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CC: Ash Williams, Eric Nelson, John Benton, Brian McGavin, and Milena Tzigantcheva 


From: Kevin SigRist 


Date:   January 26, 2010 


Subject: FRS Pension Plan Liquidity Management 


This memo provides background on the SBA’s management of FRS Pension Plan liquidity. This spring, 
Ennis, Knupp + Associates will provide recommendations on liquidity management as a component of the 
2010 asset-liability study. That study will be provided to the Audit Committee when available. 
 
With respect to benefits payments versus employer contributions, the FRS Pension Plan has been in a net 
negative cash flow position since shortly after full funded status began depressing employer contribution 
rates. Between FY 1999-2000 and FY 2008-2009, FRS participating employers saved a cumulative $6.2 
billion through reduced pension contributions. At the same time, benefit payments continued to grow with 
member retirements from the FRS Pension Plan. 
 
Chart 1 
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Note: “Net Benefits Payments” equal all employer contributions less payments to beneficiaries and members (i.e., monthly 
benefit payments, DROP payments and ABO transfers). 
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In the 1999 asset-liability study, the SBA considered cash policy allocations as high as 3%, but ultimately 
the Investment Advisory Council and Trustees remained comfortable with a 1% cash policy allocation:  
 


Under current law, benefit payments will exceed contributions within the next year.  However, at a 
$100 billion total fund balance, a 3 percent allocation is roughly 50 percent in excess of expected 
gross annual benefit payments.  In addition, the current portfolio enjoys annual income flows 
equal to roughly 3 percent of its market value.1


1. The varying cost of liquidity in normal and stressed environments across asset classes. 


 
 
While the SBA has revisited the overall liquidity management process over the years with the input of the 
Investment Advisory Council and consultants, the basic liquidity management process (described in the 
next section) has been in place for roughly a decade. In light of the financial market events of the past 2 
years and potential statutory changes, Ennis, Knupp + Associates will again evaluate liquidity 
management considerations (e.g., trade-offs between liquidity and returns) associated with various asset 
allocation scenarios, including: 
 


2. Comprehensive recognition of potential sources and uses of liquidity: 
a. Rebalancing needs (i.e., as a risk mitigant to control drift from the target asset allocations). 
b. Contributions and benefit payments (i.e., also assuming that the FRS Pension Plan is 


closed to new employees). 
c. Private market capital commitments. 
d. Segregated liability-oriented assets (i.e., potentially for DROP and/or retired lives). 
e. Dividends, interest and other security and fund-level cash flows.  


 
Chart 1 provides a high-level description of the primary sources and uses of liquidity for the FRS Pension 
Plan and Chart 2 quantifies the external liquidity profile for FY 2008-2009. Rebalancing and liquidity 
assessments are discussed below. 
 
Chart 1: FRS Pension Plan Primary Sources and Uses of Liquidity 
Sources (Periodicity) Uses (Periodicity) 
Employer contributions (monthly) Payments to beneficiaries and members 


(monthly)* 
Private market capital distributions (episodic)** Private market capital calls (episodic)** 
Collections of dividends, interest etc. (monthly) Rebalancing; toward long-term target allocation 


& within asset classes (episodic) 
Public market asset classes due to asset sales, 
maturities, etc. (monthly) 


Expenses (episodic) 


Note: *Payments to beneficiaries and members includes monthly benefit payments, DROP payments and ABO transfers.  
** Private market capital distributions and calls originate from Strategic Investments, Real Estate and Private Equity asset 
classes. 
 


                                                           
1 A Review of The Florida Retirement System Total Fund Investment Plan, SBA, August 19, 1999 
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Chart 2: FY 2008-2009 FRS Pension Plan External Liquidity Profile  
Row #  FY 2008-09 Totals ($B) 
1 Payments to beneficiaries and members* -$6.2 
2 Net private market capital calls** -$0.9 
3 Expenses -$0.3 
5 Employer contributions $2.9 
6 Collections of dividends, interest etc. $3.7 
   
Total  -$0.2 
Note: * Payments to beneficiaries and members includes monthly benefit payments, DROP payments and ABO transfers. 
** Net private market capital calls reflects the amount funded out of Cash & Central Custody and is net of distributions. 
 
Current Liquidity Management Process 
 
As can be seen from Chart 2, the FRS Pension Plan faces external liquidity obligations that modestly exceed 
external sources of liquidity. The liquidity management process is intended to efficiently raise cash sufficient 
to cover the net payments out of the Trust Fund (see Chart 3), but also recognizes that: 
 


1. Internal liquidity needs exist. Namely the interim drift in the FRS Pension Plan’s asset allocation 
must be managed to control the risk and performance of the Trust Fund.  


2. The timing and amount of income collections does not coincide with the timing and amount of 
payment obligations. 


 
As a result, the liquidity management process is integrated into the monthly Senior Investment Group 
meetings. Chart 4 is a recent example of the liquidity management information monthly reviewed at the Senior 
Investment Group. Importantly, for planning purposes, the SBA looks forward several months and tracks 
unfunded commitments to private market asset classes as measures of contractually binding potential 
liquidity demand.  
 
Chart 3 
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Chart 4: Sample Monthly Liquidity Planning Information for Senior Investment Group 


 
 
All external liquidity obligations are ultimately paid from the Cash asset class and that balance is managed to 
be at least 0.75% of the total fund value.2


                                                           
2 This minimum amount was 0.50% for some time. At the August 28, 2009 Senior Investment Group (“SIG”) meeting, it was 
decided: “Investment Policy and Economics presented cash projections and an analysis of the pros and cons of targeting either 
a .50% or 1% cash balance to meet benefit payments and capital calls.  A recommendation was made to maintain a .75% target 
which takes into consideration and balances the total fund investment objective (5% real return), asset class concerns and needs 
and risk management (timely benefit payments and capital calls).  SIG discussed the issues surrounding each cash target and a 
consensus was reached to maintain a cash target of around .75%. SIG will continue to monitor liquidity needs each month and 
revisit the cash target should the need arise.” 


 The month-end aggregate net contributions/obligations are estimated 
at the beginning of each month and allocated to the public market asset classes (excluding the Cash asset 
class). The allocations constitute “monthly liquidity assessments” which the asset classes are required to 
provide in cash in a prudent, but expeditious fashion (typically within two to four weeks). Senior Investment 
Officers have full discretion on how to fulfill required liquidity assessments, including utilizing proceeds from 
maturing securities, interest, dividends, other income, defunding/rebalancing portfolios within their asset class, 
or otherwise selling/liquidating securities. FRS Pension Plan liquidity assessments are allocated among public 
market asset classes which are overweight relative to their policy asset allocations. Determinations whether all 
or a portion of the assessment might be met by transfers from the Real Estate, Private Equity and/or Strategic 
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Investments asset classes are made on a case-by-case basis. As needed, the Cash asset class is used to provide 
bridge liquidity, with repayment from the temporarily illiquid asset class to follow (e.g., High Yield).  
 
Chart 5 quantifies the liquidity management activities conducted during FY 2008-2009. Due to extreme 
levels of market volatility, FY2008-2009 was an atypically active year for rebalancing, even with a partial 
abeyance of the rebalancing procedures in late calendar 2008 and early 2009. Rebalancing needs in FY 
2007-2008 were $1.7 billion, FY 2006-2007 $0, and FY 2005-2006 $1.5 million. In September 2001, $2.4 
billion was transferred from Fixed Income due to elevated market volatility. Finally, roughly $12 billion 
was reallocated following the 2007 asset-liability study, primarily to Fixed Income in order to lower the 
overall risk profile of the Trust Fund. 
 
Chart 5: Summary of FY 2008-2009 FRS Pension Plan Liquidity Management Activity 
Row #  FY 2008-09 Totals ($B) 
1 Monthly liquidity assessments $4.8 
2 Rebalancing toward long-term target allocation $7.9 
3 Net private market capital calls* $0.9 
Note: * Net private market capital calls reflects the amount funded out of Cash & Central Custody. 
 
After considering other approaches over time, there are several advantages to the current process: 
 


1. Asset allocation drift from the long-term policy allocations creates one of the largest risks at the total 
fund level and the monthly liquidity assessment process helps to mitigate that risk—including by 
avoiding excessive cash holdings.  


2. Requiring overweight asset classes to fund monthly liquidity needs, means that the best performing 
asset classes are selling assets, often into a rising market.3


3. Integrating the monthly liquidity assessment with the rebalancing process is more efficient from a 
transactions cost perspective. For instance, assume the SBA allocated the monthly liquidity assessment 
to the asset classes that were projected to receive the highest income collections. This approach would 
contribute to the natural tendency for Fixed Income to drift into underweight status. Fixed Income has 
a lower expected return and a higher current income yield than Equities and Real Estate. The 
underweight would have to be systematically corrected by selling Equities and reinvesting the 
proceeds in Fixed Income.  


  


4. Senior Investment Officers for each asset class are tasked with efficiently raising liquidity in a fashion 
that best reflects individual market conditions, income collections, investment manager 
defunding/rebalancing, and other portfolio management considerations. Because their performance is 
measured against a performance benchmark without transactions costs, they have a clear incentive to 
balance transactions costs against investment risk when fulfilling the liquidity assessments. 


 
Notwithstanding the advantages of the current process, we look forward to input from Ennis, Knupp + 
Associates. In particular, Ennis, Knupp + Associates will evaluate asset allocation approaches that 
mitigate the risk that liquidity is unavailable in certain stressed scenarios (e.g., laddering bonds to cover 
benefit payments over a 3 year period) and will evaluate the impact of closing the FRS Pension Plan to 
new employees. The latter would materially lower employer contributions over time. 
 
We would be happy to answer any additional questions. 
 


                                                           
3 Sales would occur to the extent that the assessment is in excess of pre-existing liquidity from income collections or other 
events within the asset class. 
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Exhibit A: Additional Detail on FRS Pension Plan Liquidity Sources and Uses 
 
Benefit payments 
Benefit payments are roughly $420 million (“$420m”) per month. The monthly pattern is fairly stable, 
rising gradually within each fiscal year as more retirees receive benefits. At the end of each fiscal year, 
the level steps up due to a 3% COLA. 
 
Chart 1A 
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ABO payments 
ABO (Accumulated Benefit Obligations) payments are transfers due to Pension Plan members switching 
to the Investment Plan. When stock markets were surging in the mid-2000s they were running on the 
order of $100m per month. More recently they have declined to the $40m per month range. Note that the 
ABO payment for October 2009 occurred in November due to a late Thanksgiving. 
 
Chart 2A 
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DROP payments 
Deferred Retirement Option Program (DROP) payments occur on a monthly basis as DROP participants 
leave the program. DROP payments peak in July of every year. 
 
Chart 3A 
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Net Private Market Capital calls 
The SBA’s private market asset classes – Real Estate and Private Equity - require periodic infusions of 
cash to fund investment commitments. The same is true for portions of the Strategic Investments asset 
class. However, the liquidity needs of these asset classes are highly erratic and have no seasonal pattern.  
 
Chart 4A 
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Employer Contributions 
A major source of liquidity is the monthly contributions made by participating FRS employers. Benefit 
contributions are fairly stable during the year, although they do tend to decline in the summer months 
when education payrolls are relatively low. 
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Chart 5A 
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ABO Reversals 
 
A small source of liquidity is ABO reversals. These occur when Investment Plan members move back 
into the Pension Plan.  
 
Chart 6A 
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SBA Major Mandate Performance Update


Investment Advisory Council


March 3, 2010
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SBA Mandates Estimated Month End Market Values 
($Millions)
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Mandate Dec-08 Feb-09 Dec-09 Feb 18, 2010*
FRS Pension Plan $97,355 $86,921 $113,502 $112,823


FRS Investment Plan $3,736 $3,464 $4,810 $4,820


CAT Fund $9,143 $7,641 $8,906 $9,133


Lawton Chiles Endowment $1,472 $1,226 $666 $665


Florida PRIME $5,686 $5,967 $6,537 $8,187


Other SBA Mandates $4,507 $4,532 $4,203 $2,275


Total $121,900 $109,752 $138,625 $137,903


*Unaudited and Tentative Data
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Major SBA Mandate Official Performance
Official Performance through January 2010


Net Managed Return


   
Mandate 3-month 1-year 3-year 5-year 10-year


Separately Managed Assets


FRS Pension Plan 2.70% 24.16% -2.34% 3.47% 3.12%


FRS Investment Plan 2.48% 21.30% -1.63% 3.40%


CAT Operating Fund 0.27% 2.48% 2.25% 3.07% 3.16%


CAT Fund 2007A Note Proceeds 0.18% 1.41%


Lawton Chiles Endowment 3.48% 26.06% -4.23% 2.43% 2.60%


Health Insurance Subsidy 0.36% 2.65% 2.34% 3.14% 3.07%


SBA Investment Pools
Local Government Investment Pool 0.06% 0.52% 2.70% 3.35% 3.18%
CAMP Money Market A 0.07% 0.55% 2.63% 3.34% 3.13%
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Major SBA Mandate Official Performance
Official Performance through January 2010


Managed vs. Benchmark Returns


Mandate 3-month 1-year 3-year 5-year 10-year


FRS Pension Plan 0.44% -0.01% -0.03% 0.19% 0.36%


FRS Investment Plan 0.23% 1.34% 0.95% 0.59%


CAT Operating Fund 0.21% 2.14% -0.47% -0.16% 0.25%


CAT Fund 2007A Note Proceeds 0.12% 1.07%
Lawton Chiles Endowment 0.12% 1.08% 0.22% 0.54% 0.30%
Health Insurance Subsidy -0.24% 0.03% -1.41% -1.08%
SBA Investment Pools
Local Government Investment Pool 0.01% 0.13% 0.16% 0.19% 0.24%
CAMP Money Market A -0.03% -0.03% 0.22% 0.16% 0.17%
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Asset Allocation Rebalancing Activity Since 
December 3, 2009 IAC Meeting


– Normal rebalancing rules are applicable
– Since the last meeting, regular FRS DB liquidity 


assessments:
• $255 MM from Domestic Equities
• $268.2 MM from Foreign Equities
• $53.4 MM from High Yield


– No FRS DB rebalance was triggered
– Two LCEF rebalances were triggered:
• Dec 14, 2009:  $3.7 MM from Equities to Fixed Income & TIPS
• Dec 24, 2009:  $4.0 MM from Equities to Fixed Income & TIPS
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FRS Asset Allocation Data
As of February 18, 2010 Market Close


($ millions)


Domestic 
Equities


Foreign 
Equities


Fixed 
Income


High 
Yield


Real 
Estate


Private 
Equity


Strategic 
Invest.


