
EMPLOYEES RETIREMENT SYSTEM OF TEXAS 
JOINT MEETING OF THE BOARD OF TRUSTEES AND INVESTMENT ADVISORY COMMITTEE 

ERS Building – Board Room 
200 E. 18th Street, Austin, Texas 78701 

February 22, 2017 – 8:00 a.m. 
 
 

 
Meeting of the ERS Board of Trustees Audit Committee  
1. Review and Approval of the minutes to the December 2, 2016 ERS Audit Committee Meeting 
 
2. Presentation, Discussion and Consideration of Audit Committee Agenda Items: 
 a. External Audit Reports 
 b. Internal Audit Reports 
 c. Internal Audit Administrative Items 
 
3. ADJOURNMENT OF THE ERS BOARD OF TRUSTEES AUDIT COMMITTEE AND RECESS OF 

THE BOARD OF TRUSTEES– Following a temporary recess, the Board of Trustees will reconvene 
with the Investment Advisory Committee to take up the following Joint Board of Trustees and 
Investment Advisory Committee agenda items. 

 
Joint Meeting of the ERS Board of Trustees and Investment Advisory Committee 
4. Review and Approval of the Minutes to the December 1, 2016 Joint Meeting of the Board of  
 Trustees and Investment Advisory Committee 
 
5. Review, Discussion and Consideration of ERS’ Real Estate Consultant 
 
6.* Review and Discussion of ERS’ Asset Allocation and Liability Study: Review and Discussion of   

Updated Capital Market Assumptions, Asset Mixes, and Portfolio Stress Testing  
 
7. Review and Discussion of the Investment Advisory Committee: 
 a. Eligibility and Compliance for Calendar Year 2016 of the IAC 
 b. IAC Self Evaluation Report 
 c. Board of Trustees Survey of the IAC  
 
8.* Review and Discussion of the Investment Performance for Fourth Calendar Quarter of 2016 
 
9.* Review, Discussion and Consideration of the Global Public Equity Program: 
 a.* Market Update and Program Overview 

b.* Review and Discussion of Global Public Equity External Advisor Program 
c.          Proposed Revisions to the ERS Investment Policy Addendum XI – Global Public Equity 

Policies and Procedures and External Advisor Program Tactical Plan 
 
10. Annual Review and Discussion of Proxy Voting and Corporate Governance 
 
11.* Review, Discussion and Consideration of the Private Infrastructure Program: 
 a.* Market Update and Program Overview 
 b. Proposed Private Infrastructure Annual Tactical Plan for Fiscal Year 2017-2018 
 
12. ADJOURNMENT OF THE JOINT MEETING OF THE BOARD OF TRUSTEES AND INVESTMENT 

ADVISORY COMMITTEE AND RECESS OF THE BOARD OF TRUSTEES – Following a temporary 
recess, the Board of Trustees will reconvene to take up the remaining Board of Trustee agenda 
items. 

 
Meeting of the ERS Board of Trustees 
13. Review and Approval of the minutes to the December 2, 2016 Meeting of the Board of Trustees 
 



 
 
14. Review, Discussion and Consideration of the Texas Employees Group Benefits Program: 
 a. Health Insurance Financial Status Update for the First Quarter Fiscal Year 2017 
 b. HealthSelect Plans and Monitoring Strategy 
  
15. Executive Director Agency Update 
 
16. Set Date for the Next Joint Meeting of the ERS Board of Trustees and Investment Advisory 

Committee, the Next Meeting of the Board of Trustees and the Next Meeting of the Audit Committee 
 
17. ADJOURNMENT OF THE BOARD OF TRUSTEES 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
* We are accredited by the State Pension Review Board (PRB) as a Minimum Educational Training (MET) sponsor for 
Texas public retirement systems. This accreditation does not constitute an endorsement by the PRB as to the quality of 
our MET program. These agenda items may be considered in-house training provided by ERS to board trustees and the 
system administrator for purposes of fulfilling the MET program requirements. ERS is an accredited sponsor of MET for 
its system administrator and trustees.  

  
NOTES:   1. Persons with disabilities who plan to attend this meeting and who may need special assistance are requested to contact Kelley 
Davenport at (512) 867-7772 three to five (3-5) working days prior to the meeting date so that appropriate arrangements can be made. 
 

2. The Employees Retirement System of Texas Board of Trustees Audit Committee is scheduled to meet from 8:00 a.m. to approximately 
9:05 a.m. on Wednesday, February 22, 2017.  The Board of Trustees and Investment Advisory Committee are scheduled to meet jointly from 
approximately 9:05 a.m. to 3:20p.m. on Wednesday, February 22, 2017. The Board of Trustees will take up the remaining board agenda items from 
approximately 3:20 p.m. to 5:00 p.m. on Wednesday, February 22, 2017. Meetings are tentatively scheduled to follow each other consecutively, but 
they may start earlier or later than the posted time depending on the length of the discussions within each agenda item and meeting.  Please note 
that the estimated times and sequence of agenda items are only approximate, and the time reflected in the posted agenda item, order of meetings 
or agenda items may be moved or adjusted as necessary. 



PUBLIC AGENDA ITEM - # 1 

1. Review and Approval of the Minutes to the December 2, 2016 ERS Audit Committee
Meeting 

February 22, 2017 

BACKGROUND: 

The minutes to the Employees Retirement System of Texas Audit Committee meeting held on December 
2, 2016 are included with this agenda item as Exhibit A. The minutes are submitted to the Board for review 
and approval. 

PROPOSED MOTION: 

Staff recommends the following motion to the Board of Trustees: 

I move that the Board of Trustees of the Employees Retirement System of Texas approve 
The minutes to the ERS Audit Committee meeting held on December 2, 2016. 

ATTACHMENT – 1 

Exhibit A – Proposed Minutes to the ERS Audit Committee Meeting of December 2, 2016 



Audit Committee Meeting

December 2, 2016 

Presented for Review and Approval 

February 22, 2017 



TABLE OF CONTENTS 

X. Review and Approval of the Minutes to the August 16, 2016 ERS Audit Committee Meeting…….2 

XI. Presentation and Discussion of Audit Committee Agenda Items
a. Internal Audit Reports............................................................................……………………..2
b. Internal Audit Administrative Items……………………………………………………………...3

XII. Adjournment of the ERS Board of Trustees Audit Committee………………………………………...4



AUDIT COMMITTEE MEETING 
EMPLOYEES RETIREMENT SYSTEM OF TEXAS 

December 2, 2016 
ERS Board Room 

ERS Building – 200 E. 18th Street 
Austin, Texas 78701 

TRUSTEES PRESENT 
I. Craig Hester, Chair 
Doug Danzeiser, Vice-Chair 
Ilesa Daniels, Member 
Cydney Donnell, Member 
Brian Ragland, Audit Committee Chair 
Jeanie Wyatt, Member 

ERS STAFF PRESENT 
Porter Wilson, Executive Director 
Catherine Terrell, Deputy Executive Director 
Paula A. Jones, Deputy Executive Director and General Counsel 
Shack Nail, Director of Governmental Relations 
Tony Chavez, Director of Internal Audit 
Robin Hardaway, Director of Customer Benefits 
Robert Kukla, Director of Benefit Contracts 
Machelle Pharr, Chief Financial Officer 
DeeDee Sterns, Director of Human Resources 
Gabrielle Stokes, Director of Procurement & Contract Oversight 
Tom Tull, Chief Investments Officer 
Chuck Turner, Chief Information Officer 
Keith Yawn, Director of Strategic Initiatives
Nora Alvarado, Benefit Contracts 
Lisa Caffarate, Office of Procurement & Contract Oversight Kyla 
Cloutier, Benefit Contracts 
Chloe Conner, Office of Procurement & Contract Oversight 
Anthony Curtiss, Investments 
Kelley Davenport, Executive Office 
Christi Davis, Customer Benefits 
Brian Dowdy, Finance 
Liz Geise, Benefits Communications 
Beth Gilbert, Internal Audit 
Ginger Grissom, Office of Procurement & Contract Oversight 
Sharmila Kassam, Deputy Chief Investment Officer 
Betty Martin, Investments 
Karen Norman, Internal Audit 
Jonathan Puckett, Internal Audit 
Susie Ramirez, Executive Office 
Carol Stueler, Office of Procurement & Contract Oversight 
Ariana Whaley, Finance 
 
ALSO PRESENT 
Keith Barnes, Blue Cross Blue Shield of Texas 
Amy Barrett, Teachers Retirement System of Texas 
Kevin Cassidy, Blue Cross Blue Shield of Texas 
Dan McCoy, Blue Cross Blue Shield of Texas 
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Rene Valadez, Office of the Governor 
Cyrus Walker, Blue Cross Blue Shield of Texas 

Meeting of the ERS Board of Trustees Audit Committee 

Mr. Craig Hester, Chairman of the Board of Trustees of the Employees Retirement System of 
Texas (ERS), noting a quorum was present, called the meeting to order and read the following statement: 

“A public notice of the Board of Trustees meeting containing all items on the proposed agenda 
was filed with the Office of the Secretary of State at 10:58 a.m. on Monday, November 21, 2016 as 
required by Chapter 551, Texas Government Code, referred to as “The Open Meetings Law.” 

The Board of Trustees convened as a committee of the whole at 8:00 a.m. to consider Audit 
Committee agenda items. 

X.  REVIEW AND APPROVAL OF THE MINUTES TO THE AUGUST 16, 2016 ERS AUDIT 
COMMITTEE MEETING 

Mr. Brian Ragland, Audit Committee Chair, opened the floor for a motion on the approval of the 
minutes from the Audit Committee Meeting held August 16, 2016. 

MOTION made by Ms. Cydney Donnell, seconded by Mr. Doug Danzeiser, and carried unanimously 
by the present members of the Audit Committee to approve the minutes from the Audit Committee 
Meeting held on August 16, 2016. 

XI. PRESENTATION, DISCUSSION AND CONSIDERATION OF AUDIT COMMITTEE AGENDA
ITEMS:

a. Internal Audit Reports – Mr. Tony Chavez, Director of Internal Audit, reported the objective of
the Incentive Compensation Audit was to determine if recommended incentive compensation awards 
were in accordance with the ERS’ ICP plan. The overall assessment was satisfactory. Observation noted: 
continue to ensure sufficient and relevant information provided to executive management in a timely 
manner. 

Mr. Hester clarified with Mr. Chavez that the Human Resources division is also part of the 
calculation/review process. Ms. Donnell asked that Internal Audit monitor the plan for unintended 
consequences and to monitor rewards. Mr. Wilson recognized Machelle Pharr, Brian Dowdy and Ariana 
Whaley from the Finance Division and DeeDee Sterns, Human Resource Division for their work on the 
Incentive Compensation Plan. Mr. Chavez concluded that as the ICP process evolves, there will be 
continuous improvement. 

Mr. Chavez introduced Mr. Jonathan Puckett, Internal Auditor to discuss Hedge Funds Audit. Mr. 
Chavez explained the State Auditor’s Office reviewed the valuation of Hedge funds so this audit did not 
focus on the valuation. Mr. Puckett reviewed the objective of internal audit was to determine whether the 
Hedge Fund Investment program is effectively designed and operating to meet ERS’ investment goals 
and objectives. The overall assessment was satisfactory. Observations noted in the audit were 1) 
monitoring of performance verses peer group hedge funds is not performed, and 2) certain information 
provided to key decision makers and stakeholders is not accurate. 

Mr. Hester questioned the level of inaccuracies in reporting the performance numbers. Mr. 
Chavez, Mr. Puckett and Mr. Anthony Curtiss, Interim Hedge Fund Director, explained they did not find 
any material differences. Data was entered manually in a very complex Excel spreadsheet. Complex 
formularies and manual entries led to mistakes. Currently the hedge fund performance data goes into a 
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time-rated return calculation using estimates versus actual NAVs and is finally compared to actual end-of-
the-month NAVs to ensure Investments can provide accurate data to the Board. 

Mr. Danzeiser questioned the review of benchmarks. Mr. Puckett explained Internal Audit 
reviewed the benchmarking process as well as the appropriateness of the benchmarks. Albourne, ERS 
Internal Audit’s third party consultant, assisted with setting up the benchmark. Ms. Sharmila Kassam, 
Deputy Chief Investment Officer, and Mr. Tom Tull, Chief Investment Officer reviewed hedge fund 
background as an asset class and their benchmarks. The Investment Division is constantly monitoring 
these benchmarks. Ms. Donnell commented on the hedge fund fee structure and the need to make sure 
fees can’t be improved. Mr. Chavez thanked Ms. Caroline Cooley, IAC member, for providing her subject 
matter expert expertise during the audit. 

Mr. Chavez introduced Ms. Karen Norman, Internal Auditor to discuss the HealthSelect 
Prescription Drug Program. The objective of the audit was to determine if contract administration and 
oversight ensures members’ benefits are properly delivered. The overall assessment was needs 
improvement. Observations noted in the audit were 1) controls over the accuracy of key information used 
to manage and evaluate the PBM are not effective, 2) PBM performance results should be consistently 
maintained and communicated and 3) consider addition division control activities to enhance third-party 
review work. 

Ms. Donnell asked about refining the use of heat maps as a performance measurement tool. Mr. 
Chavez clarified that the vendor self-reports and the contract and auditing standards are not always 
followed. Mr. Danzeiser asked about consequences. Mr. Rob Kukla, Director of Benefit Contracts, 
discussed consequences and the eligibility audit. 

Mr. Danzeiser asked about oversight of contract compliance. Ms. Gabrielle Stokes, Director of 
Procurement and Contract Oversight (OPCO), explained both OPCO and division contract managers will 
provide oversight. Ms. Jeanne Wyatt questioned the total claims paid over the audited period. Mr. Kukla 
explained total claim costs including Medicare were $800 million dollars over the past year. Mr. Chavez 
stated that Internal Audit determined the monthly impact of HealthSelect claims corresponding to our 
sample, since the controls were not in place. Mr. Danzeiser questioned the heat map measurements and 
medical management reviews on utilization and medical necessity. Mr. Danzeiser suggested that tracking 
appeals process outcomes on the heat map might provide feedback in that area. 

Mr. Chavez discussed the Investment Compliance Agreed-Upon-Procedure report. Mr. Chavez 
stated the Securities Lending Program has been temporarily suspended since February, 2016. In April 
2016, the Program was restricted to lending ETF’s only. The Program has deliberately run at a low 
utilization rate, which caused audit flags for diversification limits through September, 2016. No other non-
compliance was noted. 

b. Internal Audit Administrative Items - Mr. Chavez, Director of Internal Audit, introduced Ms.
Amy Barrett, Chief Audit Executive of the Teacher Retirement System of Texas, and Mr. Rene Valadez, 
Director Internal Audit at the Governor’s Office who conducted an ERS Internal Audit Division peer review 
in accordance with the State Agency Internal Audit Forum Peer Review policies and procedures. Ms. 
Barrett said the Internal Audit Division received the highest rating “Generally Complies.” The Internal 
Audit Division is complying with professional standards. 

Peer Review Audit process recommendations for continuous improvement: 

• Formally document threats to independence and safeguards in place to support Internal
Audit’s annual independence confirmation to the Board at the August Audit Committee
meeting

• Report Quality Assurance Self-Review activity to the Board
• Explore opportunities for working in teams so that staff can serve as resource for each

other, cross train, and develop supervisory skills
• Leverage specialists outside the organization as subject matter experts
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• Consider whether an IT auditor would be beneficial
• Review internal requirements for evidencing completion and review of working papers

Ms. Barrett complimented Mr. Chavez and the dedicated professional audit staff on quality work. 
Ms. Barrett thanked Ms. Gilbert for her work during the peer review engagement. 

Mr. Chavez and Ms. Gilbert presented Internal Audit Performance Measures for Fiscal Year 
2016. Mr. Chavez stated the external peer review showed that we have our professional practices in 
place. This year will be focused on developing business acumen. 

Mr. Chavez and Ms. Gilbert presented the Internal Audit Annual Report for Fiscal Year 2016. Mr. 
Chavez explained this report is required by the Texas Internal Auditing Act, Texas Government Code, 
Chapter 2012. The State Auditor’s Office is charged with prescribing the form and content of the annual 
report which recaps the Internal Audit Division’s previous year results and highlights Fiscal Year 2017 
Annual Plan approved by the Board in August. Mr. Chavez noted that we have discussed the results 
during the External Peer Review and Internal Audit Performance Measures discussions today. 

These agenda items are presented for discussion purposes only. No action is required. 

XII. ADJOURNMENT OF THE ERS BOARD OF TRUSTEES AUDIT COMMITTEE – Following
adjournment of the ERS Audit Committee, the Board of Trustees will take up the remaining agenda
items.
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PUBLIC AGENDA ITEM - #2a 

Presentation, Discussion and Consideration of Audit Committee Agenda Items: 

2a. External Audit Reports 

February 22, 2017 

BACKGROUND: 

A financial audit of the Employee’s Retirement System of Texas (ERS) Comprehensive Annual Financial 
Report (CAFR) was performed by the Texas State Auditor’s office (SAO) for the year ended August 31, 
2016. 

The Independent Auditor’s Report dated December 1, 2016 and Report on Internal Control, included in 
the agenda item as Exhibit A, reported an unqualified opinion. The SAO concluded ERS’ basic financial 
statements for fiscal year 2016 were materially corrected and presented in accordance with accounting 
principles generally accepted in the United States of America. In addition, the major controls that were 
tested for the purpose of forming opinions on the financial statements were operating effectively. 

The accompanying Report on Internal Control, reported the underlying census data was materially 
complete and accurate to support the System's financial statement amounts; however the System 
should strengthen controls to help ensure the accuracy of the active employees census data reported to 
the System's actuaries. Active employee census data affects the actuarial estimate of the pension 
liability amount that ERS presents in its financial statements. 

