDUQLQJVJURZWKIRUHFDVWV
6 30LG&DS,QGH[$PDUNHWFDSLWDOL]DWLRQZHLJKWHGLQGH[RIVWRFNVLQDOOPDMRULQGXVWULHVLQWKHPLGUDQJHRIWKH86VWRFNPDUNHW
6 3,QGH[$FDSLWDOL]DWLRQZHLJKWHGVWRFNLQGH[FRQVLVWLQJRIRIWKHODUJHVWSXEOLFO\WUDGHG86VWRFNVE\FDSLWDOL]DWLRQ
06&,$OO&RXQWU\:RUOGH[86,QGH[$FDSLWDOL]DWLRQZHLJKWHGLQGH[FRQVLVWLQJRIGHYHORSHGDQGHPHUJLQJFRXQWULHVEXWH[FOXGLQJWKH86
06&,$OO&RXQWU\:RUOG,QGH[1HW$FDSLWDOL]DWLRQZHLJKWHGLQGH[RIVWRFNVUHSUHVHQWLQJDSSUR[LPDWHO\GHYHORSHGDQGHPHUJLQJFRXQWULHVLQFOXGLQJ
WKH86DQG&DQDGLDQPDUNHWV
06&,:RUOGH[86,QGH[$FDSLWDOL]DWLRQZHLJKWHGLQGH[RIVWRFNVUHSUHVHQWLQJGHYHORSHGFRXQWU\VWRFNPDUNHWVLQFOXGLQJ&DQDGDDQGH[FOXGLQJ
WKH86PDUNHW



'HVFULSWLRQRI8QLYHUVHV
)566HOHFW<LHOG3OXV0RQH\0DUNHW$FWLYH)XQG$PRQH\PDUNHWXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
)566HOHFW7,36)XQG$QLQIODWLRQSURWHFWHGERQGXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
)566HOHFW86%RQG(QKDQFHG,QGH[)XQG$ORQJWHUPERQGIL[HGLQFRPHXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
3\UDPLV,QWHUPHGLDWH'XUDWLRQ3RRO)XQG$EURDGLQWHUPHGLDWHWHUPIL[HGLQFRPHXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
)566HOHFW+LJK<LHOG)XQG$KLJK\LHOGERQGIL[HGLQFRPHXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
3,0&27RWDO5HWXUQ)XQG$EURDGLQWHUPHGLDWHWHUPIL[HGLQFRPHXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
)566HOHFW866WRFN0DUNHW,QGH[)XQG$ODUJHFDSEOHQGXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
)566HOHFW86/DUJH9DOXH6WRFN)XQG$ODUJHFDSYDOXHXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
40$0LG&DS4XDQWLWDWLYH&RUH)XQG$PLGFDSXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
)566HOHFW86/DUJH*URZWK6WRFN$FWLYH)XQG$ODUJHFDSJURZWKXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
3LRQHHU)XQG$ODUJHFDSEOHQGXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
)LGHOLW\*URZWK&RPSDQ\)XQG$ODUJHFDSJURZWKXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
$PHULFDQ%HDFRQ6PDOO&DS9DOXH)XQG$VPDOOFDSYDOXHXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU



'HVFULSWLRQRI8QLYHUVHV
75RZH3ULFH6PDOO&DS6WRFN)XQG$VPDOOFDSJURZWKXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
)LGHOLW\/RZ3ULFHG6WRFN)XQG$PLGFDSEOHQGXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
)566HOHFW)RUHLJQ6WRFN,QGH[)XQG$IRUHLJQEOHQGXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
$PHULFDQ)XQGV1HZ3HUVSHFWLYH)XQG$JOREDOVWRFNXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
$PHULFDQ)XQGV(XUR3DFLILF*URZWK)XQG$IRUHLJQODUJHEOHQGXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU



/DZWRQ&KLOHV(QGRZPHQW)XQG
6HFRQG4XDUWHU

+HZLWW(QQLV.QXSS,QF
6RXWK5LYHUVLGH3OD]D6XLWH
&KLFDJR,/
SKRQH
ID[
ZZZKHZLWWHQQLVNQXSSFRP

&217(176


/&()7RWDO)XQG



*OREDO(TXLW\



)L[HG,QFRPH



7,36



&DVK(TXLYDOHQWV



$SSHQGL[

7KLVSDJHOHIWEODQNLQWHQWLRQDOO\

/&()7RWDO)XQG

/&()7RWDO)XQG

$VRI-XQH

0LOOLRQDQGRI)XQG

3ODQ6XPPDU\

6XPPDU\RI&DVK)ORZV
6RXUFHVRI3RUWIROLR*URZWK

6HFRQG4XDUWHU

)LVFDO<7'

B

%HJLQQLQJ0DUNHW9DOXH





1HW$GGLWLRQV:LWKGUDZDOV





,QYHVWPHQW(DUQLQJV





(QGLQJ0DUNHW9DOXH





B

3HULRG-XO\-XQH



/&()7RWDO)XQG

$VRI-XQH

0LOOLRQDQGRI)XQG

3ODQ3HUIRUPDQFH
%HQFKPDUN7RWDO(QGRZPHQW7DUJHW



/&()7RWDO)XQG

$VRI-XQH

0LOOLRQDQGRI)XQG

7UDLOLQJ3HULRG3HUIRUPDQFH


(QGLQJ-XQH
0DUNHW9DOXH


RI
3ROLF\
3RUWIROLR


4 5DQN


<7'
5DQN


<U
5DQN


<UV
5DQN


<UV
<UV
5DQN
5DQN



B

/&()7RWDO)XQG
7RWDO(QGRZPHQW7DUJHW



























































































)L[HG,QFRPH
%DUFOD\V$JJUHJDWH%RQG,QGH[














































7,36
%DUFOD\V867,36










































































































*OREDO(TXLW\
*OREDO(TXLW\7DUJHW

&DVK(TXLYDOHQWV
6 386$$$ $$5DWHG*,3'1HW
<LHOG,QGH[

;;;;;

%HQFKPDUNDQGXQLYHUVHGHVFULSWLRQVDUHSURYLGHGLQWKH$SSHQGL[
*OREDO(TXLW\EHFDPHDQDVVHWFODVVLQ6HSWHPEHUE\PHUJLQJWKH'RPHVWLF(TXLWLHVDQG)RUHLJQ(TXLWLHVDVVHWFODVVHV7KHUHWXUQVHULHVSULRUWR6HSWHPEHULVDZHLJKWHGDYHUDJHRI'RPHVWLF(TXLWLHV
DQG)RUHLJQ(TXLWLHV KLVWRULFDOSHUIRUPDQFH


/&()7RWDO)XQG

$VRI-XQH

0LOOLRQDQGRI)XQG

&DOHQGDU<HDU3HUIRUPDQFH


5DQN



5DQN



5DQN



5DQN



5DQN



5DQN



5DQN



5DQN



5DQN



5DQN


B

/&()7RWDO)XQG
7RWDO(QGRZPHQW7DUJHW





























































*OREDO(TXLW\
*OREDO(TXLW\7DUJHW





























































)L[HG,QFRPH
%DUFOD\V$JJUHJDWH
%RQG,QGH[

















































































7,36
%DUFOD\V867,36





























































&DVK(TXLYDOHQWV
6 386$$$ $$
5DWHG*,3'1HW
<LHOG,QGH[

















































































;;;;;

*OREDO(TXLW\EHFDPHDQDVVHWFODVVLQ6HSWHPEHUE\PHUJLQJWKH'RPHVWLF(TXLWLHVDQG)RUHLJQ(TXLWLHVDVVHWFODVVHV7KHUHWXUQVHULHVSULRUWR6HSWHPEHULVDZHLJKWHGDYHUDJHRI'RPHVWLF(TXLWLHV
DQG)RUHLJQ(TXLWLHV KLVWRULFDOSHUIRUPDQFH


/&()7RWDO)XQG

$VRI-XQH

0LOOLRQDQGRI)XQG

8QLYHUVH&RPSDULVRQ
%HQFKPDUN7RWDO(QGRZPHQW7DUJHW

8QLYHUVH(QGRZPHQWV1HW



/&()7RWDO)XQG

$VRI-XQH

0LOOLRQDQGRI)XQG

8QLYHUVH$VVHW$OORFDWLRQ&RPSDULVRQ
%HQFKPDUN7RWDO(QGRZPHQW7DUJHW

8QLYHUVH(QGRZPHQWV1HW



/&()7RWDO)XQG

$VRI-XQH

0LOOLRQDQGRI)XQG

5LVN3URILOH
%HQFKPDUN7RWDO(QGRZPHQW7DUJHW

8QLYHUVH(QGRZPHQWV1HW



/&()7RWDO)XQG

$VRI-XQH

$WWULEXWLRQ

2WKHULQFOXGHVGLIIHUHQFHVEHWZHHQRIILFLDOSHUIRUPDQFHYDOXHDGGHGDQGDWWULEXWLRQYDOXHDGGGHGGXHWRPHWKRGRORJ\DQGH[WUDRUGLQDU\SD\RXWV


7KLVSDJHOHIWEODQNLQWHQWLRQDOO\

0LOOLRQDQGRI)XQG

*OREDO(TXLW\

*OREDO(TXLW\

$VRI-XQH

0LOOLRQDQGRI)XQG

2YHUYLHZ
%HQFKPDUN*OREDO(TXLW\7DUJHW

*OREDO(TXLW\EHFDPHDQDVVHWFODVVLQ6HSWHPEHUE\PHUJLQJWKH'RPHVWLF(TXLWLHVDQG)RUHLJQ(TXLWLHVDVVHWFODVVHV7KHUHWXUQVHULHVSULRUWR6HSWHPEHULVDZHLJKWHGDYHUDJHRI'RPHVWLF(TXLWLHV
DQG)RUHLJQ(TXLWLHV KLVWRULFDOSHUIRUPDQFH


*OREDO(TXLW\

$VRI-XQH

0LOOLRQDQGRI)XQG

5LVN3URILOH
%HQFKPDUN*OREDO(TXLW\7DUJHW

*OREDO(TXLW\EHFDPHDQDVVHWFODVVLQ6HSWHPEHUE\PHUJLQJWKH'RPHVWLF(TXLWLHVDQG)RUHLJQ(TXLWLHVDVVHWFODVVHV7KHUHWXUQVHULHVSULRUWR6HSWHPEHULVDZHLJKWHGDYHUDJHRI'RPHVWLF(TXLWLHV
DQG)RUHLJQ(TXLWLHV KLVWRULFDOSHUIRUPDQFH


7KLVSDJHOHIWEODQNLQWHQWLRQDOO\



)L[HG,QFRPH

)L[HG,QFRPH

$VRI-XQH

2YHUYLHZ
%HQFKPDUN%DUFOD\V$JJUHJDWH%RQG,QGH[



0LOOLRQDQGRI)XQG

)L[HG,QFRPH

$VRI-XQH

0LOOLRQDQGRI)XQG

8QLYHUVH&RPSDULVRQ
%HQFKPDUN%DUFOD\V$JJUHJDWH%RQG,QGH[

8QLYHUVH(QGRZPHQWV86),1HW



)L[HG,QFRPH

$VRI-XQH

0LOOLRQDQGRI)XQG

5LVN3URILOH
%HQFKPDUN%DUFOD\V$JJUHJDWH%RQG,QGH[

8QLYHUVH(QGRZPHQWV86),1HW



7,36

7,36

$VRI-XQH

2YHUYLHZ
%HQFKPDUN%DUFOD\V867,36



0LOOLRQDQGRI)XQG

7,36

$VRI-XQH

5LVN3URILOH
%HQFKPDUN%DUFOD\V867,36



7KLVSDJHOHIWEODQNLQWHQWLRQDOO\

0LOOLRQDQGRI)XQG

&DVK(TXLYDOHQWV

&DVK(TXLYDOHQWV

$VRI-XQH

2YHUYLHZ
%HQFKPDUN6 386$$$ $$5DWHG*,3'1HW<LHOG,QGH[



0LOOLRQDQGRI)XQG

&DVK(TXLYDOHQWV

$VRI-XQH

5LVN3URILOH
%HQFKPDUN6 386$$$ $$5DWHG*,3'1HW<LHOG,QGH[



7KLVSDJHOHIWEODQNLQWHQWLRQDOO\

0LOOLRQDQGRI)XQG

$SSHQGL[

$VRI-XQH

6HFXULWLHV/HQGLQJ



0DUNHW5HWXUQV
6HFRQG
4XDUWHU
'RPHVWLF6WRFN,QGLFHV
'RZ-RQHV867RWDO6WRFN,QGH[
6 3,QGH[
5XVVHOO,QGH[
5XVVHOO9DOXH,QGH[
5XVVHOO*URZWK,QGH[
5XVVHOO0LG&DS9DOXH,QGH[
5XVVHOO0LG&DS*URZWK,QGH[
5XVVHOO9DOXH,QGH[
5XVVHOO*URZWK,QGH[
'RPHVWLF%RQG,QGLFHV
%DUFOD\V&DSLWDO$JJUHJDWH,QGH[
%DUFOD\V&DSLWDO*RYW&UHGLW,QGH[
%DUFOD\V&DSLWDO/RQJ*RYW&UHGLW,QGH[
%DUFOD\V&DSLWDO<HDU*RYW&UHGLW,QGH[
%DUFOD\V&DSLWDO860%6,QGH[
%DUFOD\V&DSLWDO+LJK<LHOG,QGH[
%DUFOD\V&DSLWDO8QLYHUVDO,QGH[
5HDO(VWDWH,QGLFHV
1&5(,)3URSHUW\,QGH[
1&5(,)2'&(,QGH[
'RZ-RQHV5HDO(VWDWH6HFXULWLHV,QGH[
)76(1$5(,7865HDO(VWDWH,QGH[
)RUHLJQ*OREDO6WRFN,QGLFHV
06&,$OO&RXQWU\:RUOG,QGH[
06&,$OO&RXQWU\:RUOG,0,
06&,$OO&RXQWU\:RUOGH[86,QGH[
06&,$OO&RXQWU\:RUOGH[86,0,
06&,$OO&RXQWU\:RUOGH[866PDOO&DS,QGH[
06&,($)(,QGH[
06&,($)(,0,
06&,($)(,QGH[ LQORFDOFXUUHQF\
06&,(PHUJLQJ0DUNHWV,0,
)RUHLJQ%RQG,QGLFHV
&LWLJURXS:RUOG*RY W%RQG,QGH[
&LWLJURXS+HGJHG:RUOG*RY W%RQG,QGH[
&DVK(TXLYDOHQWV
7UHDVXU\%LOOV 'D\
+HZLWW(QQLV.QXSS67,),QGH[
,QIODWLRQ,QGH[
&RQVXPHU3ULFH,QGH[