Cash Total


A. Current Position
Current Portfolio Value (excl. pending tsfrs.) $42,846 $21,928 $29,282 $2,325 $7,279 $3,939 $4,079 $1,145 $112,823


Amount Over (Under) Tactical Policy Weight# $979 $179 ($1,366) $150  --   --   --  $58 $0


Current % of Total Fund 37.98% 19.44% 25.95% 2.06% 6.45% 3.49% 3.62% 1.02% 100.00%


Current Position Abv (Bel) Tactical Wgt. (in % pts)# 0.87% 0.16% -1.21% 0.13% 0.00% 0.00% 0.00% 0.05% 0.00%


B. Policy Target Weights & Ranges


Policy High 47.00% 25.00% 36.00% 7.00% 12.00% 7.00% 10.00% 9.00% --  


Target Operating Range High 38.61% 20.78% 28.66% 3.43% 11.25% 6.25% 9.25% 2.46% --  


PW1: Fixed Policy Weights 38.00% 20.00% 28.00% 2.00% 7.00% 4.00% 0.00% 1.00% 100.00%
PW2: Prorated Policy Weights* 36.63% 19.28% 26.99% 1.93% 6.75% 3.86% 3.62% 0.96% 100.00%
PW3: Floating Policy Weights (per box C below) 37.11% 19.28% 27.16% 1.93% 6.45% 3.49% 3.62% 0.96% 100.00%
PW4: Tactical Policy Weights (per box D below)# 37.11% 19.28% 27.16% 1.93% 6.45% 3.49% 3.62% 0.96% 100.00%


Target Operating Range Low 34.61% 16.78% 24.66% 0.75% 2.75% 0.75% 0.75% 0.75% --  


Policy Low 30.00% 11.00% 20.00% 0.00% 2.00% 0.00% 0.00% 0.00% --  


C. Private Market Floating Weight Adjustments (RE and PE over/under-weights are allocated per the factors below)
Reallocation shares for Real Estate 40% 0% 60% 0% 0% 0% 0% 0% 100%
Reallocation shares for Private Equity 100% 0% 0% 0% 0% 0% 0% 0% 100%


D. Target Weight Increment From TAA Tilt(s)
0.00% 0.00% 0% 0.00% 0% 0% 0% 0% 0.00%


E. Pending But Unexecuted Transfers
These amounts are not reflected in the top row $(5.5)  --   --  $(36.7)  --   --   --  $42.2 $0.0
*When the actual allocation of Strategic Investments is greater than zero, all other asset class fixed policy weights are reduced pro-rata.
#"Tactical policy weight" refers to the row in blue in box B, labeled PW4, which is inclusive of the prorations to SI, the private market floating weights and any TAA tilt that may be in place.
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Performance Highlights


• During the fourth quarter of 2009 and over the trailing one-, three-, five-, and ten-year 
periods, the Total Fund outperformed the Performance Benchmark.


• The Total Fund return exceeded the median fund in the Trust Universe Comparison 
Service (TUCS) defined benefit plan universe during the fourth quarter and over the 
trailing one-, three-, and five-year period. Over the ten-year period, the Total Fund return 
underperformed the median fund in the TUCS defined benefit plan universe. 


• The Total Fund return exceeded the median fund in the Trust Universe Comparison 
Service (TUCS) top ten defined benefit plan universe during the fourth quarter and over 
the trailing one-, three-, and five-year periods. The Total Fund return underperformed the 
median TUCS top ten defined benefit plan universe over the trailing ten-year period. Over 
the trailing one-, three-, and five-year periods, the Total Fund fell within the top quartile of 
returns reported by the TUCS top ten defined benefit plan universe.
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Market Environment Growth of a Dollar
1 Year Ending 12/31/09
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Asset Allocation Commentary


• The Fund assets total $113.5 billion as of December 31, 2009, which represents a      
$3.5 billion increase since last quarter.


• Actual allocations for all asset classes were within their respective policy ranges at 
quarter end.
– The Fund was overweight to the Domestic Equity, Foreign Equity, High Yield, and 


Strategic Investments asset classes at quarter end. All other asset classes were 
underweight relative to their Target.
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Asset Allocation as of 12/31/09
Total Fund Assets = $113.5 Billion
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Policy Allocation Over Time
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World Market Commentary


• The FRS Policy returns underperformed during the fourth quarter and all trailing periods 
as of December 31, 2008. 


• FRS Policy returns relative to the World Market are largely driven by asset allocation 
differences.


• FRS Policy target of 55.7% for equities as of December 31, 2008, significantly exceeded 
World Market allocation of approximately 30%.
– The FRS’s higher equity allocation is justified due to the structure and duration of its 


liabilities and the need to earn a sufficient return to fund these liabilities.


Footnote: This information is updated on an annual basis. December 2009 information was not available at the time this report was printed.
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FRS Total Fund Investment Results
Periods Ending 12/31/08


Performance Benchmark World Market Opportunity Set
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Footnote: This information is updated on an annual basis. December 2009 information was not available at the time this report was printed.
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World Market Opportunity Set 
As of 12/31/08


Source: UBS Global Asset Management, Venture Economics, EnnisKnupp


Emerging Market 
Debt
3.0%


Cash Equivalents
4.5%


Private Capital
1.2%


U.S. Stocks
13.0%


Real Estate
6.4%


U.S. Bonds
29.0%


High Yield Bonds
0.9%


Non-U.S. Bonds
24.7%


All Other Stocks
15.7%


Emerging Market 
Stocks


1.6%


World Market Opportunity Set
$92.7 Trillion


Footnote: This information is updated on an annual basis. December 2009 information was not available at the time this report was printed.
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World Market Opportunity Set Data Sources
As of 12/31/08


Hedge Fund ResearchHFR Fund-of-Funds IndexTremont Advisors$                      1,400 Hedge Funds


Goldman SachsGoldman Sachs Commodity IndexGold. Sachs; CBOT; NYBOT; NYFE$                           78 Commodities


NCREIFNCREIF Timber IndexTimber managers + Timber REITS$                           24 Timberland


NYUAltman-NYU Distressed IndexCommonfund$                         525 Distressed


Venture EconomicsVenture Mezzanine IndexVenture Economics$                           44 Mezzanine


Venture EconomicsVenture Economics Buyout IndexVenture Economics$                         476 Buyouts


Venture EconomicsVE Venture Capital IndexVenture Economics$                         220 Venture


Barclays Capital30-Day Treasury BillsUBS$                      4,158 Cash


Wilshire RESI-UUBS$                      5,934 Real Estate


Barclays CapitalLehman US High Yield IndexUBS$                         810 High Yield Bonds


Barclays CapitalLehman Aggregate Bond IndexUBS$                    26,864 Dollar Bonds


CitigroupCitigroup WGBI Ex US- HedgedUBS$                    22,853 All Other Bonds


J.P. MorganJ.P. Morgan EMBI PlusUBS$                      2,797 Emerging Market Debt


MSCIMSCI EAFE + CanadaUBS$                    14,564 All Other Equities


MSCIMSCI Emg Mkt FreeUBS$                      1,527 Emerging Market Equities


Wilshire DJ Wilshire 5000UBS$                    12,061 U.S. Equity


Data SourceReturn IndexData SourceAsset Class
Market Value


(billions)


Footnote: This information is updated on an annual basis. December 2009 information was not available at the time this report was printed.
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FRS Policy Portfolio
(long term)


WORLD MARKET OPPORTUNITY SETFRS TOTAL FUND


Fixed Income
28.0%


Domestic Stock
38.0%


Strategic 
Investments*


0.0% Foreign Stock
20.0%


High Yield
2.0%


Cash
1.0%Private Equity


4.0%


Real Estate
7.0%


0.9%


Emerging Market 
Debt 30%


Cash Equivalents
4.5%


Private Capital
1.2%


U.S. Stocks
13.0%


Real Estate
6.4%


U.S. Bonds
29.0%


High Yield Bonds


Non-U.S. Bonds
24.7%


All Other Stocks
15.7%


Emerging Market Stocks 
1.6%


*Strategic investments has a dynamic policy weight that will vary within the policy range of 0% to 10% depending on the mix of included strategies at a given time.


Footnote: This information is updated on an annual basis. December 2009 information was not available at the time this report was printed.
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FRS Results Relative to World Market Opportunity Set
Cumulative Relative Performance


10 Years Ending 12/31/08


FRS Policy Benchmark (as of 12/31/08) World Market Index (as of 12/31/08)
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Footnote: This information is updated on an annual basis. December 2009 information was not available at the time this report was printed.
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FRS Policy Portfolio Vs. World Market Opportunity Set


FRS Policy Portfolio Allocations (after policy transition) vs. World Market Opportunity Set (as of 12/31/08)


Cash
-3.6%


High Yield
1.0%
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Footnote: This information is updated on an annual basis. December 2009 information was not available at the time this report was printed.
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Total Fund Performance Commentary


• The Total Fund return outperformed the Performance Benchmark during the fourth 
quarter and the trailing one-, three-, five-, and ten-year periods.
– Private Equity and Foreign Equity detracted the most from performance over the 


trailing one-year period while the Real Estate and Fixed Income components added 
the most value.


– Over the trailing five-year period, Real Estate continues to be the primary contributor
to relative performance. Underperformance by the Fixed Income component 
detracted the most from positive performance.


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


• The Total Fund information ratio (risk-adjusted return) is higher over the trailing ten-year 
period as compared to the information ratio over the trailing three- and five-year periods.
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FRS Investment Results
Periods Ending 12/31/09


Performance BenchmarkTotal FRS Absolute Nominal Target Rate of Return 
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Total FRS Cumulative Relative Performance
10 Years Ending 12/31/09
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FRS Historical Risk and Return
10 Years Ending 12/31/09
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Total FRS Information Ratio
Periods Ending 12/31/09


0.01
0.13


0.31


-2.00


-1.50


-1.00


-0.50


0.00


0.50


1.00


1.50


2.00


3-Year 5-Year 10-Year


22 |   State Board of Administration of Florida – Pension Plan Review   |   Fourth Quarter 2009


Total FRS Attribution Analysis


1-Year Ending 12/31/09 5-Year Ending 12/31/09
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Peer Comparison Commentary


• The Total Fund return outperformed the median fund in the TUCS defined benefit plan 
universe during the fourth quarter and over the trailing one-, three-, and five-year periods. 
The Total Fund return underperformed the median fund over the trailing ten-year period. 
The Total Fund return over the trailing one-, three-, and five year periods fell within the top 
half of returns reported by the TUCS defined benefit plan universe.


• The Total Fund return exceeded the median fund in the Trust Universe Comparison 
Service (TUCS) top ten defined benefit plan universe during the fourth quarter and over 
the trailing one-, three-, and five-year periods.  The Total Fund return underperformed the 
median TUCS top ten defined benefit plan universe over the trailing ten-year period.  Over 
the trailing one-, three-, and five-year periods, the Total Fund fell within the top quartile of 
returns reported by the TUCS top ten defined benefit plan universe.


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


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


• 264 defined benefit plan fund sponsors.
• $1.6 trillion in total assets.
• Median fund size is $582.4 million.
• Average fund size is $6.2 billion.
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Comparison of Asset Allocation 
As of 12/31/09


TUCSFRS TOTAL FUND


Domestic Equity
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25.5%


Strategic Investments
3.7%


Cash
0.7%


High Yield
2.1%


Real Estate
6.4%


Private Equity
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Cash
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FRS Results Relative to TUCS Universe
Periods Ending 12/31/09


Total FRS (Gross) Median Defined Benefit Plan Fund (Gross)
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Total FRS Universe Comparison (TUCS)
Periods Ending 12/31/09
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Supplemental TUCS Comparison Data
Top Ten Defined Benefit Plans


• $961 billion in total assets.
• Median fund size is $94.2 billion.
• Average fund size is $96.1 billion.
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Comparison of Asset Allocation
As of 12/31/09


FRS TOTAL FUND


FRS Pension Plan vs. Top Ten Defined Benefit Plans
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FRS Results Relative to TUCS Top Ten Defined Benefit Plans
Periods Ending 12/31/09


Total FRS (Gross) Top Ten Median Defined Benefit Plan Fund (Gross)
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Top Ten Defined Benefit Plans FRS Universe Comparison (TUCS)
Periods Ending 12/31/09 
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FRS Domestic Equity Component


• $43.2 billion, representing 38.0% of FRS assets.
• Policy range (30.0 – 47.0%) and target allocation (36.6%) as of December 31, 2009.
• Benchmark index:


– Russell 3000 Index (beginning 7/1/2002)
– Wilshire 2500 Stock Index (1/1/2001 – 6/30/2002)
– Wilshire Stock Index Ex-Tobacco (5/1/1997 – 12/31/2000)
– Wilshire 2500 Stock Index (9/1/1994 – 4/30/1997)
– S&P 500 Stock Index (prior to 9/1/1994)
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Domestic Equity Performance Commentary


• The Domestic Equity component outperformed the return of the Target during the fourth 
quarter and over the trailing one-, three-, and ten-year periods and underperformed the 
Target over the trailing five-year period.


• The Domestic Equity component generated a slightly higher return at a slightly lower level 
of risk as compared to the Asset Class Target over the trailing ten-year period.
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Domestic Equity Asset Class Structure
As of 12/31/09 ($ in millions)


STIP account adjustments not included in the totals above.


Active  20.8% Passive 79.2%


Internal Active
0.1% / $35.8


Internal Passive
79.2% / $34,190.5


External Active
20.7% / $8,923.9
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Domestic Equity Investment Results
Periods Ending 12/31/09
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Domestic Equity Active/Passive Performance and Share     
Periods Ending 12/31/2009   
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Domestic Equity Components of the Active Aggregate Portfolio
As of 12/31/09
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Domestic Equity Active Risk Exposures
As of 12/31/09
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Domestic Equity Total Returns Attribution
As of 12/31/09


QTD CYTD 3-Year 5-Year


Total Returns 0.20% 0.49% 0.13% -0.05%


Misfit Returns -0.01% -0.05% -0.02% 0.00%


Active Returns 0.21% 0.54% 0.15% -0.05%


QTD CYTD 3-Year 5-Year


Active Aggregate
(20.8% of DE at qtr end) 0.19% .02% -0.09% -0.24%


Passive Aggregate
(79.2% of DE at qtr end)


0.02% 0.52% 0.24% 0.18%


Total Relative Returns Attribution


Contribution to Active Returns*


*Contribution numbers are approximate due to drift in active-passive weights over longer time periods.
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Domestic Equity Cumulative Relative Performance
10 Years Ending 12/31/09
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Domestic Equity Historical Risk and Return
10 Years Ending 12/31/09
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FRS Foreign Equity Component


• $22.9 billion, representing 20.1% of FRS assets.
• Policy range (11.0 – 25.0%) and target allocation (19.3%) as of December 31, 2009.
• Benchmark index:


– Foreign Equity Target Index adjusted to reflect investments in strategies which are 
required to comply with the provisions of the Protecting Florida’s Investments Act 
(beginning 4/1/2008)


– MSCI All Country World Index Free Ex-U.S. Investable Market Index (9/24/2007 –
3/31/2008)


– MSCI All Country World Index Free Ex-U.S. (11/1/1999 – 9/23/2007)
– MSCI EAFE (85%) / IFCI Global Composite (15%) – Static Weight


(4/1/1995 – 10/31/1999)
– MSCI EAFE (10/1/1992 – 3/31/1995)
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Foreign Equity Performance Commentary


• The Foreign Equity component underperformed the Asset Class Target over the trailing 
one-year period but has outperformed the Asset Class Target during the fourth quarter and 
over the trailing three-, five-, and ten-year periods.


• The component’s outperformance during the quarter was primarily the result of 
outperformance from the developed market and the small cap portfolios. The emerging 
market portfolio detracted value during the quarter.


• Over the trailing one-year period, the emerging market portfolio detracted the most value. 
Over the trailing three- and five-year periods, the developed standard market and emerging 
market portfolios both added to performance.


• The Foreign Equity component generated a higher return at a slightly lower level of risk as 
compared to the Asset Class Target over the trailing ten-year period.