A copy of both CAFR audit reports were submitted to the Legislative Audit Committee on December 6, 
2016, and included in the agenda item as Exhibit B. 

Governmental Accounting Standards Board Statement No. 68, Accounting and Financial Reporting for 
Pensions (GASB 68), which became effective for fiscal years beginning after June 15, 2014, requires 
governments to begin recording on their financial statements a liability for pension plans administered 
through trusts, rather than disclosing those amounts in the notes to their financial statements. Plan 
participants (state agencies) issuing stand-alone financial statements are required to recognize their 
portion of the reported pension liability in the financial statements they produce. To assist state agencies 
in complying with these new requirements of GASB 68 and avoid duplication of efforts, the Employees 
Retirement System Finance Division prepared the Schedules of Employer Allocation and the Collective 
Pension Amounts (Pension Schedules) as of August 31, 2016. The Pension Schedules have been 
published on ERS public website for state agencies to access and a copy is included with this agenda 
item as Exhibit C. 

Government finance best practices recommend a pension actuary audit at least once every five years. 
Bolton Partners was procured to perform a level two actuarial audit of Gabriel Roeder Smith & 
Company’s 2016 valuations of ERS, including Law Enforcement and Custodial Officer Supplement 
Retirement Fund of the Employees’ Retirement System of Texas, the Judicial Retirement System of 
Texas Plan 1 and the Judicial Retirement System of Texas Plan 2. In a level two actuarial audit, the 
reviewing actuary does not fully replicate the consulting actuary’s valuation, but instead uses a sampling 
of the plan’s participant data to test the results of the valuation. The reviewing actuary also examines 
the consulting actuary’s methods and assumptions for reasonableness and internal consistency. Overall 
Bolton Partners determined the stated methods and assumptions were properly employed in 
determining the cost of the plan. There were recommendations for future methodology. This report is 
included as Exhibit D. 



STAFF RECOMMENDATION: 

Staff recommends that the ERS Audit Committee accept the financial audit reports as prepared by the 
State Auditor’s Office. A proposed motion is included with this agenda item following the exhibits. 

ATTACHMENTS - 4 

Exhibit A – Fiscal Year 2016 Financial Statements Independent Auditor’s Report & Report on Internal 
Control 

Exhibit B – Legislative Audit Committee Report on FY 2016 Financial Audit 

Exhibit C - Schedules of Employer Allocation and the Collective Pension Amounts including 
Independent Auditor’s Report and Report on Internal Controls as of August 31, 2016 

Exhibit D – Pension Actuary Audit 
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Report on Internal Control Over Financial Reporting and on 

Compliance and Other Matters as Required by Auditing Standards 
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Robert E. Johnson Building Phone:  (512) 936-9500 
1501 North Congress Avenue P.O. Box 12067 Fax:  (512) 936-9400 
Austin, Texas 78701 Austin, Texas 78711-2067 Internet:  www.sao.state.tx.us 

SAO Report No. 17-016 

Census Data Tested 

Census data is key demographic data 
that affects the actuarial estimate of 
the pension liability amount that the 
System presents in the notes to its 
financial statements.   

Auditors identified and tested the 
following key data elements for the 
System’s census data: 

 Name.

 Date of birth.

 Years of service.

 Eligible compensation.

 Gender.

Source: Chapter 13 in State and Local 
Governments – Audit and Accounting 
Guide, American Institute of Certified 
Public Accountants.  

A Report on 

The Audit of the Employees Retirement System’s 

Fiscal Year 2016 Financial Statements 

December 6, 2016 

Members of the Legislative Audit Committee: 

In our audit report dated December 1, 2016, we concluded that the Employees Retirement System’s 
(System) basic financial statements for fiscal year 2016 were materially correct and presented in 
accordance with accounting principles generally accepted in the United States of America.  The System 
published our audit report as part of its basic financial statements, which it intends to post on its Web site 
at http://www.ers.state.tx.us/About_ERS/Reports/Overview/. 

We also issued a report on internal control over financial reporting and on compliance and other matters 
as required by auditing standards (that report, including responses from management, is presented in the 
attachment to this letter).  In that report, auditors identified that the System should strengthen controls to 
help ensure the accuracy of the active employees census data reported to the System’s actuaries.      

Our procedures were not intended to provide an opinion on internal control over financial reporting or to 
provide an opinion on compliance with laws and regulations.  Accordingly, 
we do not express an opinion on the effectiveness of the System’s internal 
control over financial reporting or on compliance with laws and regulations. 

Testing of Plan Member Census Data 

Auditors conducted census data testing for fiscal year 2016 (see text box for 
the key data elements tested) as part of this audit.  The completeness and 
accuracy of that data is important because the System’s actuary uses that 
data to calculate the System’s pension liability. 

Auditors selected a sample of the System’s members for fiscal year 2016 
census data testing, as required by American Institute of Certified Public 
Accountants (AICPA) guidance. That resulted in auditors selecting members 
from 25 participating state agencies for which census data was tested.  (A 
list of the state agencies that employed the members selected for testing is 
presented in the attachment to this letter.)  Testing included reviewing documentation to verify that the 
census data that the employers submitted to the System was accurate.     

Based on the testing performed, auditors determined that the underlying census data was materially 
complete and accurate to support the System’s financial statement amounts.  That was reflected as part of 
our unmodified audit opinion on the System’s financial statements for fiscal year 2016.    

Exhibit B 
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Members of the Legislative Audit Committee 
December 6, 2016 
Page 2 

Additionally, auditors will be issuing an opinion later this fiscal year on the System’s fiscal year 2016 
pension liability allocation schedules.  Those schedules provide employers with the information they need 
to record their share of the pension liability in their financial statements, in accordance with AICPA 
requirements.  Auditors previously issued an opinion on the System’s pension liability allocation schedules 
for fiscal year 2015.  The System published our audit report, along with the schedules, on its Web site at 
http://www.ers.state.tx.us/About_ERS/Reports_and_Studies/GASB_Requirements/. 

Other Issues 

Auditors communicated certain issues that were not material or significant to the audit objectives 
separately in writing to the System’s management.   

As required by auditing standards, we will also communicate to the System’s Board of Trustees certain 
matters related to the conduct of a financial statement audit.   

We appreciate the System’s cooperation during this audit.  If you have any questions, please contact 
Hillary Eckford, Audit Manager, or me at (512) 936-9500. 

Sincerely, 

Lisa R. Collier, CPA, CFE, CIDA 
First Assistant State Auditor 

Attachment 

cc: The Honorable Greg Abbott, Governor 
Members of the Employees Retirement System’s Board of Trustees 

Mr. I Craig Hester, Chair 
Mr. Doug Danzeiser, Vice Chair 
Ms. Ilesa Daniels 
Ms. Cydney Donnell 
Mr. Brian D. Ragland 
Ms. Jeanie Wyatt 

Mr. Porter Wilson, Executive Director, Employees Retirement System 

Agenda item 2a, Meeting book dated February 22, 2017 
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This document is not copyrighted.  Readers may make additional copies of this report as needed.  In 
addition, most State Auditor’s Office reports may be downloaded from our Web site: 
www.sao.state.tx.us. 

In compliance with the Americans with Disabilities Act, this document may also be requested in 
alternative formats.  To do so, contact our report request line at (512) 936-9500 (Voice), (512) 936-9400 
(FAX), 1-800-RELAY-TX (TDD), or visit the Robert E. Johnson Building, 1501 North Congress Avenue, Suite 
4.224, Austin, Texas 78701. 

The State Auditor’s Office is an equal opportunity employer and does not discriminate on the basis of 
race, color, religion, sex, national origin, age, or disability in employment or in the provision of services, 
programs, or activities. 

To report waste, fraud, or abuse in state government call the SAO Hotline: 1-800-TX-AUDIT. 
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Attachment 
A Report on the Audit of the Employees Retirement System’s Fiscal Year 2016 Financial Statements 

SAO Report No. 17-016 
December 2016 

Page 1 

Attachment 

Section 1 

Report on Internal Control Over Financial Reporting and on 
Compliance and Other Matters as Required by Auditing Standards 
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Section 2 

List of Employers Selected for Census Data Testing 

Table 1 lists the 25 employers for which auditors tested the accuracy of census 
data to determine whether that data was materially complete and accurate to 
support the Employees Retirement System’s plan’s financial statement 
amounts.1   

Table 1 

List of Employers Selected for Census Data Testing 
for Fiscal Year 2016 

 Alcoholic Beverage Commission

 Office of the Comptroller of Public Accounts

 Commission on Environmental Quality

 Credit Union Department

 Department of Aging and Disability Services

 Department of Criminal Justice

 Department of Family and Protective Services

 Department of Insurance

 Department of Public Safety

 Department of State Health Services

 Fifth Court of Appeals District, Dallas

 Health and Human Services Commission

 Historical Commission

 House of Representatives

 Judiciary Section, Comptroller’s Department

 Ninth Court of Appeals District, Beaumont

 Office of the Attorney General

 Preservation Board

 Supreme Court of Texas

 Department of Transportation

 Texas Education Agency

 Juvenile Justice Department

 Texas Workforce Commission

 Third Court of Appeals District, Austin

 Veterans Commission

1 Auditors followed the American Institute of Certified Public Accountants’ sampling guide methodology and selected a random 
sample of employees for testing. 

Agenda item 2a, Meeting book dated February 22, 2017 



Exhibit C 

Agenda item 2a, Meeting boook dated February 22, 2017 



Agenda item 2a, Meeting book dated February 22, 2017 



Agenda item 2a, Meeting book dated February 22, 2017 



Agenda item 2a, Meeting book dated February 22, 2017 



Agenda item 2a, Meeting book dated February 22, 2017 



Agenda item 2a, Meeting book dated February 22, 2017 



Agenda item 2a, Meeting book dated February 22, 2017 



Agenda item 2a, Meeting book dated February 22, 2017 



Agenda item 2a, Meeting book dated February 22, 2017 



Submitted by: 

Colin England, FSA Thomas Lowman, FSA Kris Seets, FSA 

Sr. Consulting Actuary Vice President/Chief Actuary Actuary 
(443) 703-2512 (443) 573-3909 (443) 573-3911 
cengland@boltonpartners.com tlowman@boltonpartners.com  kseets@boltonpartners.com 

Employees Retirement 
System of Texas 

Actuarial Audit and Review of the 
2016 Actuarial Valuations 

January 31, 2017 

36 S. Charles Street 
Suite 1000 

Baltimore, MD 21201 
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Bolton Partners, Inc. 
36 S. Charles Street  Suite 1000  Baltimore, Maryland 21201  (410) 547-0500  (800) 394-0263  Fax (410) 685-1924 

Employee Benefits and Investment Consulting 

January 31, 2017 

Board of Trustees 
Employees Retirement System of Texas  
200 East 18th Street 
Austin, TX 78701 

Re: Actuarial Audit of the 2016 Valuations for the 
Employees Retirement System of Texas 

Dear Members of the Board: 

Attached is Bolton Partners’ actuarial audit of GRS’s 2016 valuations of the Employees Retirement System 
of Texas (ERS), including the Law Enforcement and Custodial Officer Supplemental Retirement Fund of 
the Employees’ Retirement System of Texas (LECOS), the Judicial Retirement System of Texas Plan 1 
(JRS1) and the Judicial Retirement System of Texas Plan 2 (JRS2). This is a “Level two” partial replication 
audit based on a review of sample lives.  The purpose of the audit was to: 

 Validate the results of the August 31, 2016 actuarial valuations for the plans, using appropriate
mathematical modeling and review of appropriate sample lives to conclude if the actuarial liabilities
and required contributions are valid

 Determine whether the actuarial valuation methods, assumptions and procedures used by the
System’s consulting actuary, Gabriel Roeder Smith & Company (GRS), are reasonable and
consistent with all applicable laws, Board policies, generally accepted actuarial principles and
practices, are appropriate for the plan structure and funding objectives and are applied as stated by
GRS

 Assess whether the valuation results are complete and accurate and the conclusions of the valuation
reports accurately portray the actuarial status of the System and are properly reflected in the
employer contribution rate

 Assess the financial effect of any errors or deviations from generally accepted actuarial principles
and practices on the valuation results and employer contribution rates

The plan liabilities are the sum of the liabilities for all of the members.  We audited the liability and normal 
cost calculations that are the heart of these valuations by replicating the results of 53 sample lives chosen 
to be representative of the participant population as a whole.  The sample size was based on the concept 
that it was more important to cover a variety of situations (known as stratified sampling) than multiple  

Agenda item 2a, Meeting book dated February 22, 2017 



Employees Retirement System of Texas 
January 31, 2017 
Page 2 

Bolton Partners, Inc. 

common situations, since valuation system errors will often apply to all members with a common set of 
facts (e.g. in the same plan/tier).  Therefore, the sample size and selection process is not the same as 
selecting a statistically significant sample size as might be the case with a data audit, where errors would 
apply to a single individual.  We have also suggested studies that can help the Trustees and Sponsor 
understand the future funding needs and risks.  

This audit report includes the following sections: 

1. Executive Summary – A summary of the key findings.

2. Purpose and Scope of Audit – A description of the purpose and limitations of the audit.

3. Review of Actuarial Report and Validation of Results - A review of the valuation report and
results for compliance with actuarial standards and required disclosures under the actuarial
standards of practice.  This section also includes a discussion of the procedures used to
validate the participant data, the test lives selected, and a detailed review of the findings.

4. Analysis of Assumptions - An analysis and benchmarking of the actuarial assumptions,
including a review of the most recent experience study, utilized in determining the funded
status and accrued liability as of August 31, 2016 for compliance with generally accepted
actuarial principles.

5. Recommendations - Our conclusions and a discussion of potential changes and future studies
that the Board should consider.

We thank R. Ryan Falls and Dana Woolfrey, actuaries at GRS, and Anthony Chavez and his colleagues 
within ERS for their assistance in providing us the required data and sample life information, as well as 
promptly answering our questions regarding sample life calculations and other issues regarding plan 
provisions, funding methods and assumptions, participant data and practice. 
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This review was conducted under the supervision of Thomas Lowman, FSA, EA, MAAA.  All of the 
undersigned actuaries meet the Qualification Standards of the American Academy of Actuaries to render 
the actuarial opinion contained herein.  They are currently compliant with the Continuing Professional 
Development Requirement of the Society of Actuaries.  We are not aware of any direct or material indirect 
financial interest or relationship, including investments or other services, that could create a conflict of 
interest that would impair the objectivity of our work. 

Respectfully submitted, 

BOLTON PARTNERS, INC. 

Colin England, FSA, EA 

Thomas Lowman, FSA, EA 

Kristopher Seets, FSA, EA 
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1. Executive Summary

The Employees Retirement System of Texas (ERS) retained Bolton Partners, Inc. to conduct an 
independent review of the System’s 2016 actuarial report’s calculations and assumptions. ERS requested 
an assessment of whether the valuations were complete and accurate; that the assumptions and procedures 
used are reasonable, appropriate and correctly applied; that the conclusions of the valuation report 
accurately portrayed the actuarial status of the plans; and, the effect of any errors or deviations on the 
results of these valuations. We also provided our thoughts on the current actuarial cost method (e.g. 
Ultimate Entry Age) and procedures, and commented on alternative methods that might be recommended. 
ERS also requested a review of the actuarial report and most recent experience analysis and a determination 
if there is consistency in the presentation of the actuarial results and whether they are consistent with 
professional standards (including the Actuarial Standards of Practice 4, 27, 35, 41 and 44). 

The objective of an actuarial audit and review of any system is to provide validation that the liabilities and 
costs of the System are reasonable and being calculated as intended. This audit is a partial replication of 
the actuarial valuation results and a review of the key components in the valuation process that encompass 
the derivation of the liabilities and costs for the System. These key components are the data, the benefits 
valued, the actuarial assumptions and funding method used, and the asset valuation method. The valuation 
report and the valuation output for a select group of test lives provide the detail necessary to provide an 
opinion on each of these key components. 

We reviewed all information supplied to us. We also requested and reviewed additional information 
provided by GRS. Finally, we considered the reasonableness of the actuarial assumptions and methods in 
the context of our own experience, and those of other governmental pension systems. 

Statement of Key Findings 

Validation of the Accuracy of the Valuation Results 

We validated the accuracy of the valuation results by choosing 53 sample lives that we believed provided 
a reasonable test of all key plan provisions and assumptions. We calculated the actuarial liability and 
normal cost1 for all 53 sample lives, and compared our results to those of GRS: 

EAN Actuarial Liability = $17,266,466 / $17,206,326 = 100.35% 
EAN Normal Cost = $293,989 / $293,463 = 100.18%  

GRS provided the normal cost rate for each actively employed participant, rather than the normal cost 
dollar amount.  We derived the normal cost dollar amount by multiplying the normal cost rate times the 
salary.  We derived the accrued liability for each employee by subtracting the present value of future 
normal costs (including the current year’s normal cost) from the present value of benefits. 

1 Please note that normal cost is $0 for inactive participants. 
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1. Executive Summary (cont.)

Statement of Key Findings (cont.) 

Overall this level of match is acceptable.  We were able to very closely match the actuarial liabilities for 
all of the retirees (largest difference 0.9%, in the aggregate within 0.075%.)  We found larger differences 
for active members (largest difference 4.0%, in the aggregate within 1.0%.)  These differences are expected 
to be larger due to substantially more complex projections and the differences inherent in the different 
valuation software systems. We matched the present value of benefits within 1.4% for all employees, and 
within 1% for nearly all employees (total difference 0.30%). 