<HDU

$QQXDOL]HG3HULRGV(QGLQJ
<HDU
<HDU
<HDU

<HDU

























































































































































































































































%HQFKPDUN'HVFULSWLRQV
/&()7RWDO)XQG
7RWDO(QGRZPHQW7DUJHW$ZHLJKWHGEOHQGRIWKHLQGLYLGXDODVVHWFODVVWDUJHWEHQFKPDUNV
7RWDO*OREDO(TXLW\
06&,$&:,,0,H[7REDFFR)URPIRUZDUGDFXVWRPYHUVLRQRIWKH06&,$&:,,0,ZKLFKH[FOXGHVFRPSDQLHVWKDWGHULYHWKHLUUHYHQXHIURPVDOHVRIWREDFFRDQG
WREDFFRUHODWHGSURGXFWV3ULRUWR6HSWHPEHUWKHEHQFKPDUNLVDZHLJKWHGDYHUDJHRIERWK'RPHVWLF(TXLWLHV DQG)RUHLJQ(TXLWLHV KLVWRULFDOEHQFKPDUNV
7RWDO'RPHVWLF(TXLWLHV
5XVVHOO,QGH[H[7REDFFR3ULRUWRDQLQGH[WKDWPHDVXUHVWKHSHUIRUPDQFHRIWKHVWRFNVWKDWPDNHXSWKH5XVVHOODQG5XVVHOO,QGLFHVZKLOH
H[FOXGLQJWREDFFRFRPSDQLHV
7RWDO)RUHLJQ(TXLWLHV
06&,$&:,H[86,0,H[7REDFFR3ULRUWRDFDSLWDOL]DWLRQZHLJKWHGLQGH[UHSUHVHQWLQJFRXQWULHVEXWH[FOXGLQJWKH8QLWHG6WDWHV7KHLQGH[LQFOXGHVGHYHORSHG
DQGHPHUJLQJPDUNHWFRXQWULHVDQGH[FOXGHVWREDFFRFRPSDQLHV
7RWDO)L[HG,QFRPH
%DUFOD\V$JJUHJDWH%RQG,QGH[$PDUNHWYDOXHZHLJKWHGLQGH[FRQVLVWLQJRIWKH%DUFOD\V&UHGLW*RYHUQPHQWDQG0RUWJDJH%DFNHG6HFXULWLHV,QGLFHV7KHLQGH[DOVRLQFOXGHV
FUHGLWFDUGDXWRDQGKRPHHTXLW\ORDQEDFNHGVHFXULWLHV7KLVLQGH[LVWKHEURDGHVWDYDLODEOHPHDVXUHRIWKHDJJUHJDWHLQYHVWPHQWJUDGH86IL[HGLQFRPHPDUNHW
7RWDO7,36
%DUFOD\V867,36$PDUNHWYDOXHZHLJKWHGLQGH[FRQVLVWLQJRI867UHDVXU\,QIODWLRQ3URWHFWHG6HFXULWLHVZLWKRQHRUPRUH\HDUVUHPDLQLQJXQWLOPDWXULW\ZLWKWRWDORXWVWDQGLQJ
LVVXHVL]HRIPLOOLRQRUPRUH
7RWDO&DVK(TXLYDOHQWV
6 386$$$ $$5DWHG*,3'D\1HW<LHOG,QGH[$QXQPDQDJHGQHWRIIHHVPDUNHWLQGH[UHSUHVHQWDWLYHRIWKH/RFDO*RYHUQPHQW,QYHVWPHQW3RRO2QWKH
6 386$$$ $$5DWHG*,3'D\1HW<LHOG,QGH[UHSODFHGWKH6 386$$$ $$5DWHG*,3'D\*URVV<LHOG,QGH[ZKLFKZDVSUHYLRXVO\XVHGIURP
3ULRUWRLWZDVWKHDYHUDJHPRQWK7ELOOUDWH



8QLYHUVH'HVFULSWLRQV

/&()7RWDO)XQG
$XQLYHUVHFRPSULVHGRIWRWDOHQGRZPHQWSRUWIROLRUHWXUQVQHWRIIHHVFDOFXODWHGDQGSURYLGHGE\%1<0HOORQ3HUIRUPDQFH 5LVN$QDO\WLFV$JJUHJDWHDVVHWVLQWKHXQLYHUVH
FRPSULVHGELOOLRQDVRITXDUWHUHQGDQGWKHDYHUDJHPDUNHWYDOXHZDVELOOLRQ

7RWDO)L[HG,QFRPH
$XQLYHUVHFRPSULVHGRIWRWDOIL[HGLQFRPHSRUWIROLRUHWXUQVQHWRIIHHVRIHQGRZPHQWSODQVFDOFXODWHGDQGSURYLGHGE\%1<0HOORQ3HUIRUPDQFH 5LVN$QDO\WLFV$JJUHJDWH
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LAWTON CHILES ENDOWMENT FOR CHILDREN AND ELDERS
INVESTMENT POLICY STATEMENT

I.

DEFINITIONS
Asset Class - An asset class is an aggregation of one or more portfolios with the same
principal asset type. For example, all of the portfolios whose principal asset type was stocks
would be aggregated together as the Stock 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 Endowment. Funds are managed
within portfolios. A portfolio will contain one principal asset type (common stocks, for
example), but may contain small amounts of other asset types as well. The discretion for
this mix of asset types is set out in guidelines for each portfolio.
Annuity - An agreement whereby the investor receives a specified periodic payment over a
predetermined time period.

II.

OVERVIEW OF THE ENDOWMENT FUND AND THE SBA
The State Board of Administration (Board) provides investment management of assets
contributed and held on behalf of the Lawton Chiles Endowment Fund (Endowment),
pursuant to s. 215.5601, F.S. as created by Chapter 99-167, L.O.F.

III.

THE BOARD
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
investment of Endowment assets, subject to limitations on investments as outlined in Section
215.47, Florida Statutes and the requirements specific to the Endowment contained in s.
215.5601, Florida Statutes.
The Board shall discharge its fiduciary duties in accordance with the Florida statutory
fiduciary standards of care as contained in sections 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 Endowment assets.
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.
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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 invested 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.

The Executive Director will appoint a Chief Risk and Compliance Officer, whose selection,
compensation and termination will be affirmed by the Board, to assist in the execution of the
responsibilities enumerated in the preceding list. For day-to-day executive and
administrative purposes, the Chief Risk and Compliance Officer will proactively work with
the Executive Director and designees to ensure that issues are promptly and thoroughly
addressed by management. On at least a quarterly basis, the Chief Risk and Compliance
Officer will provide reports to the Investment Advisory Council, Audit Committee and
Board and is authorized to directly access these bodies at any time as appropriate to ensure
the integrity and effectiveness of risk management and compliance functions.
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 and recommending changes to the Board when appropriate.
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V.

INVESTMENT OBJECTIVES
The investment objective of the Board is long-term preservation of the real value of the
principal (contributed capital) and a specified regular annual cash outflow for appropriation,
as nonrecurring revenue, utilizing a thirty-year planning horizon. The Board's principal
means for achieving this goal are through defining the terms of the Endowment’s annuity
payout structure authorized under law and 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 investment objective. The Board establishes asset
classes, sets permissible shares of the total portfolio's value for each and establishes
performance benchmarks for them. In addition, it establishes a performance benchmark for
the total portfolio.

VI.

PAYOUT FORMULA
Liquidation of fund assets to support the legislative appropriations process shall be made
according to the following participating annuity structure. At the start of each state budget
cycle, a payout amount from the Endowment shall be established for the upcoming fiscal
year according to the following formula:
si = ( x ) si −1 + (1 − x )Vi max[GM −

R+K
,0]
30

where: x = 75%
si = real payout amount for the upcoming fiscal year;
si-1 = real payout amount for the prior fiscal year, proportionally adjusted for any
changes in the amount of contributed principal since the prior fiscal year;
Vi = real value of the endowment at the time si is determined;
GM = the expected real geometric return on the endowment’s assets, given the asset
allocation directed under Section VII;
R = the required change in the fund’s net asset value in order for Vi to equal the real
value of all contributions to the Endowment at the time si is determined; and
K = prudence constant corresponding to a shortfall probability of 20%. 1
Payouts shall be made no more frequently than quarterly, at the start of each quarter, in prorata portions of si.

1

More specifically, K = the inverse of the standard normal cumulative distribution for a probability of 20% or less times
the expected risk of the portfolio times the square root of the planning horizon (30 years).
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VII.

TARGET PORTFOLIO AND ASSET ALLOCATION RANGES
In order to achieve the investment goal, 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
meet or exceed the target rate of return and, thus achieve the Board's investment objectives.
This relative return objective is developed in a risk management framework. Risk from the
perspective of the Board is failing to earn the target return over long periods of time, and the
asset mix is developed to minimize this risk. In selecting the Target Portfolio the Board
considers information related to specified future expenditures from the Endowment and
historical asset class risk and return characteristics. Potential asset mixes are thus evaluated
with respect to their expected return and volatility as well as risk.
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 Endowment. These figures are used solely in developing directives for fund
management that will raise the probability of success in achieving the target rate of return.
The Executive Director is held responsible not for specifically achieving the 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 relative values between asset classes.
The Board establishes the Target Portfolio as being composed of the following Asset
Classes and Target Allocations and, additionally, the Board establishes ranges for the actual
allocations to limit the risk of deviating significantly from the long-run investment plan.
Table 1
Asset Class

Target Allocation

Policy Range

Global Equity

71%

61-81%

Fixed Income

17%

12-22%

Inflation-Indexed Bonds

11%

6-16%

Cash Equivalents

1%

0-10%
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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. 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 Endowment 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 days shall be reported to the Board, together with a review of
conditions causing the persistent deviation and a recommendation for subsequent investment
action.
Notwithstanding the prior paragraph, in the event of a mandated payout from the
Endowment that is expected by the Executive Director to require an accumulation of cash
that exceeds ten percent of the market value of the Endowment, all asset classes’ Target
Allocations will float and Policy Ranges will not be applicable. During such an event,
Target Allocations will be equal to the actual month-end average balances for the respective
asset classes as determined by the custodian. Actual allocations will be reported monthly to
the Board. Once the mandated payout has been made, Target Allocations and Policy Ranges
will revert to the values in Table 1.
In adopting this plan, the board recognizes that no additional contributions are anticipated
under current law.
VIII. PERFORMANCE MEASUREMENT
Asset class performance is measured in accordance with a broad market index appropriate to
the asset class. The following indices are used as benchmarks for the authorized asset
classes:
Table 2
Asset Class
Global Equity

Index
A custom version of the Morgan Stanley Capital
International All Country World International Investable
Market Index, in dollar terms, net of withholding taxes
on non-resident institutional investors, adjusted to reflect
a 55% fixed weight in the Morgan Stanley Capital
International USA Investable Market Index, a
corresponding 45% fixed weight in the Morgan Stanley
Capital International All Country World ex USA
Investable Market Index, and the exclusion of certain
equities of tobacco-related companies.

Fixed Income

The Barclays Capital U.S. Aggregate Bond Index
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Inflation-Indexed Bonds

The Barclays Capital U.S. Treasury Inflation Note Index.

Cash Equivalents

The Standard & Poor’s U.S. AAA & AA Rated
Government Investment Pool All 30 Day - Net Yield
Index

The return on the Target Portfolio shall be calculated as an average of the returns to the
Target Indices indicated in Table 2 weighted by the Target Allocations indicated by Table 1,
(recognizing that Table 1 is suspended if a mandated payout from the Endowment is of
sufficient size).
Performance 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.
IX.

ASSET CLASS PORTFOLIO MANAGEMENT
General 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. The portfolios shall also be well diversified with
respect to the benchmark.
Commingled vehicles which invest broadly in foreign small-cap equities indices and foreign
emerging market equities indices, including the equities of tobacco-related companies
therein, are authorized to the extent necessary to prudently manage the Endowment.

X.

REPORTING
The Board directs the Executive Director to coordinate the preparation of regular reports of
the investment performance of the Endowment by the Board's independent performance
measurement firm.
The Executive Director shall also make a status report to the Governor, the Speaker of the
House of Representatives, the President of the Senate, the chairpersons of the respective
appropriations and substantive committees of each chamber, and the Revenue Estimating
Conference monthly.
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XI.

SBA ADMINISTRATIVE COST
Administrative costs will be deducted from the fund at a rate not greater than that charged
by the SBA for managing Florida Retirement System assets.

XII.

IMPLEMENTATION SCHEDULE
This plan shall be effective upon approval of the Board. However, the target allocation and
the target index changes for Global Equity may be phased in over a 12 month period
subsequent to October 1, 20113.
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LAWTON CHILES ENDOWMENT FOR CHILDREN AND ELDERS
INVESTMENT POLICY STATEMENT

I.

DEFINITIONS
Asset Class - An asset class is an aggregation of one or more portfolios with the same
principal asset type. For example, all of the portfolios whose principal asset type was stocks
would be aggregated together as the Stock 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 Endowment. Funds are managed
within portfolios. A portfolio will contain one principal asset type (common stocks, for
example), but may contain small amounts of other asset types as well. The discretion for
this mix of asset types is set out in guidelines for each portfolio.
Annuity - An agreement whereby the investor receives a specified periodic payment over a
predetermined time period.