23


45 |   State Board of Administration of Florida – Pension Plan Review   |   Fourth Quarter 2009


Foreign Equity Asset Class Structure
As of 12/31/09 ($ in millions)


Passive 19.3% Active 80.7%


Broad Active
2.2% / $496.2


Developed Active 
56.3% / $12,879.8


International Cash
0.0% / $0.5


Emerging Active
21.6% / $4,933.3


Developed Passive 
19.3% / $4,421.0


Frontier Active
0.6% / $138.1


Emerging Passive
0.0% / $1.9
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Foreign Equity Investment Results
Periods Ending 12/31/09
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Foreign Equity Investment Results
Periods Ending 12/31/09


Developed Standard Market Benchmark
Developed Market Standard Portfolio Performance


Portfolio Allocation Target Allocation Portfolio Active Allocation
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Foreign Equity Investment Results
Periods Ending 12/31/09


Developed Standard Passive BenchmarkDeveloped Market Standard Passive
Portfolio Performance


Quarter 1-Year 3-Year 5-Year
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Foreign Equity Investment Results
Periods Ending 12/31/09


Developed SC Markets BenchmarkDeveloped Market Small-Cap Portfolio Performance


Quarter 6-month 1-Year
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Foreign Equity Investment Results
Periods Ending 12/31/09


Total Emerging Benchmark
Emerging Market Portfolio Performance  


Emerging Markets
Portfolio Allocation Target Allocation Portfolio Active Allocation
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Foreign Equity Investment Results
Periods Ending 12/31/09


Emerging Market Active
Portfolio Performance Emerging Active Benchmark
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Foreign Equity Value Added Return
Periods Ending 12/31/09


Active Returns


Quarter 1-Year 3-Year 5-Year


Versus Benchmark
Misfit
Versus Target


Total Developed Standard Portfolio


Contribution to Developed Standard Active Return
Developed Standard Passive
Developed Standard Active


Attribution of Developed Standard Active Return
Country & Implicit Currency Selection
Stock Selection
Currency Hedging


Total Developed Small Cap Portfolio


Contribution to Small Cap Active Return


Small Cap Active


Attribution of Small-Cap Active Return
Country & Implicit Currency Selection
Stock Selection
Currency Hedging


Total Emerging Market Portfolio


Contribution to Emerging Active Return
Emerging Passive
Emerging Active


Attribution of Emerging Active Return
Country & Implicit Currency Selection
Stock Selection
Currency Hedging


Total International Portfolio
0.38% -0.71% 0.92% 0.48%
-0.09% -0.23% -0.08% -0.07%
0.29% -0.94% 0.85% 0.40%


0.35% -0.05% 0.78% 0.45%


0.00% -0.03% 0.08% 0.09%
0.34% -0.03% 0.70% 0.36%


0.18% -0.01% 0.34% 0.13%
0.19% -0.01% 0.39% 0.23%
-0.01% -0.01% -0.03% 0.00%


0.09% -0.26%


0.09% -0.26%


0.05% 4.43%
0.05% -4.68%


-0.01% -0.01%


-0.06% -0.40% 0.14% 0.03%


0.00% 0.08% 0.03% 0.02%
-0.06% -0.47% 0.10% 0.01%


0.01% 8.47% 8.59% 2.67%
-0.06% -8.95% -8.49% -2.64%
0.00% 0.00% 0.00% -0.02%
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Foreign Equity Cumulative Relative Performance
10 Years Ending 12/31/09
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Foreign Equity Historical Risk and Return
10 Years Ending 12/31/09
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FRS Fixed Income Component


• $28.5 billion, representing 25.5% of FRS assets.
• Policy range (20.0 – 36.0%) and target allocation (27.0%) as of December 31, 2009.
• Benchmark index:


– Barclays Capital U.S. Aggregate Bond Index (beginning 6/1/2007)
– Fixed Income Management Aggregate (FIMA) (7/1/1999 - 5/31/2007)
– Florida High Yield Extended Duration Index (7/31/1997 – 6/30/1999)
– Florida Extended Duration Index (7/1/1989 – 7/30/1997)
– Salomon Brothers Broad Investment-Grade Bond Index (1/1/1986 – 6/30/1989)
– 70% Shearson Lehman Extended Duration and 30% Salomon Brothers Mortgage 


Index (1/1/1985 – 12/31/1985)
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Fixed Income Performance Commentary


• The Fixed Income component outperformed the return of its Asset Class Target during the 
fourth quarter and over the trailing one-year period but underperformed over the trailing 
three-, five-, and ten-year periods.


• The active portfolios detracted from performance over the trailing three- and five-year 
periods while the passive portfolios added some value over the same time periods.


• Bond selection within the active portfolios added the most from performance over the 
trailing one-year period.
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Fixed Income Asset Class Structure
As of 12/31/09 ($ in millions)


External 63.7% Internal 36.3% 


* Other is the STIP account adjustment.


Active External
57.1% / $16,302.23 


Passive Internal
10.8% / $3,076.8 Active Internal


25.5% / $7,273.0 


Passive External
6.6% / $1,886.1 


Other
0.0% / $2.9 
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Fixed Income Investment Results
Periods Ending 12/31/09
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Fixed Income Investment Results
Periods Ending 12/31/09


Excess Misfit
Excess Returns and Misfit for Total Fixed Income
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Fixed Income Investment Results
Periods Ending 12/31/09
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Fixed Income Investment Results
Periods Ending 12/31/09


Total Rates of Return for Actively Managed Portfolios


Ra
te


 o
f R


et
ur


n


Active Portfolios Benchmark16.2%


5.3% 4.7%
5.9% 6.1% 5.1%


0.0%
2.0%
4.0%
6.0%
8.0%


10.0%
12.0%
14.0%
16.0%
18.0%


0.0%
2.0%
4.0%
6.0%
8.0%


10.0%
12.0%
14.0%
16.0%
18.0%


1-Year


Total Rates of Return for Passively Managed Portfolios


6.9% 6.8%


5.5%
5.9% 6.1%


5.0%


0.0%


2.0%


4.0%


6.0%


8.0%
Passive Portfolios Benchmark


1-Year


3-Year


3-Year


5-Year


5-Year


Ra
te


 o
f R


et
ur


n







32


63 |   State Board of Administration of Florida – Pension Plan Review   |   Fourth Quarter 2009


Fixed Income Investment Results
Periods Ending 12/31/09


1-Year 3-Year 5-Year
Total Fixed Income


versus Target 849 -64 -32
Misfit


Intentional 0 0 0
Unintentional 0 -1 -1


versus Benchmark 849 -63 -31


Total Active Portfolios
Contribution to Active Excess Returns 1,022 -80 -41


Attribution of Active Excess Returns
Curve 22 4 3
Duration 31 6 5
Bond Selection 968 -90 -49


Total Passive Portfolios
Contribution to Passive Excess Returns 97 71 48


Attribution of Passive Excess Returns
Curve 0 0 0
Duration 0 0 0
Bond Selection 97 71 48


Excess Returns  (in bps)
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Fixed Income Cumulative Relative Performance
10 Years Ending 12/31/09
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Fixed Income Historical Risk and Return
10 Years Ending 12/31/09
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FRS High Yield Component


• High Yield was established as a separate asset class in June 2007. Prior to June 2007, 
High Yield was part of the Fixed Income asset class.


• $2.3 billion, representing 2.1% of FRS assets.
• Policy range (0.0 – 7.0%) and target allocation (1.9%) as of December 31, 2009.
• Benchmark index:


– Barclays Capital U.S. High Yield Ba/B 2% Issuer Capped Index (beginning 6/1/2007)
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High Yield Performance Commentary


• The High Yield asset class outperformed the return of its Asset Class Target during the 
fourth quarter but underperformed over the trailing one-year period.


• The High Yield comprehensive history component generated a lower return at a lower level 
of risk as compared to the Asset Class Target over the trailing ten-year period.
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High Yield Investment Results
Periods Ending 12/31/09
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High Yield Investment Results
Periods Ending 12/31/09
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High Yield Investment Results
Periods Ending 12/31/09


1-Month 3-Months 1-Year
Total High Yield


versus Target -18 10 -744
Misfit


Intentional 0 0 0
Unintentional 0 0 5


versus Benchmark -18 9 -750


Total Active Portfolios
Contribution to Active Excess Returns -18 10 -744


Attribution of Active Excess Returns
Curve 0 0 0
Duration 0 0 0
Bond Selection -18 10 -744


Excess Returns  (in bps)


72 |   State Board of Administration of Florida – Pension Plan Review   |   Fourth Quarter 2009


High Yield Comprehensive Cumulative Relative Performance History
10 Years Ending 12/31/09
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High Yield Comprehensive Historical Risk and Return
10 Years Ending 12/31/09
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FRS Private Equity Component


• $4.0 billion, representing 3.5% of FRS assets.
• Policy range (0.0 – 7.0%) with target allocation of 3.9% as of December 31, 2009.
• Target allocation to Private Equity floats based on average monthly balance.
• The Private Equity Target is the Domestic Equity Target Index return plus a fixed premium 


return of 450 basis points per annum.
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Private Equity Performance Commentary


• On a vintage year basis, the portfolio is overweight years 1988, 1993, 1994, 1996, 1998, 
2002, 2005, and 2009 and underweight vintage years 1995, 1999, 2000, 2001, 2003, 
2004, 2006, 2007, and 2008 relative to Venture Economics’ market data.


• The return of the Total Private Equity matched the return of the Target over the trailing 
three-year period and underperformed the return of the Target over the trailing five- and 
ten-year periods as of December 31, 2009.


• The returns and market values reported for the Private Equity portfolio do not reflect final 
December 31, 2009 valuations on all investment holdings. 
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Private Equity Asset Allocation by Investment Type
As of 9/30/09 


FRS Private Equity
by Market Value


Venture Economics
by Market Value
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Private Equity Asset Allocation by Vintage Year
As of 9/30/09
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Private Equity Valuation Basis
As of 9/30/09


Cost
13%


Manager Determined
78%


Marked-to-Market
9%
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Private Equity Time-Weighted Investment Results
Periods Ending 12/31/09
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Private Equity Dollar-Weighted Internal Rates of Return
Since Inception as of 12/31/09
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FRS Real Estate Component


• $7.3 billion, representing 6.4% of FRS assets.
• Policy range (2.0 – 12.0%) with target allocation of 6.8% as of December 31, 2009.


– Actual target allocation varies based on average monthly balance
• The Asset Class Target is the NFI-ODCE (90%) + Dow Jones U.S. Select Real Estate 


Securities Index (10%; originally the Wilshire Real Estate Securities Index) since June 
2007; prior to June 2007, it was the Consumer Price Index plus 450 basis points; prior to      
July 2003, it was the Wilshire RESI-U; prior to July 1999, it was the Russell-NCREIF 
Property Index.
– Calculated on a Time-Weighted Rate of Return basis


• The benchmark for REIT holdings is the Dow Jones U.S. Select Real Estate Securities 
Index.
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Real Estate Performance Commentary


• The Real Estate component outperformed both its Historical Asset Class Target and the 
Current Asset Class Target over the trailing three-, five-, and ten-year periods.


• The Direct-Owned real estate portfolio outperformed the NFI-ODCE Index over the trailing 
three-, five-, and ten-year periods. The NFI-ODCE Index is shown gross of fees.


• The Commingled real estate portfolio underperformed the NFI-ODCE Index over the 
trailing three- and five-year periods.


• The REITs portfolio outperformed the Dow Jones U.S. Select Real Estate Securities 
Index over the trailing three-, five-, and ten-year periods.


• The returns and market values reported for the Direct-Owned and Commingled real 
estate portfolio do not reflect final December 31, 2009 valuations on all investment 
holdings. 
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Real Estate Asset Allocation by Property Type
As of 9/30/09


NCREIFFRS


Industrial
11.07%


Retail
20.91%


Office
37.63%


Apartment
19.62%


Agriculture
3.93%


Hotel
1.75%


Land
0.18%


Cash & Equivalents 
0.34%Other


4.58% Apartment
24.06%


Industrial
15.18%


Retail
20.62%


Office
38.38%


Hotel
1.75%


86 |   State Board of Administration of Florida – Pension Plan Review   |   Fourth Quarter 2009


Real Estate Allocation By Category
December 1999 to December 2009
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Total Real Estate Investment Results
Periods Ending 12/31/09


* The historic asset class target.
** The definition of the current asset class target is 90% NFI-ODCE and 10% Dow Jones U.S. Select Real Estate Securities Index.


Total Real Estate Asset Class Target* Current Asset 
Class Target**


Ra
te


 o
f R


et
ur


n 
(%


)


-4.8


4.4


8.1


-8.0


-2.0


4.4


-7.4


2.5


6.6


-10.0


-5.0


0.0


5.0


10.0


15.0


3-Year 5-Year 10-Year


88 |   State Board of Administration of Florida – Pension Plan Review   |   Fourth Quarter 2009


Real Estate – Direct-Owned Investment Results
Periods Ending 12/31/09


* The NFI-ODCE Index is shown for the entire measurement period.


NFI-ODCE Index *Direct-Owned Real Estate
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Real Estate – Commingled Investment Results
Periods Ending 12/31/09


* The NFI-ODCE Index is shown for the entire measurement period.
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Real Estate – REITs Investment Results
Periods Ending 12/31/09
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FRS Strategic Investments Component


• Strategic Investments asset class was established in June 2007.
• $4.1 billion, representing 3.7% of FRS assets.
• Policy range (0.0 – 10.0%) and target allocation (3.6%) as of December 31, 2009.
• Strategic Investments has a short-term target, which is an aggregate of individual portfolio 


level benchmark returns. The long-term target is 5% plus the contemporaneous rate of 
inflation or CPI. 
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Strategic Investments Performance Commentary


• Over the since inception period, Strategic Investments underperformed its short-term 
target. During the fourth quarter and over the trailing one-year period, Strategic 
Investments outperformed its short-term target.


• The Strategic Investments component generated a higher return at a higher level of risk 
as compared to the short-term target since inception.


• The returns and market values reported for the Private Market component of the strategic 
investments portfolio do not reflect final December 31, 2009 valuations. 
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Strategic Investments Investment Results
Periods Ending 12/31/09
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Strategic Investments Cumulative Relative Performance
Since Inception as of 12/31/09
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Strategic Investments Historical Risk and Return
Since Inception as of 12/31/09
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Private Market Component – Debt-Oriented Strategies 
Dollar-Weighted Internal Rate of Return


Since Inception as of 12/31/2009*


* Inception date of first debt-oriented strategy is August 2003.
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Private Market Component – Multi-Sector Strategies
Dollar-Weighted Internal Rate of Return


Since Inception as of 12/31/2009*


* Inception date of first multi-sector strategy is November 2008.
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Private Market Component Investment Type
As of 9/30/09


FRS Strategic Investments Private Market Component by Market Value
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Private Market Component Vintage Year Allocation
As of 9/30/09
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Private Market Component Valuation Basis
As of 9/30/09
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Global Equity Component Performance Commentary


• Global Equities was created as a separate asset class in June 2003. In June 2007, 
Global Equities was discontinued as a separate asset class and moved into the Strategic 
Investments asset class.


• The Global Equity comprehensive history component underperformed the return of its 
benchmark during the fourth quarter and over the trailing one-, three-, and five-year 
periods.


• The Global Equity component generated a lower return at a slightly lower level of risk as 
compared to its benchmark over the trailing five-year period.
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Global Equity Investment Results
Periods Ending 12/31/09
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Global Equity Comprehensive History Value Added Return
Periods Ending 12/31/09


Quarter 1-Year 3-Year 5-Year
Since 


InceptionTotal Global Portfolio


Versus Benchmark -0.28% -1.84% -0.78% -1.07% -1.19%


Versus Target -0.28% -1.84% -0.78% -1.07% -1.19%


Return Attribution
Country & Implicit Currency Selection -0.24% -0.64% -2.15% -0.35% -0.12%
Stock Selection -0.04% -1.20% 1.47% -0.66% -1.03%
Currency Hedging 0.00% 0.00% -0.10% -0.06% -0.03%
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Global Equity Cumulative Relative Performance
5 Years Ending 12/31/09
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Global Equity Comprehensive History Risk and Return
5 Years Ending 12/31/09
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FRS Cash Component


• $0.8 billion, representing 0.7% of FRS assets.
• Policy range (0.0 – 9.0%) and target allocation (1.0%) as of December 31, 2009.
• Benchmark is the iMoneyNet First Tier Institutional Money Market Funds Gross Index 


since June 1, 2007. Prior to June 2007, it was the return of the Merrill Lynch 90-Day 
(Auction Average) Treasury Bill Yield Index.
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Cash Performance Commentary


• The cash return underperformed the Asset Class Target over the trailing three-, five-, and 
ten-year periods but outperformed the Target during the fourth quarter and over the 
trailing one-year period.
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Cash Investment Results
Periods Ending 12/31/09
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Cash Cumulative Relative Performance
10 Years Ending 12/31/09
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Summary 


• The overall investment performance of the FRS outperformed
– relative to the Performance Benchmark during the fourth quarter and over the trailing 


one-, three-, five-, and ten-year periods.
– relative to the median defined benefit plan in the TUCS universe over the fourth 


quarter and the trailing one-, three-, and five-year periods.
– relative to the TUCS top ten defined benefit plan universe during the fourth quarter 


and over the trailing one-, three-, and five-year periods.
– relative to the Performance Benchmark at a lower level of risk over the trailing ten-


year period.
• Domestic Equity outperformed its Asset Class Target during the fourth quarter and over 


the trailing one-, three-, and ten-year periods. Domestic Equity underperformed over the 
trailing five-year period.