The largest differences were in the Normal Cost Rate (largest difference 6.7% for JRS1 member, in the 
aggregate within 0.18%).  However, even for this one person the present value of benefits was different by 
only 1.4%.  The Normal Cost difference is also less material because some of the largest differences were 
for two of the smallest groups, the Legislative (in ERS) and Judiciary Plan 1. We note that this is less than 
the difference found in the prior (full replication) audit.  We do not believe that these differences are 
actuarially significant.  Thus, we conclude that the valuation results are generally complete and accurate 
and can be relied upon. 

Our review of sample lives did identify three issues with the calculations related to assumptions and 
disclosure of the assumptions, which are discussed in detail in the body of the report. These include: 

1. Retirement rates in JRS2 are shown to start at age 65 with 10 or more years of service, although
those employed as Judges immediately before retirement are eligible to retire early at age 60 with
10 years of service, and the rates shown as applying at 65/10 actually apply at 60/10.  This is most
easily adjusted with revisions to the summary of actuarial assumptions in the actuarial report.  Our
replication was based on applying the retirement rates starting at age 60.

2. Different assumed retirement ages are used for the same individual when the individual is a
separated vested participant in one group (LECOS) and an active employee in another (Regular).
While the use of two assumed retirement ages for the same person, even though their eligibility
for retirement is the same for both benefits is inconsistent, and undervalues the LECOS portion of
the benefit (the deferral of the benefit used to determine the separated vested liability past the
unreduced retirement date reflects regular employment service), because of the practical
limitations of valuation systems, we do not suggest any revisions to achieve consistency, as the
total number of employees/separated vested participants is small (12), so consequently the
understatement of liabilities is also small.

3. Use of an 8% discount rate for the JRS1 plan which is not consistent with the requirements of
ASOP 27, paragraphs 3.8 and 3.9, which discusses the selection of discount rates.  Section 3.8 of
ASOP 27 is not relevant, since the JRS1 plan is unfunded, and asset returns are not relevant to the
determination of the discount rate. Thus, the investment assumption is not based on the experience
study and the source of this assumption should be disclosed.  If the discount rate is prescribed by
the ERS Board or other parties, the actuary should so disclose in the valuation report.  We do note
that the valuation report does include a disclosure of the liabilities using a discount rate of 2.84%,
based on municipal bond rates for general obligation bonds with 20 years to maturity.  While
outside the scope of this report, we also note that the use of the 8.0% rate would not be consistent
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1. Executive Summary (cont.)

Statement of Key Findings (cont.) 

with the requirements of GASB 73 if the valuation results are used for financial reporting purposes. 
We suggest that the actuary should revise the discussion of this assumption to be consistent with 
purpose of the measurement (ASOP 27, 3.9) and disclose the source of this assumption.  

Assumptions and Method Are Reasonable, Appropriate and Appropriately Applied 

Independent of our sample life review, we reviewed the methods and assumptions used in the valuations, 
and concluded that the assumptions and methods are generally reasonable, appropriate for the situation and 
appropriately applied in the actuarial models. However, there were concerns which should be addressed in 
the upcoming Experience study.  Four key areas include:  

1. The most recent experience study was done in 2011, and investment return and inflation
expectations have changed greatly since then.  We suggest the following two assumptions be
revised to better reflect current expectations of future experience:

a. The interest rate (discount rate) is 8.0% and substantially higher than either expected
returns based on the plans’ investment mix (except JRS1 which has no assets),
assumptions used in other states, or investment returns based on typical investment mixes.
This higher rate appears to be primarily because of the significantly higher inflation
assumption anticipated in the 2011 Experience Study, as noted below.

b. The discount rate of 8.0% used for the JRS1 plan was described by GRS as “difficult to
defend.”2  We agree with GRS’ characterization of this assumption, and their inclusion of
a liability 50% higher reflecting a bond discount rate of 2.84%.  We also suggest using a
municipal bond rate for discounting the future payments for the JRS1 plan, as no assets
are held in trust to pay these liabilities and the best proxy for the value of the JRS1
liabilities is the cost of the State borrowing the funds necessary to pay for these benefits.
Further, we recommend that this bond rate be the only basis used for this plan since using
the higher discount rate can be misleading.  Using the expected return on a portfolio of
assets is only appropriate when a plan is being prefunded, which is not the case with this
plan.

c. The inflation assumption of 3.5% is substantially higher than expected inflation as
estimated by other parties.  This assumption used in determining the inflation portion of
salary increases, the cost-of-living increases for Judges and the payroll growth assumption
for determining the adequacy of the current contribution, as well as a key component in
the interest rate assumption.

2. The mortality and mortality improvement assumptions are tied to older tables no longer widely
used, and should be revised, as part of an experience study, to reflect more current tables and

2 From GRS Audit of the August 31, 2009 ERS valuation reports, page2. 
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1. Executive Summary (cont.)

Statement of Key Findings (cont.) 

expectations of future improvements, such as the RP 2014 mortality table and the MP 2016 
mortality improvement table.  In addition: 

a. We note that retired mortality experience is used to determine the mortality for employees.
Typically, employee mortality is substantially lower than retiree mortality.  We suggest
that lower mortality be assumed for employees, perhaps 70% or 75% of the retiree
mortality, based on the prior experience study.

b. We note that there is no assumption regarding the improvement of mortality experience
for disabled participants.  We suggest that this be revised to reflect mortality improvement,
perhaps using table MP 2016.  Unfortunately, mortality improvement cannot be easily
judged through an experience table, as very large numbers of participants over many years
are required to reasonably assess mortality improvement experience.

c. We note that the mortality tables in use are applied to all groups of employees, even though
certain groups (judges, legislature) typically are expected to have longer than average
lifespans and others (public safety employees) typically are expected to have shorter than
average lifespans. However, since total mortality experience is used to adjust the chosen
mortality table to reflect actual experience, this approach is likely to approximate total
liabilities, although possibly overstating them for LECOS and understating them for JRS1
and JRS2.

3. We suggest revising the funding method from the ultimate entry age normal method to another
version of entry age normal, such as the method chosen by GASB in Statements 67 and 68.

4. We suggest revising the asset smoothing method from recognizing 20% of the difference between
actuarial value and market value of assets, to a method with a limit on the difference between
market and actuarial value of assets (for example, limiting actuarial value to be between 80% and
120% of market value) and to spread investment returns in excess (deficit) of expected in each
year over 5 years.  We note that a similar recommendation was made in the prior 2010 actuarial
audit prepared by GRS.

We note that the most recent experience study was done more than 5 years ago, and the recommendations 
adopted in February, 2013.  We understand that a new study is planned and should begin soon.  Any 
suggestions we make regarding actuarial assumptions, funding methods and procedures should be 
considered in light of the new experience study.  

Funding Policy 

1. The Fixed-Rate nature of the contributions to the plans require a different approach to reviewing
the plans’ funding methods.  The contributions determined using the valuation funding methods
is simply a trip-wire to identify potential future insufficiency in the fixed-rate contributions in
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1. Executive Summary (cont.)

Statement of Key Findings (cont.) 

time for the Board and legislature to act to correct the potential problem.  Thus the funding 
methods must be considered in the light of their usefulness in identifying future funding issues 
well in advance of these issues becoming problems, allowing the Board to identify these issues to 
the legislature in sufficient time for the issues to be addressed.  

2. The Board should consider the actuarial funding method in light of the trade-off between use as a
trip-wire and the desire to pay for employees’ benefits during their working lifetime.  The ultimate 
entry age normal method does not result in funding employees’ benefits over their career, resulting 
in payments being made to fund their benefits after their retirement. 

3. The method used to amortize the unfunded accrued liability (UAL) – the level percent of pay
method – when combined with the long period necessary to fund the UAL also creates issues in 
providing the Board information to understand, and communicate to others (such as the 
legislature) the path to fulling funding the plans. The Board should consider transitioning to 
shorter amortization periods, in light of recent trends in pension funding.  The current amortization 
method will result in an increase in the amount of the unfunded accrued liability over the next 15 
years, even though the plans are expected to be fully funded in 31 years, potentially obscuring the 
eventual climb out of underfunding and encouraging premature changes to the plans’ benefits.   

4. Future risks to the System:  We recommend the Board consider and measure the increase in future
risks due to the continuing maturation of the plans. While this issue may be addressed in 
presentations prepared regarding the results of these reports we suggest that this should be an 
integral part of the valuation reports.  We suggest adding measures that reflect the risk associated 
with the expected future growth of the plan. For example, over the last 10 years’ liabilities have 
grown by 47% which is substantially faster than the growth in payroll (29%) for the ERS plan. 
Investment risk increases when assets grow faster than payroll even if investment return volatility 
does not change3.  The plan has not seen this type of growth in risk over the last 10 years since 
the funded ratios have declined.  As the plan’s funding level improves, the impact of a bad year 
in the market could be 33% (517%/389% -1) to 50% higher in the future when the plan is better 
funded even without a change in the investment mix. We recommend having discussions 
including both the plans’ actuary, GRS, and the plans’ investment advisor to discuss whether the 
Board should disclose and measure this future risk dynamic, what level of risk is acceptable and 
whether and what changes should be made to reduce the risk to acceptable levels. More 
information on this topic is included in the GFOA Best Practice: Enhancing Reliability of 
Actuarial Valuations for Pension Plans – Actuarial Projections and in the ASB Exposure draft on 
risk disclosure. 

3 We define investment risk for a pension plan as the risk of significant increases in the actuarially determined 
contribution rate or a reduction in benefit levels due to investment losses, as we believe that the risk to both plan 
sponsors and participants is based on the magnitude of the need for substantial future contribution increases, 
rather than simply the risk of asset losses.  For example, a 10% drop in plan assets has a much greater effect on the 
contribution rates for a plan where the assets are 10 times payroll than for a plan where the assets are 5 times 
payroll. 
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1. Executive Summary (cont.)

Statement of Key Findings (cont.) 

5. Use of Ultimate Entry Age Normal Funding Method: We recommend the Board consider
changing the funding method from the current method to another version of Entry Age Normal
(or other method) because this method, as compared to other versions of Entry Age Normal,
results in transferring a substantial portion of the future normal cost to accrued liability for
employees earning benefits under prior tiers, and spreading the funding of an employee’s benefit
over a period longer than their working lifetime.

6. Asset Smoothing Method: We recommend that the Board consider a different asset smoothing
method than currently used because “The use of an open period [in recognizing the difference
between the market value and the actuarial value of assets] results in convergence over
approximately 30 years and may not comply with the standard [ASOP 44, section 3.3, as issued
in 2011].  In addition, since there is no corridor around the market value of assets, the funding
value and the market value could become unreasonably far apart during periods of large market
growth or large market downturns.”4  We agree with this statement by GRS from the prior audit.

Thus, we concluded that the methods and assumptions are reasonable and generally appropriate, and are 
mostly consistently applied, with minor deviations that were not material to the results. However, we 
suggest that the issues mentioned above should be considered in preparing future actuarial valuations for 
the plans. 

Financial Effect of Errors or Deviations 

There are no significant errors or deviations that require correction. 

The two most substantial suggested area of improvements in assumptions to consider as part of the 2017 
Experience Study are: 

1. Use of lower discount rates and inflation assumptions, including the use of an appropriate discount
rate for the JRS 1 plan since the plan is unfunded.

2. Revisions to the selection and use of the mortality tables for active employees and disabled retirees.

Since the degree of change will be determined as part of the GRS Experience study and need not impact 
the 2016 valuation, we have not quantified the potential impact. 

4 Page 6, GRS’ Actuarial Audit of the August 31, 2009 Actuarial Valuations of ERS. 
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1. Executive Summary (cont.)

Statement of Key Findings (cont.) 

Conclusions

Our audit validates the findings of the 2016 actuarial valuation.  The investment return and inflation 
assumptions should be studied in the experience study, in light of current industry trends and expected 
future investment returns and consumer price increases (CPI), and the Board should consider whether these 
assumptions should be revised in future valuations to assume lower inflation and a lower investment return. 
The mortality table for disabled participants should also be revised to include a projection of the 
improvement in the future mortality (or disclosure of the reason projections are not appropriate), and the 
mortality table for employees should be revised to reflect lower mortality experience than for retired 
participants. However, we believe the stated methods and assumptions were properly employed in 
determining the cost of the Plan.   

Finally, we offer ideas to improve the quality and understanding of the valuation report. Several suggestions 
and recommendations are made throughout this document. Some changes are simply for clarity while others 
may have a minor effect on the contribution rate.  
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1. Executive Summary (cont.)

Statement of Key Findings (cont.) 

Plan Actuary’s Response to Audit Findings 
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1. Executive Summary (cont.)

Statement of Key Findings (cont.) 

Plan Actuary’s Response to Audit Findings 
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1. Executive Summary (cont.)

Statement of Key Findings (cont.) 

Plan Actuary’s Response to Audit Findings 
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2. Purpose, Scope and Methodology of the Audit

Purpose of the Audit 

ERS retained Bolton Partners, Inc. to conduct an independent review to determine if the System’s current 
actuarial calculations are complete and accurate, and that the assumptions and methods used are reasonable 
and internally consistent.  ERS requested we: 

1. Validate the results (liabilities, normal cost and contributions) of the August 31, 2016 valuation
using a “level 2” audit (i.e. using sample lives rather than a replication valuation to review the
liability and normal cost calculations), as well as appropriate mathematical models.

2. Determine whether the actuarial valuation assumptions and procedures used by GRS are:

a. Reasonable and consistent with all requirements
b. Appropriate for the plans’ benefit structures and funding objectives
c. Applied consistently with the assumptions and methods specified in the actuarial

valuation report prepared by GRS.

3. Assess whether the actuarial valuation complies with all appropriate laws, policies and principals
and practices and that the conclusions of the valuation reports accurately portray the actuarial
status of the System and that the valuation reports properly determine the employer contribution
rates.

4. Assess the financial effect of any errors or deviations on the valuation results and the Actuarially
Determined Contribution rates.

Scope of the Audit 

This actuarial audit focuses first on the review of the application of the plans’ benefit provisions, methods 
and assumptions and GRS’s model reflecting these factors by first reviewing sample lives to ensure internal 
consistency and second by reviewing the use of the liability and normal cost values in determining the 
appropriate annual contribution amounts.  Next, we focus on whether the assumptions and methods are 
appropriate, largely based on prior experience as reflected in the experience studies, actuarial standards of 
practice and the legislated provisions regarding plan funding.  Then we focused on the actuarial 
communications of the results of the valuations from the presentation report, and the four valuation reports, 
and whether these communications accurately and completely communicate the actuarial status of the plans, 
including through the appropriate calculation of annual employer contribution rates.  Finally, for the issues 
we identified, we analyzed the effect of the errors and discrepancies on the results of the valuations.   
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2. Purpose, Scope and Methodology of the Audit (cont.)

Scope of the Audit (cont.) 

What this audit provides is: 

1. Assurance that appropriate benefits are being valued;

2. Confirmation that the valuation system is accurately calculating present value of benefits and
appropriately dividing these present values into accrued liabilities and normal cost, by testing
sample lives as being representative of the Normal Cost and Actuarial Liability of the entire system;

3. Confirmation that the program is valuing benefits as described in the valuation report and consistent
with applicable statutes;

4. A review of the demographic actuarial assumptions for consistency with generally accepted
actuarial practices and the specific experience of the plans, as documented in the last two experience
studies;

5. A measurement of economic actuarial assumptions against those used by other public plans and
hence an assessment of their reasonableness;

6. An indication as to whether the liabilities and Actuarially Determined Contribution rates shown are
not reasonable or are incorrectly calculated; and

7. Recommendations for changes in procedures, methods, assumptions and forecasts of expectations.

The scope of this study did not include: 

1. any analysis of the reasonableness of the current fixed contribution rate

2. any analysis regarding the tax qualification of the ERS plans, nor of the taxation of any employee
contributions to the plans

3. any analysis of the GASB accounting results

4. any analysis of the 2011 experience study or the 2009 audit, other than a review of the
recommendations made in the 2011 experience study and the results of the 2009 audit.

Methodology of the Audit for the 2016 Actuarial Valuation 

The purpose of this audit is to express an opinion regarding the reasonableness and accuracy of the actuarial 
assumptions, methods, and valuation results. This started with a review of 53 “sample lives.”  
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2. Purpose, Scope and Methodology of the Audit (cont.)

Methodology of the Audit for the 2016 Actuarial Valuation (cont.) 

Sample Life Review  

The measurement of the reasonableness of the funding levels encompasses three key analyses: 

1. A verification of the benefits being projected for future payment;

2. A verification of the appropriateness of the actuarial assumptions that are used in calculating the
liability; and

3. A verification of the appropriateness of the funding and asset valuation methods.

Benefits Analysis

We developed Excel models that enabled us to compare our results with GRS’s results. These models also 
allowed us to confirm that the GRS valuation projects benefits in a manner consistent with the Benefit 
Provisions summary in the valuation report, and that the summary is consistent with state statutes applicable 
to the Employees Retirement System of Texas, the Law Enforcement and Custodial Officer Supplemental 
Retirement Fund of the Employees Retirement System of Texas and the Judicial Retirement System of 
Texas, Plans 1 and 2. For purposes of this study, we regard differences of less than 1% to be immaterial for 
the Total Present Value of Benefits (PVB) and 2% to be immaterial for the review of normal cost or accrued 
liability.  We expect the primary cause of these small differences to be due to differences in our actuarial 
software and models. 