II.

OVERVIEW OF THE ENDOWMENT FUND AND THE SBA
The State Board of Administration (Board) provides investment management of assets
contributed and held on behalf of the Lawton Chiles Endowment Fund (Endowment),
pursuant to s. 215.5601, F.S. as created by Chapter 99-167, L.O.F.

III.

THE BOARD
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
investment of Endowment assets, subject to limitations on investments as outlined in Section
215.47, Florida Statutes and the requirements specific to the Endowment contained in s.
215.5601, Florida Statutes.
The Board shall discharge its fiduciary duties in accordance with the Florida statutory
fiduciary standards of care as contained in sections 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 Endowment assets.
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.
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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 invested 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.

The Executive Director will appoint a Chief Risk and Compliance Officer, whose selection,
compensation and termination will be affirmed by the Board, to assist in the execution of the
responsibilities enumerated in the preceding list. For day-to-day executive and
administrative purposes, the Chief Risk and Compliance Officer will proactively work with
the Executive Director and designees to ensure that issues are promptly and thoroughly
addressed by management. On at least a quarterly basis, the Chief Risk and Compliance
Officer will provide reports to the Investment Advisory Council, Audit Committee and
Board and is authorized to directly access these bodies at any time as appropriate to ensure
the integrity and effectiveness of risk management and compliance functions.
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 and recommending changes to the Board when appropriate.
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V.

INVESTMENT OBJECTIVES
The investment objective of the Board is long-term preservation of the real value of the
principal (contributed capital) and a specified regular annual cash outflow for appropriation,
as nonrecurring revenue, utilizing a thirty-year planning horizon. The Board's principal
means for achieving this goal are through defining the terms of the Endowment’s annuity
payout structure authorized under law and 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 investment objective. The Board establishes asset
classes, sets permissible shares of the total portfolio's value for each and establishes
performance benchmarks for them. In addition, it establishes a performance benchmark for
the total portfolio.

VI.

PAYOUT FORMULA
Liquidation of fund assets to support the legislative appropriations process shall be made
according to the following participating annuity structure. At the start of each state budget
cycle, a payout amount from the Endowment shall be established for the upcoming fiscal
year according to the following formula:
si = ( x ) si −1 + (1 − x )Vi max[GM −

R+K
,0]
30

where: x = 75%
si = real payout amount for the upcoming fiscal year;
si-1 = real payout amount for the prior fiscal year, proportionally adjusted for any
changes in the amount of contributed principal since the prior fiscal year;
Vi = real value of the endowment at the time si is determined;
GM = the expected real geometric return on the endowment’s assets, given the asset
allocation directed under Section VII;
R = the required change in the fund’s net asset value in order for Vi to equal the real
value of all contributions to the Endowment at the time si is determined; and
K = prudence constant corresponding to a shortfall probability of 20%. 1
Payouts shall be made no more frequently than quarterly, at the start of each quarter, in prorata portions of si.

1

More specifically, K = the inverse of the standard normal cumulative distribution for a probability of 20% or less times
the expected risk of the portfolio times the square root of the planning horizon (30 years).
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VII.

TARGET PORTFOLIO AND ASSET ALLOCATION RANGES
In order to achieve the investment goal, 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
meet or exceed the target rate of return and, thus achieve the Board's investment objectives.
This relative return objective is developed in a risk management framework. Risk from the
perspective of the Board is failing to earn the target return over long periods of time, and the
asset mix is developed to minimize this risk. In selecting the Target Portfolio the Board
considers information related to specified future expenditures from the Endowment and
historical asset class risk and return characteristics. Potential asset mixes are thus evaluated
with respect to their expected return and volatility as well as risk.
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 Endowment. These figures are used solely in developing directives for fund
management that will raise the probability of success in achieving the target rate of return.
The Executive Director is held responsible not for specifically achieving the 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 relative values between asset classes.
The Board establishes the Target Portfolio as being composed of the following Asset
Classes and Target Allocations and, additionally, the Board establishes ranges for the actual
allocations to limit the risk of deviating significantly from the long-run investment plan.
Table 1
Asset Class

Target Allocation

Policy Range

Global Equity

71%

61-81%

Fixed Income

17%

12-22%

Inflation-Indexed Bonds

11%

6-16%

Cash Equivalents

1%

0-10%
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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. 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 Endowment 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 days shall be reported to the Board, together with a review of
conditions causing the persistent deviation and a recommendation for subsequent investment
action.
Notwithstanding the prior paragraph, in the event of a mandated payout from the
Endowment that is expected by the Executive Director to require an accumulation of cash
that exceeds ten percent of the market value of the Endowment, all asset classes’ Target
Allocations will float and Policy Ranges will not be applicable. During such an event,
Target Allocations will be equal to the actual month-end average balances for the respective
asset classes as determined by the custodian. Actual allocations will be reported monthly to
the Board. Once the mandated payout has been made, Target Allocations and Policy Ranges
will revert to the values in Table 1.
In adopting this plan, the board recognizes that no additional contributions are anticipated
under current law.
VIII. PERFORMANCE MEASUREMENT
Asset class performance is measured in accordance with a broad market index appropriate to
the asset class. The following indices are used as benchmarks for the authorized asset
classes:
Table 2
Asset Class
Global Equity

Index
A custom version of the Morgan Stanley Capital
International All Country World International Investable
Market Index, in dollar terms, net of withholding taxes
on non-resident institutional investors, adjusted to reflect
a 55% fixed weight in the Morgan Stanley Capital
International USA Investable Market Index, a
corresponding 45% fixed weight in the Morgan Stanley
Capital International All Country World ex USA
Investable Market Index, and the exclusion of certain
equities of tobacco-related companies.

Fixed Income

The Barclays Capital U.S. Aggregate Bond Index
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Inflation-Indexed Bonds

The Barclays Capital U.S. Treasury Inflation Note Index.

Cash Equivalents

The Standard & Poor’s U.S. AAA & AA Rated
Government Investment Pool All 30 Day - Net Yield
Index

The return on the Target Portfolio shall be calculated as an average of the returns to the
Target Indices indicated in Table 2 weighted by the Target Allocations indicated by Table 1,
(recognizing that Table 1 is suspended if a mandated payout from the Endowment is of
sufficient size).
Performance 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.
IX.

ASSET CLASS PORTFOLIO MANAGEMENT
General 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. The portfolios shall also be well diversified with
respect to the benchmark.
Commingled vehicles which invest broadly in foreign small-cap equities indices and foreign
emerging market equities indices, including the equities of tobacco-related companies
therein, are authorized to the extent necessary to prudently manage the Endowment.

X.

REPORTING
The Board directs the Executive Director to coordinate the preparation of regular reports of
the investment performance of the Endowment by the Board's independent performance
measurement firm.
The Executive Director shall also make a status report to the Governor, the Speaker of the
House of Representatives, the President of the Senate, the chairpersons of the respective
appropriations and substantive committees of each chamber, and the Revenue Estimating
Conference monthly.
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XI.

SBA ADMINISTRATIVE COST
Administrative costs will be deducted from the fund at a rate not greater than that charged
by the SBA for managing Florida Retirement System assets.

XII.

IMPLEMENTATION SCHEDULE
This plan shall be effective upon approval of the Board. However, the target index changes
for Global Equity may be phased in over a 12 month period subsequent to October 1, 2013.
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FRS INVESTMENT PLAN
SELF-DIRECTED BROKERAGE ACCOUNT
Effective January 1, 2014, the FRS Investment Plan is offering a new service through AonHewitt, the Plan Administrator. A new
Self-Directed Brokerage Account (SDBA) will be added as an investment alternative for Investment Plan members. The new service will give
members access to more than 12,000 individual mutual funds offered by 400 mutual fund familes.
More than 6,400 mutual funds are offered with waived loads and/or no transaction fees (NTF).
Members will also have access to most publicly traded companies and fixed income products.
There will be restrictions imposed on access to certain types of investments and the movement of Investment Plan assets into the SDBA.
Additionally, there may be excessive trading restrictions imposed by the investment funds in which a member invests.
Funds available through the SDBA have not been selected through any selection process by the SBA, are not monitored by the
SBA, or the Plan Administrator, are subject to market losses, and require investment knowledge from the member.
SELF-DIRECTED BROKERAGE ACCOUNT MEMBERSHIP REQUIREMENTS
1.
2.
3.
4.

Member must maintain a minimum balance of $5,000 in the Investment Plan's core investment funds
Member must make a minimum initial transfer of funds into the self-directed brokerage account of at least $1,000
Member must make subsequent transfers of funds into the self-directed brokerage account in amounts of $1,000 or greater
Member must pay all trading fees, commissions, administrative fees and any other expenses associated with participating in the
self-directed brokerage account

SELF-DIRECTED BROKERAGE ACCOUNT FUND ACCESS
Investment Plan members who wish to utilize the brokerage account option may invest in the following:
1. Stocks listed on a Securities Exchange Commission (SEC) regulated national exchange.
2. Exchange Traded Funds (ETF) (except for leveraged Exchange Traded Funds)
3. Mutual Funds not offered in as funds in the Investment Plan
4. Fixed Income Products
Investment Plan members cannot invest in the following investment alternatives through the brokerage account:
1. Illiquid investments
2. Over the Counter Bulletin Board securities

3.
4.
5.
6.
7.
8.
9.

Pink Sheet securities
Leveraged Exchange Traded Funds
Direct Ownership of Foreign Securities
Derivatives, including, but not limited to futures and options contracts on securities, market indexes, and commodities
Buying or Trading on Margin
Investment Plan investment funds
Any investment that would jeopardize the Investment Plan's tax qualified status

IMPLEMENTATION AND ANNUAL ACCOUNT FEES
Implementation fees
Annual Brokerage Account Maintenance Fee
paid by member

None, AonHewitt covering
$25 annually ($6.25 per quarter)

SELF-DIRECTED BROKERAGE ACCOUNT FEES
Stock and ETF Trades
Unassisted Stock/ETF trades paid by member
Representative Assisted Stock/ETF trades paid by member1

$8.75 per trade
$33.75 per trade

Mutual Funds2 - $500 Investment Minimum3
Unassisted online No Transaction Fee4 Mutual Fund trades
paid by member for 6,400 funds on AonHewitt approved list

No charge5

Unassisted online No Load/Low Load Mutual Fund trades paid by member
for 5,600 funds not on the AonHewitt approved No Transaction Fee list
Representative Assisted Mutual Fund trades paid by member for over
6,400 funds on the AonHewitt approved No Transaction Fee list

$46.75 per trade

Representative Assisted No Load/Low Load Mutual Fund trades paid by member
for 5,600 funds not on the AonHewitt approved No Transaction Fee list

$71.75 per trade7

Load Funds purchased at Net Asset Value (NAV) by the member
Exchange between mutual funds in the same share class and same fund family

No charge6
$10.00 per exchange
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No charge

Fixed Income
Primary Issues
U.S. Treasury Issues at Auction
Corporate and Agency Bonds
Certificates of Deposit
Secondary Market Trades
U.S. Treasuries and Agency Bonds
Maturities of 2 years or less
Maturities of more than 2 years

$0.25 per bond with a minimum charge of $24.95
$1 per bond with a minimum charge of $44.95

Corporate Bonds
Maturities of 2 years or less
Maturities of more than 2 years

$1 per bond with a minimum charge of $24.95
$2 per bond with a minimum charge of $44.95

Certificates of Deposit
Maturities of 2 years or less
Maturities of more than 2 years

$24.95 per transaction
$44.95 per transaction

Other Products
Commercial Paper
Unit Investment Trusts (UIT's)
Dividend Reinvestment
Mutual Funds
Stock Funds

$24.95 per transaction
No charge
No charge

$44.95 per transaction with $100,000 minimum
transaction amount
$34.95 per transaction, with no fee for issues in
which Hewitt acts as principal
No charge
No charge

Account Fees
Transfer Member Account to Another Provider, if Approved by SBA
Restricted Stock Clearance
Late Payment for Trade
Voluntary Reorganization
Duplicate Statement
Foreign Security Transfer

8

$75 per transaction
$150 per transaction
$30 per transaction
$30 per transaction
$5 per statement
$75 per transaction

Foreign Security Custody Fee
Foreign Security Trades

$5 quarterly
$75 per trade

Additional fees may be charged for other transactions or purchases.

1

An assisted trade is placed for the member by a Hewitt Financial Services (HFS) representative.

2

HFS may receive servicing fees from money market funds and mutual fund companies in addition to the clearing and execution fees charged
to the member. Refer to the HFS Plan Member Agreement for additional details. Mutual Funds are offered by prospectus only. Investors
should consider carefully the information contained in the mutual fund prospectus, including investment objectives, risks, charges, fund
minimums and expenses. Member's can request a mutual fund prospectus by logging into their account and clicking on "Order Fund
Prospectus" under the Mutual Fund Center.

3

$500 minimum applies unless fund prospectus states a higher minimum.

4

NTF Funds are available with no loads or waived loads and no transaction fees. Other fees and expenses charged by the funds will apply.
Before investing in any mutual fund, the member should read its prospectus. The member can research funds participating in the NTF
program in the "Research" section of the brokerage website.

5

NTF Funds redeemed or exchanged within 90 days of the purchase date or deposit date will incur a transaction fee of $50.00. The no-transaction-fee
eligibility applies only to the initial transaction fee associated with the fund. It does not apply to any management fees or other expenses
associated with the fund, including any redemption fees. For full details on these expenses/fees, please refer to the mutual fund
prospectus.

6

Front end loaded funds or Class “A” funds are placed at Net Asset Value (NAV). Early redemption fees may apply. Not all share classes may be
purchased in Self-Directed Brokerage Accounts; all purchases are governed by the terms and conditions in the fund prospectus.