• Foreign Equity underperformed its Asset Class Target during trailing one-year period and 
outperformed during the fourth quarter and over the trailing three-, five-, and ten-year 
periods.


• Fixed Income outperformed its Asset Class Target during the fourth quarter and over the 
trailing one-year period. Fixed Income underperformed over the trailing three-, five-, and 
ten-year periods.
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Summary 


• High Yield underperformed its Asset Class Target over the trailing one-year period and 
outperformed its Target during the fourth quarter.


• Private Equity matched its Asset Class Target over the trailing three-year period and 
underperformed over the trailing five- and ten-year periods.


• Real Estate outperformed the return of both its Historical Asset Class Target and the 
Current Asset Class Target over the trailing three-, five-, and ten-year periods. Real 
Estate added the most value to the Total Fund return over the trailing five-period.


• Strategic Investments underperformed its short-term Asset Class Target over the since 
inception period but outperformed its short-term Asset Class Target during the fourth 
quarter and over the trailing one-year period.
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• Asset-liability model and process
• Economic assumptions and simulations
• Update of forecast results with current policy mix
• Risk-reward analysis


– Recap of 2007 risk-reward analysis and policy recommendations
– Current risk-reward analysis
– Sensitivity analysis


• Special topics
– Liquidity analysis
– Closing plan to new entrants


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


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


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


• Test impact of alternative equity allocation targets


Steps In The Process
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Non-Economic Assumptions


• Demographic
– Total FRS population (DB+DC) grows 0% for 3 years, then 1% per year 
– Percent of new hires electing into PEORP grades from 20% up to 25%


• Funding
– Contributions are based on current methods, with 30-year amortization of each “layer” of unfunded 


actuarial liability
– No future changes in actuarial assumptions are assumed


On average, 
model will reflect 


“gains” from wage 
growth.


On average, 
model will reflect 


“losses” from 
investment return.


Actuarial Average
Assumption AL Model


Price inflation 3.00% 2.6%
Real wage growth 1.00% 1.0%
Total wage growth* 4.00% 3.6%


Price inflation 3.00% 2.6%
Real investment return 4.75% 4.7%
Total investment return** 7.75% 7.4%


*  Before merit/promotional increases.
** Compounded multi-year average, net of expenses.
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Steps In Developing Expected Returns


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


to their relative risk (“beta”)
• Private market premiums have been added to Real Estate (+1.0%) and to Private Equity 


(+3.0%)
• Volatility and correlation assumptions for all classes are based on historical values since 1978
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US Bond Return


• Projected yield on BC Aggregate increases from 3.69% at 12/31/2009 to an ultimate level of 
5.90% [based on (1) Blue Chip Economic Survey, (2) ultimate inflation rate of 2.5%, and (3) 
historical credit spread]:


• Expected average compounded return over the next 15 years is 4.6%


Blue = 10-yr. 
Treasury yield


Red = BCAG yield
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• For the 2010 study we are using an equity risk premium assumption equal to 3.36%, the 
average of the assumptions currently used by the four SBA investment consultants.  The 
resulting expected average compounded return for US equities is equal to 8.0% (the US bond 
expected return of 4.6% plus the ERP of 3.4%):


• We also will show sensitivity runs using ERP assumptions of 2.4% and 4.4%.
• The ERP assumption used for the 2007 study was 2.70%.


US Equity Return


EnnisKnupp Mercer Wilshire Callan Average


2010 assumptions (15-yr. geometric average expected returns)


Domestic equity* 7.00% 8.40% 7.50% 8.50%


Core US bonds** 4.60% 4.60% 4.25% 4.50%


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


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


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


*  Broad market (e.g. Wilshire 5000, Russell 3000, etc.)
**  E.g. Barclay Capital Aggregate Index
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Equity Risk Premium


• The equity risk premium (“ERP”) is the difference between the expected return on US equities and 
the expected return on US bonds, using compounded returns.


• This is the single most important assumption for an asset-liability study, as it establishes the price 
of risk.


• Historical ERP’s over 15-year time periods are not very stable:


3.36% estimate


ERP for prior 15 years
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--- Expected Average Return ---
Current Policy 


Targets* Compounded Single Year Standard Deviation


Domestic Equity 38% 8.0% 9.4% 17.1%


International Equity 20% 7.7% 9.7% 19.7%


Private Equity 4% 10.9% 16.1% 32.3%


Real Estate 7% 6.3% 7.0% 12.3%


High Yield Bonds 2% 6.2% 7.0% 12.3%


US Bonds 28% 4.6% 4.8% 6.6%


Cash 1% 3.0% 3.0% 0.2%


Inflation 2.6%


Total Portfolio


Gross 7.5% 8.2%


Expenses 0.14% 0.14%


Net - Nominal Return 7.4% 8.1% 12.0%
Net - Real Return 4.7%


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


* Allocation targets excluding Strategic Investment class.


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


Risk Assets


Fixed Income
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Funded Status


Projected
7/1/2007 7/1/2008 7/1/2009 7/1/2010*


Actuarial Liability 117.4$    bn 122.5$    bn 134.2$    bn 140.0$    


Assets
Market Value 136.7$    bn 126.9$    bn 99.0$      bn 114.7$    
Smoothed/"Actuarial" Value 125.6$    bn 130.7$    bn 118.8$    bn 122.3$    


Funded Ratio
Using Market Value 116% 104% 74% 82%
Using Smoothed Value 107% 107% 89% 87%


*  Assumes portfolio return from 7/1/2009 through 6/30/2010 of 20%, reflecting actual


   return of 16% for the first six months through 12/31/2009.
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%-tile values:


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


92%


130%


167%


86% 88%
95%


62%


40% 40%


88%


0%


10%


20%


30%


40%


50%


60%


70%


80%


90%


100%


110%


120%


130%


140%


150%


160%


170%


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


Range Of Funded Ratios –
Current 71% Risk Asset Allocation


Trend line 


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


5% 10.1% 15.0% 14.9% 14.5% 14.1% 13.2% 12.5% 12.4% 10.9% 8.0% 2.3% 2.3% 2.4% 2.4% 2.5% 2.5%
25% 10.1% 15.0% 15.0% 15.0% 14.9% 14.8% 14.6% 14.1% 13.6% 13.1% 12.7% 12.3% 11.8% 10.1% 8.4% 6.0%
50% 10.1% 15.0% 15.2% 15.4% 15.6% 15.7% 15.9% 15.9% 16.1% 16.0% 15.9% 15.8% 15.7% 15.5% 15.5% 15.2%
75% 10.1% 15.0% 15.3% 15.7% 16.3% 17.2% 18.4% 19.2% 20.0% 20.4% 20.6% 21.0% 21.4% 21.6% 21.5% 22.0%
95% 10.1% 15.0% 15.6% 19.8% 22.2% 24.5% 26.3% 27.1% 27.7% 27.8% 28.3% 28.7% 29.2% 29.7% 29.8% 29.6%
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Trend line 


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


Diagonal line = 3-
to-1 risk/reward 
benchmark
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The risk-reward curve from the 2007 study indicated that the optimal allocation to risk 
assets was between 48% and 68%, based on the baseline set of assumptions – these are 
the points that lie furthest above the diagonal line.


Avg. Risk Increase ($MM)
(Worst 100 scenarios)


A
vg


. C
o


st
 S


av
in


g
s 


($
M


M
)


(A
ll 


50
0 


sc
en


ar
io


s)


48%


38%


58%
68%


2007 Risk-Reward Analysis
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2007 Decision On Asset Allocation


Alternative Asset Allocations
(1) (2) (3) (4) (5)


Current Asset 
Allocation


Level Level Change Level Change


Domestic Equities 1
50.00% 38.45% -11.55% 28.59% -21.41%


Foreign Equities 1
16.00% 20.00% 4.00% 17.51% 1.51%


Fixed Income 2
21.00% 27.55% 6.55% 34.91% 13.91%


High Yield 0.00% 2.00% 2.00% 2.00% 2.00%
TIPS 0.00% 0.00% 0.00% 5.00% 5.00%
Real Estate 7.00% 7.00% 0.00% 7.00% 0.00%
Private Equity 5.00% 4.00% -1.00% 4.00% -1.00%
Cash Equivalents 1.00% 1.00% 0.00% 1.00% 0.00%
Public & Private Equities 78.00% 69.45% -8.55% 57.10% -20.90%
Bonds, TIPS & CA 22.00% 30.55% 8.55% 42.91% 20.91%
1 Current allocation includes 2% weight from Global Equities
2 Current allocation includes a market weight to High Yield, approx. 1.5% of the total fund


Optimized Portfolio with 
Moderate Risk Reduction


Optimized Portfolio with 
Substantial Risk Reduction


Final decision was for 
moderate risk 


reduction.
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2010 Risk-Reward Analysis


The risk-reward curve has changed significantly from the 2007 study – in the direction 
of more risk tolerance.  This change is driven by the higher equity risk premium 
assumption, and by the decrease in the plan’s funded status.  Now the current 71% 
allocation is optimal, based on this risk-reward framework using a 3-to-1 risk-reward 
benchmark.  Any risk asset allocation between 61% and 81% could be supported.


81% 91%


61%


100%


Current 71%
risk asset 
allocation 
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Impact Of Allocation On Long-Term Economic Cost


Allocation to risk assets ==========> 66% 71% 76%


Median funded ratio after 15 years 93.8% 95.9% 97.6%


Long-term economic cost ($ billions)


Average for all scenarios:
PV of contributions for 15 yrs. 64.2$             63.5$             62.8$             
Adjustment for terminal funding shortfall/(surplus) 19.1$             18.3$             17.9$             
Total 83.3$             81.8$             80.7$             


Average for worst 20% 191.0$           194.8$           198.7$           


Change in cost vs. current risk level (71%)


Average for all scenarios (negative values = reward) 1.5$               -$              (1.1)$             


Average for worst 20% (risk) (3.8)$             -$              3.9$               
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Risk-Reward Analysis –
Sensitivity To Equity Risk Premium Assumption


The equity risk premium (ERP) assumption is significant in any risk-reward analysis –
it is the measure of the expected pay-off for risk taking.  This chart shows how the 
curve shifts when we change the ERP by 100bps.


Blue:  ERP = 4.4 %


Green:  ERP = 2.4%


Red:  ERP = 3.4% 
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Sources And Uses Of Liquidity


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


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


• Rebalancing = ? [not factored into our cash flow analysis]
• Employer contributions


– In the next several years these will average about 3.6% of the fund value, with an inter-
quartile range of 3.2% to 4.5%


– The monthly values are fairly predictable for at least 12 months in advance
• Cash yield on portfolio = stock dividends, bond coupons, etc.
• Liquid assets


– Cash – currently at 1% of fund value
– US government bonds (Treasuries + Agencies)


• Short term = ?
• Intermediate term = ?
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Liquidity Analysis


• Develop range of net cash flow as a percent of the fund:
– Benefit payments (annuities + DROP + PEORP transfers), less
– Cash inflows:


• Employer contributions
• Estimate of cash yield on funds (assumed 3% initial for the current policy, grading 


down to 2%)


• In the next five years, the net cash outflow is almost always less than 1.5% of the fund value.
• In the longer term, cash outflows increase – and could potentially reach 2.5%+ of the fund 


value.


Distribution of net cash flow (% of fund):
Percetile: 2010 2011 2012 2013 2014 2015 2020 2025


95% -0.7% 0.7% 0.5% 0.3% 0.6% 1.1% 2.2% 3.0%
75% -0.7% 0.6% 0.3% 0.0% -0.2% -0.4% -0.3% 0.0%
50% -0.7% 0.5% 0.1% -0.2% -0.4% -0.7% -0.9% -1.0%
25% -0.7% 0.5% 0.0% -0.4% -0.6% -0.9% -1.3% -1.6%
5% -0.7% 0.3% -0.7% -1.0% -1.3% -1.5% -2.1% -2.7%
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Increase Cash Allocation From 1% To 3%
(With Fixed Income Allocation Dropping From 28% To 26%)


The blue risk-reward curve with 3% cash has shifted downward, indicating a modest 
loss of efficiency (higher long term cost and/or more risk).  To maintain the same 
long-term cost level, the risk asset allocation would need to increase to around 74%, 
with the fixed income allocation dropping to 23%.


Blue:  3% cash


Red:  Current 1%


Same long-term cost
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Closing Plan To New Entrants


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


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


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


any changes
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Range Of Funded Ratios –
Closed Plan + Current 71% Risk Asset Allocation


Trend line 


Dark shaded area indicates the 50% probability zone, and light shaded area indicates the 90% probability zone.


%-tile values:


5% 88% 86% 70% 61% 52% 46% 43% 41% 40% 37% 35% 34% 31% 29% 28% 26%
25% 88% 87% 86% 84% 80% 76% 73% 70% 68% 67% 65% 64% 62% 62% 60% 59%
50% 88% 87% 87% 86% 86% 85% 85% 85% 85% 86% 86% 87% 88% 88% 90% 90%
75% 88% 88% 88% 89% 90% 90% 92% 95% 97% 99% 102% 106% 111% 114% 119% 123%
95% 88% 88% 90% 92% 95% 99% 103% 109% 115% 123% 131% 138% 147% 156% 166% 180%
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%-tile values:


5% 10.1% 15.0% 14.4% 14.0% 13.6% 12.8% 12.1% 11.9% 10.7% 8.3% 7.6% 8.0% 8.4% 8.7% 9.1% 9.5%
25% 10.1% 15.0% 14.6% 14.5% 14.3% 14.2% 14.0% 13.5% 13.0% 12.5% 12.2% 11.7% 11.5% 10.0% 9.1% 9.5%
50% 10.1% 15.0% 14.7% 14.8% 14.9% 15.0% 15.1% 15.1% 15.2% 15.1% 15.0% 14.8% 14.6% 14.5% 14.3% 13.9%
75% 10.1% 15.0% 14.8% 15.1% 15.6% 16.3% 17.3% 18.0% 18.7% 18.9% 19.0% 19.1% 19.3% 19.2% 18.9% 18.4%
95% 10.1% 15.0% 15.1% 18.8% 20.8% 22.9% 24.4% 25.0% 25.3% 25.4% 25.5% 25.7% 25.8% 25.6% 25.0% 24.0%
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Trend line 


Dark shaded area indicates the 50% probability zone, and light shaded area indicates the 90% probability zone.
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Impact Of Closing Plan On Risk-Reward Curve


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


Blue = closed plan


Red = open plan
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Recommendations & Next Steps


• The current policy allocations to risk assets looks about right in total
• More specific analysis of allocation targets for each asset class will be done, reflecting:


– Diversification benefits
– Opportunistic investment potential
– Liquidity needs
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Appendix


• Explanation of risk-reward measures
• Background on funded status utility functions
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Long-Term Economic Cost Of Plan


• Discounted PV of cash contributions is the main component of true long-term economic cost, 
but it does not reflect the plan’s funded status at the end of the forecast period
– Surplus assets are valuable since they will lower future contributions
– Unfunded liabilities are costs that will be recognized over future years


• Long-term economic cost =
PV of cash contributions


plus
PV of terminal funding shortfall 


minus
PV of terminal funding surplus


adjusted by a utility factor
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Utility Factor For Terminal Funded Status


• Modest deviations from 100% funding are normal, and no special adjustment is needed for 
these scenarios – the amount of surplus or unfunded liability can be reflected at its dollar 
value.