Assumptions Analysis 

The second critical component in assessing the reasonableness of the funding levels is in the selection and 
the application of the actuarial assumptions. With respect to the assumptions, we; 

1. Reviewed the Four-Year Experience Study report for the period covering September 1, 2006 to
August 31, 2011, prepared by Buck Consultants;

2. Benchmarked the economic assumptions against a survey of state retirement systems; and

3. Examined individual test life calculations to make sure that the assumptions described in GRS
reports were properly applied. 
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2. Purpose, Scope and Methodology of the Audit (cont.)

Methodology of the Audit for the 2016 Actuarial Valuation (cont.) 

Methods Analysis 

The third component in assessing funding levels is the selection and application of the actuarial cost method 
(including the method for amortizing the unfunded actuarial accrued liability) and the asset valuation 
method (including smoothing techniques). This includes items unique to a particular system, such as ERS’s.
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3. Review of Actuarial Report and Validation of Liabilities Valued

Review of Valuation Report 

The valuation reports (for the Employees’ Retirement System of Texas) must be considered in combination 
with the presentation report (Actuarial Valuations of the ERS Retirement Funds as of August 31, 2016), as 
a single combined actuarial communication of the results of the annual actuarial valuations, because no 
current single report includes all of the information necessary to understand the financial condition of the 
plans.  The presentation report is intended to provide the Retirement Board with an understanding of the 
key results that affect the operation of the retirement plans and projections of future funding events.  The 
valuation report is intended to provide the backup information supporting the analysis, sufficient that 
“another actuary qualified in the same practice area could make an objective appraisal of the reasonableness 
of the actuary’s work as presented in the actuarial report.”5  

With respect to the contents of the valuation reports, we suggest ERS consider one of the following 
approaches: 

1. Add some standard measures of the risk and risk trends of each plan, such as the ratio of assets to
payroll, liabilities to payroll, the percentage of liabilities due to retirees and other inactive
participants and expected future benefit payments to current and future retired participants.

2. We suggest that additional projections, such as the expected future funding levels, be included, so
as to provide the reader a better understanding of the likely future financial condition of the plans.
For example, membership history shows that the plans have become much more mature over the
last five years, but begs the question as to whether and by how much the plans will continue to
mature.  As another example, historical trends of non-investment cash flows (e.g. benefit payment
projections and expected administrative expenses) provide useful information regarding the
relationship of contributions to benefit payments, but does not answer the question of whether
contributions are expected to more closely approach benefit payments or lag further behind benefit
payments.

3. Additional information should be included in any funded status graph showing any discontinuities
due to changes in plan provisions (as in 2009) or assumption changes so that the reader understands
that the change, or lack thereof, was due to unusual events.

4. Have GRS provide a discussion of whether the trustees stated desire to improve the funded status
of the plan is consistent with the amortization method and period used to determine the Actuarially
Determined Contribution.

GRS provides comprehensive actuarial valuation reports, which generally includes enough information for 
an individual to gain a clear understanding of the current financial picture of the System.  We believe that 

5 ASOP 41, Actuarial Communications, section 3.2. 
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3. Review of Actuarial Report and Validation of Liabilities Valued

Review of Valuation Report (cont.) 

the extensive use of tables significantly improved the ability of the reader to digest the information 
provided. As with most State plans the material presented is complex and voluminous, and could be 
significantly more difficult to comprehend but for GRS’s efforts to present the results clearly.  The material 
was generally sufficient for us to understand the development of the Actuarially Determined Contributions 
and liabilities.  In particular: 

1. The assumption section is more comprehensive than most actuarial reports. This allows another
actuary to understand in much greater detail than usual how calculations were prepared, and
significantly simplified our review of sample life calculations. In particular, the service calculation
explanation is quite helpful in understanding how these calculations are performed.

2. The plan provisions were well organized and in sufficient detail to understand the benefits provided
to each group of employees.

We suggest the following additional, minor revisions to the report: 

1. We recommend that the reports include the plan’s asset mix.  We note that this was also
recommended by GRS in their audit of the 2009 valuations.  This information will be important to
the System’s review of investment risks and expectations.

2. We recommend that, in addition to the historic benefit payments and administrative expenses
included in the ERS valuation reports, that a projection of future expected benefit payments and
administrative expenses be included in the ERS, LECOS and JRS2 plans.  The JRS1 plan already
includes a projection of expected benefit payments.

3. Our understanding is that one of the key goals for the ERS board is the improvement of the funding
levels of the plans.  We note that 5- year funding ratio projections are included in the ERS, LECOS
and JRS2 valuation reports, and that 30 and 50 year projections are included in the presentation
report for the ERS.  We suggest that projections, of 30 or more years in the future6, be included to
show when the unfunded accrued liability will be paid off reflecting the fixed rate and the ADC.
The Board should consider showing these projections based on both payment of the fixed rate and
the Actuarially Determined Contribution amount.  As our concern is with communicating the
expected direction of changes, we suggest that this information is best shown in the form of graphs,
indicating the trends to expect rather than the actual dollar amounts.  We suggest 30 years, because
the combination of the fixed rate contribution and the level percent of pay amortization method is
expected to result in the unfunded liability increasing for 15 years and remaining above the current
unfunded accrued liability for the 24 years, before declining to $0 (i.e. fully funded) in 31 years.
We believe that the Board should be intimately aware of this, as others may question the progress
toward fully funding the plans, particularly when the unfunded liability continues to increase for
many years, appearing to be in conflict with the Board’s stated goals.

6 We note that the presentation report includes 30 and 50 year projections for the ERS plan. 
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3. Review of Actuarial Report and Validation of Liabilities Valued

Review of Sample Lives 

We requested specific test lives in order to compare the benefit amounts projected in the valuations against 
our understanding of the benefits summarized in the valuation reports.  Based on our review of the plan 
designs, features, tiers, and population compositions and cost considerations we recommended an audit size 
of 53 members, distributed as follows.  

Actives Retired7 TV8 

1. Employees’ Retirement System of Texas (ERS) 15 13 4 
2. Law Enforcement and Custodial Officer Supplemental
Retirement Fund of the Employees Retirement System of 
Texas (LECOSRF) 

7 3 1

3. Judicial Retirement System of Texas, Plan 1 (JRS1) 1 2 0 
4. Judicial Retirement System of Texas, Plan 2 (JRS2) 3 3 1
Totals 26 21 6

Because of the maturity of the plan, retirees are about one-half the plans’ liabilities, and because of the 
differences in types of benefits and cost-of-living adjustments we chose 21 retirees from the four plans. 
Because of the differences between the employee groups covered (general employees, legislative 
employees, judicial employees and law enforcement and custodial employees), as well as the tiers of 
benefits within the pension plans, we chose 26 employees, with the largest numbers from the largest and 
most complex plan.  We primarily included employees also included in the 2015 valuation, but added a few 
newly hired employees chosen from the 2016 employee information to make sure we were accurately 
testing the most recent tiers as well.  Finally, we chose 6 terminated employees with the rights to deferred 
retirement benefits (Terminated Vested) because, while the liabilities for these participants is relatively 
small, we felt it necessary to review at least one from each plan to make sure that their accrued liabilities 
are correctly calculated. 

7 Includes beneficiaries and disabled members. 
8 TV means terminated vested or deferred vested.  These members are no longer working in covered employment but 
also not yet receiving annuity payments.  
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3. Review of Actuarial Report and Validation of Liabilities Valued (cont.)

Review of Sample Lives (cont.) 

Based on our review of the individual test life calculations, we have the following observations and/or 
recommendations: 

Observation #1: The test life results on the following pages are organized by plan and show both GRS and 
Bolton results.  A match of 99% to 101% (in the ratio of Bolton to GRS numbers) is ideal and almost all of 
the Present Values of Future Benefits fall in this range.  

Observation # 2:  The Present Value of Future Salaries fell between and 99.1% and 100.4% giving us 
confidence that the pre-retirement decrements were being applied as stated in the valuation reports.  

Observation #3: There were a few higher variations in Normal Cost and Actuarial Liabilities but these 
were within reasonable variation and likely attributable to differences between Bolton and GRS software 
models. 

Observation #4: We did modify our understanding of one benefit provision and one retirement decrement 
to improve the match for two individuals.  These issues are discussed elsewhere in the report.  
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3. Review of Actuarial Report and Validation of Liabilities Valued (cont.)

August 31, 2016 Valuation Test Life Comparison – Employees 

Employees’ Retirement System (ERS) – Employee Class 

Inactive Member Sample 

Type Age Service Salary Bolton GRS Ratio Bolton GRS Ratio Bolton GRS Ratio Bolton GRS Ratio

Active #1 53 27.58    294,588    1,924,598    1,918,886    100.3% 9.94% 9.86% 100.9% 1,978,233    1,972,080    100.3% 539,349     539,350      100.0%

Active #2 47 14.67    77,024       243,442        241,794        100.7% 11.94% 11.90% 100.3% 315,845    313,954        100.6% 606,608     606,609      100.0%

Active #3 45 19.00    89,187       389,155        385,606        100.9% 9.78% 9.78% 100.0% 451,669    448,126        100.8% 639,116     639,116      100.0%

Active #4 52 25.17    33,348       199,423        199,031        100.2% 9.58% 9.75% 98.3% 204,639    204,338        100.1% 54,442      54,442        100.0%

Active #5 36 1.17      29,206       10,896    10,733   101.5% 12.33% 12.28% 100.4% 40,316         40,052       100.7% 238,684     238,684      100.0%

Active #6 38 4.75      8,221    6,044      6,036    100.1% 12.34% 12.16% 101.5% 16,319         16,161       101.0% 83,289      83,289        100.0%

Active #7 58 4.92      76,339       56,931    56,543   100.7% 16.31% 16.20% 100.7% 120,755    119,931        100.7% 391,253     391,253      100.0%

Active #8 36 1.58      27,942       4,019      4,029    99.7% 12.49% 12.44% 100.4% 31,064         30,979       100.3% 216,582     216,582      100.0%

Active #9 32 2.00      11,371       2,348      2,359    99.5% 10.90% 10.88% 100.2% 12,737         12,729       100.1% 95,275      95,274        100.0%

Active #10 37 1.17      37,132       11,770    11,719   100.4% 15.09% 14.99% 100.7% 63,265         62,849       100.7% 341,156     341,156      100.0%

Active #11 65 21.25    35,575       196,885        196,033        100.4% 14.00% 14.48% 96.7% 199,897    199,149        100.4% 21,513      21,513        100.0%

Active #12 62 2.83      42,972       20,287    19,506   104.0% 15.26% 15.33% 99.5% 56,476         55,869       101.1% 237,214     237,214      100.0%

Active #13 46 1.08      41,314       6,076      6,025    100.8% 15.06% 14.93% 100.9% 55,668         55,178       100.9% 329,198     329,198      100.0%

Participant Information EAN Actuarial Liability EAN Normal Cost Present Value of Future Benefits Present Value of Future Salary

Type Age Benefit Form Amount Bolton GRS Ratio

Retiree #1 49 Deferred Annuity 1,378          183,056         182,481      100.3%

Retiree #2 71 50% PopUp 944              110,548         110,582      100.0%

Retiree #3 88 Life Annuity 4,837          247,461         248,067      99.8%

Retiree #4 68 67% PopUp 4,694          636,333         636,135      100.0%

Retiree #5 74 100% PopUp 704              87,261           87,306         99.9%

Beneficiary #1 76 Life Annuity 1,265          143,916         144,009      99.9%

Beneficiary #2 96 Life Annuity 1,613          64,360           64,530         99.7%

Disabled #1 43 Life Annuity 1,002          130,683         130,643      100.0%

Disabled #2 70 Life Annuity 544              33,387           33,345         100.1%

TV #1 51 Deferred Annuity 1,752          107,718         107,517      100.2%

TV #2 44 Deferred Annuity 927              33,755           33,773         99.9%

Participant Information Present Value of Future Benefits
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3. Review of Actuarial Report and Validation of Liabilities Valued (cont.)

August 31, 2016 Valuation Test Life Comparison – Elected 

Employees’ Retirement System (ERS) – Elected Class 

Inactive Member Sample 

Type Age Service Salary Bolton GRS Ratio Bolton GRS Ratio Bolton GRS Ratio Bolton GRS Ratio

Active #1 59 19.75   153,750    389,456       379,654    102.6% 17.41% 17.86% 97.5% 524,701       518,440   101.2% 776,992     777,030   100.0%

Active #2 53 9.58   7,200       397,175       386,044    102.9% 309.91% 327.79% 94.5% 516,152       511,905   100.8% 38,391     38,397      100.0%

Participant Information EAN Actuarial Liability EAN Normal Cost Present Value of Future Benefits Present Value of Future Salary

Type Age Benefit Form Amount Bolton GRS Ratio

Retiree #1 57 100% PopUp 6,644          1,420,232     1,421,239   99.9%

Retiree #2 65 75% PopUp 4,045          673,511         674,188      99.9%

Beneficiary 65 Life Annuity 5,078          765,530         766,146      99.9%

Retiree #3 58 50% PopUp 16,496        2,217,418     2,218,617   99.9%

TV #1 52 Deferred Annuity 2,147          262,722         264,981      99.1%

TV #2 60 Deferred Annuity 2,147          371,828         372,509      99.8%

Participant Information Present Value of Future Benefits
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3. Review of Actuarial Report and Validation of Liabilities Valued (cont.)

August 31, 2016 Valuation Test Life Comparison – Law Enforcement Supplemental 
Law Enforcement and Custodial Officer Supplemental Retirement Fund (LECOSRF)

Inactive Member Sample 

Type Age Service Salary Bolton GRS Ratio Bolton GRS Ratio Bolton GRS Ratio Bolton GRS Ratio

Active #1 47 26.75   42,119      49,635          49,191    100.9% 1.29% 1.25% 103.5% 51,554      51,043         101.0% 148,350    148,350    100.0%

Active #2 37 1.17      37,132   2,274    2,332      97.5% 2.71% 2.67% 101.5% 11,524      11,437         100.8% 341,156    341,156    100.0%

Active #3 65 21.25   35,575      43,056          42,792    100.6% 1.45% 1.49% 97.1% 43,367      43,112         100.6% 21,513      21,513       100.0%

Active #4 62 2.83      42,972   493        481          102.5% 0.42% 0.43% 98.7% 1,500         1,490   100.7% 237,214    237,214    100.0%

Active #5 33 1.50      40,038   2,941    2,737      107.4% 2.35% 2.38% 98.6% 11,484      11,397         100.8% 364,012    364,011    100.0%

Active #6 54 14.25   47,541      1,072    1,052      101.9% 0.33% 0.34% 98.3% 2,222         2,207   100.7% 344,003    344,004    100.0%

Active #7 46 1.08      41,314   406        404          100.6% 1.00% 0.99% 101.3% 3,707         3,676   100.9% 329,198    329,198    100.0%

Participant Information EAN Actuarial Liability EAN Normal Cost Present Value of Future Benefits Present Value of Future Salary

Type Age Benefit Form Amount Bolton GRS Ratio

Beneficiary 57 Life Annuity 278              41,673           41,682         100.0%

Disabled 55 Life Annuity 340              38,745           38,766         99.9%

Retiree 71 50% PopUp 205              24,034           24,041         100.0%

TV 48 Deferred Annuity 7,000          477,054         475,059      100.4%

Participant Information Present Value of Future Benefits
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3. Review of Actuarial Report and Validation of Liabilities Valued (cont.)

August 31, 2016 Valuation Test Life Comparison – Judges 
Judicial Retirement System, Plan 1 (JRS1)

Inactive Member Sample 

Judicial Retirement System, Plan 2 (JRS2)

Inactive Member Sample 

Type Age Service Salary Bolton GRS Ratio Bolton GRS Ratio Bolton GRS Ratio Bolton GRS Ratio

Active 66 31.25   140,000    1,254,063    1,238,425    101.3% 21.73% 20.37% 106.7% 1,294,429    1,276,274    101.4% 185,796    185,796    100.0%

Participant Information EAN Actuarial Liability EAN Normal Cost Present Value of Future Benefits Present Value of Future Salary

Type Age Benefit Form Amount Bolton GRS Ratio

Retiree 91 100% PopUp 5,628    401,802    402,172    99.9%

Beneficiary 85 Life Annuity 4,788    559,509    561,145    99.7%

Participant Information Present Value of Future Benefits

Type Age Service Salary Bolton GRS Ratio Bolton GRS Ratio Bolton GRS Ratio Bolton GRS Ratio

Active #1 62 27.00   154,000    1,122,704    1,111,263    101.0% 17.12% 17.04% 100.5% 1,178,426    1,166,751    101.0% 325,541    325,541    100.0%

Active #2 49 1.67      154,000    80,865          78,604    102.9% 26.37% 26.34% 100.1% 394,093    391,170      100.7% 1,187,741  1,186,766  100.1%

Active #3 55 3.75      168,000    210,253       206,847       101.6% 28.69% 28.57% 100.4% 511,773    507,134      100.9% 1,051,036  1,051,089  100.0%

Participant Information EAN Actuarial Liability EAN Normal Cost Present Value of Future Benefits Present Value of Future Salary

Type Age Benefit Form Amount Bolton GRS Ratio

Retiree 66 Life Annuity 4,974    547,533    548,293    99.9%

Beneficiary 86 Life Annuity 4,750    375,271    376,299    99.7%

Disabled 61 Life Annuity 6,250    659,929    659,518    100.1%

TV 59 Deferred Annuity 504   24,929   25,158    99.1%

Participant Information Present Value of Future Benefits
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4. Analysis of Actuarial Assumptions

Actuarial Assumptions

We reviewed the principal assumptions used in the actuarial valuation in light of the experience study 
report for the five-year period ending August 31, 2011. For this purpose, we have reviewed the 
assumptions for reasonableness. We also compared the current investment return assumptions to the 
NASRA (National Association of State Retirement Plan Administrators) survey covering other state and 
local plans.  With the exception of the Public Safety disability mortality assumption (lack of mortality 
improvement projection or disclosure of the reason for no projection), we found the assumptions 
reasonable, in light of the environment as of August 31, 2011.  We strongly suggest the completion of an 
experience study in the near future to update the actuarial assumptions for the revisions in the economic 
and demographic experience in the last six years, as well as improvements in actuarial practice since 2011. 