7

Due to fund procedures orders placed with certain fund families will incur a $10 surcharge over and above the normal transaction fee. Please contact
Hewitt Financial Service (HFS) for a list of affected fund families.

8

Self-Directed Brokerage Accounts cannot transfer from HFS without prior approval or direction from the State Board of Administration.
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FLORIDA RETIREMENT SYSTEM
Investment Plan
Investment Policy Statement
I. PURPOSE
The Florida Retirement System Investment Plan Investment Policy Statement (IPS) serves as the
primary statement of Trustee policy regarding their statutory responsibilities and authority to
establish and operate an optional defined contribution retirement program for members of the
Florida Retirement System. The IPS shall serve as a guiding document pertaining to investment
matters with respect to the Investment Plan. The Trustees will strive to make investment decisions
consistent with this IPS. Section 121.4501(14), Florida Statutes, directs the Trustees of the State
Board of Administration to approve the IPS. The IPS will be reviewed annually and will be revised
or supplemented as policies are changed or developed.
II. DEFINITIONS
A. Member – An employee who enrolls in the Florida Retirement System Investment Plan , a
member-directed 401(a) program, in lieu of participation in the defined benefit program of the
Florida Retirement System, a terminated Deferred Retirement Option Program (DROP) member as
described in section 121.4501(21), Florida Statutes, or an alternate payee of a member or
employee.
B. Investment Product – The result of a process that forms portfolios from securities and financial
instruments in order to produce investment returns.
C. Investment Manager – A private sector company that provides one or more investment products.
D. Investment Funds – One of the investment options that may be chosen by participants. A Fund
may be an aggregate of one or more investment products.
E. Bundled Provider - A private sector company that offers investment products, combined with
recordkeeping and trading services, which are designed to meet individualized needs and
requirements of plan participants, so as to afford value to participants not available through
individual investment product.
F. Passively Managed Option – An investment management strategy that intends to produce the
same level and pattern of financial returns generated by a market benchmark index.
G. Actively Managed Option – An investment management strategy that relies on security return
predictions in an effort to out-perform the financial returns generated by a market benchmark
index.
H. Performance Benchmark – A market benchmark index that serves as the performance
measurement criterion for investment options.
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I. Investment Plan Administrator or Recordkeeper – A private sector company that provides
administrative services, including individual and collective recordkeeping and accounting, IRC
limit monitoring, enrollment, beneficiary designation and changes, disbursement of monies, and
other centralized administrative functions.
J. Self-Directed Brokerage Account – An alternative method for Investment Plan members to select
various investments options otherwise not available in the Investment Plan.
K. Self-Direct Brokerage Account Provider – A private sector company that provides access to a
Self-Directed Brokerage Account to members of the FRS Investment Plan.

III. OVERVIEW OF THE INVESTMENT PLAN AND STATE BOARD OF
ADMINISTRATION
A. The Investment Plan is a member-directed 401(a) program selected by employees in lieu of
participation in the defined benefit program of the Florida Retirement System. Investment Plan
benefits accrue in individual accounts that are member-directed, portable and funded by employee
and employer contributions and earnings. In accordance with Section 121.4501(15)(b), Florida
Statutes, members and beneficiaries bear the investment risks and reap the rewards that result when
they exercise control over investments in their accounts. Fluctuations in investment returns
directly affect members’ benefits.
B. The State Board of Administration (Board), Division of Retirement and affected employers
administer the Investment Plan. The Board designs educational services to assist employers,
eligible employees, members and beneficiaries. The State Legislature has the responsibility for
setting contribution levels and providing statutory guidance for the administration of the
Investment Plan.
IV. THE BOARD
A. The Board consists of the Governor, as Chairman, the Chief Financial Officer, as Treasurer, and
the Attorney General, as Secretary. The Board shall establish an optional defined contribution
retirement program for members of the Florida Retirement System and make a broad range of
investment options, covering most major market segments, available to members. The Board
makes the final determination as to whether any investment manager or product, third-party
administrator, education vendor or advice vendor shall be approved for the Plan program.
B. The Board shall discharge its fiduciary duties in accordance with the Florida statutory fiduciary
standards of care as contained in Section 121.4501(15)(a), Florida Statutes.
C. The Board delegates to the Executive Director the administrative and investment authority, within
the statutory limitations and rules, to manage the Investment Plan. The Board appoints a ninemember Investment Advisory Council (IAC). The IAC reviews the IPS and any proposed changes
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prior to its presentation to the Board of Trustees. The Council presents the results of its review to
the Board of Trustees prior to the Trustees’ final approval of the statement or any changes.
V. THE EXECUTIVE DIRECTOR
A. The Executive Director is responsible for managing and directing administrative, personnel,
budgeting and investment-related functions, including the hiring and termination of investment
managers, bundled providers and products.
B. The Executive Director is responsible for developing specific investment objectives and policy
guidelines for investment options. The Executive Director is responsible for developing policies
and procedures for selecting, evaluating, and monitoring the performance of investment managers
and products to which employees may direct retirement contributions under the Investment Plan,
and providing the Board with monthly and quarterly reports of investment activities.
C. The Executive Director is responsible for maintaining diversified investment options, and
maximizing returns with respect to the performance benchmarks of individual investment options,
consistent with appropriate risk constraints. Each investment option will avoid excessive risk and
have a prudent degree of diversification relative to its broad market performance benchmark. 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.

The Executive Director will appoint a Chief Risk and Compliance Officer, whose selection,
compensation and termination will be affirmed by the Board, to assist in the execution of the
responsibilities enumerated in the preceding list. For day-to-day executive and administrative
purposes, the Chief Risk and Compliance Officer will proactively work with the Executive
Director and designees to ensure that issues are promptly and thoroughly addressed by
management. On at least a quarterly basis, the Chief Risk and Compliance Officer will provide
reports to the Investment Advisory Council, Audit Committee and Board and is authorized to
directly access these bodies at any time as appropriate to ensure the integrity and effectiveness of
risk management and compliance functions.
Pursuant to written SBA policy, the Executive Director will cause a regular review, documentation
and formal escalation of 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 as
necessary and appropriate, unless otherwise required in this Investment Policy Statement.
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D. The Executive Director shall adopt policies and procedures designed to prevent excessive member
trading between investment options from negatively impacting other members.
E. The Executive Director is responsible for periodically reviewing this IPS and recommending
changes to the Board of Trustees when appropriate.

VI. INVESTMENT OBJECTIVES
A. The Investment Plan shall seek to achieve the following long-term objectives:
1)
2)

3)

VII.

Offer a diversified mix of low-cost investment options that span the risk-return
spectrum and give members the opportunity to accumulate retirement benefits.
Offer investment options that avoid excessive risk, have a prudent degree of
diversification relative to broad market indices and provide a long-term rate of return,
net of all expenses and fees that seek to achieve or exceed the returns on comparable
market benchmark indices.
Offer members meaningful, independent control over the assets in their account with
the opportunity to:
a)
Obtain sufficient information about the plan and investment alternatives to make
informed investment decisions;
b)
Direct contributions and account balances between approved investment options
with a frequency that is appropriate in light of the market volatility of the
investment options;
c)
Direct contributions and account balances between approved investment options
without the limitation of fees or charges; and
d)
Remove accrued benefits from the plan without undue delay or penalties, subject
to the contract and all applicable laws governing the operation of the
Plan program.

MEMBER CONTROL AND PLAN PROGRAM FIDUCIARY LIABILITY

A. This IPS is structured to be consistent with the Legislature’s intent to assign liability for members’
investment losses to members and provide a safe harbor for Plan program fiduciaries.
B. In Sections 121.4501(8)(b)2. and 121.4501(15)(b), Florida law incorporates the federal law
concept of participant control, established by regulations of the U.S. Department of Labor under
section 404(c) of the Employee Retirement Income Security Act of 1974. The Investment Plan
shall incorporate these concepts by providing Plan program participants the opportunity to give
investment instructions and obtain sufficient information to make informed investment decisions.
The Investment Plan shall, in accordance with the 404(c) regulations and Florida law, provide
members an opportunity to choose from a broad range of investment alternatives.
C. If a member or beneficiary of the Investment Plan exercises control over the assets in his or her
account, pursuant to section 404(c) regulations and all applicable laws governing the operation of
4
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the Plan program, no Plan program fiduciary shall be liable for any loss to a member’s or
beneficiary's account which results from such member’s or beneficiary's exercise of control.
D. The default option for FRS Investment Plan members that fail to make a selection of investment
options shall be the Moderate Balanced Fund, which otherwise meets the requirements of a
qualified default investment alternative pursuant to regulations issued by the U.S. Department of
Labor. The default option for FRS Pension Plan DROP participants who rollover funds from their
DROP account to the Investment Plan as permitted by section 121.4501(21), Florida Statutes, and
fail to make a selection of investment options shall be the FRS Select Money Market Fund.
VIII. MEMBER EDUCATION AND INVESTMENT ADVICE
A. The education component of the Investment Plan shall be designed by the Board to assist
employers, eligible employees, members, and beneficiaries in order to maintain compliance with
section 404(c) regulations and to assist employees in their choice of defined benefit or defined
contribution retirement programs. Educational services include, but are not limited to,
disseminating educational materials; providing retirement planning education; explaining the
differences between the defined benefit retirement plan and the defined contribution retirement
plan; and offering financial planning guidance on matters such as investment diversification,
investment risks, investment costs, and asset allocation. The following items must be made
available to members in sufficient time to allow them an opportunity to make informed decisions:

° A description of all investment funds offered as an investment option under the
Investment including Plan including: general investment objectives, risk and return
characteristics, and type and diversification of assets, but excluding any investment
instruments made available through a self-directed brokerage account.

°

An explanation of how to give investment instructions and any limits or restrictions
on giving instructions.

° A description of any transaction fees or expenses that are charged to the member’s
account in connection with purchases or sales of an investment fund.

°

Investment
summary
fund
profiles
as
defined
at
Sections
121.4501(15)(c), excluding the prospectus or other information for the underlying
investment instruments available through the self-directed brokerage account
provided by the Plan.

° Descriptions of the annual operating expenses for each investment alternative, such
as investment management fees, excluding the prospectus or other information for
the underlying investment instruments available through the self-directed brokerage
account provided by the Plan.

° The value of shares of all investment funds and a quarterly member statement that
accounts for contributions, investment earnings, fees, penalties, or other
deductions, excluding the prospectus or other information for the underlying
investment instruments available through the self-directed brokerage account
provided by the Plan.
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° Information concerning the past investment performance of each investment fund,
net of expenses, and relative to appropriate market indices, excluding the prospectus
or other information for the underlying investment instruments available through the
self-directed brokerage account provided by the Plan.
B. Consistent with Sections 121.4501(8)(b)1. and 121.4501(10)(b), Florida Statutes, the education
component shall provide system members with impartial and balanced information about the
Plan program and investment choices. In addition, the approved education organization shall not
be an approved investment provider or be affiliated with an approved investment provider.
Educational materials shall be prepared under the assumption that the employee is an
unsophisticated investor and all educational materials, including those distributed by bundled
providers, shall be approved by the Board prior to dissemination. Members shall have the
opportunity to choose from different levels of education services, as well as a variety of delivery
methods and media. All educational services offered by investment product providers shall be
provided on a fee-for-service basis.
C. The Board shall contract for the provision of low-cost investment advice to members that is
supplemental to educational services and that is paid for by those receiving the advice. Investment
advice shall consist of impartial and balanced recommendations about investment choices
consistent with Rule 19-13.004, FAC. Members shall have the opportunity to choose from
different levels of customized investment advisory services, as well as a variety of delivery
methods and media.
D. Bundled provider(s) selected to provide investment products for Investment Plan members shall
not provide any member education services aimed at influencing the choice between the defined
benefit and defined contribution plans programs of the Florida Retirement System. This education
program will only be provided by the neutral education vendor hired to do so by the Board.
IX. ROLES OF THE INVESTMENT PLAN ADMINISTRATOR AND BUNDLED PROVIDERS
A. The Board selects a single private party to serve as the administrator for the Investment Plan. The
Board makes the final determination as to whether any administrator shall be approved for
the Plan program. Administrative services such as individual and collective recordkeeping and
accounting, IRC limit monitoring, enrollment, beneficiary designation and changes, disbursement
of monies, and other centralized administrative functions shall be provided by the single
administrator selected by the Board. The SBA retains the right to delineate through the contract the
specific administrative services to be provided by the Bundled Provider. The SBA also retains the
right, consistent with Section 121.4501(8)(a)1., Florida Statutes, to enter into a contract with the
Division of Retirement for certain administrative services.
B. Bundled provider(s) selected to provide investment products to members will provide
administrative services that are uniquely relevant to the bundled provider mandate. The SBA shall
specify the administrative services to be provided by the single administrator and the bundled
provider in the solicitation documents and contracts for services.
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X. INVESTMENT OPTIONS AND PERFORMANCE BENCHMARKS
A. The authorized categories of Investment Plan investment options are contained in IPS-Table 1.
The default option for members that fail to make a selection of investment options shall be the
Moderate Balanced Fund. The number of investment options shall not exceed the “Maximum
Number of Options” listed in IPS-Table 1 for each category, except to the extent that:
1)

2)

Multiple investment options within the same category are simultaneously offered to
facilitate a transitional mapping of contributions and account balances from a
terminating option;
An investment option is temporarily closed to new contributions and account balance
transfers.