• As surplus amounts grow to very high levels, there is a declining value, or utility, to the 
surplus:
– Contributions cannot go below zero.
– Long contribution holidays may create a false sense of how much the plan really costs, 


and lead to confusion when cost levels revert to “normal”.
– Large surplus amounts can become a potential target for non-pension applications.


• As unfunded amounts grow to very high levels, there is an increasing amount of “pain” as 
contributions rise to unacceptable levels:
– May be viewed as “breaking trust” with future taxpayers.
– Freezing of the pension plan becomes a possibility.
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Utility Function
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Graph of marginal utility factors


Graph of utility factors


The marginal utility factors are 
applied to the changes in the 
surplus or unfunded amounts.  


Any surplus beyond a 115% funded 
ratio is valued at a gradually 
decreasing fraction of its full value, 
until the funded ratio hits 135% 
where no additional surplus is 
recognized.


Any unfunded below an 85% funded 
ratio is valued at a gradually 
increasing multiple of its value, until 
the funded ratio hits 70% where each 
increment of further unfunded is 
valued at 2x its value.


The final utility factors are shown in 
the bottom graph.  For example, if 
the final funded ratio is 145% then 
only [0.56 x surplus] is included in 
the economic cost.  If the final 
funded ratio is 60% then [1.56 x 
unfunded] is included in the 
economic cost.


Final funded ratio


Final funded ratio


x


x







35 |   FRS Asset-Liability Study   |   March 3, 2010


Risk / Reward Analysis


• Reward = average “economic cost” of all 1000 simulated scenarios
• Risk = average “economic cost” of the worst 200 simulated scenarios
• “Economic cost” risk / reward analysis


– Analyzes risk / reward trade-offs among different asset allocation strategies
– Plots the changes in risk and reward measures vs. a selected benchmark strategy
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Risk Tolerance


• Would you accept this wager?
– Wager $1,000
– 20% chance (1-in-5) of losing $60 – leaving you with $940
– 80% chance (4-in-5) of winning $40 – leaving you with $1,040


• On average, this wager will produce a $20 gain (+2% of your original wager)
• But you have a 1-in-5 chance of losing $60 (-6% of your original wager)
• To accept a likely gain, you must be willing to accept a potential loss equal to 3x the expected 


average gain (i.e. the risk–reward ratio is 3:1)
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Risk Tolerance Ranges


• Here are wagers with increasing risk-reward ratios, but all with the same expected value 
(+2% gain, on average):


• Use this table as a guide to your risk tolerance – how far to the right (up on the risk-reward 
ratio) are you willing to go before you become uncomfortable with your exposure to loss (i.e. 
risk)


80% chance of having: 1,025$             1,030$             1,035$             1,040$             1,045$             1,050$             1,075$             


20% chance of having: 1,000$             980$                960$                940$                920$                900$                800$                


Expected value: 1,020$             1,020$             1,020$             1,020$             1,020$             1,020$             1,020$             


Risk-reward ratio: 0:1 1:1 2:1 3:1 4:1 5:1 10:1
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Policy Allocation Over Time
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Asset Allocation Comparison 
As of 12/31/2008


• The Pension Plan’s 2.3% high yield allocation has been added to fixed income and the 3.5% Strategic 
Investments allocation has been added to Alternatives


• Greenwich Associates peer group includes 87 public funds with aggregate assets of $2.8 trillion
• CEM Peer Group includes 17 funds with aggregate assets of $1.2 trillion
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Asset Allocation Comparison 
As of 12/31/2009


• The Pension Plan’s 2.1% high yield allocation has been added to fixed income and the 3.7% Strategic Investments allocation has  
been added to Alternatives


• Trust Universe Comparison System (TUCS) data includes 10 defined benefit plans with aggregate assets of $961 billion
• The Bank of New York Mellon Universe includes 42 public funds each with over $10 billion in assets
• RV Kuhns data is as of 6/30/09. The universe includes 15 public funds each with over $20 billion in assets
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Assumptions – Traditional Asset Classes


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


Asset Class Risk
Expected 


Return Methodology


Non-Risky


Fixed Income (Investment Grade) 6.6 4.6 Barclays Capital U.S. Aggregate Bond Index


Treasuries 6.5 3.6 Barclays Capital U.S. Treasury Index


Treasury Inflation Protected Securities (TIPS) 5.8 4.1 Barclays Capital U.S. TIPS Index


Cash 0.2 3.0 90-Day T-Bill


Risky


High Yield Bonds 12.3 6.2 Citigroup High Yield Bond Index


U.S. Equity 17.1 8.0 Dow Jones U.S. Total Stock Market Index


Non-U.S. Equity 19.7 7.7 MSCI All Country World ex-U.S. Index


Global Equity 17.1 8.0 MSCI All Country World Index


Core Private Real Estate* 12.3 6.2 MIT- Transaction Based Index


Private Equity (Broad)** 32.3 10.9 Venture Economics Post Venture Capital Index
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Assumptions – Strategic Investments Asset Types


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


Asset Type Risk
Expected 


Return Methodology


Debt-Oriented Funds* 10.5 9.7 HFRI Distressed Securities Index


Global Equity 17.1 8.0 MSCI All Country World Index


U.S. REITs 21.4 6.7 Dow Jones U.S. Real Estate Securities Index


Commodities 16.0 4.1 Dow Jones/UBS Commodity Index


Infrastructure** 27.9 8.8 Macquarie Global Infrastructure Index


Timberland** 8.0 6.4 NCREIF Timberland Index


Absolute Return Hedge 
Funds 9.3 5.9 Developed by Staff with Consultants’ Input


Long/Short Equity Hedge 
Funds 12.9 7.8 Developed by Staff with Consultants’ Input


Open Mandate Hedge 
Funds 10.6 7.4 Developed by Staff with Consultants’ Input
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Current Policy


Current Policy
Non-Risky
Fixed Income (Aggregate) 28.0%
Treasuries 0.0%
TIPS 0.0%
Cash 1.0%
Risky
High Yield 2.0%
U.S. Equity 38.0%
Non-U.S. Equity 20.0%
Global Equity 0.0%
Core Private Real Estate 7.0%
Private Equity (Broad) 4.0%
Strategic
   Debt-Oriented Funds 0.0%
   U.S. REITs 0.0%
   Commodities 0.0%
   Infrastructure 0.0%
   Timberland 0.0%
   Absolute Return HFs 0.0%
   Long/Short Equity HFs 0.0%
   Open Mandate 0.0%
Total 100.0%
Total Non-Risky 29.0%
Total Risky 71.0%
Risk (%) 11.96
Sharpe Ratio 0.365
Probability of Returning 7.75% or More 51.5%
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With Strategic Investments (Near Term)


SI Near-Term: Allocation by Market Value + Hedge Funds (@$2B)
•Note that SBA has a legal limit of 10% in PE, Distressed, Venture & HF that would need to be addressed. There is also a legal limit of 25% in Foreign Investments


Current Policy


With Strategic 
Investments (Near 


Term)
Non-Risky
Fixed Income (Aggregate) 28.0% 27.0%
Treasuries 0.0% 0.0%
TIPS 0.0% 0.0%
Cash 1.0% 1.0%
Risky
High Yield 2.0% 1.9%
U.S. Equity 38.0% 36.6%
Non-U.S. Equity 20.0% 19.3%
Global Equity 0.0% 0.0%
Core Private Real Estate 7.0% 6.7%
Private Equity (Broad) 4.0% 3.9%
Strategic
   Debt-Oriented Funds 0.0% 1.3%
   U.S. REITs 0.0% 0.0%
   Commodities 0.0% 0.0%
   Infrastructure 0.0% 0.0%
   Timberland 0.0% 0.0%
   Absolute Return HFs 0.0% 0.7%
   Long/Short Equity HFs 0.0% 1.1%
   Open Mandate 0.0% 0.5%
Total 100.0% 100.0%
Total Non-Risky 29.0% 27.9%
Total Risky 71.0% 72.1%
Risk (%) 11.96 11.81
Sharpe Ratio 0.365 0.371
Probability of Returning 7.75% or More 51.5% 51.6%
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With Strategic Investments (Full Exposure)


SI Near-Term: Allocation by Market Value + Hedge Funds (@$2B)
SI Full Exposure: Allocation by Market Value + Pipeline + Uncalled Capital + Hedge Funds (@$5B)
•Note that SBA has a legal limit of 10% in PE, Distressed, Venture & HF that would need to be addressed. There is also a legal limit of 25% in Foreign Investments


With Strategic 
Investments 
(Near Term)


With Strategic 
Investments (Full 


Exposure)
Non-Risky
Fixed Income (Aggregate) 27.0% 25.7%
Treasuries 0.0% 0.0%
TIPS 0.0% 0.0%
Cash 1.0% 0.9%
Risky
High Yield 1.9% 1.8%
U.S. Equity 36.6% 34.8%
Non-U.S. Equity 19.3% 18.3%
Global Equity 0.0% 0.0%
Core Private Real Estate 6.7% 6.4%
Private Equity (Broad) 3.9% 3.7%
Strategic
   Debt-Oriented Funds 1.3% 3.2%
   U.S. REITs 0.0% 0.0%
   Commodities 0.0% 0.0%
   Infrastructure 0.0% 0.0%
   Timberland 0.0% 0.0%
   Absolute Return HFs 0.7% 1.7%
   Long/Short Equity HFs 1.1% 2.1%
   Open Mandate 0.5% 1.4%
Total 100.0% 100.0%
Total Non-Risky 27.9% 26.6%
Total Risky 72.1% 73.4%
Risk (%) 11.81 11.61
Sharpe Ratio 0.371 0.379
Probability of Returning 7.75% or More 51.6% 51.8%
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Alternative Portfolio


SI Near-Term: Allocation by Market Value + Hedge Funds (@$2B)
•Note that SBA has a legal limit of 10% in PE, Distressed, Venture & HF that would need to be addressed. There is also a legal limit of 25% in Foreign 
Investments


With Strategic 
Investments 
(Near Term)


Alternative 
Portfolio


Non-Risky
Fixed Income (Aggregate) 27.0% 25.0%
Treasuries 0.0% 0.0%
TIPS 0.0% 0.0%
Cash 1.0% 0.0%
Risky
High Yield 1.9% 0.0%
U.S. Equity 36.6% 0.0%
Non-U.S. Equity 19.3% 0.0%
Global Equity 0.0% 50.0%
Core Private Real Estate 6.7% 7.0%
Private Equity (Broad) 3.9% 7.0%
Strategic
   Debt-Oriented Funds 1.3% 3.0%
   U.S. REITs 0.0% 0.0%
   Commodities 0.0% 0.0%
   Infrastructure 0.0% 2.0%
   Timberland 0.0% 0.0%
   Absolute Return HFs 0.7% 2.0%
   Long/Short Equity HFs 1.1% 2.0%
   Open Mandate 0.5% 2.0%
Total 100.0% 100.0%
Total Non-Risky 27.9% 25.0%
Total Risky 72.1% 75.0%
Risk (%) 11.81 12.32
Sharpe Ratio 0.371 0.386
Probability of Returning 7.75% or More 51.6% 55.2%
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Universal Asset Allocation


•Note that SBA has a legal limit of 10% in PE, Distressed, Venture & HF that would need to be addressed. There is also a legal limit of 25% in 
Foreign Investments


Current Policy


Universal Asset Allocation 
(42% Strategic & 
Opportunistic)


Non-Risky
Fixed Income (Aggregate) 28.0% 0.0%
Treasuries 0.0% 12.9%
TIPS 0.0% 6.4%
Cash 1.0% 0.0%
Risky
U.S. Equity 38.0% 0.0%
Non-U.S. Equity 20.0% 0.0%
Global Equity 0.0% 38.7%
Strategic & Opportunistic
   High Yield 2.0% 0.0%
   Private Equity (Broad) 4.0% 11.4%
   Core Private Real Estate 7.0% 18.2%
   Debt-Oriented Funds 0.0% 4.5%
   U.S. REITs 0.0% 0.0%
   Commodities 0.0% 0.0%
   Infrastructure 0.0% 0.0%
   Timberland 0.0% 0.0%
   Absolute Return HFs 0.0% 2.3%
   Long/Short Equity HFs 0.0% 3.9%
   Open Mandate 0.0% 1.8%
Total 100.0% 100.0%
Total Non-Risky 29.0% 19.3%
Total Risky 71.0% 80.7%
Risk (%) 11.96 11.85
Sharpe Ratio 0.365 0.403
Probability of Returning 7.75% or More 51.5% 55.4%
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STATE BOARD OF ADMINISTRATION 


OF FLORIDA 


Post Office Box 13300 
32317-3300 


1801 Hermitage Boulevard-Suite 100 
Tallahassee, Florida 32308 


(850) 488-4406 
 


CHARLIE CRIST 
GOVERNOR 


AS CHAIRMAN 


ALEX SINK 
CHIEF FINANCIAL OFFICER 


AS TREASURER 
 


BILL McCOLLUM 
ATTORNEY GENERAL 


AS SECRETARY 


ASH WILLIAMS 
EXECUTIVE DIRECTOR & CIO 


 


To: Ennis, Knupp + Associates and Wilshire Associates 


CC: Senior Investment Group 


From: Kevin SigRist 


Date:   February 24, 2010 


Subject: FRS Pension Plan Business Model  
 
This memorandum requests your firm’s independent advice on certain aspects of how the SBA invests the 
FRS Pension Plan, including: 
 


1. The SBA’s use of internal, external, active and passive strategies 
2. The level and allocation of active risk across asset classes 
3. Certain other policy questions 


 
Consistent with the goal of achieving superior performance in connection with the SBA’s responsibilities 
for investing the FRS Pension Plan, we request concise answers to a list of questions given the enclosed 
information and your independent understanding of: 
 


1. The SBA’s specific circumstances, including: 
a. Status as public agency 
b. Human capital and other external and internal resources (current and potential) 
c. Any other material comparative advantages/disadvantages 


2. FRS Pension Plan’s funded status, investment objectives and applicable fiduciary standards 
3. Institutional investment best practices for large pension plans 
4. Any other relevant factors that should be considered to develop opinions regarding the 


reasonableness and prudence of SBA’s actions in the areas identified below 
 
You are also free to provide any other analysis and recommendations you believe should be factored into 
the SBA, Investment Advisory Council and Trustees’ deliberations on the subject matters identified 
below.  
 
We would like to obtain your responses no later than April 23, 2010. In developing your responses, I 
encourage you to directly contact the Senior Investment Officers to obtain a full understanding of their 
perspective on performance drivers and comparative advantages/disadvantages within their areas of 
responsibility.  
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I. Public Market Internal/External/Active/Passive Allocations 
 
Please provide your firm’s view of the advantages and disadvantages of the following potential 
restructuring approaches and summarize your firm’s recommendation for the SBA to consider. 
 


1. Adopt a higher passive allocation in Domestic Equities, including defunding both traditional 
active managers and enhanced index managers. Complete Tables 1-3 with your firm’s 
recommended allocation to internal, external, active, and passive strategies. Ranges are acceptable 
and consider enhanced index strategies as active for the purpose of completing the tables. 
 