When reviewed in the timeframe of the 2011 Experience Study, the economic and demographic actuarial 
assumptions adopted by the System are reasonable and consistent with generally accepted actuarial 
standards and practices contained in Actuarial Standard of Practice No. 27 covering economic assumptions 
and Actuarial Standard of Practice No. 35 covering demographic and non-economic assumptions. 
However, there are areas requiring updates in the next Experience Study. 

Assumptions requiring attention are shown in approximate order to their effect on the results of an actuarial 
valuation. 

Investment Return

As shown on the attached 2016 NASRA chart (Appendix A, page 3), investment return assumptions have 
been declining nationwide.  This coincides with declining return expectations of many investment advisors. 
The plans used a 8.0% investment return assumption for the 2016 valuation, consisting of a 3.5% inflation 
rate and a 4.5% real investment return assumption.   When compared to the peer group, the 8.00% 
investment return assumption is above the median of about 7.5% but consistent with surveys that existed 
at the time of the 2011 Experience Study.  We expect future survey results to continue to show decreases 
in the average and median investment return assumptions.  Although the inflation assumption of 3.5% is 
higher than many states, the real investment return assumption appears to be consistent with others in the 
peer group.  Typical 10-year inflation expectations are in the 2.25% to 2.5% range.   

Notwithstanding the reasonableness of the 8.0% assumption in 2011, we also looked at the Buck 
experience study done for the plans in 2011 and the more recent (2015) GRS experience study for the State 
of Maryland.  While Buck recommended 8.0%, the more recent GRS experience study recommended a 
discount rate of 7.50% (or perhaps as low as 7.25%).  Both were focused on long term investment yields, 
and assumed relatively similar future investment mixes.  GRS referred to the ASOP 27 “Best-Estimate 
Range” concept:  For each economic assumption, the narrowest range within which the actuary reasonably 
anticipates that the actual results, compounded over the measurement period, are more likely than not to 
fall.  We note that between the time of the Buck experience study in 2011 and the GRS experience study 
in 2015, the median investment return assumption in the NASRA survey decreased from 8.0% to 7.5%. 
It appears that the plan’s investment advisors are also suggesting that 8.0% might no longer be a reasonable 
assumption. 
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4. Analysis of Actuarial Assumptions (cont.)

Actuarial Assumptions (cont.) 

Thus, we find the 8.0% investment return assumption acceptable in the past but the Board should consider 
reducing the discount rate in light of investment professionals’ reduced investment return expectations, 
which continue to decline. 

We reviewed the other assumptions and the 2011 Experience Study.  We only have a few comments about 
the other assumptions. 

Selecting Rates Between Prior Assumptions and Current Experience 

Buck often selected assumptions between the prior assumptions and current experience.  This is a common 
practice given the unusual economic times during the 2006 – 2011 experience study period.  However, the 
Board should be prepared to again lower employee turnover and retirement rates after the next study if 
experience is similar and possibly move more quickly toward recognizing the current experience.  

CPI and Other Economic Assumptions 

In addition to the investment return assumption, the Consumer Price Index (CPI), Cost-of-living adjustment 
(COLA), the salary increase and payroll growth assumption should be related.  In each of the plans’ 
valuations, these assumptions are tightly tied to each other.  The inflation component of the salary 
increase assumption is consistently equal to the CPI and payroll growth (for the three funded 
plans).  All of these assumptions are consistently 3.5%. 

As noted above, the CPI assumption used by the plans are higher than typical.  While, the plans’ 
post-retirement benefits are mostly not affected by the CPI assumption (except for the benefits in 
JRS1), the CPI assumption is critical as a building block for all of the other economic assumptions. 

Mortality for Employees and Other Retirees 

There are multiple choices in selecting a mortality table.  We prefer, as does GRS, the use of generational 
mortality tables, as this includes a projection of future mortality improvement.  We note that the disability 
mortality table (RP-2000, set forward 6 years for males and set back one year for females) is used without a 
mortality projection scale.  We suggest that mortality improvement projection be applied to this table, as 
well, since the mortality table recommended in the prior experience study included no margin for mortality 
improvement. We note that ASOP 35, section 3.5.3 ii requires either the use of a morality improvement scale 
or the disclosure of why one is not reasonable. 
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4. Analysis of Actuarial Assumptions (cont.)

Actuarial Assumptions (cont.)

We note that the GAM 94 table is a table built using the mortality experience of people covered by group 
annuity contracts.  This experience is not necessarily the same as experience for people working for  
employers sponsoring pension plans.  While the RP 2000 and RP 2014 mortality tables are not ideal as they 
reflect the experience of employees and retirees who work for (or worked for) private sector employers, 
rather than those who worked for public sector employers, this table is better suited to be used as the basis 
for the expected mortality experience of the ERS plans. 

There are separate age adjustments (i.e. using a mortality rate at either an earlier or later age than shown in 
the table) being used with the mortality table for healthy lives for males and females, with the female 
adjustment to increase expected mortality.  We note that a recent SOA study shows an increase in mortality 
improvements, particularly for females.   

GRS should also consider the use of the RP2014 table (for healthy participants), particularly if using that 
table allows a reduction in the need for adjustments. However, we recommend using a multiplier to reduce 
the mortality expected of employees from that expected of retirees, which is consistent with the experience 
shown in the prior experience study, which showed that male employees died at about 70% (and females 
76%) of the proposed mortality table.  We note that multipliers far from a value of 1.000 (e.g. the female 
teachers’ multiplier of 0.765) can distort the shape of the mortality rate curve at older ages; however, this 
distortion at older ages is generally not relevant to active employees.   

The disabled life mortality table does not include any projection of future mortality improvement. We note 
that the actual/expected values on page 3 of the most recent Experience study (for experience through August 
31, 2011) shows no margin for future mortality improvements. No explanation is provided in the actuarial 
valuation reports for the lack of a disabled life mortality improvement assumption either for the period 
between when the experience study was completed and the valuation date, or for the future period after the 
valuation date and until all benefits are provided, as required in ASOP 35, section 3.5.3. 

Other Assumptions 

In addition to the significant assumptions that should be reviewed as part of an experience study and 
assumption review, we suggest that the following minor assumptions also be considered in an experience 
study: 

1. Actuarially equivalent form conversion policies:  We understand that the State intends the
alternative forms of payment to be actuarially equivalent to the normal form.  However, for the
benefit form conversion factors to be truly actuarially equivalent they need to vary by COLA type.
These factors do not currently reflect the differences in the post-retirement COLAs.  These factors
have only a minor impact on the valuation because these factors affect (1) certain death and
disability annuity benefits and (2) generate actuarial gains and losses based on employees’
elections at retirement.  We understand that these factors vary between disabled and non-disabled
lives and between public safety and non-public safety.  We recommend that GRS study the factors
being used and either (1) recommend appropriate changes to the factors being used or (2) explain
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4. Analysis of Actuarial Assumptions (cont.)

Actuarial Assumptions (cont.)

the impact of not making changes.  Our experience is that some boards make changes whenever 
assumptions, or COLA provisions, are changed and others do not.  The Board should consider 
adopting a formal policy regarding future changes that would warrant changing actuarial 
equivalence factors. 

2. Current retirement assumptions are substantially higher (81% to 84% for Regular and CPO/CO
classes) than actual experience from the prior study.  This generally results in an overstatement of
plan costs.  However, the ratio for younger ages is the reverse – more retirements than assumed
(98%-122% for retirement before age 50, for Regular and CPO/CO classes).  These are typically
the highest cost retirements, and should be better reflected by a revision to the shape of the
retirement curve.

a. We further note that most plans experienced substantial decreases in the rates of
retirement between 2008 and 2010 (which has only recently begun to increase), so that
these rates may still appear to be more conservative (i.e. higher) than actual experience.
We suggest trying to remain conservative, because of the possibility of a reversion to the
earlier norm (that is, pre 2008) in the future.

3. Investment expenses are netted out of investment returns.  Investment expenses should be
considered during the experience study, as the expected future investment returns available from
investment advisors are typically before any adjustment for investment expenses. We suggest that
the ultimate investment return assumption reflect expected investment experience net of
investment expenses.

4. Administrative expenses are tied to payroll, although the reason for any such relationship is not
clear.  We also note that both the number of retirees and the percentage of total participants that
are retired has been increasing.  We suggest that expenses be included in the experience study,
and reflected in an increase in annual plan cost, perhaps tied to the average of the last two or three
years of expenses.

5. We note that the ERS valuations do not reflect either the retirement benefit limits of IRC §415 or
the limit on pay used to compute a plan benefit in IRC §401(a)(17).  These limits are complicated
and not material to the results of the valuation.  We do not have a concern with this simplification
to the valuation and commend GRS for disclosing this information.
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4. Analysis of Actuarial Assumptions (cont.)

Asset Valuation Method 

Assets in the Trust are valued using the expected value of assets plus (or minus) 20% of the difference 
between the market-related value of assets and the expected value.  This method smooths investment gains 
and losses (that is, investment returns above or below the assumed investment return of, currently, 8.0%) 
by adding or subtracting 20% of the accumulated, unrecognized investment gains or losses each year. 
However, this method would not ever match the market value, because of the asymptotic method of 
adjusting for 20% of the difference between the market value and the actuarial value.  The current method 
also does not impose a collar (such as limiting the actuarial value to be between 80%/120% of market value) 
and could result in significant differences between the actuarial value of assets (AVA) and the market value 
of assets (MVA). 

An essential part of the public sector budgeting process is that material budget items, including pension 
contributions, should have a level cost pattern from year to year to the extent possible. Bolton recognizes 
the importance of this requirement and assists clients in establishing reasonable methodologies for 
recognizing investment gains and losses and limiting the potential volatility that may result in increased 
contributions due to investment results. 

The actuary’s guide for determining the reasonableness of an asset smoothing method is Actuarial Standard 
of Practice (ASOP) No. 44. The following is an excerpt from this ASOP that establishes the qualities a 
reasonable asset smoothing method must exhibit. 

From the Actuarial Standard of Practice No. 44 

3.3 Selecting Methods Other Than Market Value -- If the considerations in section 3.2 have led the 
actuary to conclude that an asset valuation method other than market value may be appropriate, the 
actuary should select an asset valuation method that is designed to produce actuarial values of assets that 
bear a reasonable relationship to the corresponding market values. The qualities of such an asset valuation 
method include the following: 

a. The asset valuation method is likely to produce actuarial values of assets that are
sometimes greater than and sometimes less than the corresponding market values.

b. The asset valuation method is likely to produce actuarial values of assets that, in the
actuary’s professional judgment, satisfy both of the following:

1. The asset values fall within a reasonable range around the corresponding market
values. For example, there might be a corridor centered at market value, outside of which 
the actuarial value of assets may not fall, in order to assure that the difference from market 
value is not greater than the actuary deems reasonable. 

2. Any differences between the actuarial value of assets and the market value are
recognized within a reasonable period of time. For example, the actuary might use a 
method where the actuarial value of assets converges toward market value at a pace that 
the actuary deems reasonable, if the investment return assumption is realized in future 
periods. 
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4. Analysis of Actuarial Assumptions (cont.)

Asset Valuation Method (cont.) 

In lieu of satisfying both (1) and (2) above, an asset valuation method could satisfy section 3.3(b) if, in the 
actuary’s professional judgment, the asset valuation method either (i) produces values within a sufficiently 
narrow range around market value or (ii) recognizes differences from market value in a sufficiently short 
period. 

Two key principles arise from ASOP 44. These are that acceptable asset smoothing must create asset 
values that fall within a reasonable range around market value and are recognized in a reasonable 
period of time. In lieu of satisfying both of these principles, a smoothing method could satisfy the 
requirements if, in the actuary’s professional judgment, the range around market value is sufficiently 
narrow or the differences are recognized in a sufficiently short period. 

It can be reasonably argued that the ERS’ method does not meet either of these two key requirements, as:  

1. The method could result in significant variation from the market value of assets in the event of
large asset gains or losses since it does not include a “collar” to keep the actuarial value within a
sufficiently narrow range around the market-related value of assets.

2. Adjusting annually for 20% of the difference between market value and actuarial value of assets
does not provide for a sufficiently short period for recognizing the differences between the market
value and the actuarial value of assets.

Bolton’s policy, consistent with others in the actuarial community, is that five years is a sufficiently 
short period to constitute a reasonable asset smoothing method but not with the asymptotic design. 
Therefore, our opinion is that the method utilized by ERS should be revised in future valuations, as it is 
unclear that it meets the requirements for a reasonable asset valuation method.  We note that GRS, in their 
actuarial audit of the ERS Plan (Page 6, GRS’ Actuarial Audit of the August 31, 2009 Actuarial 
Valuations of ERS) also concluded that the asset smoothing method was not appropriate. 

Ultimate Entry Age Normal Funding Method 

The actuarial cost method used for the ERS plans is the ultimate entry age normal method (UEAN).  This 
method, like the entry age normal method (EAN) spreads the cost of an employee’s pension benefits (as 
well as all other benefits provided by the pension plan) over their working lifetime, as a level percentage of 
the employee’s pay.  These two methods result in different normal cost and accrued liability only in plans 
which have different levels of benefits for employees based on their date of hire (known as benefit tiers). 
The key difference between the EAN method and the UEAN method is in the derivation of normal cost.  In 
the EAN method, the total cost of benefits is spread over the present value of salaries as of the entry age, 
as a level percent.  In the UEAN method, the cost of the pension benefit based on the current tier of benefits, 
is spread over the employee’s career, as a level percent of pay.  The difference between the present value 
of employee’s pension benefits and the present value of the employee’s future normal cost is then  
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4. Analysis of Actuarial Assumptions (cont.)

Ultimate Entry Age Normal Funding Method (cont.) 

determined to be the accrued liability. The effect of the UEAN method is that with the implementation of 
a tier providing a lower level of benefits for new employees is a significant increase in the accrued liability 
for current participants and a significant drop in their normal cost.  This effectively defeats the purpose of 
the EAN method of funding an employee’s benefit over their career by artificially increasing the employee’s 
accrued liability, which will then be funded not over the employee’s working lifetime but over the period 
for the amortization of unfunded accrued liability. 

For plans such as the ERS plans, which are funded by a level contribution rate, the use of the UEAN method 
provides as well as omits significant information.  First, it clarifies the sufficiency of the current level of 
employer and employee contributions for newly hired employees, making it clear whether the current level 
of contributions will be sufficient to pay for the benefits being earned by employees once all current 
employees are replaced by employees in the new tier.  However, the use of UEAN does not provide 
information regarding the total value of benefits currently being earned by all employees. 

UEAN was considered in the 2014 CCA White Paper on Actuarial Funding Policies and Practices for 
Public Pension Plans.  The paper stated that UEAN method was not recommended for funding in part 
because the method fails the policy objective of providing that “The expected cost of each year of service 
(generally known as the Normal Cost or service cost) for each active member should be reasonably related 
to the expected cost of that member’s benefit.”  That being said it does provide certain value which the 
CCA papers describes as: 

“While not recommended for funding, the Normal Cost under the Ultimate Entry Age method 
discussed above may nonetheless be useful when a new open tier is adopted for future hires. The combined 
normal cost rate for the open and closed tiers (as determined under the LCAM Entry Age method) will 
change over time as members of the closed tier are replaced by members in the new tier. This will result in 
an increasing or decreasing combined normal cost rate (depending on whether the new tier has higher or 
lower benefits), consistent with the transition of the workforce overtime to the new benefit level. However, 
the Ultimate Entry Age Method Normal Cost for the combined tiers will reflect the expected long term 
Normal Cost for the entire workforce (unlike the LCAM Normal Cost which reflects only the recent hires 
in the new tier). For that reason, Normal Cost under Ultimate Entry Age may be useful for projecting 
longer-term costs or for evaluating a fixed contribution rate.”9 

Also, GASB 67 and GASB 68 make clear that the UEAN method is not appropriate for purposes of both 
pension accounting and plan sponsor accounting for pension plans (from GASB 68; paragraph 46 of GASB 
67 is identical.10) 

“32. The entry age actuarial cost method should be used to attribute the actuarial present value of projected 
benefit payments of each employee to periods in conformity with the following: 

… 

9 Actuarial Funding Policies and Practices for Public Pension Plans, October 2014, page 14. 
10 We note that the GRS audit of ERS in 2009 suggested the use of UEAN for accounting purposes, but GASB67 
and 68 had not yet been promulgated by GASB. 
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4. Analysis of Actuarial Assumptions (cont.)

Ultimate Entry Age Normal Funding Method (cont.) 

(e) Each employee’s service costs should be determined based on the same benefit terms reflected in that 
employee’s actuarial present value of projected benefit payments.” 

For these three reasons, we believe that ERS should consider switching from the UEAN funding 
method to a funding method, that does not have these issues, such as the EAN funding method.
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5. Recommendations

This partial replication audit reviewed the data used, the benefits valued, and the actuarial methods and 
assumptions employed in the August 31, 2016 actuarial valuation. The test lives provided by the actuary 
reflect the plan provisions of E R S  a n d  r e l a t e d  p l a n s  as stated in the 2016 actuarial valuation 
reports. These test lives also demonstrate the application of the actuarial assumptions to the benefits as 
stated in the valuation report. The actuarial assumptions, methods, and procedures are reasonable and reflect 
the benefit promises made to E R S  members. 