IPS-Table 1: Authorized Investment Option Categories and Representative Performance
Benchmarks and Retiree Annuities
Investment Option
Categories

Maximum Representative Performance
Number Benchmarks
of
Options

Tier I: Core Investment Options
Money Market
1
Inflation-Protected Bond
1
U.S. Bond
2
U.S. Core Stock
2
U.S. Small/Mid Stock
2
Foreign Stock
2
Tier II: Balanced Investment
Options
Conservative Balanced
1
Fund
Moderate Balanced Fund
1
Aggressive Balanced
1
Fund
Tier III: Specialty Investment
Options
U.S. Large Value Stock
U.S. Large Growth Stock
U.S. Small/Mid Value
Stock
U.S. Small/Mid Growth
Stock
Global Stock
U.S. Short/Intermediate

Money Fund Report Institutional Average (Tax.)
Barclays Capital U.S. Treasury Inflation Note Index
Barclays Capital Aggregate Bond Index
Russell 3000 Index
Russell 2000 Index
MSCI World, excluding U.S., Index

Weighted-Average of Constituent Fund Benchmarks per Table 2
Weighted-Average of Constituent Fund Benchmarks per Table 2
Weighted-Average of Constituent Fund Benchmarks per Table 2

1
1
1

Russell 1000 Value Index
Russell 1000 Growth Index
Russell 2000 Value Index

1

Russell 2000 Growth Index

1
1

MSCI World Index
Barclays Capital Intermediate Aggregate Bond Index
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Bond
High Yield Bond

1

Tier IV: Retiree Annuity Options
Immediate and Deferred
Not
Annuities
Applicable
Tier V: Self-Directed
Brokerage Account

Not
Applicable

Barclays Capital High Yield Index
(Section 121.591(1)(c), Florida Statutes)
Specified by the Executive Director

Not applicable

B. Investment options and investment products (i.e., that support Investment Funds that are composed
of an aggregate of one or more investment products) may be provided by investment managers or
bundled providers. Pursuant to Section 121.4501(9)(a), Florida Statutes, the Board shall select one
or more providers who offer multiple investment products when such an approach is determined by
the Board to afford value to members otherwise not available through individual investment
products.
C. Investment options may have performance benchmarks other than the “Representative Performance
Benchmarks” listed in IPS-Table 1, but any alternative performance benchmark must be identified
in the investment guidelines required under Section XI of this IPS and provide substantial coverage
of the financial market segment defined by the corresponding Representative Performance
Benchmark.
D. Balanced funds are only available as a weighted average of Tier I and III options. The Board shall
establish procedures for initiating rebalancings per approved investment guidelines.
E. With IAC review and input, the Executive Director shall periodically recommend changes to the
authorized investment option categories in IPS-Table 1, as modifications are appropriate. Any
recommended modifications must be justified in terms of the incremental costs and benefits
provided to members.
XI. GENERAL INVESTMENT OPTION GUIDELINES
A. The Executive Director is responsible for developing specific investment policies and guidelines
for investment options, which reflect the goals and objectives of this IPS. In doing so, he is
authorized to exercise and perform all duties set forth in Section 121.4501(9), Florida Statutes,
except as limited by this IPS or Board Rules. General guidelines are as follows:
1) The Money Market fund seeks high current income consistent with liquidity and capital
preservation. The fund will be actively managed and will primarily invest in high quality,
liquid, short-term instruments to control credit risk and interest rate sensitivity. The fund’s
sensitivity to interest rate changes will approximate that of the performance benchmark.
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2) The U.S. Bond funds seek high current income consistent with capital appreciation. The
funds may be passively or actively managed and will primarily invest in securities
contained in the benchmark, although other fixed income instruments which fit the funds’
objectives may be selectively used to generate excess return, such as non-investment grade
securities or securities issued by foreign entities. The funds’ sensitivity to interest rate
changes will closely approximate that of the performance benchmark.
3) The U.S. Large Stock funds seek capital appreciation and current income. The funds may
be passively or actively managed and will primarily invest in equities contained in the
benchmark. Other securities which fit the funds’ objectives may be selectively used to
generate excess return. The funds’ investment process will not have a persistent bias toward
the selection of securities that are predominantly in the growth or value style categories.
4) The Foreign Stock funds seek capital appreciation and current income. The funds may be
passively or actively managed and will primarily invest in equities contained in the
benchmark, although other securities which fit the funds’ objectives may be selectively
used to generate excess return, such as equity securities issued by corporations domiciled in
emerging economies.
5) The Balanced Investment funds are diversified balanced portfolios designed to provide
participants with pre-packaged asset allocation vehicles. The funds seek favorable longterm returns through investments in the Tier I and III Options according to the risk levels
identified in IPS-Table 2. Asset allocations will generally be held within 5 percentage
points of the optimal shares for their respective risk target, but short-term deviations may
occur. Optimized asset allocations for the balanced funds shall be established using
methodology consistent with the guidance rendered by the Investment Plan’s
education/advice vendor.
IPS-Table 2: Target Risk Levels of Balanced Investment Funds
Conservative
Balanced
Fund
All asset classes shall be included for
optimization of each balanced fund to
the risk levels indicated. Actual Tier I
and III investment funds included in
the balanced funds and their respective
weightings shall be reported to the
Trustees and communicated to
members.

Moderate
Balanced
Fund

Aggressive
Balanced
Fund

A risk level
A risk level
A risk level
equivalent to
equivalent approximately
that of an all
to that of
mid-way
bond portfolio the average between that
U.S.
of an all
investor
equity
portfolio and
the Moderate
Balanced
Fund
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6) The Inflation-Protected Bond fund seeks long-term total returns that keep pace with
inflation in order to protect the purchasing power of accumulated member benefits. The
fund may be passively or actively managed and will primarily invest in the U.S. Treasury's
inflation-indexed securities. The fund’s sensitivity to interest rate changes will closely
approximate that of the performance benchmark.
7) The High Yield Bond fund seeks high current income consistent with capital appreciation.
The fund will be actively managed and will primarily invest in non-investment grade
securities contained in the benchmark, although other fixed income instruments which fit
the funds’ objective may be selectively used to generate excess return, such as non-rated
securities or securities issued by foreign entities. The fund’s sensitivity to interest rate
changes will closely approximate that of the performance benchmark.
8) The U.S. Large Value Stock fund seeks capital appreciation, and to a lesser degree, current
income. The fund will be actively managed and will primarily invest in equities contained
in the benchmark, generally characterized by lower price-to-book ratios and lower projected
earnings growth than the overall U.S. equity market averages. Other securities which fit the
funds’ objectives may be selectively used to generate excess return.
9) The U.S. Small/Mid Stock funds seek capital appreciation. The funds may be passively or
actively managed and will primarily invest in equities contained in the benchmark, although
other securities which fit the funds’ objectives may be selectively used to generate excess
return. The funds’ investment process will not have a persistent bias toward the selection of
securities that are predominantly in the growth or value style categories.
10) The U.S. Large Growth Stock fund seeks capital appreciation. The fund will be actively
managed and will primarily invest in equities contained in the benchmark, generally
characterized by higher price-to-book ratios and projected higher earnings growth than the
overall U.S. equity market averages. Other securities which fit the funds’ objectives may
be selectively used to generate excess return..
11) The U.S. Small/Mid Value Stock fund seeks capital appreciation, and to a lesser degree,
current income. The fund will be actively managed and will primarily invest in equities
contained in the benchmark, generally characterized by lower price-to-book ratios and
lower projected earnings growth than the overall U.S. equity market averages. Other
securities which fit the funds’ objectives may be selectively used to generate excess return.
12) The U.S. Small/Mid Growth Stock fund seeks capital appreciation. The fund will be
actively managed and will primarily invest in equities contained in the benchmark,
generally characterized by higher price-to-book ratios and projected higher earnings growth
than the overall U.S. equity market averages. Other securities which fit the funds’
objectives may be selectively used to generate excess return.
13) Each investment option must:
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(a) Have a prudent degree of diversification relative to its performance
benchmark;
(b) Be readily transferable from one Investment Plan account to another
Investment Plan investment option or to a private-sector or public-sector
defined contribution plan accounts and self-directed individual retirement
accounts;
(c) Allow transfers of members’ balances into and out of the option at least
daily, subject to the excessive trading policies of the providers and/or the
SBA;
(d) Have no surrender fees or deferred loads/charges;
(e) Have no fees or charges for insurance features (e.g. mortality and expense
risk charges);
(f) To the extent allowed by law, notwithstanding failure to meet one or more of
the IPS Section XI(13)(b),(c)-(f) requirements, an option may be authorized
if: (i) it produces significant and demonstrable incremental retirement
benefits relative to other comparable products in the market place and
comparable Tier I, Tier II, or Tier III options; and (ii) the incremental
benefits are sufficient to offset all associated fees, charges and the expected
economic cost of the variance(s) with the IPS Section XI(13)(b),(c)-(f)
requirements. Comparability shall be based on the option’s underlying
investments within the broad categories of Money Market, U.S Fixed
Income, U.S. Equities and Foreign Equities.
14) The investment product supporting any annuity option offered in Tier IV must have a
prudent degree of diversification relative to its performance benchmark and, where
applicable, providers shall have high independent ratings for financial strength and stability.
Tier IV options may include allocated or unallocated immediate annuities with
combinations of some of the following features:
(a) Single or flexible premium.
(b) Life or fixed period payouts.
(c) Single or joint life (survivors with an insurable interest).
(d) Complete or partial survivor benefits.
(e) Cash refund, installment refund or period certain features.
(f) Variable or fixed payments, non-participating, or income payable features.
(g) Deferred payments.
B. The long-term performance of each actively managed investment option is expected to exceed the
returns on their performance benchmark, net of all fees and charges, while avoiding large year-toyear deviations from the returns of the performance benchmark. The long-term performance of
each passively managed investment option is expected to closely approximate returns on the
performance benchmark, net of all fees and charges. Investment managers are authorized to
prudently use options, futures, notional principal contracts or securities lending arrangements, in
accordance with the fiduciary standards of care, as contained in Section 121.4501(15)(a), Florida
Statutes, investment guidelines and related policies.
XII.

INVESTMENT MANAGER SELECTION AND MONITORING GUIDELINES
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A. The Executive Director shall develop policies and guidelines for the selection, retention and
termination of investment managers, bundled providers and products, and shall manage all external
contractual relationships in accordance with the fiduciary responsibilities of the Board, this IPS and
provisions of Section 121.4501(9)(c), Florida Statutes.
When the Executive Director decides to terminate an investment fund in the Investment Plan,
members will be granted an opportunity to direct their assets to other Investment Plan investment
fund options prior to the investment fund termination. Assets that are not directed by members will
be transferred or “mapped” to the investment fund(s) that the Executive Director deems
appropriate. The mapping factors that the Executive Director will consider include, but are not
limited to, alignment of investment fund type (e.g., asset class, capitalization and style) and
investment strategy (e.g., objectives, market focus, and implementation tactics).
B. In the selection of investment managers, investment products or bundled providers, consideration
shall be given to their effectiveness in minimizing the direct and indirect costs of transferring the
total present value of accumulated benefit obligations for existing employees that choose
membership in Investment Plan from the defined benefit trust to the Investment Plan trust.
C. In the selection and monitoring of products from bundled providers, each proposed product will be
evaluated on a stand-alone basis, pursuant to the requirement in Section 121.4501(9)(c)9., Florida
Statutes. The cost-effectiveness of the levels of non-investment services supporting the products will
also be evaluated relative to their benefits.
D. In the selection, retention and termination of bundled providers and their proposed products and
services, value, as that term is used in Section 121.4501(9)(a), Florida Statutes, shall be evaluated
based on the value added to the process of accumulating retirement benefits for members. This
evaluation shall consider the following factors in arriving at any staff recommendation:
1)
2)
3)
4)

Additional products or services that are not otherwise available to the members within
the Plan program;
The type and quality of investment products offered;
The type and quality of non-investment services offered; and
Other significant elements that provide value to members, consistent with the mandates of
Section 121.4501, Florida Statutes.

E. On at least an annual basis, a review will be conducted of the performance of each approved
investment manager and product and related organizational factors to ensure continued compliance
with established selection, performance and termination criteria, Board policy and procedures and
all contractual provisions. The performance and termination criteria for each provider and
investment product will be reflected in each employment contract.
F. In addition to reviewing the performance of the Investment Plan’s investment managers/options,
the Executive Director will periodically review all costs associated with the management of the
Investment Plan’s investment options, including:
1)

Expense ratios of each investment option against the appropriate peer group; and
12
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2)

Costs to administer the Plan Program, including recordkeeping, account settlement
(participant balance with that of investment), allocation of assets and earnings, and
(when applicable) the proper use of 12b-1 fees to offset these fees.

XIII. SELF-DIRECTED BROKERAGE ACCOUNT (SDBA) PROVIDER SELECTION AND
MONITORING GUIDELINES
A.

The Executive Director shall develop policies and guidelines for the selection, retention and
termination of a SDBA Provider and shall manage the contractual relationship in accordance
with the fiduciary responsibilities of the Board, this IPS and provisions of Section
121.4501(9)(c), Florida Statutes.

B.

The SDBA shall be offered as a service to Investment Plan members to enable members to
select investments otherwise not offered in the Plan.

C.

In selecting the SDBA Provider, the Executive Director shall consider the following:
1) Financial strength and stability as evidenced by the highest ratings assigned by nationally
recognized rating services when comparing proposed providers that are so rated.
2) Reasonableness of fees compared to other providers taking into consideration the quantity
and quality of services being offered.
3) Compliance with the Internal Revenue Code and all applicable federal and state securities
laws.
4) The methods available to members to interact with the provider; the means by which
members may access account information, direct investment of funds, transfer funds, and to
receive funds prospectuses and related investment materials as mandated by state and
federal regulations.
5) Ability to provide prompt, efficient and accurate responses to participant directions, as well
as providing confirmations and quarterly account statements in a timely fashion.
6) Process by which assets are invested, as well as any waiting periods when the monies are
transferred.
7) Organizational factors, including, but not limited to, financial solvency, organizational
depth, and experience in providing self-directed brokerage account services to public
defined contribution plans.
8) The self-directed brokerage account available under the most beneficial terms available to
any customer.
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9) The provider will agree not to sell or distribute member lists generated through services
rendered to the investment plan.
10) The provider, as well as any of its related entities, may not offer any proprietary products as
investment alternatives in the self-directed brokerage account.
D.

The Executive Director shall regularly monitor the selected provider to ascertain whether there
is continued compliance with established selection criteria, board policy and procedures, state
and federal regulations, and any contractual provisions.