Table 1: Total Domestic Equities Recommended Allocations for SBA Consideration 
 Passive Active 
Internal   
External   
 
Table 2: Large Cap Domestic Equities Recommended Allocations for SBA Consideration 
 Passive Active 
Internal   
External   
 
Table 3: Small Cap Domestic Equities Recommended Allocations for SBA Consideration 
 Passive Active 
Internal   
External   
 


2. Adopt a higher passive allocation in Foreign Equities, including defunding both traditional active 
managers and enhanced index managers. Complete Tables 4-7 with your firm’s recommended 
allocation to internal, external, active, and passive strategies. Ranges are acceptable and consider 
enhanced index strategies as active for the purpose of completing the tables. 
 


3. Conduct a formal feasibility study on creating an internal passive index fund in Foreign Equities.  
 


 
Table 4: Total Foreign Equities Recommended Allocations for SBA Consideration 
 Passive Active 
Internal   
External   
 
Table 5: Developed Foreign Equities Recommended Allocations for SBA Consideration 
 Passive Active 
Internal   
External   
 
Table 6: Emerging Foreign Equities Recommended Allocations for SBA Consideration 
 Passive Active 
Internal   
External   
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Table 7: Small Cap Foreign Equities Recommended Allocations for SBA Consideration 
 Passive Active 
Internal   
External   
 


4. Adopt a higher passive allocation in Investment Grade Fixed Income, including defunding both 
traditional internal and external active managers and enhanced index managers. Complete Table 8 
with your firm’s recommended allocation to internal, external, active, and passive strategies. 
Ranges are acceptable and consider enhanced index strategies as active for the purpose of 
completing the tables. 


 
Table 8: Investment Grade Fixed Income Recommended Allocations for SBA Consideration 
 Passive Active 
Internal   
External   
 


5. Lower the potential contribution of the internal active fixed income strategy to asset class active 
risk over time through one or more approaches: 


a. Lower the allowed allocation from the current 25% of the asset class 
b. Lower the strategy’s risk profile 


 
II. Hedge Fund Implementation 
 
Please provide your firm’s view of the advantages and disadvantages of the following potential 
approaches to utilizing hedge funds as a more efficient method of accessing opportunistic investment 
manager skill. Summarize your firm’s recommendation for the SBA to consider. 


 
1. Utilize a “portable alpha” strategy within the traditional public market asset classes. The strategy 


would reallocate a portion of the existing traditional and enhanced index active equity and active 
fixed income exposure to equity-oriented and fixed income-oriented hedge funds within those 
asset classes. Derivatives overlays would be utilized to provide market exposure, unless a misfit 
risk budget allocation was approved. 
 


2. Reallocate a portion of the active equity and active fixed income exposure from within public 
market asset classes to equity-oriented and fixed income-oriented hedge funds within Strategic 
Investments. If the SBA desired to fund $2 billion to $5 billion in opportunistic hedge funds 
within Strategic Investments over the intermediate term, use a matrix management/oversight 
approach, such that: 


a. Utilize the existing core asset class staff to support searches, due diligence reviews and 
monitor opportunistic hedge funds that focus on that asset class (e.g., use Domestic 
Equities staff for domestic equities oriented hedge funds) 


b. Authority for ongoing day-to-day management and accountability for performance of all 
hedge funds would be with the Strategic Investments asset class 


c. Strategic oversight and management through the Senior Investment Group, subject to final 
authority of Executive Director & Chief Investment Officer 
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3. Under the same assumptions as #2 immediately above, use the following process: 
a. Each traditional asset class (e.g., Domestic Equities) would be assigned authority for 


ongoing day-to-day management (i.e., searches, due diligence reviews, monitoring, etc.) 
and accountability for performance of a satellite portfolio of hedge funds that focus on that 
asset class (e.g., Domestic Equities would manage a satellite portfolio of domestic equities 
oriented hedge funds) 


b. Performance of satellite hedge fund portfolios  managed would be judged against an 
appropriate benchmark (e.g., LIBOR + 500 basis points) to ensure accountability for the 
asset class with day to day responsibility, but performance of all satellite portfolios would 
roll into Strategic Investments’ overall performance 


c. Strategic oversight and management through the Senior Investment Group, subject to final 
authority of Executive Director & Chief Investment Officer 


 
III. Total Fund Policy and Risk Allocation  
 
Please provide your firm’s view of the advantages and disadvantages of the following potential 
restructuring approaches and summarize your firm’s recommendation for the SBA to consider. 
 


1. Combine the Domestic Equities and Foreign Equities asset classes into a unified Global Equities 
asset class structured around one of the following indices (i.e., customized to be divestment 
compliant): 


a. Russell Global Index 
b. MSCI All Country World Index  
c. Market weighted blend of Russell 3000 and MSCI All Country World Index, excluding 


U.S. (i.e., current performance targets) 
 


2. Eliminate High Yield as a standalone asset class and allow opportunistic high yield exposure to 
result from core plus managers or within Strategic Investments. 


 
Given your answers to the questions in the preceding sections and assuming that the SBA were to fund $2 
billion to $5 billion in hedge funds within Strategic Investments over the intermediate term: 
 


1. How would you adjust the active risk monitoring standards for the public market asset classes? 
Table 9 contains current monitoring standards. 
 


2. If the SBA wanted to maintain a total fund active risk monitoring standard of 130 basis points to 
180 basis points, what contributors to total fund active risk should be considered for reduction?  
 


3. If the SBA was willing to increase its total fund active risk monitoring standard, what range would 
you recommend for consideration? 


 
4. Should the SBA consider risk monitoring and management strategies/processes that are different 


than those currently described in the SBA Risk Budget Policy (i.e., Exhibit 2)? If so, describe. 
 







5 
 


Table 9: FRS Pension Plan Monitoring Standards  
  Active Risk Active Share 


TAA/ Asset Class Long-Term 
Monitoring Standard 


Current Market 
Monitoring Standard   


Tactical Asset Allocation 0.20% 0.40% -- 
Domestic Equities 0.50% 0.75% [10%, 30%] 
Foreign Equities 1.75% 2.63% [60%, 90%] 
Fixed Income  1.00% 1.80% [67%, 87%] 
High Yield 1.50% 2.70% -- 
Real Estate -- -- -- 
Private Equity -- -- -- 
Strategic Investments -- -- -- 
Cash 0.20% 2.00% -- 
      
Total Fund 1.30% 1.80%   
 
 
Attached to this memorandum, you will find data and other background material that have been prepared 
to summarize the State Board of Administration’s historical track record with respect to internal and 
external active public market investment strategies and pension industry comparables:  
 


1. Managed returns versus performance benchmarks for public market asset classes and large peers 
2. Net managed returns versus performance benchmarks for internal and external active strategies 
3. Cost of SBA’s internal/external/active/passive strategies versus peers 
4. Longevity of SBA’s external active investment managers 
5. SBA’s utilization of internal/external/active/passive strategies versus peers  


 
Please contact me with any questions or additional data requests. 
 
Attachments 
 
• Exhibit 1: Data Tables 
• Exhibit 2: SBA Risk Budget Policy 
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Exhibit 1: Data Tables 
 
Table 10: Domestic Equities Asset Class Gross of Fees Performance versus Benchmark, Data through December 31, 2009 
 1 Year 3 Year 5 Year 10 Year 15 Year 20 Year 
SBA Value-Added Return 0.49% 0.11% -0.07% 0.21% 0.06% 0.12% 


Public Plan Average Value-Added Return 1.16% -0.01% -0.09% 0.10% 0.06% -0.01% 


 
Table 11: 2008 Domestic Equities Value-Added Return and Risk for SBA, U.S. Universe and CEM Peers  


  5 Year 10 Year 


  


Average  
In-Category 


Value Added 


St. Dev. of  
In-Category  


Value Added 


Average  
In-Category 


Value Added 


St. Dev. of  
In-Category  


Value Added 
     


US 75th Percentile 0.8 % 2.4 % 1.6 % 3.6 % 
 Median 0.1 % 1.6 % 0.8 % 2.6 % 
 25th Percentile -0.4 % 1.0 % 0.1 % 1.6 % 
 Average 0.2 % 1.8 % 0.9 % 2.8 % 
 Count 95  62  
      


Peers 75th Percentile 0.1 % 1.4 % 0.5 % 1.9 % 
 Median 0.0 % 1.0 % 0.2 % 1.3 % 
 25th Percentile -0.2 % 0.6 % -0.2 % 1.1 % 
 Average 0.0 % 1.0 % 0.2 % 1.5 % 
 Count 14  10  
      
SBA  0.0% 0.5% 0.1% 0.9% 
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Table 12: FRS Pension Plan Domestic Equities External/Internal Active Strategies Net of Fees Performance, Data through December 31, 
2009 
Domestic Equities External Active   Domestic Equities Large Cap Active   Domestic Equities Small Cap Active  
 Managed Benchmark Value-Added Info Ratio   Managed Benchmark Value-Added Info Ratio   Managed Benchmark Value-Added Info Ratio 
1-yr 27.99% 28.12% -0.13% -0.23  1-yr 27.29% 28.38% -1.10% -0.66  1-yr 32.07% 27.02% 5.04% 0.63 
3-yr -6.11% -5.54% -0.57% -0.43  3-yr -5.81% -5.51% -0.30% -0.27  3-yr -5.05% -6.13% 1.08% 0.16 
5-yr -0.07% 0.86% -0.93% -0.66  5-yr 0.29% 0.82% -0.53% -0.37  5-yr 0.50% 0.79% -0.28% -0.17 
10-yr 0.05% -0.05% 0.10% 0.04  10-yr -0.74% -0.39% -0.36% -0.13  10-yr 1.86% -1.74% 3.60% 0.34 
15-yr 8.25% 8.08% 0.17% 0.09  15-yr 7.90% 8.11% -0.21% -0.05  15-yr 8.72% 5.97% 2.75% 0.28 
20-yr 8.50% 8.33% 0.17% 0.11  20-yr 8.00% 8.19% -0.19% -0.03  20-yr 10.15% 7.53% 2.62% 0.32 
 
 
Table 13: 2008 CEM Cost Information for Domestic Equities Programs 


 Internal Passive Internal Active External Passive External Active 
Peers Median 0.6 bp 18.7 bp 0.9 bp 28.6 bp 
Peers Average 1.2 bp 21.8 bp 1.3 bp 30.3 bp 
SBA 0.2 bp 49.7 bp n/a 27.4 bp 
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Table 14: 2008 CEM Peer Internal/External/Active/Passive Allocations for Domestic Equities Programs 
 Internal Passive Internal Active External Passive External Active 
Peer 1 0% 0% 0% 100% 
Peer 2 0% 0% 10% 90% 
Peer 3 0% 0% 20% 80% 
Peer 4 0% 0% 22% 78% 
Peer 5 12% 38% 0% 49% 
Peer 6 0% 0% 58% 42% 
Peer 7 5% 24% 33% 37% 
Peer 8 33% 0% 34% 33% 
Peer 9 71% 0% 0% 29% 
Peer 10 0% 0% 72% 28% 
Peer 11 75% 0% 4% 22% 
Florida SBA 79% 0% 0% 21% 
Peer 12 66% 13% 0% 20% 
Peer 13 0% 0% 83% 17% 
Peer 14 64% 20% 0% 16% 
Peer 15 37% 54% 0% 8% 
Peer 16 35% 57% 0% 8% 
Note that peer numbering is NOT consistent over asset classes in following CEM charts. 
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Chart 2 
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Chart 3 
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Table 15: Foreign Equities Asset Class Gross of Fees Performance versus Benchmark, Data through December 31, 2009 
 1 Year 3 Year 5 Year 10 Year 15 Year 20 Year 
SBA Value-Added Return -0.96 0.75 0.34 1.10 0.98 n/a 


Public Plan Average Value-Added Return -0.45 0.07 0.14 0.44 0.58 1.48 
 
 
Table 16: 2008 Developed Foreign Equities Value-Added Return and Risk for SBA, U.S. Universe and CEM Peers 
  5 Year 10 Year 


  


Average  
In-Category 


Value Added 


St. Dev. of  
In-Category  


Value Added 


Average  
In-Category 


Value Added 


St. Dev. of  
In-Category  


Value Added 
     


US 75th Percentile 0.8 % 3.4 % 3.1 % 6.4 % 
 Median 0.2 % 1.9 % 1.6 % 3.7 % 
 25th Percentile -0.6 % 1.3 % 1.2 % 2.7 % 
 Average 0.2 % 2.5 % 2.2 % 4.9 % 
 Count 49  29  
      


Peers 75th Percentile 0.7 % 1.4 % 1.5 % 3.2 % 
 Median 0.5 % 0.9 % 1.4 % 2.5 % 
 25th Percentile 0.2 % 0.6 % 1.2 % 1.9 % 
 Average 0.5 % 0.9 % 1.1 % 2.2 % 
 Count 10  7  
      
SBA  0.6% 0.9% 1.5% 1.8% 
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Table 17: FRS Pension Plan Foreign Equities External/Internal Active Strategies Net of Fees Performance, Data through December 31, 2009 
Foreign Equities Developed Active   Foreign Equities Emerging Market Active   Foreign Equities  Developed Small Cap Active* 
 Managed Benchmark Value-Added Info Ratio   Managed Benchmark Value-Added Info Ratio   Managed Benchmark Value-Added Info Ratio 
1-yr 35.46% 35.89% -0.44% -0.29  1-yr 78.22% 82.26% -4.04% -0.90  1-yr 42.92% 50.82% -7.91% -1.28 
3-yr -4.27% -5.42% 1.16% 0.47  3-yr 6.30% 5.67% 0.63% 0.01  3-yr -5.63% -6.81% 1.18% 0.24 
5-yr 4.57% 4.01% 0.56% 0.21  5-yr 15.95% 15.88% 0.07% -0.13  5-yr 7.29% 3.87% 3.43% 0.92 
10-yr 3.85% 1.69% 2.16% 0.98  10-yr 10.68% 10.12% 0.56% 0.11  10-yr -- -- -- -- 
15-yr 8.05% 5.29% 2.76% 0.89  15-yr -- -- -- --  15-yr -- -- -- -- 
20-yr -- -- -- --  20-yr -- -- -- --  20-yr -- -- -- -- 
 
 
Table 18: 2008 CEM Cost Information for Developed Foreign Equities Programs 


 Internal Passive Internal Active External Passive External Active 
Peers Median 3.0 bp 7.2 bp 3.5 bp 41.6 bp 
Peers Average 5.6 bp 7.2 bp 3.6 bp 38.4 bp 
SBA 17.9 bp 12.6 bp 4.2 bp 28.6 bp 
 
 
Table 19: 2008 CEM Cost Information for Emerging Foreign Equities Programs  


 Internal Passive Internal Active External Passive External Active 
Peers Median 7.1 bp 17.6 bp 15.3 bp 67.8 bp 
Peers Average 7.1 bp 14.8 bp 15.3 bp 71.1 bp 
SBA 7.1 bp n/a n/a 47.5 bp 
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Table 20: 2008 CEM Peer Internal/External/Active/Passive Allocations for Developed Foreign Equities Programs 
 Internal Passive Internal Active External Passive External Active 
Peer 1 0% 0% 0% 100% 
Peer 2 0% 0% 0% 100% 
Peer 3 0% 0% 7% 93% 
Peer 4 11% 0% 0% 89% 
Peer 5 0% 0% 13% 87% 
Peer 6 0% 0% 18% 82% 
Florida SBA 0% 1% 25% 74% 
Peer 7 0% 10% 26% 64% 
Peer 8 45% 0% 0% 55% 
Peer 9 0% 0% 48% 52% 
Peer 10 0% 52% 0% 48% 
Peer 11 60% 4% 0% 36% 
Peer 12 71% 0% 0% 29% 
 