Below we summarize our recommendations for your consideration: 

A. Valuation Report 

1. Enhance reports by including standard historic risk related measures
2. Enhance reports by including longer term projections of future assumed payroll, funding levels and

expected benefit payments
3. Enhance reports by including projections of future risk metrics
4. Clarify the application of retirement assumptions for members of JRS2 who reach retirement

eligibility prior to age 65

B. Assumptions 

1. Complete experience study, and consider
a. Lower discount rate

i. Reflect directly, or indirectly, expected investment expenses
b. Lower discount rate for unfunded JRS1 plan to municipal bond discount rate of appropriate

duration
c. Lower expected inflation assumption
d. Update retirement assumptions
e. Update mortality assumptions to current, pension plan related mortality experience and

mortality improvement
f. Revise mortality assumption for employees to reflect significantly lower mortality than that

for retirees

2. Add mortality improvement assumption to disability mortality assumptions
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5. Recommendations (cont.)

C. Funding Methods 

1. Along with the assumption changes that will be suggested as part of the experience study, we
suggest that the Board:

a. Consider revising the funding method to from the Ultimate Entry Age Normal to
another funding method, perhaps to the version of EAN required for accounting
purposes.

b. Revise the asset valuation method to more quickly reach the market value of assets
and to limit the potential deviation from the market value of assets.

c. Adopt, as part of the funding policy, an amortization method that amortizes gains
and losses over a shorter, closed, period so as to improve, over time, the Board’s
ability to improve the plans’ funding levels.

D. Valuation Programming and Calculations 

1. No recommendations

E. Potential Future Projects for the Plan Actuary 

We suggest the Board consider the following: 

1. Analyze the potential effect on future contributions and funding level of substantial future
investment market losses using either stochastic methods or a deterministic scenario.  This should
also include an analysis of the effect of the future maturation of the employee population, and its
effect on this risk.

We note that the Board appears to be receiving information of this kind in the presentation report, dated 
December 1, 2016. 

The plans’ actuary appears to have reasonably valued the expected liability of the System. They have applied 
the methodology consistently and their report generally conforms to accepted actuarial principle and practices. 
In this report, we have noted areas that we believe will improve the usefulness and clarity of the System’s 
annual actuarial valuation. We are available to discuss any aspect of our review with System staff or the 
System’s actuary. 
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Figure 1: Median public pension annualized investment returns 
for period ended 12/31/2015 

NASRA Issue Brief: 
Public Pension Plan Investment Return Assumptions 
Updated February 2016 

As of September 30, 2015, state and local government retirement systems held assets of $3.56 trillion.1 
These assets are held in trust and invested to pre-fund the cost of pension benefits. The investment return 
on these assets matters, as investment earnings account for a majority of public pension financing. A 
shortfall in long-term expected investment earnings must be made up by higher contributions or reduced 
benefits.  

Funding a pension benefit requires the use of projections, known as actuarial assumptions, about future 
events. Actuarial assumptions fall into one of two broad categories: demographic and economic. 
Demographic assumptions are those pertaining to a pension plan’s membership, such as changes in the 
number of working and retired plan participants; when participants will retire, and how long they’ll live 
after they retire. Economic assumptions pertain to such factors as the rate of wage growth and the future 
expected investment return on the fund’s assets. 

As with other actuarial assumptions, projecting public pension fund investment returns requires a focus on 
the long-term. This brief discusses how investment return assumptions are established and evaluated, and 
compares these assumptions with public funds’ actual investment experience. 

Some critics of current public pension investment return 
assumption levels say that current low interest rates and 
volatile investment markets require public pension funds to 
take on excessive investment risk to achieve their assumption. 
Because investment earnings account for a majority of 
revenue for a typical public pension fund, the accuracy of the 
assumption has a major effect on the plan’s finances and 
actuarial funding level.   

An investment return assumption that is set too low will 
overstate liabilities and costs, causing current taxpayers to be 
overcharged and future taxpayers to be undercharged. A rate 
set too high will understate liabilities, undercharging current 
taxpayers, at the expense of future taxpayers. An assumption 
that is significantly wrong in either direction will cause a 
misallocation of resources and unfairly distribute costs among 
generations of taxpayers.  

Although public pension funds, like other investors, 
experienced sub-par returns in the 2008-09 decline in global 
equity markets, and in 2015, median public pension fund returns over a longer period exceed the assumed rates used by 
most plans. Specifically, as shown in Figure 1, the median annualized investment return for the 25-year period ended 
December 31, 2015, exceeds the average assumption of 7.62 percent.   

___________________________ 
1
 Federal Reserve, Flow of Funds Accounts of the United States: Flows and Outstandings, Third Quarter 2015, Table L.120 
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Figure 2: Annual change in contributions from prior year, corporate vs. public pensions 

Source: Compiled by NASRA based on U.S. Department of Labor and U.S. Census Bureau data 

Public retirement systems typically follow guidelines set forth by the Actuarial Standards Board to set and review their 

actuarial assumptions, including the expected rate of investment return. Most systems review their actuarial 

assumptions regularly, pursuant to state or local statute or system policy. Actuarial Standards of Practice No. 27 

(Selection of Economic Assumptions for Measuring Pension Obligations) (ASOP 27) prescribes the considerations 

actuaries should make in setting an investment return assumption. As described in ASOP 27, the process for establishing 

and reviewing the investment return assumption involves consideration of various financial, economic, and market 

factors, and is based on a very long-term view, typically 30 to 50 years. A primary objective for using a long-term 

approach in setting public pensions’ return assumption is to promote stability and predictability of cost to ensure 

intergenerational equity among taxpayers. 

The investment return assumption used by public pension plans typically contains two components: inflation and the 

real rate of return. The sum of these is the nominal return rate, which is the rate that is most often used and cited. The 

inflation assumption typically is applied also to other actuarial assumptions, such as the assumed level of wage growth 

and, depending on the plan’s benefit structure, assumed rates of cost-of-living adjustments.  

The second component of the investment return assumption is the real rate of return, which is the return on investment 

after adjusting for inflation. The real rate of return is intended to reflect the return produced as a result of the risk taken 

in investing the assets. Achieving a return approximately commensurate with the inflation rate normally is attainable by 

investing in securities, such as US Treasury bonds, that are considered to be risk-free, i.e., that pay a guaranteed rate of 

return that is absolutely risk-free. Achieving a return higher than the risk-free rate requires taking some investment risk; 

for public pension funds, this risk takes the form of investments in public and private equities, real estate, and other 

asset classes. 

The average real rate of return among plans in the Public Fund Survey has risen since FY 01, from approximately 4.25 

percent to 4.60 percent. This has occurred as a result of some plans that have reduced their inflation assumption 

without changing their nominal investment return assumption; or reductions in inflation assumptions by an amount 

greater than they have reduced their 

nominal assumption; or both. 

Unlike public pension plans, corporate 

plans are required by federal regulations 

to make contributions on the basis of 

current interest rates. As Figure 2 shows, 

this method results in plan costs that are 

volatile and uncertain, often changing 

dramatically from one year to the next. 

This volatility is due in part to fluctuations 

in interest rates and has been identified as 

a leading factor in the decision among 

corporations to abandon their pension 

plans. By focusing on the long-term and 

relying on a stable investment return 

assumption, public plans experience less 

volatility of costs.   
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Figure 3: Public Pension Sources of Revenue, 1985-2014 

Source: Compiled by NASRA based on U.S. Census Bureau data 

As shown in Figure 3, since 1985, public pension funds have 
accrued an estimated $6.7 trillion in revenue, of which $4.3 
trillion, or 64 percent, is estimated to have come from investment 
earnings. Employer contributions account for $1.63 trillion, or 
nearly one-quarter of the total, and employee contributions total 
$755 billion, or 11 percent.2  

Public retirement systems operate over long timeframes and 
manage assets for participants whose involvement with the plan 
can last more than half a century.  Consider the case of a newly-
hired public school teacher who is 30 years old. If this pension 
plan participant elects to make a career out of teaching school, he 
or she may work for 35 years, to age 65, and live another 25 
years, to age 90. This teacher’s pension plan will receive 
contributions for the first 35 years and then pay out benefits for 
another 25 years. During the entire 60-year period, the plan is 
investing assets on behalf of this participant. To emphasize the long-term nature of the investment return assumption, 
for a typical career employee, more than one-half of the investment income earned on assets accumulated to pay 
benefits is received after the employee retires. 

The investment return assumption is established through a process that considers factors such as economic and 
financial criteria; the plan’s liabilities; and the plan’s asset allocation, which reflects the plan’s capital market 
assumptions, risk tolerance, and projected cash flows. http://www.nasra.org/publicfundsurvey 

Standards for setting an investment 
return assumption, established and 
maintained by professional actuaries, 
recommend that actuaries consider a 
range of specified factors, including 
current and projected interest rates and 
rates of inflation; historic and projected 
returns for individual asset classes; and 
historic returns of the fund itself. The 
investment return assumption reflects a 
value within the projected range. 

As shown in Figure 4, many public 
pension plans have reduced their return 
assumption in recent years. Among the 
127 plans measured, more than one-half 
have reduced their investment return 
assumption since fiscal year 2008. The 
average return assumption is 7.62 
percent. Appendix A details the 
assumptions in use or adopted by the 
127 plans in this dataset. 

___________________________ 
2 US Census Bureau, Annual Survey of Public Pensions, State & Local Data 

Figure 4: Change in distribution of public pension investment return assumptions, FY 01 
through February 2016 
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Conclusion 
Over the last 25 years, a period that has included three 
economic recessions and four years when median public 
pension fund investment returns were negative, public 
pension funds have exceeded their assumed rates of 
investment return. Changes in economic and financial 
conditions are causing many public plans to reconsider their 
investment return assumption. Such a consideration must 
include a range of financial and economic factors while 
remaining consistent with the long timeframe under which 
plans operate. 

See Also: 
 Actuarial Standards of Practice No. 27, Actuarial

Standards Board 
 The Liability Side of the Equation Revisited, Missouri

SERS, September 2006 

 The Public Fund Survey is sponsored by the National
Association of State Retirement Administrators (registration required).

Contact: 
Keith Brainard, Research Director, keith@nasra.org 

Alex Brown, Research Manager, alex@nasra.org 

National Association of State Retirement Administrators 

Figure 5: Distribution of investment return assumptions 
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Appendix A: Investment Return Assumption by Plan 
(Figures reflect the nominal assumption in use, or announced for use, as of February 2016) 

Plan Rate (%) 

Alaska PERS 8.00 

Alaska Teachers 8.00 

Alabama ERS 8.00 

Alabama Teachers 8.00 

Arkansas PERS 7.50 

Arkansas Teachers 8.00 

Arizona Public Safety Personnel 7.50 

Arizona SRS 8.00 

Phoenix ERS 7.50 

California PERF 7.50 

California Teachers 7.50 

Contra Costa County 7.25 

LA County ERS 7.50 

San Diego County 7.50 

San Francisco City & County 7.50 

Colorado Affiliated Local 7.50 

Colorado Fire & Police Statewide 7.50 

Colorado Municipal 7.50 

Colorado School 7.50 

Colorado State 7.50 

Denver Employees 8.00 

Denver Public Schools 7.50 

Connecticut SERS 8.00 

Connecticut Teachers 8.00 

DC Police & Fire 6.50 

DC Teachers 6.50 

Delaware State Employees 7.20 

Florida RS 7.65 

Georgia ERS 7.50 

Georgia Teachers 7.50 

Hawaii ERS1 7.55 

Iowa PERS 7.50 

Idaho PERS 7.00 

Chicago Teachers 7.75 

Illinois Municipal 7.50 

Illinois SERS 7.25 

Illinois Teachers 7.50 

Illinois Universities 7.25 

Indiana PERF 6.75 

Indiana Teachers 6.75 

Kansas PERS 8.00 

Kentucky County 6.75 

Kentucky ERS 6.75 

Kentucky Teachers 7.50 

Louisiana Parochial Employees 7.25 

Louisiana SERS 7.75 

Louisiana Teachers 7.75 

Massachusetts SERS 7. 50

Massachusetts Teachers 7. 50

Maryland PERS 7.55 

Maryland Teachers 7.55 

Maine Local 7.13 

Maine State and Teacher 7.13 

Michigan Municipal 7.75 

Michigan Public Schools 8.00 

Michigan SERS 8.00 

Duluth Teachers 8.00 

Minnesota PERF 8.00 

Minnesota State Employees 8.00 

Minnesota Teachers2 8.40 

St. Paul Teachers 8.00 

Missouri DOT and Highway Patrol 7.75 

Missouri Local 7.25 

Missouri PEERS 8.00 

Missouri State Employees 8.00 

Missouri Teachers 8.00 

St. Louis School Employees 8.00 

Mississippi PERS 7.75 

Montana PERS 7.75 

Montana Teachers 7.75 

North Carolina Local Government 7.25 

North Carolina Teachers and 
State Employees 7.25 

North Dakota PERS 8.00 

North Dakota Teachers 7.75 

Nebraska Schools 8.00 

New Hampshire Retirement 
System 7.75 

New Jersey PERS 7.90 

New Jersey Police & Fire 7.90 

New Jersey Teachers 7.90 
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New Mexico PERF 7.75 

New Mexico Teachers 7.75 

Nevada Police Officer and 
Firefighter 8.00 

Nevada Regular Employees 8.00 

New York City ERS 7.00 

New York City Teachers 8.00 

New York State Teachers 7.50 

NY State & Local ERS 7.00 

NY State & Local Police & Fire 7.00 

Ohio PERS 8.00 

Ohio Police & Fire 8.25 

Ohio School Employees 7.75 

Ohio Teachers 7.75 

Oklahoma PERS 7.50 

Oklahoma Teachers 8.00 

Oregon PERS 7.50 

Pennsylvania School Employees 7.50 

Pennsylvania State ERS 7.50 

Rhode Island ERS 7.50 

Rhode Island Municipal 7.50 

South Carolina Police 7.50 

South Carolina RS 7.50 

South Dakota PERS3 7.25 

TN Political Subdivisions 7.50 

TN State and Teachers 7.50 

City of Austin ERS 7.75 

Houston Firefighters 8.50 

Texas County & District 8.00 

Texas ERS 8.00 

Texas LECOS 8.00 

Texas Municipal 6.75 

Texas Teachers 8.00 

Utah Noncontributory 7.50 

Fairfax County Schools 7.50 

Virginia Retirement System 7.00 

Vermont State Employees4 8.10 

Vermont Teachers4 7.90 

Washington LEOFF Plan 15  7.80 

Washington LEOFF Plan 2  7.50 

Washington PERS 15  7.80 

Washington PERS 2/35  7.80 

Washington School Employees 
Plan 2/35  7.80 

Washington Teachers Plan 15 7.80 

Washington Teachers Plan 2/35 7.80 

Wisconsin Retirement System 7.20 

West Virginia PERS 7.50 

West Virginia Teachers 7.50 

Wyoming Public Employees 7.75 

1. The Hawaii ERS rate is scheduled to change to 7.50 percent effective 7/1/17.

2. The Minnesota Legislature is responsible for setting the investment return assumption for pension plans in the state.

Legislation approved in 2015 established a rate of 8.0 percent for all plans except the TRA, which is using a select and

ultimate rate pending completion of an actuarial experience study. (For more information on select-and-ultimate rates,

please see Actuarial Standards of Practice No. 27: http://www.actuarialstandardsboard.org/pdf/asops/asop027_145.pdf.)

The Minnesota Legislative Commission on Pensions and Retirement recommended that the legislature adopt a rate for the

TRA of 8.0 percent; the legislature may act on this recommendation during its session that ends in May.

3. The SDRS set the rate at 7.25% through FY 2017, after which the rate will rise to 7.50% unless the SDRS board takes action
otherwise.

4. The Vermont retirement systems adopted select-and-ultimate rates in 2011; the rates shown reflect the single rates most

closely associated with the funding results for the respective plans, based on their projected cash flows.

5. For all Washington State plans except LEOFF Plan 2, the assumed rate of return will be reduced to 7.7% on July 1, 2017,
under current state law.
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PUBLIC AGENDA ITEM - #2b 

Presentation, Discussion and Consideration of Audit Committee Agenda Items: 

2b. Internal Audit Reports 

February 22, 2017 

BACKGROUND: 

Internal Audit completed three engagements, Investment Governance, Investment Compliance Agreed-
upon Procedures and Status of Audit Recommendations as part of the Fiscal Year 2017 audit plan. 
These reports are included in this agenda as Exhibit A-C. 

STAFF RECOMMENDATION: 

This agenda item is presented for discussion purposes only. No action is required. 

ATTACHMENTS – 3 

Exhibit A – Investment Governance 

Exhibit B – Investment Compliance Agreed-upon Procedures Report 

Exhibit C – Status of Audit Recommendations 



 

Investment Governance Review    

#2017-08  
February 8, 2017 

FROM THE DIRECTOR  

Internal Audit has completed its review of Investment Governance at 

the Employees Retirement System of Texas. Delegation of authority 

was found to follow best practices.  The following would improve the 

investment governance process:  

 Key investment governance processes should be formalized to en-

sure consistency and proper execution.    

 Investment reports should be improved to allow for better perfor-

mance oversight and accountability.   

 Investment governance practices should be better communicated 

and structured to improve transparency.   

Detailed results and observations are included in subsequent pages. 

Other matters deemed less significant were communicated with man-

agement directly. We thank management and staff for their courtesy 

and cooperation extended to us during this review.  