E.

The Executive Director shall ensure that the SDBA Provider will include access to investment
instruments offered through the self-directed brokerage account by providing connectivity with
the following:
1) Stocks listed on a Securities Exchange Commission (SEC) regulated national exchange.
2) Exchange Traded Funds (except for leveraged Exchange Traded Funds).
3) Mutual Funds not offered in the investment plan.

F.

The Executive Director shall ensure that the self-directed brokerage account accessibility does
not include the following as investment alternatives:
1) Illiquid investments;
2) Over the Counter Bulletin Board (OTCBB) securities;
3) Pink Sheet® (PS) securities;
4) Leveraged Exchange Traded Funds;
5) Direct Ownership of Foreign Securities;
6) Derivatives, including, but not limited to futures and options contracts on securities, market
indexes, and commodities;
7) Buying/Trading on Margin;
8) Limited Partnership Interests;
9) Investment Plan products;
10) Any investment that would jeopardize the investment plan’s tax qualified status.
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F.

The Executive Director shall establish procedures with the SDBA Provider and the Investment
Plan Administrator to ensure that an Investment Plan member may participate in the selfdirected brokerage account, if the member:
1) Maintains a minimum balance of $5,000 in the products offered under the investment plan;
2) Makes a minimum initial transfer of funds into the self-directed brokerage account of
$1,000;
3) Makes subsequent transfers of funds into the self-directed brokerage account in amounts of
$1,000 or greater;
4) Pays all trading fees, commissions, administrative fees and any other expenses associated
with participating in the self-directed brokerage account;
5) Does not violate any trading restrictions established by the provider, the investment plan, or
state or federal law.

G.

The Executive Director shall establish procedures with the SDBA Provider and the Investment
Plan Administrator to ensure that employer contributions and employee contributions shall be
initially deposited into member’s Investment Plan account and will then be made available for
transfer to the member’s SDBA.

H.

The Executive Director shall establish procedures with the SDBA Provider and the Investment
Plan Administrator that distributions will not be processed directly from member’s assets in the
SDBA. Assets must first be transferred to Investment Plan products. A member can request a
distribution from the Investment Plan once the transfer of the assets from the SDBA to the
member’s Investment Plan account and all Investment Plan distribution requirements are met.

I.

The Executive Director shall ensure that any member participating in the SDBA will be
provided, at minimum, a quarterly statement that meets Financial Industry Regulatory
Authority (FINRA) requirements which details member investments in the SDBA. The
statement shall include, but is not limited to, member specific accounting of the investment
instruments selected by a member, the net gains and losses, and buy/sell transactions.
Additionally, a confirmation of trade statement will be sent for each transaction and all fees,
charges, penalties and deductions associated with each transaction are netted in the trade and
reflected in the transaction confirmation.

J.

The Executive Director shall develop appropriate communications to members participating in
the SDBA that will notify members that the Board is not responsible for managing the SDBA
beyond administrative requirements as established between the Board and SDBA Provider. As
such, investment alternatives available through the SDBA have not been subjected to any
selection process, are not monitored by the Board, require investment expertise to prudently
buy, manage and/or dispose of, and have a risk of substantial loss. The communication shall
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also notify members that they are responsible for any and all administrative, investment, and
trading fees associated with participating in the SDBA.
K.

The Executive Director shall ensure that the provider will deliver a prospectus or other
information for the underlying investments available through the self-directed brokerage
account as provided in Section 121.4501(15)(c)(1) and (2) and in compliance with Federal
laws.

XIV. REPORTING
A. The Board directs the Executive Director to coordinate the preparation of quarterly reports of the
investment performance of the Investment Plan by the Board's independent performance evaluation
consultant.
B. The following formal periodic reports to the Board shall be the responsibility of the Executive
Director: an annual investment report, an annual financial report and a monthly performance
report.
XV.

IMPLEMENTATION SCHEDULE

This IPS is effective upon approval of the Board.
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FLORIDA RETIREMENT SYSTEM
Investment Plan
Investment Policy Statement
I. PURPOSE
The Florida Retirement System Investment Plan Investment Policy Statement (IPS) serves as the
primary statement of Trustee policy regarding their statutory responsibilities and authority to
establish and operate an optional defined contribution retirement program for members of the
Florida Retirement System. The IPS shall serve as a guiding document pertaining to investment
matters with respect to the Investment Plan. The Trustees will strive to make investment decisions
consistent with this IPS. Section 121.4501(14), Florida Statutes, directs the Trustees of the State
Board of Administration to approve the IPS. The IPS will be reviewed annually and will be revised
or supplemented as policies are changed or developed.
II. DEFINITIONS
A. Member – An employee who enrolls in the Florida Retirement System Investment Plan , a
member-directed 401(a) program, in lieu of participation in the defined benefit program of the
Florida Retirement System, a terminated Deferred Retirement Option Program (DROP) member as
described in section 121.4501(21), Florida Statutes, or an alternate payee of a member or
employee.
B. Investment Product – The result of a process that forms portfolios from securities and financial
instruments in order to produce investment returns.
C. Investment Manager – A private sector company that provides one or more investment products.
D. Investment Funds – One of the investment options that may be chosen by participants. A Fund
may be an aggregate of one or more investment products.
E. Bundled Provider - A private sector company that offers investment products, combined with
recordkeeping and trading services, which are designed to meet individualized needs and
requirements of plan participants, so as to afford value to participants not available through
individual investment product.
F. Passively Managed Option – An investment management strategy that intends to produce the
same level and pattern of financial returns generated by a market benchmark index.
G. Actively Managed Option – An investment management strategy that relies on security return
predictions in an effort to out-perform the financial returns generated by a market benchmark
index.
H. Performance Benchmark – A market benchmark index that serves as the performance
measurement criterion for investment options.
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I. Investment Plan Administrator or Recordkeeper – A private sector company that provides
administrative services, including individual and collective recordkeeping and accounting, IRC
limit monitoring, enrollment, beneficiary designation and changes, disbursement of monies, and
other centralized administrative functions.
J. Self-Directed Brokerage Account – An alternative method for Investment Plan members to select
various investments options otherwise not available in the Investment Plan.
K. Self-Direct Brokerage Account Provider – A private sector company that provides access to a
Self-Directed Brokerage Account to members of the FRS Investment Plan.

III. OVERVIEW OF THE INVESTMENT PLAN AND STATE BOARD OF
ADMINISTRATION
A. The Investment Plan is a member-directed 401(a) program selected by employees in lieu of
participation in the defined benefit program of the Florida Retirement System. Investment Plan
benefits accrue in individual accounts that are member-directed, portable and funded by employee
and employer contributions and earnings. In accordance with Section 121.4501(15)(b), Florida
Statutes, members and beneficiaries bear the investment risks and reap the rewards that result when
they exercise control over investments in their accounts. Fluctuations in investment returns
directly affect members’ benefits.
B. The State Board of Administration (Board), Division of Retirement and affected employers
administer the Investment Plan. The Board designs educational services to assist employers,
eligible employees, members and beneficiaries. The State Legislature has the responsibility for
setting contribution levels and providing statutory guidance for the administration of the
Investment Plan.
IV. THE BOARD
A. The Board consists of the Governor, as Chairman, the Chief Financial Officer, as Treasurer, and
the Attorney General, as Secretary. The Board shall establish an optional defined contribution
retirement program for members of the Florida Retirement System and make a broad range of
investment options, covering most major market segments, available to members. The Board
makes the final determination as to whether any investment manager or product, third-party
administrator, education vendor or advice vendor shall be approved for the Plan.
B. The Board shall discharge its fiduciary duties in accordance with the Florida statutory fiduciary
standards of care as contained in Section 121.4501(15)(a), Florida Statutes.
C. The Board delegates to the Executive Director the administrative and investment authority, within
the statutory limitations and rules, to manage the Investment Plan. The Board appoints a ninemember Investment Advisory Council (IAC). The IAC reviews the IPS and any proposed changes
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prior to its presentation to the Board of Trustees. The Council presents the results of its review to
the Board of Trustees prior to the Trustees’ final approval of the statement or any changes.
V. THE EXECUTIVE DIRECTOR
A. The Executive Director is responsible for managing and directing administrative, personnel,
budgeting and investment-related functions, including the hiring and termination of investment
managers, bundled providers and products.
B. The Executive Director is responsible for developing specific investment objectives and policy
guidelines for investment options. The Executive Director is responsible for developing policies
and procedures for selecting, evaluating, and monitoring the performance of investment managers
and products to which employees may direct retirement contributions under the Investment Plan,
and providing the Board with monthly and quarterly reports of investment activities.
C. The Executive Director is responsible for maintaining diversified investment options, and
maximizing returns with respect to the performance benchmarks of individual investment options,
consistent with appropriate risk constraints. Each investment option will avoid excessive risk and
have a prudent degree of diversification relative to its broad market performance benchmark. 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.

The Executive Director will appoint a Chief Risk and Compliance Officer, whose selection,
compensation and termination will be affirmed by the Board, to assist in the execution of the
responsibilities enumerated in the preceding list. For day-to-day executive and administrative
purposes, the Chief Risk and Compliance Officer will proactively work with the Executive
Director and designees to ensure that issues are promptly and thoroughly addressed by
management. On at least a quarterly basis, the Chief Risk and Compliance Officer will provide
reports to the Investment Advisory Council, Audit Committee and Board and is authorized to
directly access these bodies at any time as appropriate to ensure the integrity and effectiveness of
risk management and compliance functions.
Pursuant to written SBA policy, the Executive Director will cause a regular review, documentation
and formal escalation of 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 as
necessary and appropriate, unless otherwise required in this Investment Policy Statement.
3
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D. The Executive Director shall adopt policies and procedures designed to prevent excessive member
trading between investment options from negatively impacting other members.
E. The Executive Director is responsible for periodically reviewing this IPS and recommending
changes to the Board of Trustees when appropriate.

VI. INVESTMENT OBJECTIVES
A. The Investment Plan shall seek to achieve the following long-term objectives:
1)
2)

3)

VII.

Offer a diversified mix of low-cost investment options that span the risk-return
spectrum and give members the opportunity to accumulate retirement benefits.
Offer investment options that avoid excessive risk, have a prudent degree of
diversification relative to broad market indices and provide a long-term rate of return,
net of all expenses and fees that seek to achieve or exceed the returns on comparable
market benchmark indices.
Offer members meaningful, independent control over the assets in their account with
the opportunity to:
a)
Obtain sufficient information about the plan and investment alternatives to make
informed investment decisions;
b)
Direct contributions and account balances between approved investment options
with a frequency that is appropriate in light of the market volatility of the
investment options;
c)
Direct contributions and account balances between approved investment options
without the limitation of fees or charges; and
d)
Remove accrued benefits from the plan without undue delay or penalties, subject
to the contract and all applicable laws governing the operation of the Plan.

MEMBER CONTROL AND PLAN FIDUCIARY LIABILITY

A. This IPS is structured to be consistent with the Legislature’s intent to assign liability for members’
investment losses to members and provide a safe harbor for Plan fiduciaries.
B. In Sections 121.4501(8)(b)2. and 121.4501(15)(b), Florida law incorporates the federal law
concept of participant control, established by regulations of the U.S. Department of Labor under
section 404(c) of the Employee Retirement Income Security Act of 1974. The Investment Plan
shall incorporate these concepts by providing Plan participants the opportunity to give investment
instructions and obtain sufficient information to make informed investment decisions. The
Investment Plan shall, in accordance with the 404(c) regulations and Florida law, provide members
an opportunity to choose from a broad range of investment alternatives.
C. If a member or beneficiary of the Investment Plan exercises control over the assets in his or her
account, pursuant to section 404(c) regulations and all applicable laws governing the operation of
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the Plan, no Plan fiduciary shall be liable for any loss to a member’s or beneficiary's account which
results from such member’s or beneficiary's exercise of control.
D. The default option for FRS Investment Plan members that fail to make a selection of investment
options shall be the Moderate Balanced Fund, which otherwise meets the requirements of a
qualified default investment alternative pursuant to regulations issued by the U.S. Department of
Labor. The default option for FRS Pension Plan DROP participants who rollover funds from their
DROP account to the Investment Plan as permitted by section 121.4501(21), Florida Statutes, and
fail to make a selection of investment options shall be the FRS Select Money Market Fund.
VIII. MEMBER EDUCATION AND INVESTMENT ADVICE
A. The education component of the Investment Plan shall be designed by the Board to assist
employers, eligible employees, members, and beneficiaries in order to maintain compliance with
section 404(c) regulations and to assist employees in their choice of defined benefit or defined
contribution retirement programs. Educational services include, but are not limited to,
disseminating educational materials; providing retirement planning education; explaining the
differences between the defined benefit retirement plan and the defined contribution retirement
plan; and offering financial planning guidance on matters such as investment diversification,
investment risks, investment costs, and asset allocation. The following items must be made
available to members in sufficient time to allow them an opportunity to make informed decisions:

° A description of all investment funds offered as an investment option under the
Investment Plan including: general investment objectives, risk and return
characteristics, and type and diversification of assets, but excluding any investment
instruments made available through a self-directed brokerage account.

°

An explanation of how to give investment instructions and any limits or restrictions
on giving instructions.

° A description of any transaction fees or expenses that are charged to the member’s
account in connection with purchases or sales of an investment fund.

°

Investment summary fund profiles as defined at Sections 121.4501(15)(c),
excluding the prospectus or other information for the underlying investment
instruments available through the self-directed brokerage account provided by the
Plan.

° Descriptions of the annual operating expenses for each investment alternative, such
as investment management fees, excluding the prospectus or other information for
the underlying investment instruments available through the self-directed brokerage
account provided by the Plan.

° The value of shares of all investment funds and a quarterly member statement that
accounts for contributions, investment earnings, fees, penalties, or other deductions,
excluding the prospectus or other information for the underlying investment
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instruments available through the self-directed brokerage account provided by the
Plan.