Table 21: 2008 CEM Peer Internal/External/Active/Passive Allocations for Emerging Foreign Equities Programs 
 Internal Passive Internal Active External Passive External Active 
Peer 1 0% 0% 0% 100% 
Peer 2 0% 0% 0% 100% 
Peer 3 0% 0% 0% 100% 
Peer 4 0% 0% 0% 100% 
Peer 5 0% 0% 0% 100% 
Peer 6 0% 0% 0% 100% 
Peer 7 0% 0% 0% 100% 
Peer 8 0% 0% 0% 100% 
Peer 9 0% 0% 0% 100% 
Florida SBA 2% 0% 0% 98% 
Peer 10 0% 12% 0% 88% 
Peer 11 0% 0% 13% 87% 
Peer 12 0% 0% 15% 85% 
Peer 13 0% 32% 0% 68% 
Peer 14 0% 37% 0% 63% 
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Foreign Equities Developed Active 1.57 Foreign Equities Emerging Market Active 1.11 Foreign Equities  Developed Small Cap Active 1.22


$1 means cumulative managed performance, net of fees, equals cumulative benchmark performance


 
Note: Pre-Hire performance history is appended for the Foreign Equities Developed Small Cap Active aggregate as the program was created in 2007-08 
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Chart 5 


Tenure of External Active Foreign Equity 
Managers, by Year of Hire
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Note: Foreign Equities Developed Small Cap Active Program was created in 2007-08 following 2007 Asset-Liability study. Frontier Markets Program was 
created in 2009. Both new programs involved hiring numerous managers. 
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Table 22: Fixed Income Asset Class Gross of Fees Performance versus Benchmark, Data through December 31, 2009 
 1 Year 3 Year 5 Year 10 Year 15 Year 20 Year 
SBA Value-Added Return 8.49% -2.07% -1.17% -0.51% -0.35% -0.23% 


Public Plan Average Value-Added Return 6.35% -0.02% 0.15% 0.05% 0.22% 0.14% 
 
 
Table 23: 2008 Fixed Income Value-Added Return and Risk for SBA, U.S. Universe and CEM Peers 
  5 Year 10 Year 


  


Average  
In-Category 


Value Added 


St. Dev. of  
In-Category  


Value Added 


Average  
In-Category 


Value Added 


St. Dev. of  
In-Category  


Value Added 
Fixed Income - US     


US 75th Percentile -0.1 % 4.9 % 0.1 % 3.6 % 
 Median -0.9 % 3.1 % -0.3 % 2.6 % 
 25th Percentile -1.7 % 1.8 % -0.7 % 1.7 % 
 Average -0.8 % 3.4 % -0.2 % 2.7 % 
 Count 76  45  
      


Peers 75th Percentile -0.5 % 3.7 %   
 Median -0.8 % 2.7 % -0.2 % 2.1 % 
 25th Percentile -1.4 % 1.5 %   
 Average -0.8 % 2.5 % -0.3 % 1.9 % 
 Count 12  8  
      
SBA  -1.7% 4.2% -0.7% 3.0% 
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Table 24: FRS Pension Plan Fixed Income External/Internal Active Strategies Net of Fees Performance, Data through December 31, 2009 
Fixed Income External Active    Fixed Income Internal Active    Fixed Income Investment Grade Asset Class  
 Managed Benchmark Value-Added Info Ratio   Managed Benchmark Value-Added Info Ratio   Managed Benchmark Value-Added Info Ratio 
1-yr 14.49% 5.93% 8.56% 3.41  1-yr 18.66% 5.93% 12.73% 2.90  1-yr 14.42% 5.93% 8.49% 3.53 
3-yr 6.93% 6.17% 0.76% 0.28  3-yr 2.00% 6.01% -4.01% -0.47  3-yr 5.41% 6.11% -0.70% -0.18 
5-yr 5.80% 5.34% 0.46% 0.22  5-yr 2.61% 4.92% -2.30% -0.35  5-yr 4.66% 5.11% -0.45% -0.15 
10-yr 6.83% 6.51% 0.32% 0.21  10-yr 5.37% 6.41% -1.03% -0.21  10-yr 6.21% 6.40% -0.20% -0.09 
15-yr 7.24% 6.99% 0.25% 0.20  15-yr 6.80% 7.18% -0.38% -0.08  15-yr 6.95% 7.11% -0.16% -0.09 
20-yr 7.43% 7.12% 0.31% 0.24  20-yr 7.36% 7.45% -0.09% 0.00  20-yr 7.25% 7.35% -0.11% -0.07 
High Yield External Active    


 Managed Benchmark Value-Added Info Ratio  
1-yr 37.78% 45.28% -7.50% -1.79  
3-yr 5.25% 5.30% -0.05% -0.12  
5-yr 5.86% 5.88% -0.02% -0.09  
10-yr 5.93% 6.18% -0.25% -0.18  


* Includes pre-hire history 
 
 


Table 25: 2008 CEM Direct Investment Cost Information for US Investment Grade Fixed Income Programs 


 Internal Passive Internal Active External Passive External Active 
Peers Median 0.5 bp 1.8 bp 3.4 bp 14.5 bp 
Peers Average 0.5 bp 2.0 bp 3.2 bp 13.8 bp 
SBA 0.9 bp 1.0 bp 4.9 bp 10.4 bp 


 
 


Table 26: 2008 CEM Direct Investment Cost Information for High Yield Fixed Income Programs 


 Internal Passive Internal Active External Passive External Active 
Peers Median 3.2 bp 4.3 bp NA 38.6 bp 
Peers Average 3.2 bp 5.0 bp NA 44.1 bp 
SBA NA 9.9 bp NA 36.6 bp 


 


Note: Prior to July 2001, Fixed Income External Active managers were predominantly specialist 
mortgage-backed securities (MBS) mandates. Blackrock was hired with a Lehman Aggregate Bond 
Index mandate in mid 2001. In 2007, an asset class restructuring terminated most MBS mandates 
and converted external managers to core or core plus. Four core plus managers were hired in 2007. 
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Table 27: 2008 CEM Peer Internal/External/Active/Passive Allocations for Investment Grade Fixed Income Programs 
 Internal Passive Internal Active External Passive External Active 
Peer 1 0% 0% 0% 100% 
Peer 2 0% 0% 0% 100% 
Peer 3 0% 0% 0% 100% 
Peer 4 0% 0% 0% 100% 
Peer 5 0% 0% 0% 100% 
Peer 6 0% 0% 3% 97% 
Florida SBA 9% 32% 7% 52% 
Peer 7 0% 29% 53% 18% 
Peer 8 0% 84% 0% 16% 
Peer 9 0% 85% 0% 15% 
Peer 10 0% 96% 0% 4% 
Peer 11 0% 100% 0% 0% 
Peer 12 0% 100% 0% 0% 
Peer 13 0% 100% 0% 0% 
Peer 14 0% 0% 100% 0% 
Peer 15 100% 0% 0% 0% 
 
 
Table 28: 2008 CEM Peer Internal/External/Active/Passive Allocations for High Yield Programs 
 Internal Passive Internal Active External Passive External Active 
Peer 1 0% 0% 0% 100% 
Peer 2 0% 0% 0% 100% 
Peer 3 0% 0% 0% 100% 
Peer 4 0% 0% 0% 100% 
Peer 5 0% 0% 0% 100% 
Peer 6 0% 0% 0% 100% 
Peer 7 0% 0% 0% 100% 
Florida SBA 0% 4% 0% 96% 
Peer 8 8% 0% 0% 92% 
Peer 9 0% 43% 0% 57% 
Peer 10 0% 100% 0% 0% 
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$1 means cumulative managed performance, net of fees, equals cumulative benchmark performance


 Note: Prior to July 2001, Fixed Income External Active managers were predominantly specialist mortgage-backed securities (MBS) mandates. 
Blackrock was hired with a Lehman Aggregate Bond Index mandate in mid 2001. In 2007, an asset class restructuring terminated most MBS 
mandates and converted external managers to core or core plus. Four core plus managers were hired in 2007. 
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Chart 8 


Tenure of External Active Fixed Income Managers 
By Year of Hire
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Note: Prior to July 2001, Fixed Income External Active managers were predominantly specialist mortgage-backed securities (MBS) mandates. Blackrock was hired 
with a Lehman Aggregate Bond Index mandate in mid 2001. In 2007, an asset class restructuring terminated most MBS mandates and converted external managers to 
core or core plus. Four core plus managers were hired in 2007. 
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Chart 9 


Tenure of External Active High Yield Managers 
By Year of Hire
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Table 29: Annual Performance Comparison for Public Market Asset Class Aggregates versus Benchmarks 


 


Domestic 
Equities 
External 
Active 


Domestic 
Equities 


Large Cap 
Active 


Domestic 
Equities 


Small Cap 
Active 


Foreign 
Equities 


Developed 
Active 


Foreign 
Equities 


Emerging 
Market 
Active 


Foreign 
Equities  


Developed 
Small Cap 


Active 


Fixed 
Income 


Investment 
Grade Asset 


Class 


Fixed 
Income IG 
External 
Active 


Fixed 
Income IG 


Internal 
Active High Yield 


2009 -0.13% -1.10% 5.04% -0.44% -4.04% -7.91% 8.49% 8.56% 12.73% -7.50% 
2008 -1.00% -0.02% -1.82% 1.86% 3.09% 0.51% -9.13% -5.75% -21.25% 3.79% 
2007 -0.13% -0.06% 2.33% 0.75% -3.28% 8.80% -0.67% -0.04% -0.31% 0.41% 
2006 -4.08% -4.41% -4.70% 0.23% -3.04% 11.82% -0.38% 0.00% 0.04% 0.11% 
2005 0.81% 2.35% -0.84% -1.30% 1.11% 3.82% 0.23% 0.06% 0.45% -0.05% 
2004 0.97% 1.61% -2.69% 0.01% 4.44% 2.81% -0.10% 0.05% 0.41% -0.52% 
2003 -2.80% -0.72% -10.77% -2.54% -0.11% -4.59% 0.11% 0.23% 2.35% -1.08% 
2002 0.60% -1.22% 10.40% 4.16% -1.16%  0.31% 0.35% -0.52% 0.53% 
2001 -0.47% -0.90% 3.01% 6.45% 1.90%  0.26% 0.30% 0.59% -2.73% 
2000 6.22% 0.69% 28.72% 6.78% 0.49%  -0.28% -0.07% -1.52% 1.12% 
1999 0.44% -0.02% 0.20% 7.96% -2.27%  0.60% 0.05% 1.55% -1.41% 
1998 1.34% 3.08% -4.19% -4.72% -3.51%  -0.32% 0.26% -1.29% 0.48% 
1997 -1.37% -1.31% -1.44% 7.53% 5.24%  -0.14% -0.07% 1.46%  
1996 0.68% -0.58% 5.03% 8.77% 3.35%  -0.03% 0.37% -1.22%  
1995 0.58% -0.37% 4.12% 0.71%   -0.64% -0.05% 4.99%  
1994 -2.45% -2.74% -1.38% -6.36%   0.33% -0.73% -0.58%  
1993 1.68% 2.32% -1.38%    -0.10% 1.60% 3.95%  
1992 0.45% 1.04% -2.27%    0.45% 1.76% 1.01%  
1991 1.82% 0.23% 11.22%    -1.16% -0.08% -0.60%  
1990 0.00% -1.09% 7.05%    0.60% 0.00% 0.43%  
1989 9.66% 10.02% 7.50%    -0.91% -1.97% -2.56%  
1988 3.94% 4.74% 0.02%     0.44% 0.21%  
1987 -1.27%  -0.10%     -0.51% 3.22%  
1986 11.39%       0.88% -1.74%  
1985 15.12%       0.02% -0.03%  


Notes: Various explanatory notes apply and can be found earlier in the memo where the same basic data is presented. 
Pre-Hire performance history is appended for the Foreign Equities Developed Small Cap Active aggregate as the program was created in 2007-08 
Prior to July 2001, Fixed Income External Active managers were predominantly specialist mortgage-backed securities (MBS) mandates. Blackrock was hired with a Lehman 
Aggregate Bond Index mandate in mid 2001. In 2007, an asset class restructuring terminated most MBS mandates and converted external managers to core or core plus. Four core 
plus managers were hired in 2007. 
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Exhibit 2: SBA Risk Budget Policy 
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SBA Business Model Structural Review: 
Internal/External/Active/Passive & Other Topics


Investment Advisory Council


March 3, 2010


INVESTING FOR FLORIDA’S FUTURE
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Obtaining Investment Advisory Council and 
Consultants Input on the SBA Business Model


• Assessing the optimal deployment of internal, external, active and 
passive strategies
– 80% passive in domestic equities. Considering merits of more 


passive and/or lower risk approaches in other asset classes
– Reviewing the comparative advantages/disadvantages of internal 


versus external investment management


• Assessing how to best access opportunistic investments and 
opportunistic investment management skill
– Hedge funds as a complement or replacement for traditional active 


managers
– Private market strategies, including infrastructure, private debt funds, 


timberland, etc.
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Obtaining Investment Advisory Council and 
Consultants Input on the SBA Business Model


• Other policy questions being considered
– Adopt a global equities structure to improve diversification, rather 


than separate domestic equities and foreign equities asset classes
– Continue with a policy allocation to the High Yield asset class or allow 


external managers to decide the best time to invest
– In attempting to beat performance benchmarks, how much risk is 


reasonable and appropriate for the FRS Pension Plan?
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Investment Advisory Council


March 3, 2010
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SBA Major Initiatives and Ongoing Projects


• Strategic Investments
• Florida Growth Fund
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Strategic Investments 
Allocations and Commitments as of January 31, 2010


Asset Type
Programs


Market Value
($MM)


Market Value + Unfunded
Commitments ($MM)


Debt-Oriented $1,662 $3,330


Equity $2,163 $2,163


Real Assets -- --


Multi-Sector Strategies $291 $655


TOTAL $4,116 $6,148
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Recent Capital Call Activity


Capital Calls 
6/01/09 – 9/11/09 


($MM)


Capital Calls 
9/12/09 – 11/18/09 


($MM)


Capital Calls
11/19/09-2/18/10


($MM)


2003-08 Distressed 
Debt


$21 $21 ($6)


2008-09 Mezzanine 
Funds


$25 $14 $13


2008-09 Real Estate 
Debt


($7) $1 $11


2007-2009 Bridge 
Loans


($31) $1 ($33)


2008 Multi-Sector 
Strategies


$75 $13 $7


TOTAL $83 $50 ($8)
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Strategic Investments 
January 31, 2010 Exposure and Potential New FY 2009-10 
Commitments


Asset Type
Programs


Market Value + Unfunded
Commitments (MM)


Not to Exceed New
Commitments (MM)**


Debt-Oriented $3,330 $500


Equity* $2,163 $500


Real Assets -- $250 


Multi-Sector Strategies $655 $500


TOTAL $6,148 $1,750


* Gross new commitments. Does not represent the net impact, including drawing additional resources
from Global Equities managers to fund Corporate Governance Activist Managers.