Sincerely 

 

 

Objectives…….…….…...….2 

Summary Results .……....2 

Background …….…..……..3 

Scope & Methodology…...5 

Observations and Recom-

mendations……..….......6-16 

 

 

Anthony Chavez, CIA, CGAP, CRMA 

Director, Internal Audit Division  

Table of Contents 

ERS INTERNAL 

AUDIT DIVISION  

To provide independent and     

objective  assurance on the       

effectiveness of controls and    

operations to meet ERS’ strategic 

directions. 

Exhibit A  
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OBJECTIVE  

The overall objective of the review was to determine if policies and processes to achieve invest-

ment objectives are aligned with Board expectations.   The sub-objectives of the review were: 

Delegation of Authority: 

a) Is delegation of authority to staff for alternative investments consistent with best prac-

tices? 

b) Were delegation of authority limits developed using best practices and consistent meth-

odology applied across alternative investment asset classes?  

c) Is delegation of authority for alternative investments clearly defined and publicly avail-

able? 

Alternative Investment Decisions: 

a) Is the governance structure to approve individual investment decisions consistent with 

best practices? 

b) Does the governance structure ensure individual investment decisions implemented as 

intended by policy? 

c) Do investment reports provide for the oversight and evaluation of investment activities 

and performance?   

SUMMARY RESULTS  

Governance is the combination of processes and structures implemented by the 
board (governing body) to inform, direct, manage and monitor the activities 
of the organization toward the achievement of its objectives.  
 
Source: Institute of Internal Auditors 

Overall best practices are followed related to delegation of authority and alternative investment deci-

sions.   The following would improve the investment governance process:  

 Key investment processes should be formalized to ensure consistency and proper execu-

tion.    

 Investment reports should be improved to allow for better performance oversight and ac-

countability.   

 Investment governance practices should be better communicated and structured to im-

prove transparency.   

2 
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BACKGROUND  

Over the last two decades the investment strategy and objectives 

of public pensions has shifted.  Historically, pensions invested 

solely in stocks and bonds, but as 

the market changed, pensions began 

to look at alternative investments to 

maintain required rates of return.  

These illiquid investments have ad-

ditional risk factors unique to its 

asset class. These investments re-

quire a different skillset in monitor-

ing and selection than traditional 

asset classes.  

Good governance practices help to ensure better organizational 

performance, fewer conflicts of interest, higher probability that 

goals and objectives will be attained, and less opportunity for 

misuse of fund assets.1 

This review focused on governance over ERS’ alternative invest-

ments.  Other investment governance reviews are planned or 

have been performed.  See Related Engagements section on page 

5.   

All alternative investments must be approved by an Internal In-

vestment Committee (IIC) that includes ERS’ Executive Director 

and Chief Investment Officer.  No single individual has the au-

thority to approve an alternative investment.   The IIC receives 

support from ERS legal staff and investment consultants for re-

view of recommended alternative investments.  

Governing bodies demon-

strate good governance 

when they2: 

• Set direction. Good governance es-

tablishes policies to guide an organiza-

tion’s actions. 

• Instill ethics. Good governance in-

cludes clearly articulated ethical values, 

objectives, and strategies; appropriate 

tone at the top; and internal control. 

• Oversee results. Good governance 

requires continuing oversight to ensure 

that policy is implemented as intended, 

strategies are met, and the overall per-

formance of the organization meets ex-

pectations. 

• Accountability reporting. Good 

governance requires regular financial 

and performance reporting that is vali-

dated for accuracy by an independent 

auditor. 

• Correcting course. Good govern-

ance identifies the root cause of prob-

lems, determines the corrective actions 

needed, and follows up to determine 

whether those actions have been imple-

mented effectively. 

Traditional Investments 

 Public Equity 

 Fixed Income 
 
Alternative Investments 

 Private Equity  

 Private Real Estate 

 Hedge Funds 

 Infrastructure 

1—The Stanford Institutional Investors’ Forum Committee on Fund Governance (2013). Clapman Report 2.0: Model Governance Provi-

sions to Support Pension Fund Best Practice Principles. Stanford, CA: Waddell. 

2— Institute of Internal Auditors. Governance in the Public Sector.  

ALTERNATIVE INVESTMENT APPROVAL CONTROL DESIGN  

3 
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BEST PRACTICES 

4 

 

 

The below chart shows historical values for each asset class, including alternative investments.  

 

 

 

Principle Guidance: 

Committee of Sponsoring Organizations of the Treadway Commission (COSO) 

Institute of  Internal Auditors (IIA) 

Research Foundation of the CFA Institute  

The Stanford Institutional Investors’ Forum  

Investment Guidance: 

Interviews with Texas public pension peers: Teacher Retirement System of Texas, Texas County & 

District Retirement System and Texas Municipal Retirement System  

Interviews with Investment Consultants  

Interviews with external Legal Counsel 

Governance studies and research papers 

ALTERNATIVE INVESTMENT HISTORICAL VALUES  
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SCOPE AND METHODOLOGY   

We performed this consulting review in accordance with the fiscal year (FY) 2017 annual audit plan. 

We conducted this review with Generally Accepted Government Auditing Standards and in conform-

ance with the International Standards for the Professional Practice of Internal Auditing for consulting 

services. The nature and scope of this review has been agreed upon with management and it is suffi-

cient to achieve the agreed upon objectives.  

We were not engaged to and did not conduct an audit, the 

objective of which would be to determine whether internal 

controls are effectively designed and operating to comply 

with ERS’ Investment Policy.  Had we performed an audit, 

other matters might have come to our attention that 

would have been reported to you. 

This report is intended solely for the information and use 

by the Board of Trustees and ERS management. This re-

port is not intended to be and should not be used by any-

one other than these specified parties.   

RELATED ENGAGEMENTS 

Internal Audits:  

Hedge Fund Audit (November 2016) 

Annual Incentive Compensation Plan Audits (FY15—17)  

 

External Audits: 

Annual Financial Report Audit (December 2016) - Texas State Auditor’s Office 

Annual Incentive Compensation Audit (May 2016) - Texas State Auditor’s Office 

 

Scheduled FY2017 Internal Audit Engagements: 

Ethics Audit  

Investment Compliance Review  

International Standards for the Professional 

Practice of Internal Auditing define consulting 

services as advisory and related audit customer 

services, the nature and scope of which are 

agreed with the audit customer and which are 

intended to add value and improve the agencies’ 

governance, risk management, and control pro-

cesses without the internal auditor assuming 

management responsibility. 
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OBSERVATIONS AND RECOMMENDATIONS  

  

Delegation of authority follows best practices.  

The role of governing bodies is to establish policies to guide an organization’s actions.3  Review of best 

practices identified it is customary for governing bodies to delegate duties.  Specific guidance notes: 

 “A governing body should be permitted to rely on the 
expertise and advice of appropriately selected and un-
conflicted consultants and staff.”4 

 “Trustees fulfill their responsibility by determining an 
appropriate direction for the investment program, by 
empowering experienced people to carry the Fund in 
that direction, and finally, by monitoring and evaluat-
ing investment results.” 5 

 Trust law permits trustees to delegate investment deci-
sions to those with necessary skill and knowledge. 6  

 

 

Discussion with peers and subject matter experts support 
delegation of authority of investment activities.  Although 
various responses were provided, common factors for del-
egating individual investment decisions included: 

 Subject matter expertise may not be available at the 
board level 

 Improved efficiencies in the investment decision mak-
ing process 

 Continued board focus on strategic and mission level 
activities  

While delegation of authority is best practice, the level of 
delegation varies by organization.  Each organization’s 
governing body  must evaluate its own risk tolerance, its 
confidence in the investment staff selected to implement 
strategy,  and the governance structure that best suits its 
needs.  Additional analysis determined that delegation of 
authority for investment decisions to staff and consultants 
is accepted practice.   

 

 

Why Delegate Individual Investment 

Decisions?  

 Governing bodies are removed from the 
day-to-day investment diligence and port-
folio management 

 Board may have limited subject matter 
expertise particularly in certain asset clas-
ses 

 Potential of board to overlook deeper strat-
egy and context within portfolio  

 Allows the governing body to focus on poli-
cy, governance and administrative matters 
of higher-level importance  

 Increased inefficiencies due to delays (time 
to obtain Board approval) and increased 
documentation to ensure proper public 
disclosure requirements for board meet-
ings 

 Distraction from board’s focus on policy, 
governance and administrative matters of 
higher-level importance that only board 
can address  

 Potential for increased conflict of interest 
based on board members outside interests  

 

Best practice—A procedure that has 

been shown by research and experience to 

produce optimal results and that is estab-

lished or proposed as a standard suitable 

for widespread adoption.  

Source: Merriam-Webster 

3—See id. at 2 

4—See id. at 1 

5—Research Foundation of CFA Institute. (2011). A Primer for Investment Trustees. Bailey. 

6—Hughes, V. (2014). Understanding U.S. Public Pension Plan Delegation of Investment Decision-Making to Internal and External Investment 
Managers (Part 1-3). The Hedge Fund Law Report, 7(3). 

6 Agenda item 2b, Meeting book dated February 22, 2017  



 

Levels of Delegated Authority 

Many individuals within organizations may make investment-related decisions at various levels for a 

Fund.7  Research and discussions with subject matter experts identified the level at which authority is 

delegated varies by organization to include: 

 

 

 

 

 

 

 

 

 

 

 

In addition, while some Funds may have only one level of approval others have adopted a tiered ap-

proach.  This tiered approach authorizes each level an investment threshold that increases based on 

hierarchy.  ERS delegated authority for alternative investments is a non-tiered approach 

by asset class investment committee.  Under 

this governance structure no alternative investments 

can be individually approved by the Executive Direc-

tor, Chief Investment Officer or investment staff.  ERS 

investment committee framework will be further dis-

cussed in  subsequent  sections.    

Surveys performed by ERS’ Investment Division and 

ERS’ Investment Consultant noted a majority of 

boards delegate authority at some level and do not 

require board approval. ERS’ current governance 

structure  is aligned with this practice.  

Of the pensions that require board sign-off, the average internal investment staff size was five and usu-

ally their investments are managed externally. ERS has 73 Investment staff and manages 66% of the 

Fund internally.  

Board Delegation Survey Results 

Investment Consultant Survey (Albourne) 

 22 pension fund participants  

 85% delegate alternative investment deci-
sions below the Board 

ERS Investments Division Survey 

 31 pension fund participants 

 78% delegate decisions below the Board 
level 

7— See id. at 5  

Boards that delegate decisions to staff stand a better chance of achieving invest-
ment objectives and goals of the plan 
 
Source: The Hedge Fund Law Report  
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Investment Authority 

Funds restrict investment authority through diversification and investment limits (investment pa-

rameters).  Within a given asset class, investment parameters are established based on factors, in-

cluding the Fund’s investment strategy, risk tolerance and asset/tactical allocation plan.   

Review of investment parameters at select Funds identified that all had varying diversification and 

investment limits similar to ERS.  To allow for a relevant and clear assessment of investment param-

eters, analysis focused on single alternative investment limits delegated by the board.  Due to dif-

ferences in strategies and risk appetite, only 

general observations could be made analyz-

ing ERS with counterparts.  Pension funds 

identified for analysis were provided by the 

Texas Pension Review Board.   See Appendix 

A for analysis detail.    

ERS individual investment thresholds are 

consistent with other public pension funds 

included in the analysis.   Analysis identified 

that a majority of  Funds use a percentage of 

either the asset class or total fund rather 

than a dollar threshold.  ERS utilizes a com-

bination of percent and dollar amount to 

establish limits that will be discussed in the 

following section.     

Investment Parameters 

 Strategic diversification  

 Geographic diversification  

 Industry diversification  

 General asset class investment limit  

 Single deal structure investment limit (i.e. co-
investment)  

 Single external manager/partner limit  

 Limit on percent of ownership in a partnership 

 

See Appendix B for a full listing of all ERS investment pa-
rameters  

Sound diversification is fundamental to risk management and is therefore ordi-
narily required of trustees. 
Source: Source: Restatement (Third) of Trusts § 227 

8 
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OBSERVATIONS AND RECOMMENDATIONS  

  
9 

Key investment governance processes should be formalized 

to ensure consistency and proper execution.  

Development of Investment Parameters 

Organizations restrict investment authority through diversification and investment limits (investment 

parameters).  See Appendix B for ERS’ investment parameters for each ERS asset class.  Each invest-

ment parameter is based on various attributes and factors.  Review of ERS parameters to best practices 

identified: 

 Primary basis for establishing investment parameters is 

based on historical investment activity and liquidity 

 Investment staff noted best practices were also consid-

ered  

 Analysis determined that single general and deal struc-

ture investment limits are consistent with factors noted 

by investment division and best practices 

 No documentation of methodology used to establish lim-

its for each asset class  

 No documentation as to when current investment param-

eters  for each asset class last reviewed and approved by 

Board 

 Investment parameters based on percentage of total trust 

instead of percentage of asset class for single investments 

Internal Investment Committee (IIC) 

The IIC serves as the final screening for alternative investments and is a key control in the investment 

governance process.  Comparison of IIC against best practices identified:  

 IIC roles and responsibilities were generally in accordance with 

best practices  (See Appendix C) 

 IIC due diligence performed by both ERS investment staff and 

investment consultants provided sufficient information, followed 

best practices and provided similar information relative to other 

investment committees8 

 

ERS Internal Investment 
Committees 

Review and approve all alterna-
tive investments for alignment 
with ERS investment objectives.  
ERS Executive Director and Chief 
Investment Officer standing 
members.  Third and final mem-
ber is based on asset class.    

Best Practice Considerations for Dele-

gation of Authority Limits 

 Investment staff experience within as-
set class 

 Size (FTE’s) of investment staff 

 Asset class size relative to total fund 

 Asset class inherent risks/complexity 

 External vs. Internal management  

 Limits set as a percent of total vs. set 
dollar amount 

 Percent limits based on individual asset 
class instead of total fund balance 

8—Review of IIC documents performed by ERS audit partner Weaver, LLP.  
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A strong Investment Committee begins with a statement about the organization’s governance and oper-

ational framework.  The following best practices were missing in the IIC framework:  

 Formal investment committee charter including key provisions (Primary and secondary members, 
voting members, veto power, roles and responsibilities for each member) 

 Required attendance of investment consultant to provide additional input and address committee 
member inquiries (See next section for further description of investment consultants key role)   

 Board approval of IIC voting members 

 Evaluation of one IIC vs unique IIC’s for each 
asset class  

 Inclusion of compliance support role (Further 

discussion later in this section)  

 

Investment Consultant Contract Management 

Consultants are key players in investment governance.  They advise on strategic issues by providing in-

dependent information and opinions to trustees.9  ERS consultants provide independent assessment of 

asset classes and performance directly to the ERS Board and serve a supporting role on internal invest-

ment committees.  ERS Investment Policy states the Board of Trustees will hire the Private Equity, Real 

Estate and Hedge Fund consultants.  Because of their high impact on ERS investment strategy and 

management, it is of strategic importance that contract 

management best practices are followed consistent with 

ERS’ fiduciary duties.    

Currently no formal performance evaluation of investment 

consultants is conducted.  Continuous oversight is per-

formed by staff through regular interaction and annual on-

site performance reviews.  Consultants also provide asset 

class presentations which provides the board an oppor-

tunity to observe consultant staff.   However, there is no 

formal mechanism to obtain full Board input to identify key performance metrics and subsequent per-

formance evaluations.   

 

Periodic competitive bids of current investment consult-

ants have not been performed in the last 7-10 years.   ERS’ 

Office of Procurement and Contract Oversight is working 

with the Investment Divisions to establish a procurement 

schedule.  However, no formal practices have been estab-

lished regarding Board level of input including consultant 

attributes, contract length, and final contract approval.      

 

 

9—RVK, Inc. (2015). Investment Committee Best Practices. Tactics to Improve Decision-Making and Performance.  

10 

Consultant Role on Internal  

Investment Committee 

 Provide independent company/manager 
assessments 

 Perform parallel due diligence  

 Provide independent investment  

recommendation  

Contract Management Best Practices 

 Formal evaluations performed periodically  

 Establishment of objective monitoring  

policy for service contracts  

 Periodic competitive bid to evaluate market 

Source: Texas Contract Management Guide 

IIC Voting Members 

 Executive Director 

 Chief Investment Officer 

 Varies by asset class (Deputy Chief Investment 
Officer, senior investment staff, ERS Invest-
ment Advisory Committee member) 
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Investment Compliance  

An independent compliance check provides assurance that investment decisions are consistent and fol-

lowing approved policies.   Although best practice identified that Funds should maintain a separate in-

vestment compliance function, the governance report structure varied.  The investment compliance 

function reported to the executive office, chief investment officer, or general counsel.   

Currently ERS has no separate investment compliance function.  Although investment staff and invest-

ment consultants self-check compliance on alternative investment deals, there is no independent com-

pliance function.   An example of an independent compliance process to ensure proper performance of 

activities is ERS’ Office of Procurement and Contract Oversight.  Although this group does not make fi-

nal procurement determinations or evaluate potential business partners, it ensures procurement re-

quirements are adequately supported and completed in accordance with policy.   The commitments vet-

ted by the IIC are high-impact due to their purpose of returning gains for member retirement and the 

large dollar commitments. An independent function provides additional transparency to the investment 

selection process.   

An independent compliance function may also review other complex investment requirements such as 

compliance with investment parameters  (see Appendix B).   A separate Investment Compliance Review 

has been approved as part of the FY2017 Audit Plan to further evaluate this function.    

 

RECOMMENDATIONS  

To ensure a well-articulated governance structure that provides clarity and coherence the following im-

provement opportunities were identified:  

Development of Investment Parameters 
 Formalize a process to demonstrate methodology used when developing investment parameters in-

cluding:  

 Factors used to establish investment parameters.   

 Rationale as to the appropriateness of chosen investment parameters 

 Maintain documentation of factors considered and prioritized in determining investment parame-
ters.   