° Information concerning the past investment performance of each investment fund,
net of expenses, and relative to appropriate market indices, excluding the prospectus
or other information for the underlying investment instruments available through the
self-directed brokerage account provided by the Plan.
B. Consistent with Sections 121.4501(8)(b)1. and 121.4501(10)(b), Florida Statutes, the education
component shall provide system members with impartial and balanced information about the Plan
and investment choices. In addition, the approved education organization shall not be an approved
investment provider or be affiliated with an approved investment provider. Educational materials
shall be prepared under the assumption that the employee is an unsophisticated investor and all
educational materials, including those distributed by bundled providers, shall be approved by the
Board prior to dissemination. Members shall have the opportunity to choose from different levels
of education services, as well as a variety of delivery methods and media. All educational services
offered by investment product providers shall be provided on a fee-for-service basis.
C. The Board shall contract for the provision of low-cost investment advice to members that is
supplemental to educational services and that is paid for by those receiving the advice. Investment
advice shall consist of impartial and balanced recommendations about investment choices
consistent with Rule 19-13.004, FAC. Members shall have the opportunity to choose from
different levels of customized investment advisory services, as well as a variety of delivery
methods and media.
D. Bundled provider(s) selected to provide investment products for Investment Plan members shall
not provide any member education services aimed at influencing the choice between the defined
benefit and defined contribution plans of the Florida Retirement System. This education program
will only be provided by the neutral education vendor hired to do so by the Board.
IX. ROLES OF THE INVESTMENT PLAN ADMINISTRATOR AND BUNDLED PROVIDERS
A. The Board selects a single private party to serve as the administrator for the Investment Plan. The
Board makes the final determination as to whether any administrator shall be approved for the
Plan. Administrative services such as individual and collective recordkeeping and accounting, IRC
limit monitoring, enrollment, beneficiary designation and changes, disbursement of monies, and
other centralized administrative functions shall be provided by the single administrator selected by
the Board. The SBA retains the right to delineate through the contract the specific administrative
services to be provided by the Bundled Provider. The SBA also retains the right, consistent with
Section 121.4501(8)(a)1., Florida Statutes, to enter into a contract with the Division of Retirement
for certain administrative services.
B. Bundled provider(s) selected to provide investment products to members will provide
administrative services that are uniquely relevant to the bundled provider mandate. The SBA shall
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specify the administrative services to be provided by the single administrator and the bundled
provider in the solicitation documents and contracts for services.
X. INVESTMENT OPTIONS AND PERFORMANCE BENCHMARKS
A. The authorized categories of Investment Plan investment options are contained in IPS-Table 1.
The default option for members that fail to make a selection of investment options shall be the
Moderate Balanced Fund. The number of investment options shall not exceed the “Maximum
Number of Options” listed in IPS-Table 1 for each category, except to the extent that:
1)

2)

Multiple investment options within the same category are simultaneously offered to
facilitate a transitional mapping of contributions and account balances from a
terminating option;
An investment option is temporarily closed to new contributions and account balance
transfers.

IPS-Table 1: Authorized Investment Option Categories and Representative Performance
Benchmarks and Retiree Annuities
Investment Option
Categories

Maximum Representative Performance
Number Benchmarks
of
Options

Tier I: Core Investment Options
Money Market
1
Inflation-Protected Bond
1
U.S. Bond
2
U.S. Core Stock
2
U.S. Small/Mid Stock
2
Foreign Stock
2
Tier II: Balanced Investment
Options
Conservative Balanced
1
Fund
Moderate Balanced Fund
1
Aggressive Balanced
1
Fund
Tier III: Specialty Investment
Options
U.S. Large Value Stock
1
U.S. Large Growth Stock
1
U.S. Small/Mid Value
1
Stock

Money Fund Report Institutional Average (Tax.)
Barclays Capital U.S. Treasury Inflation Note Index
Barclays Capital Aggregate Bond Index
Russell 3000 Index
Russell 2000 Index
MSCI World, excluding U.S., Index

Weighted-Average of Constituent Fund Benchmarks per Table 2
Weighted-Average of Constituent Fund Benchmarks per Table 2
Weighted-Average of Constituent Fund Benchmarks per Table 2

Russell 1000 Value Index
Russell 1000 Growth Index
Russell 2000 Value Index
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U.S. Small/Mid Growth
Stock
Global Stock
U.S. Short/Intermediate
Bond
High Yield Bond

1

Russell 2000 Growth Index

1
1

MSCI World Index
Barclays Capital Intermediate Aggregate Bond Index

1

Barclays Capital High Yield Index

Tier IV: Retiree Annuity Options
Immediate and Deferred
Not
Annuities
Applicable
Tier V: Self-Directed
Brokerage Account

Not
Applicable

(Section 121.591(1)(c), Florida Statutes)
Specified by the Executive Director

Not applicable

B. Investment options and investment products (i.e., that support Investment Funds that are composed
of an aggregate of one or more investment products) may be provided by investment managers or
bundled providers. Pursuant to Section 121.4501(9)(a), Florida Statutes, the Board shall select one
or more providers who offer multiple investment products when such an approach is determined by
the Board to afford value to members otherwise not available through individual investment
products.
C. Investment options may have performance benchmarks other than the “Representative Performance
Benchmarks” listed in IPS-Table 1, but any alternative performance benchmark must be identified
in the investment guidelines required under Section XI of this IPS and provide substantial coverage
of the financial market segment defined by the corresponding Representative Performance
Benchmark.
D. Balanced funds are only available as a weighted average of Tier I and III options. The Board shall
establish procedures for initiating rebalancings per approved investment guidelines.
E. With IAC review and input, the Executive Director shall periodically recommend changes to the
authorized investment option categories in IPS-Table 1, as modifications are appropriate. Any
recommended modifications must be justified in terms of the incremental costs and benefits
provided to members.
XI. GENERAL INVESTMENT OPTION GUIDELINES
A. The Executive Director is responsible for developing specific investment policies and guidelines
for investment options, which reflect the goals and objectives of this IPS. In doing so, he is
authorized to exercise and perform all duties set forth in Section 121.4501(9), Florida Statutes,
except as limited by this IPS or Board Rules. General guidelines are as follows:
1) The Money Market fund seeks high current income consistent with liquidity and capital
preservation. The fund will be actively managed and will primarily invest in high quality,
8
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liquid, short-term instruments to control credit risk and interest rate sensitivity. The fund’s
sensitivity to interest rate changes will approximate that of the performance benchmark.
2) The U.S. Bond funds seek high current income consistent with capital appreciation. The
funds may be passively or actively managed and will primarily invest in securities
contained in the benchmark, although other fixed income instruments which fit the funds’
objectives may be selectively used to generate excess return, such as non-investment grade
securities or securities issued by foreign entities. The funds’ sensitivity to interest rate
changes will closely approximate that of the performance benchmark.
3) The U.S. Large Stock funds seek capital appreciation and current income. The funds may
be passively or actively managed and will primarily invest in equities contained in the
benchmark. Other securities which fit the funds’ objectives may be selectively used to
generate excess return. The funds’ investment process will not have a persistent bias toward
the selection of securities that are predominantly in the growth or value style categories.
4) The Foreign Stock funds seek capital appreciation and current income. The funds may be
passively or actively managed and will primarily invest in equities contained in the
benchmark, although other securities which fit the funds’ objectives may be selectively
used to generate excess return, such as equity securities issued by corporations domiciled in
emerging economies.
5) The Balanced Investment funds are diversified balanced portfolios designed to provide
participants with pre-packaged asset allocation vehicles. The funds seek favorable longterm returns through investments in the Tier I and III Options according to the risk levels
identified in IPS-Table 2. Asset allocations will generally be held within 5 percentage
points of the optimal shares for their respective risk target, but short-term deviations may
occur. Optimized asset allocations for the balanced funds shall be established using
methodology consistent with the guidance rendered by the Investment Plan’s
education/advice vendor.
IPS-Table 2: Target Risk Levels of Balanced Investment Funds
Conservative
Balanced
Fund
All asset classes shall be included for
optimization of each balanced fund to
the risk levels indicated. Actual Tier I
and III investment funds included in
the balanced funds and their respective
weightings shall be reported to the
Trustees and communicated to
members.

Moderate
Balanced
Fund

Aggressive
Balanced
Fund

A risk level
A risk level
A risk level
equivalent to
equivalent approximately
that of an all
to that of
mid-way
bond portfolio the average between that
U.S.
of an all
investor
equity
portfolio and
the Moderate
9
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Balanced
Fund

6) The Inflation-Protected Bond fund seeks long-term total returns that keep pace with
inflation in order to protect the purchasing power of accumulated member benefits. The
fund may be passively or actively managed and will primarily invest in the U.S. Treasury's
inflation-indexed securities. The fund’s sensitivity to interest rate changes will closely
approximate that of the performance benchmark.
7) The High Yield Bond fund seeks high current income consistent with capital appreciation.
The fund will be actively managed and will primarily invest in non-investment grade
securities contained in the benchmark, although other fixed income instruments which fit
the funds’ objective may be selectively used to generate excess return, such as non-rated
securities or securities issued by foreign entities. The fund’s sensitivity to interest rate
changes will closely approximate that of the performance benchmark.
8) The U.S. Large Value Stock fund seeks capital appreciation, and to a lesser degree, current
income. The fund will be actively managed and will primarily invest in equities contained
in the benchmark, generally characterized by lower price-to-book ratios and lower projected
earnings growth than the overall U.S. equity market averages. Other securities which fit the
funds’ objectives may be selectively used to generate excess return.
9) The U.S. Small/Mid Stock funds seek capital appreciation. The funds may be passively or
actively managed and will primarily invest in equities contained in the benchmark, although
other securities which fit the funds’ objectives may be selectively used to generate excess
return. The funds’ investment process will not have a persistent bias toward the selection of
securities that are predominantly in the growth or value style categories.
10) The U.S. Large Growth Stock fund seeks capital appreciation. The fund will be actively
managed and will primarily invest in equities contained in the benchmark, generally
characterized by higher price-to-book ratios and projected higher earnings growth than the
overall U.S. equity market averages. Other securities which fit the funds’ objectives may
be selectively used to generate excess return..
11) The U.S. Small/Mid Value Stock fund seeks capital appreciation, and to a lesser degree,
current income. The fund will be actively managed and will primarily invest in equities
contained in the benchmark, generally characterized by lower price-to-book ratios and
lower projected earnings growth than the overall U.S. equity market averages. Other
securities which fit the funds’ objectives may be selectively used to generate excess return.
12) The U.S. Small/Mid Growth Stock fund seeks capital appreciation. The fund will be
actively managed and will primarily invest in equities contained in the benchmark,
generally characterized by higher price-to-book ratios and projected higher earnings growth
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than the overall U.S. equity market averages. Other securities which fit the funds’
objectives may be selectively used to generate excess return.
13) Each investment option must:
(a) Have a prudent degree of diversification relative to its performance
benchmark;
(b) Be readily transferable from one Investment Plan account to another
Investment Plan investment option or to a private-sector or public-sector
defined contribution plan accounts and self-directed individual retirement
accounts;
(c) Allow transfers of members’ balances into and out of the option at least
daily, subject to the excessive trading policies of the providers and/or the
SBA;
(d) Have no surrender fees or deferred loads/charges;
(e) Have no fees or charges for insurance features (e.g. mortality and expense
risk charges);
(f) To the extent allowed by law, notwithstanding failure to meet one or more of
the IPS Section XI(13)(b),(c)-(f) requirements, an option may be authorized
if: (i) it produces significant and demonstrable incremental retirement
benefits relative to other comparable products in the market place and
comparable Tier I, Tier II, or Tier III options; and (ii) the incremental
benefits are sufficient to offset all associated fees, charges and the expected
economic cost of the variance(s) with the IPS Section XI(13)(b),(c)-(f)
requirements. Comparability shall be based on the option’s underlying
investments within the broad categories of Money Market, U.S Fixed
Income, U.S. Equities and Foreign Equities.
14) The investment product supporting any annuity option offered in Tier IV must have a
prudent degree of diversification relative to its performance benchmark and, where
applicable, providers shall have high independent ratings for financial strength and stability.
Tier IV options may include allocated or unallocated immediate annuities with
combinations of some of the following features:
(a) Single or flexible premium.
(b) Life or fixed period payouts.
(c) Single or joint life (survivors with an insurable interest).
(d) Complete or partial survivor benefits.
(e) Cash refund, installment refund or period certain features.
(f) Variable or fixed payments, non-participating, or income payable features.
(g) Deferred payments.
B. The long-term performance of each actively managed investment option is expected to exceed the
returns on their performance benchmark, net of all fees and charges, while avoiding large year-toyear deviations from the returns of the performance benchmark. The long-term performance of
each passively managed investment option is expected to closely approximate returns on the
performance benchmark, net of all fees and charges. Investment managers are authorized to
prudently use options, futures, notional principal contracts or securities lending arrangements, in
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accordance with the fiduciary standards of care, as contained in Section 121.4501(15)(a), Florida
Statutes, investment guidelines and related policies.
XII.