** Subject to change at the discretion of the Executive Director & CIO
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Strategic Investments Activity Since December 2009 
IAC Meeting


– Mezzanine / Corporate Debt-Oriented Funds
• ABRY Senior Equity III (Pending consultant opinion)
• Oaktree Opportunities Fund VIII (Investment approved; in legal 


negotiations)
• GSO Capital Solutions (Pending consultant opinion)
• Varde Fund X (Investment approved; in legal negotiations)


– Real Estate Debt Funds & Separate Accounts
• Bayview Opportunity Fund II (Due diligence ongoing)


– Senior Bank Loan Funds & Separate Accounts
• Audax (Investment approved; in legal negotiations)
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Strategic Investments Activity Since December 2009 
IAC Meeting


– Corporate Governance Activist
• Cevian (Investment approved; in legal negotiations)
• Knight Vinke (Investment approved; in legal negotiations)
• P2 (Investment approved; in legal negotiations)
• Ramius (Investment approval pending)


– Multi-Sector/Hedge Fund Strategies
• Staff and Cambridge Associates are developing a forward calendar of 


hedge fund managers for inclusion in a diversified model portfolio
• Development of manager monitoring guidelines and oversight protocol


– Other Investments Reviewed
• Staff and Townsend Associates conducted timber manager interviews
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10-060     Risk Budget 
 


Current Update: 01/02/10     
Original Issuance: 04/01/03 
 
 
Purpose 
 


This Policy defines the measurement, monitoring and management of investment risks 
incurred when endeavoring to meet or exceed asset class and total fund performance 
benchmarks of the FRS Pension Plan and the Lawton Chiles Endowment Fund (LCEF) (i.e., 
aggregate active investment risks). 


 
Policy 
 


It is the policy of the Executive Director & CIO of the State Board of Administration (SBA) 
that: 


 


The Senior Investment Group (SIG) will regularly review the sources, levels, and trends of 
aggregate active investment risks to enhance the likelihood that the FRS Pension Plan and 
the LCEF will be adequately compensated for such risks over market cycles and that undue 
risk is not taken. SIG will monitor aggregate active investment risks with respect to 
established standards and will review recommended risk management responses to the 
extent that risk levels materially exceed monitoring standards, subject to the Executive 
Director & CIO’s final authority.  


 
Background and Implementation 
 


Within the Investment Policy Statements (IPS) for the FRS Pension Plan and the LCEF: 
 
1. The Board of Trustees establishes asset classes and their respective performance 


benchmarks, as well as the total fund performance benchmark. 
 
2. The Executive Director & CIO is assigned 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. 


 
On a monthly basis, SIG will review the sources, levels, and trends of aggregate active 
investment risk using the following tools and information:  
 


1. Realized total fund, asset class and tactical asset allocation active investment risk 
over various historical time horizons. 


 
2. Decomposition of realized total fund active investment risk. 


 
3. Holdings-based active investment risk analytics and attribution, as available and 


applicable, and other potentially forward looking risk measures.  







  


 
The Executive Director & CIO will establish monitoring standards to proactively assess 
aggregate active investment risks with input from SIG. Such monitoring standards will be 
periodically updated, although no less frequently than in concert with formal asset liability 
studies in the case of the FRS Pension Plan (i.e., every 3 to 5 years).  Monitoring standards 
for the FRS Pension Plan will apply to the following: 
 


1. Total fund, public market asset class and tactical asset allocation active risk. 
 
2. Risk-adjusted returns of public market asset classes’ active aggregate, total public 


market asset classes, and total fund. 
 


3. Active allocations of public market asset classes. 
 
Monitoring standards for the LCEF will apply only to the total fund and tactical asset 
allocation active risk due to the largely passive nature of the investment mandate. 
 
On at least an annual basis, SIG will review private market asset class risks, including 
sources of risks relative to the asset class performance benchmarks and peer universe 
data. 
 
In the course of formal asset liability studies for the FRS Pension Plan, total fund risk 
relative to the IPS investment objectives will be assessed and reviewed by SIG, including 
the target asset allocation, asset class performance benchmarks and other components of 
the IPS. However, potential changes to the IPS may be reviewed by SIG, prior to submission 
to the Investment Advisory Council and Trustees at other times, in the sole discretion of the 
Executive Director & CIO.  
 
If risk levels (risk adjusted returns, value added risk and/or active share) materially exceed 
(lag) monitoring standards, relevant Senior Investment Officers or the Senior Investment 
Policy Officer (in the case of tactical asset allocation) may be requested to prepare a 
recommended risk management response for consideration by SIG. Requests for risk 
management responses and any subsequent actions are subject to the Executive Director 
& CIO’s approval and final authority. 
 
Notwithstanding any other requirements in this Policy, SIG may consider focused and/or 
comprehensive risk reviews in the event of major market, economic or political events. 


 
Compliance 
 


The Deputy Executive Director and Senior Investment Policy Officer are assigned primary 
responsibility for compliance with this Policy.  
 
Risk Management and Compliance may review and test compliance with this Policy as 
deemed necessary. 
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EECCOONNOOMMIICC  OOUUTTLLOOOOKK  
 


March 3, 2010 Investment Advisory Council Meeting 
 


The U.S. Commerce Department estimates that real Gross Domestic Product (GDP) 
increased at a 5.7 percent annual rate in the fourth quarter of 2009. This marked 
the second successive quarter of growth in real GDP after four consecutive quarters 
of decline. Barring an unforeseen relapse, it now appears that the recession that 
began in December 2007 ended as early as June 2009.1


Factors inducing consumers to loosen their spending in the last several months include 
wealth gains from recovery in equity markets, stable energy prices and improvement in 
home values, as prices on average around the country have stabilized and begun to show 
some recovery. Consider that the Case/Shiller Home Price Index for 20 major cities 
reached its low in April 2009 and is up 3.3 percent since then. Nonetheless, the consumer 
still has issues. The Reuters/University of Michigan Index of Consumer Sentiment 


 However, the economy’s 
progress is expected to be impeded by remaining issues, and the near-term 
trajectory of recovery could be relatively flat.  
 


Consumers Back in the Game 
 
Real personal consumption expenditures rose 2.0 percent (annual rate) in the fourth 
quarter. Although they had risen 2.8 percent in the previous quarter, the pullback in 
growth did not indicate a relapse. Rather, third quarter consumption expenditures were 
elevated due to the ‘cash-for-clunkers’ program that caused durable goods spending to 
jump 20.4 percent. As payback for that speedup in car sales, durable goods spending was 
down 0.9 percent in the fourth quarter. However, vehicle sales have been fairly solid for 
several months after slipping to very low levels in the first half of 2009. From January to 
June of last year, monthly vehicle sales never exceeded 10 million units (annual rate). 
Since October 2009, they have not been below 10.5 million. Granted, these levels have 
been nothing like the sales rates before the credit crunch (i.e., routinely above 15 million 
units), but they have bounced off the bottom and should improve gradually with the 
overall economy. One fly in the ointment is the Toyota situation. This has cut into sales 
while repairs are made to vehicles on dealer lots. Longer term, its effects on overall 
vehicle sales should be minor, although the mix of sales could be impacted. Outside the 
vehicle area, durable goods spending in the fourth quarter was respectable. Spending on 
household furnishings increased 2.3 percent, and purchases of recreational equipment 
gained 3.4 percent. Similar results were reported for real personal consumption on non-
durable goods. Overall, they advanced 4.3 percent – their best quarterly showing since 
late 2006. Spending at restaurants was up 1.0 percent and apparel sales rose 1.9 percent. 
Real personal consumption expenditures on services were up 1.7 percent, marking their 
best quarter since early 2008.  
 


                                                 
1 The National Bureau of Economic Research’s Business Cycle Dating Committee is the arbiter of 
cyclical peaks and troughs. Its decisions can lag actual turning points substantially. For instance, the end of 
the recession in 2001 (November) was not announced until July 2003.  
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(ICS) is well above its recession nadir, but it has been treading water in a range between 
65 and 75 for almost a year, levels inconsistent with a vibrant consumer outlook. By way 
of comparison, from 2002 to 2007 the ICS averaged 89. Presumably, what has been 
keeping the consumer subdued is employment – or rather the lack thereof. The latest 
estimates from the Bureau of Labor Statistics indicate that the economy has lost over 
8 million jobs since the recession began. Payroll employment has fallen nearly 6.0 percent 
over that period.2


Although manufacturing’s share of the U.S. economy has been declining for years, that 
sector is still large in absolute terms and inherently cyclically sensitive. As the cycle 
turns, it would be expected to accelerate, and it appears to be doing so. Perhaps the best 
indicator of developing trends in the factory sector is the Institute for Supply 
Management’s (ISM) index of manufacturing activity. That measure fell off a cliff like 
the rest of the economy in late 2008 as credit markets seized up. It began to recover in 
2009 and trended upward throughout the year. In January 2010, it jumped 3.5 points to 
58.4, its highest reading since July 2004. The new orders component of the index was an 
extremely strong 65.9, and the employment index pushed well above 50 to 53.3. It was 
not surprising then, that employment in manufacturing rose last month. This trend is 
expected to continue, although the bounceback in manufacturing employment will not be 
as rapid as in most past recoveries. Some researchers attribute this to the smaller share of 
workers in manufacturing who are unionized. This has given firms more flexibility in 
responding to increases in demand, as discussed above. One efficacious ramification of 
this is that productivity gains stemming from early-recovery output increases feed directly 
to the bottom line. Rising productivity in 2009 drove unit labor costs down 9.7 percent in 
the U.S. economy, giving a significant lift to profits. Those profit gains are evidently 
starting to allow firms to increase their spending. In the fourth quarter of 2009, 


 This is close to double the relative job loss in any previous post-war 
recession. Admittedly, the job picture has improved in the last few months. Employment 
actually increased 64,000 in November 2009, and suffered relatively small declines in 
December 2009 and January 2010. Moreover, the unemployment rate fell 0.3 percent to 
9.7 percent in January and may have peaked. However, the pattern of employment in the 
last two recessions has been to come back a good deal more slowly than real GDP. 
Essentially, firms are reluctant to add workers until they are very confident that increased 
output levels will be sustained, and initially they expand output by increasing hours – not 
head counts. It appears that this trend has begun to reverse in the manufacturing sector, 
which added 11,000 jobs in December. But manufacturing is now less than 10 percent of 
the U.S. economy, and overall employment is very unlikely to rise until service-sector 
employers feel a need to add to payrolls. Consequently, analysts are expecting consumer 
spending to maintain a modest growth pace. The Blue Chip Survey of economic 
forecasters sees real personal consumption expenditures rising 2.0 percent in 2010 and 
2.6 percent in 2011. 
 


Factories Starting to Hum 
 


                                                 
2 Note that the job loss figure covers the period December 2007 – January 2010. Cyclical changes in 
individual variables are typically measured from peak-to-trough for the variable. Although the recession 
could eventually be judged to have ended in June 2009, employment has not yet troughed and its peak-to-
trough fall could ultimately exceed 6.0 percent. 
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nonresidential fixed investment rose 2.9 percent. This was the first time it had increased 
since the second quarter of 2008. Within nonresidential fixed investment, the equipment 
and software category was particularly impressive, posting a 13.3 percent gain. This was 
its best advance since the first quarter of 2006, and it is the type of surge in investment 
normally seen in a recovery. Unfortunately, business spending on structures fell 
15.4 percent in the fourth quarter, largely offsetting the jump in equipment and software. 
This will probably be the pattern for several more quarters, since difficulties in the 
commercial real estate sector are expected to persist. This likely accounts for at least part 
of the disparity between the ISM’s manufacturing index and its cousin covering the 
service sector. Historically, the service index has tracked above 60 when the economy has 
been growing. Although it is well above its levels of 2008, it has been stuck in the low 
50’s for six months. This suggests very tepid growth in non-manufacturing. Most 
importantly, its employment component has yet to exceed 50, indicating that non-
manufacturing businesses are not yet in a hiring mode. As long as they aren’t, the 
recovery will stay jobless, or at least ‘joblight’. 
 
Another area of investment that did well in the fourth quarter was residential fixed 
investment, reflecting resurgence in home and apartment construction. That sector had 
been moribund for roughly three years but spurted to 18.4 percent growth in the third 
quarter of 2009, and followed that with 5.7 percent fourth quarter growth. However, this 
rebound has been aided by a Federal tax credit to homebuyers that is set to expire at the 
end of March 2010.  
 
Inventory investment played a substantial role in fourth quarter growth. Firms had been 
destocking as the economy slumped and credit to finance inventories shrank. A correction 
was inevitable, and it came in a big way at the end of 2009. Interestingly, inventories did 
not actually rise; in fact, they fell $33.5 billion in real terms. However, this was 
$105.7 billion less than they contracted in the third quarter, and that reduced rate of 
decline accounted for 3.4 percent of last quarter’s 5.7 percent growth. Inventories are still 
light and could support growth for another quarter or two. 
 
All in all, investment is expected to be respectable over the next two years. Investment in 
equipment and software should continue to grow, but investment in structures is expected 
to be slack for some time. The Blue Chip Survey expects these countervailing forces to 
result in 0.9 percent growth in nonresidential fixed investment in 2010 and 2.6 percent 
growth in 2011. Residential fixed investment is seen surviving the end of the tax credit, 
and housing starts are expected to stay on a modest uptrend and add to real GDP growth. 
  


Budget Problems for State and Local Governments 
 
Total government spending fell at a 0.2 percent annual rate during the fourth quarter. 
Federal government spending increased 0.1 percent with non-defense expenditures 
increasing 8.1 percent. Much of the latter was due to stimulus spending. However, state 
and local government spending declined for a second straight quarter in slipping 
0.3 percent. The outlook for this sector is not encouraging. Although Federal stimulus 
should keep non-defense spending growing, state and local expenditures may continue to 
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decline throughout 2010. Post 2010, most of the stimulus package will have been 
exhausted and Federal non-defense spending could fall. 
 


Net Exports to Fall 
 
According to the advance estimate from the Commerce Department, the trade deficit 
decreased in the fourth quarter adding 0.5 percent to real GDP growth. The trade sector 
has been on an upswing for a couple of quarters as credit markets have thawed. 
Preliminary estimates showed exports jumping 18.5 percent in the fourth quarter, while 
imports increased 10.5 percent. However, more recent data put the December 2009 trade 
deficit more than $4.0 billion larger than the Commerce Department had estimated when 
constructing its initial fourth quarter GDP numbers. This could shave a couple of tenths 
of a percent off estimated growth, but it is not of major significance. Exports and imports 
are both growing rapidly. The U.S. is faring better than some of its trading partners, 
which tends to make import growth exceed export growth and enlarge the trade deficit. 
Another factor that could expand the trade gap is a stronger dollar. Sovereign debt 
problems in the Euro zone have caused the greenback to appreciate sharply versus the 
common currency, and this makes U.S. goods more expensive there, and EU goods 
cheaper here. Even greater dollar appreciation would occur if U.S. interest rates move 
higher. The Blue Chip Survey sees the trade deficit expanding slightly in both 2010 and 
2011, and being a small negative to real GDP growth. 
  


The Outlook 
 
The Blue Chip Survey expects economic improvement of the last two quarters to 
continue with real GDP growing 3.0 percent in 2010 and 3.1 percent in 2011. A key 
question going forward is how the Fed will react as recovery proceeds. It has already 
announced that it will begin to wind down its special lending programs at the end of 
March 2010. However, there is still a tremendous amount of stimulus in the system. 
Depository institutions were holding roughly $2 billion of excess reserves before the 
financial meltdown in 2008. They now hold close to $1 trillion. Since banks have not 
been inclined to lend aggressively for some time, the inflationary impacts of this pool of 
liquidity have been nugatory, but it must eventually be drained. As long as other inflation 
pressures remain minimal, the Fed should be able to bide its time in extracting stimulus. 
It is difficult to see labor costs exerting any pressure given the massive pool of 
unemployed. Commodities might be a different story since a stronger than expected 
recovery could push their prices higher. And that will be key. The Blue Chip Survey sees 
a Fed rate increase beginning in the third quarter of 2010 and proceeding gradually. If 
growth surprises on the upside, the hikes could begin sooner and be larger. Conversely, if 
the recovery appears to be faltering, the Fed could wait longer to tighten. 
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Charts of Key Economic Data 
Recessions Shaded
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Charts of Key Economic Data 
 Recessions Shaded 
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Charts of Key Economic Data 
Recessions Shaded 
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