INVESTMENT MANAGER SELECTION AND MONITORING GUIDELINES

A. The Executive Director shall develop policies and guidelines for the selection, retention and
termination of investment managers, bundled providers and products, and shall manage all external
contractual relationships in accordance with the fiduciary responsibilities of the Board, this IPS and
provisions of Section 121.4501(9)(c), Florida Statutes.
When the Executive Director decides to terminate an investment fund in the Investment Plan,
members will be granted an opportunity to direct their assets to other Investment Plan investment
fund options prior to the investment fund termination. Assets that are not directed by members will
be transferred or “mapped” to the investment fund(s) that the Executive Director deems
appropriate. The mapping factors that the Executive Director will consider include, but are not
limited to, alignment of investment fund type (e.g., asset class, capitalization and style) and
investment strategy (e.g., objectives, market focus, and implementation tactics).
B. In the selection of investment managers, investment products or bundled providers, consideration
shall be given to their effectiveness in minimizing the direct and indirect costs of transferring the
total present value of accumulated benefit obligations for existing employees that choose
membership in Investment Plan from the defined benefit trust to the Investment Plan trust.
C. In the selection and monitoring of products from bundled providers, each proposed product will be
evaluated on a stand-alone basis, pursuant to the requirement in Section 121.4501(9)(c)9., Florida
Statutes. The cost-effectiveness of the levels of non-investment services supporting the products will
also be evaluated relative to their benefits.
D. In the selection, retention and termination of bundled providers and their proposed products and
services, value, as that term is used in Section 121.4501(9)(a), Florida Statutes, shall be evaluated
based on the value added to the process of accumulating retirement benefits for members. This
evaluation shall consider the following factors in arriving at any staff recommendation:
1)
2)
3)
4)

Additional products or services that are not otherwise available to the members within
the Plan;
The type and quality of investment products offered;
The type and quality of non-investment services offered; and
Other significant elements that provide value to members, consistent with the mandates of
Section 121.4501, Florida Statutes.

E. On at least an annual basis, a review will be conducted of the performance of each approved
investment manager and product and related organizational factors to ensure continued compliance
with established selection, performance and termination criteria, Board policy and procedures and
all contractual provisions. The performance and termination criteria for each provider and
investment product will be reflected in each employment contract.
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F. In addition to reviewing the performance of the Investment Plan’s investment managers/options,
the Executive Director will periodically review all costs associated with the management of the
Investment Plan’s investment options, including:
1)

Expense ratios of each investment option against the appropriate peer group; and

2)

Costs to administer the Plan, including recordkeeping, account settlement (participant
balance with that of investment), allocation of assets and earnings, and (when
applicable) the proper use of 12b-1 fees to offset these fees.

XIII. SELF-DIRECTED BROKERAGE ACCOUNT (SDBA) PROVIDER SELECTION AND
MONITORING GUIDELINES
A.

The Executive Director shall develop policies and guidelines for the selection, retention and
termination of a SDBA Provider and shall manage the contractual relationship in accordance
with the fiduciary responsibilities of the Board, this IPS and provisions of Section
121.4501(9)(c), Florida Statutes.

B.

The SDBA shall be offered as a service to Investment Plan members to enable members to
select investments otherwise not offered in the Plan.

C.

In selecting the SDBA Provider, the Executive Director shall consider the following:
1) Financial strength and stability as evidenced by the highest ratings assigned by nationally
recognized rating services when comparing proposed providers that are so rated.
2) Reasonableness of fees compared to other providers taking into consideration the quantity
and quality of services being offered.
3) Compliance with the Internal Revenue Code and all applicable federal and state securities
laws.
4) The methods available to members to interact with the provider; the means by which
members may access account information, direct investment of funds, transfer funds, and to
receive funds prospectuses and related investment materials as mandated by state and
federal regulations.
5) Ability to provide prompt, efficient and accurate responses to participant directions, as well
as providing confirmations and quarterly account statements in a timely fashion.
6) Process by which assets are invested, as well as any waiting periods when the monies are
transferred.
7) Organizational factors, including, but not limited to, financial solvency, organizational
depth, and experience in providing self-directed brokerage account services to public
defined contribution plans.
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8) The self-directed brokerage account available under the most beneficial terms available to
any customer.
9) The provider will agree not to sell or distribute member lists generated through services
rendered to the investment plan.
10) The provider, as well as any of its related entities, may not offer any proprietary products as
investment alternatives in the self-directed brokerage account.
D.

The Executive Director shall regularly monitor the selected provider to ascertain whether there
is continued compliance with established selection criteria, board policy and procedures, state
and federal regulations, and any contractual provisions.

E.

The Executive Director shall ensure that the SDBA Provider will include access to investment
instruments offered through the self-directed brokerage account by providing connectivity with
the following:
1) Stocks listed on a Securities Exchange Commission (SEC) regulated national exchange.
2) Exchange Traded Funds (except for leveraged Exchange Traded Funds).
3) Mutual Funds not offered in the investment plan.

F.

The Executive Director shall ensure that the self-directed brokerage account accessibility does
not include the following as investment alternatives:
1) Illiquid investments;
2) Over the Counter Bulletin Board (OTCBB) securities;
3) Pink Sheet® (PS) securities;
4) Leveraged Exchange Traded Funds;
5) Direct Ownership of Foreign Securities;
6) Derivatives, including, but not limited to futures and options contracts on securities, market
indexes, and commodities;
7) Buying/Trading on Margin;
8) Limited Partnership Interests;
9) Investment Plan products;
14
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10) Any investment that would jeopardize the investment plan’s tax qualified status.
F.

The Executive Director shall establish procedures with the SDBA Provider and the Investment
Plan Administrator to ensure that an Investment Plan member may participate in the selfdirected brokerage account, if the member:
1) Maintains a minimum balance of $5,000 in the products offered under the investment plan;
2) Makes a minimum initial transfer of funds into the self-directed brokerage account of
$1,000;
3) Makes subsequent transfers of funds into the self-directed brokerage account in amounts of
$1,000 or greater;
4) Pays all trading fees, commissions, administrative fees and any other expenses associated
with participating in the self-directed brokerage account;
5) Does not violate any trading restrictions established by the provider, the investment plan, or
state or federal law.

G.

The Executive Director shall establish procedures with the SDBA Provider and the Investment
Plan Administrator to ensure that employer contributions and employee contributions shall be
initially deposited into member’s Investment Plan account and will then be made available for
transfer to the member’s SDBA.

H.

The Executive Director shall establish procedures with the SDBA Provider and the Investment
Plan Administrator that distributions will not be processed directly from member’s assets in the
SDBA. Assets must first be transferred to Investment Plan products. A member can request a
distribution from the Investment Plan once the transfer of the assets from the SDBA to the
member’s Investment Plan account and all Investment Plan distribution requirements are met.

I.

The Executive Director shall ensure that any member participating in the SDBA will be
provided, at minimum, a quarterly statement that meets Financial Industry Regulatory
Authority (FINRA) requirements which details member investments in the SDBA. The
statement shall include, but is not limited to, member specific accounting of the investment
instruments selected by a member, the net gains and losses, and buy/sell transactions.
Additionally, a confirmation of trade statement will be sent for each transaction and all fees,
charges, penalties and deductions associated with each transaction are netted in the trade and
reflected in the transaction confirmation.

J.

The Executive Director shall develop appropriate communications to members participating in
the SDBA that will notify members that the Board is not responsible for managing the SDBA
beyond administrative requirements as established between the Board and SDBA Provider. As
such, investment alternatives available through the SDBA have not been subjected to any
15
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selection process, are not monitored by the Board, require investment expertise to prudently
buy, manage and/or dispose of, and have a risk of substantial loss. The communication shall
also notify members that they are responsible for any and all administrative, investment, and
trading fees associated with participating in the SDBA.
K.

The Executive Director shall ensure that the provider will deliver a prospectus or other
information for the underlying investments available through the self-directed brokerage
account as provided in Section 121.4501(15)(c)(1) and (2) and in compliance with Federal
laws.

XIV. REPORTING
A. The Board directs the Executive Director to coordinate the preparation of quarterly reports of the
investment performance of the Investment Plan by the Board's independent performance evaluation
consultant.
B. The following formal periodic reports to the Board shall be the responsibility of the Executive
Director: an annual investment report, an annual financial report and a monthly performance
report.
XV.

IMPLEMENTATION SCHEDULE

This IPS is effective upon approval of the Board.
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Overview
The U.S. Commerce Department estimates that real
GDP grew at a 2.5 percent annual rate in the second
quarter of 2013. This was a substantial improvement over
the prior two quarters which saw growth rates of 0.1 percent in the fourth quarter of 2012 and 1.1 percent in the first
quarter of 2013. Growth in both of those quarters was hit
hard by lower Federal government spending, and the minuscule growth rate in the fourth quarter of 2012 was also
caused by a large inventory correction. Federal spending

was a far lesser drag in the second quarter, and inventories
added to growth. But, despite the improvement, real GDP growth
continues to be substandard by historic norms. The Blue Chip
Survey of economic forecasters expects further gains in real
GDP growth over the next several quarters expecting it to be
near 3.0 percent in 2014. Key to that expectation is that fiscal
conditions will continue to be relatively favorable and that oil
prices will not rise excessively as a result of conflict in the
Middle East.
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With the effects of the Federal sequester and payroll tax employment and production capacity to some degree. The
increase fading, the U.S. economy grew at a noticeably Blue Chip Survey expects PCE growth to accelerate over
higher rate in the second quarter of 2013 than it had in the the next few quarters. Since PCE accounts for over two-thirds
previous two quarters. Real personal consumption expenU.S. Real PCE Growth (% Change)
ditures (PCE) rose at a 1.8 percent annual rate during the
Actual and Projected
quarter and have been on a consistent, if modest, uptrend
for the last few years (see chart at right). One of the major
drivers of household spending over that period has been
rising auto sales, and that situation has continued - indeed
strengthened (see chart on page 4). Through August 2013,
vehicle sales have been above the 15 million mark (annual
rate) for ten straight months. Prior to this recent run, the
last time they exceeded 15 million was in February 2008.
Moreover, in August, they surpassed 16 million vehicles, a
level unseen since 2007. Some of this rise may be temporary since many households and small businesses likely
Forecast Source: Blue Chip Survey - August 2013
postponed auto purchases for a time, but the industry appears to be on solid ground. It should be noted that both
domestic and foreign manufacturers have taken part in the
recent run-up in sales and the former have been increasing
1
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of final demand in the U.S. economy, it is not surprising that
the forecast for real GDP is very similar to that for real PCE.
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The economy’s second main growth engine has been housing, and that area also remained healthy. Real residential
fixed investment grew at a 12.9 percent annual rate during
the quarter. This metric is based on construction expenditures - which are dependent on new home sales. Broadly
speaking, new home sales have been steadily recovering for
the last two-and-a-half years after falling to extremely low
levels in 2010. Granted, the most recent data on new home
sales (July) saw them decline, but anecdotal evidence suggests that an inventory shortage of new homes may be cutting into sales. Existing home sales in July tend to support
this interpretation as they jumped 6.5 percent from June. Rising home prices continued in the second quarter as the CaseShiller Home Price Index rose 7.4 percent (see chart on page
4). As home prices recover, fewer and fewer homeowners find
themselves underwater, making trading up to a larger home
more feasible. Mortgage rates did rise roughly 1 percent during the quarter and that cut refinancing activity sharply. However, judging from the Mortgage Bankers Association’s
Index of Purchase Activity, the effect on purchase applications has not been overly large (see chart on page 4).

900
800
700
600
500
400
300
200

Existing Home Sales
Million units (SAAR)

6.0
5.5
5.0

While housing and autos have been clear leaders in helping
the economy maintain momentum, some other areas have
remained sluggish. Notable among these is employment. The
U.S. Commerce Department’s monthly jobs report is routinely one of the most anticipated economic releases, and
attention paid to it has been heightened lately because of
speculation over the timing of Fed policy easing. Fed Chairman Bernanke startled markets in May with the revelation
that the Fed felt the economy might be far enough out of the
woods that the Fed could contemplate reducing its monthly
bond purchases. At this juncture, the consensus opinion is
that the Fed will start to taper off its purchases of Treasuries
at the September meeting of the FOMC. However, the latest
employment report may well diminish the odds of an early
commencement to Fed tapering. Non-farm payrolls rose just
169,000 in August versus market expectations for 180,000
new jobs. Moreover, July’s job gain was cut from 162,000 to
104,000, and June’s from 188,000 to 172,000. Thus, net of
revisions, August had an employment rise of only 95,000. As
an approximation, the economy needs 125,000 jobs a month
to accommodate new entrants to the labor force, so any job
gain less than that does nothing to cut into the backlog of
unemployed. Granted, the unemployment rate fell from 7.4
percent in July to 7.3 percent in August, but this was due to
a reduction in the size of the labor force. The labor force
participation rate fell 0.2 percent in August to 63.2 percent.
This ratio was in the 67.0 percent range prior to the recession, and the decline means that roughly 10.0 million people
who were available for work are no longer bothering to look for
a job. A few members of the Fed Board of Governors have
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said they would like to see several successive months with
job gains over 200,000 before concluding that the labor market was on solid ground. That may not happen near-term.
Consequently, the state of the labor market is unlikely to convince the Fed that easing is appropriate at this time. Of course,
the Fed’s other chief concern is inflation - or rather the lack
thereof. The price index for Personal Consumption Expenditures excluding food and energy is the Fed’s preferred measure of inflation and its year-over-year percentage change is
what the Fed pays closest attention to in evaluating nearterm inflation prospects. The desired level for this metric is 2
percent, and it has been moving away from that mark on the
downside for over a year (see chart at right). The Fed has
argued that it believes the decline will be temporary, but until
it sees evidence to support that belief, it is unlikely to find a
rationale for tapering in price behavior. Other factors that could
lead the Fed to defer tapering include the situation in the
Middle East and the possibility of another fiscal impasse in
Washington.
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International Outlook
The international outlook has softened in some areas over
the past few months but improved in others. The prospects
for emerging markets dimmed somewhat when markets
awoke to the realization that Fed stimulus would eventually
be reduced. The higher interest rates that resulted hurt many
national currencies and deterred investment plans in those
countries. Partly because of this, but also because of its
new regime’s desire to rebalance its growth toward domestic
demand, China’s real GDP growth forecasts for 2013 and
2014 are both now 0.5 percent below what they were a few
months back. Several tenths of a percent have also been3
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shaved off expected growth in India. Regions with better prospects include Japan and the Eurozone. The heightened stimulus efforts in Japan appear to be bearing fruit, and growth of
1.7 percent is expected this year and next. The Eurozone
still has several members with adverse near-term outlooks,
but German growth has been accelerating and this should
benefit the entire region.
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