 Evaluate if percentages used in parameters should be based on asset class total instead of the total 
trust 

 Document in policy when investment parameters have been reviewed and/or updated including oc-
casions when no changes were made. 

 Develop review schedule to ensure investment parameters align with ERS investment objectives, and 
consider changes in market conditions and emerging priorities (e.g. new regulations, annual asset 
class tactical plans, etc.)   

 Review of investment parameters should incorporate a comprehensive and integrated view across 
asset classes to ensure consistency at the Trust level and rationalization (e.g. cutting across silos of 
different functions or operating units)10  

 
 

11 

10—Committee of Sponsoring Organizations of the Treadway Commission. (2011). Internal Control Framework. 
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Internal Investment Committee (IIC) 

 Develop a charter that formalizes: 

 Overall objective of the committee 

 Roles and responsibilities 

 Voting members including veto power 

 Number of votes required for approval 

 Attendance of non-voting members such as consultants, legal 

 Obtain Board approval of charter  

 

Investment Consultant Contract Management  

 Formalize the evaluation of investment consultants, including: 

 Development of key performance attributes and/or metrics 

 Development of a standard evaluation form for investment staff to complete when annual 
investment consultant on-site reviews performed  

 Development of summary performance reports for Board and executive management over-
sight  

 Conduct periodic independent reviews by third-parties of investment consultants    

 Clarify the Board’s role over contract management of investment consultants, including: 

 Final approval of the hiring and termination of consultants 

 Any requirements to serve as an investment consultant, such as years of experience, pro-
fessional certification, firm size  

 Formal periodic Board assessment of investment consultant performance  

 Continue to coordinate with the Office of Procurement and Contract Oversight on procurement 
schedule  

 

Investment Compliance 

 Develop pro-forma checklist to ensure compliance with policy for approval of alternative invest-

ment deals 

 Determine if independent function should be responsible for completion of pro-forma checklist  

Note: Additional information to be provided as part of the Investment Compliance Review.   
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Investment reports should be improved to allow for better 

performance oversight and accountability.     

Good governance requires continuous oversight to ensure that policy is implemented as intended, 

strategies are met, and the overall performance of the organization meets expectations.11  Timely and 

appropriate reports assist with this best practice.  While reports vary because organizations and users 

have different strategic directions, operating plans, and expectations, certain best practices remain.  

The following reports are issued to assist the Board, 

management and external stakeholders to monitor 

and oversee investment activity and performance:    

 Annual Investment Summary (External) 

 Quarterly External Advisor Reports (External) 

 Quarterly Investment Advisory Committee 
Newsletter (Internal) 

 Quarterly Investment Review (Prepared and 
presented by ERS Investment Consultant)  

 Quarterly Private Market Reports (Internal)  

 Monthly Investment Summary (External) 

 Ad-hoc Asset Class Primers (Internal)  

The frequency and level of detail of communication must be sufficient to enable 
the Board to understand the results of management assessments and the impact 
of those results on the achievement of objectives. 
 
Source: COSO  

Reporting Best Practices 

 Clarity of information is communicated at a 

level to ensure messages are understood 

and received as intended   

 Reporting objectives are based on prefer-

ences and judgments of the board and man-

agement 

 Included information deemed necessary to 

manage the organization 

 

Source: COSO 

The review of Investment Division reports could not determine intended purpose, audience and how 

information is used to oversee investment activity and performance.  Specific observations included: 

 Frequent utilization of technical terminology and charts for external investment reports that read-

ers may not need or comprehend  

 Key investment  information such as overall performance and new alternative investment com-

mitments embedded in narratives   

 Multiple reports when information could be consolidated into a single report 

 Inconsistent report format and structure  

 

 

 

 

11—See id. at 2.  

OBSERVATIONS AND RECOMMENDATIONS  
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RECOMMENDATIONS  
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To ensure the clarity and understanding of investment reports, the following improvement opportuni-

ties were identified:  

 Review all current investment reports to determine if necessary  

 Review investment reports to identify report objectives and intended communication (for 
Board/management use or general informational purposes). Based on results of the review, 
Investments division should: 

 Identify the primary audience 

 Determine the appropriate report frequency and level of detail   

 Summarize and spotlight key information  

 Standardize report format structure across all asset classes 
 

Review of ERS investment consultant’s  Quarterly Investment Review  report identified many best 

practices elements including an overall summary of investment performance and sources of that per-

formance.  Report charts also included appropriate clarity of information to evaluate ERS’ investment 

performance and activities.   However, the report is included within ERS quarterly board material and 

users may not know of its availability.  See next observation for further information related to the 

communication of information.    
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Investment governance practices and activities  should be 

better communicated to improve transparency.   

A strong, well-articulated governance structure provides the mechanism for decision makers to func-

tion together effectively.  A weak, ill-defined governance structure breeds confusion and acrimony.12  

Investment governance components are present and documented within ERS Investment Policy and 

public website including:  

 Board structure and membership  

 Board meeting agendas, supporting materials and minutes 

 Board, executive management and investment staff roles 

and responsibilities for investments 

 Internal Investment Committee structure, role and authority 

 Proxy Voting Results 

A fund should clearly define and make publicly available its governance rules.   
 
Source: The Stanford Institutional Investors’ Forum Committee on Fund Governance 

Transparency  

Transparency represents the right of 
the public to protect its own inter-
ests by seeking information and 
monitoring government activity.  
Good governance ensures that gov-
ernment actions and duties are 
made known to the public.   

Source: IIA 

However, because key governance information is disbursed across ERS’ public website and within ERS’ 

Investment Policy (including numerous addendums), it makes locating information and gaining an un-

derstanding of governance practices difficult, especially for external stakeholders (members and legisla-

tors).   As a result this has led to several inquiries, both internally and externally, resulting in ad-hoc 

reports being developed and other governance documents piecemealed to stakeholders.   To assist in 

gaining a clear understanding, best practices recommend gathering governance rules in a single, acces-

sible location12.  This helps both trustees as well as interested stakeholders have more effective input in 

how the fund is governed.13   

A peer review identified implementation of the “one stop shopping” best practice.  This practice in-

cludes:  

 Stand-alone governance documents such as governance and ethics policies (See Appendix D)  

 Key investment activity information such as alternative investment commitments (See Appendix E)  

 Governance webpages directing stakeholders and end-users to key governance information (See 

Appendix E)  

 Tutorials and reference material to assist stakeholders better understand investment strategy, man-

agement and performance   

 

12—See id. at 5 

13—See id. at 1 
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RECOMMENDATIONS  
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To ensure transparency and understanding of ERS’ governance over investment practices and activi-

ties the following improvement opportunities were identified:  

 Spotlight ERS’ investment governance structure including the roles and responsibilities of each 

level.   

 Establish a formal governance policy statement that articulates ERS’ investment governance struc-

ture  

 Develop separate governance documents to help communicate and delineate governance activities  

 Work with key internal and external stakeholders to identify relevant information and processes 

that would assist in monitoring investment activity  

 Include the roles and responsibilities  of internal investment committees in the delegation of au-

thority section of the Investment Policy rather than addendums  

 Include a summary of investment parameters in investment policy rather than addendums  
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Methodology: Received list of pension systems  from the State Pension Review Board. Internal Audit identified other Texas peers for inclusion. Reviewed 

pension plan investment policies and CAFRs, and analyzed demographics, Board makeup, hierarchy and delegated authority. Verified information by 

contacting the Funds. Footnotes were developed collaboratively with each Fund, unless specified.  

1 Funds are managed externally. Authority to make investment commitments is vested solely with the Board. Policy allocation restrictions by investment 

size, issuer, sponsor, vehicle, and manager exposure are not included here.  

2 Funds are managed externally. Limits are on a committed capital basis, therefore target allocation was used in the table. Policy restricts amounts within 

any one investment vehicle, co-investments are further limited by amount and number of deals allowed annually. A single multi-strategy hedge fund may 

not exceed 15%of the market value of assets. 

3 Limits for Real Assets, Private Equity, External Public Markets and Energy, Natural Resources and Infrastructure portfolios are based on external man-

agement exposure, and not limited by individual investment. Staff authority is limited to a 0.5% initial allocation, followed by a 1% additional follow-on or 

additional allocation, that is further limited to a total manager organization restriction of 3%. Hedge Fund limitations are based on the Total Fund and are 

set by Texas Statute.  

4 Funds are managed externally.  Authority to make investment commitments is vested solely with the Board. Policy allocation restrictions by issuer, in-

vestment type, sponsor and manager exposure are not included here.  

5 Percentages based on Total Fund. Was unable to verify with the Fund. 

6 Neither board nor staff makes investment selections as the Fund is managed externally on a fully discretionary basis.   

7 Board receives notification of every new private investment entered into, but do not approve. 0.05% based on Total Market Value and was changed from 

a $100M dollar limit three years ago. Policy allocation restrictions by type of transaction and fund are not included here.  

8 Alternative Investment commitments exceeding $150M with a new investment relationship or $250M with an existing investment relationship must be 

approved by the Oregon Investment Council (OIC). The OIC includes the State Treasurer, the Director of the Public Employee Retirement System and four 

gubernatorial appointees. Commitments at or below the above-listed threshold may be approved by separate asset class committees, whose membership 

includes the CIO, the Deputy State Treasurer and one gubernatorial appointee.  

9 Private Real Estate limits are based on the amount of equity in any single closed-end commingled fund to the greater of  $400M or 5% of the private 

market real estate target allocation. Maximum commitment to Private Equity is limited to the lesser of 24.99% of fund-raise or $400M and does not apply 

to primary funds, secondary fund of funds or vehicles used solely for co-investments. Fund of Hedge Funds Manager limits of $400M or 10% of Hedge 

Funds sub-asset class market value, whichever is greater. Direct Hedge Fund Manager limits of $200M or 7% of Hedge Funds sub-asset class, whichever is 

greater. Policy allocation restrictions by manager, foreign issuers, external manager and sponsor are not included here.  

10 Investment assignments require both Committee and Board approval. Executive Director has authority to invest up to $100M annually in existing pri-

vate equity partnerships. Staff is authorized to invest in Emerging Markets Fund-of-Fund programs up to $50M per commitment and no more than 20% of 

the commitment with existing real estate partners. Apart from these situations, the Board approves all investment deals. 

11 The Board has delegated all decisions to investment staff and professionals. The Board is responsible for asset allocation, which creates a ceiling for 

aggregated investments by asset class, but do not exercise authority selecting investments. Policy allocation restrictions by co-investment, foreign issuers, 

sponsors and emerging markets are not included here.  Depending on the size of the investment, certain staff investment professionals are designated to 

approve the investment, which includes three investment threshold tiers.   

12Above are parameters for the CIO in new investments or dispositions. Policy allocation restrictions on existing investments in strategic and legacy portfo-

lios or sub asset class strategies like buyouts, venture capital and opportunistic deals are not included here. Committee approval is required for commit-

ments beyond the limitations authorized to the Managing Investment Director or CIO.  

APPENDIX  A—SINGLE INVESTMENT DEAL  

DELGATION ANALYSIS 
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Pension Size Real Estate Private Equity Hedge Funds Infrastructure 

Employees Retirement System of Texas $25B 0.75% or $200M 0.75% or $200M 1.00% or $250M 0.5% or $150M 

Texas Municipal Retirement System1 $24B - - - - 

Texas County and District Retirement System2 $25B 10% or $125M 10% or $350M 10% or $619M - 

Texas Retirement System of Texas3 $133B 3% or $4B 3% or $4B 10% or 13B 3% or $4B 

State Employees' Retirement System of Illinois4 $15B - 10% - - 

Pennsylvania State Employees' Retirement System5 $26B 15% or $3.9B 15% or $3.9B 15% or $3.9B - 

Public Employees' Retirement System of Nevada6 $37B 10% - - - 

Colorado Public Employees' Retirement Association7 $45B 0.05% or $220M 0.05% or $220M 0.05% or $220M - 

Oregon Public Employees Retirement Fund8 $73B $150M $150M $150M $150M 

Washington State Department of Retirement Systems9 $89B $50M  $35M or 0.95% - - 

Ohio Public Employees Retirement System10 $90B $400M $400M $400M - 

Wisconsin Retirement System11 $96B No Limit No Limit No Limit - 

California Public Employees' Retirement System12 $310B 10% or $2.5B 8% or $2B - 20% or 1B 
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APPENDIX B — ERS ASSET CLASS INVESTMENT PARAMETERS 

Each ERS asset class has strategy allocation targets and/or limits on how much can be invested in a sin-

gle deal, general partner, investment deal structure, and other limits. The tables below show those strat-

egy allocation targets and limits for each asset class. All dollar values in the tables of this appendix were 

derived from applying the policy limit to either the net asset value (NAV) plus uncalled commitments or 

the total value of the Trust, found in the FY 2016 Comprehensive Annual Financial Report. 

 

Public Equity 

 

*The Best Ideas Program is formed to facilitate internal idea generation and provide an institutional-

grade framework for analysis, viability and incubation and funding of internal portfolios. 

 

Strategy Allocation (Tactical Plan) % of Asset Class NAV Limit in $ (mm)

External international equity advisors <50% 5,770

Mid and small cap segments <35% 4,040

Emerging market equities <20% 2,310

Best Ideas Program* <10% 1,160

Single Corporation <6% 690

Voting securities of any one public corporation <5% 580

Strategy Allocation (Tactical Plan 2017)

Description Limit Limit in $ (mm)

Investment in one corporation 3% of Trust 760

Investment in one corporation 5% of voting securities in any class N/A

Asset Class Diversification and Investment Limits

Strategy Allocations 

Other Limits 
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Strategy Allocations 

Other Limits 

Private Equity 

 

APPENDIX B — ERS ASSET CLASS INVESTMENT PARAMETERS 
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Strategy Description % of Asset Class NAV $ Range (mm)

Venture Capital and Growth Equity 10 - 30% 260 - 770

Buyouts / Acquisitions 45 - 70% 1,160 - 1,800

Subordinated, Senior and Distressed Debt 0 - 15% 0 - 390

Special Situations 5 - 30% 130 - 770

Strategy Allocation (Tactical Plan 2017)

Geographic Target Description % of Asset Class NAV $ Range (mm)

Domestic 50% 1,290

International 50% 1,290

Geographic Allocation (Tactical Plan 2017)

Industry Target Description % of Asset Class NAV $ Range (mm)

Investment in a single industry classification 20% 520

Industry Allocation (Tactical Plan 2017)

Description Limit Limit in $ (mm)

Single investment (excluding fund of funds) Lesser of 0.75% of Trust or $200 mm 190

Co-Investments (fund of funds) $100 mm 100

Co-Investments (existing relationships) $50 mm 50

Co-Investments (new relationships) $20 mm 20

Fund of Funds Lesser of 1.50% of Trust or $300 mm 300

Single general partner, entity, related organization 

or associated co-investments 20% of NAV 520

Single strategy 70% of NAV 1,800

Commingled partnership 25% of partnership N/A

Commingled partnership and its affiliated co-

investment vehicles which ERS has participated 25% of partnership N/A

Fund of funds that invest in partnerships 100% of fund of funds vehicles N/A

Co-investments 50% of year's investment activity N/A

Any one investment sponsor organization 10% of NAV 260

Asset Class Diversification and Investment Limits

Agenda item 2b, Meeting book dated February 22, 2017  



Strategy Allocations 

Other Limits 

APPENDIX B —ERS ASSET CLASS INVESTMENT PARAMETERS 

Real Estate 
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Strategy Description % of Asset Class NAV $ Range (mm)

Core 30% +/- 15% 370 - 1110

Non-core 40% +/- 15% 620 - 1600

Global Publicly Traded Real Estate Securities 30% +/- 10% 490 - 990

Infrastructure 0% - 10% 0 - 250

Risk / Return Strategy Allocation

Description Limit Limit in $ (mm)

Single investment Lesser of 0.75% of Trust or $200 mm 190

Single Co-Investment (fund of funds) $100 mm 100

Single Co-Investment (existing relationships) $50 mm 50

Single Co-Investment (new relationships) $20 mm 20

Domestic - Office, multi-family, retail, industrial, and 

hotel

+/- 20% weight to the NPI for each 

property type N/A

Domestic - Other (Healthcare, self-storage, etc) 30% of NAV 740

Domestic - Infrastructure 10% of Domestic 200

Commingled closed-end funds 100% of NAV 2,470

Commingled open-end funds 75% of NAV 1,850

Separate accounts (Ranging from liquid to illiquid) 50% of NAV 1,230

Global publicly traded real estate securities 40% of NAV 990

Leverage - portfolio-wide 65% on loan to value basis N/A

Leverage - Core 50% on loan to value basis N/A

Leverage - Non-Core 70% on loan to value basis N/A

Leverage - Separate accounts (ranging from liquid to 

illiquid)
70% on loan to value basis N/A

Single investment manager organization 15% of NAV 370

Fund of fund vehicles that invest in real estate 

partnerships, not properties
100% of vehicle N/A

Asset Class Diversification and Investment Limits

Geographic Target Description % of Asset Class NAV $ Range (mm)

Domestic 70% +/- 15% 1,470 - 1,980

International (see further allocations below) 30% +/- 15% 630 - 850

Asia 20% - 50% 150 - 370

Europe 20% - 50% 150 - 370

Americas 0% - 30% 0 - 220

Other International 0% - 20% 0 - 150

Private Real Estate Geographic Strategy Allocation
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APPENDIX B — ERS ASSET CLASS INVESTMENT PARAMETERS 

Infrastructure 
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Strategy Allocations 

Other Limits 

Strategy Description % of Asset Class NAV $ Range (mm)

Core 25% +/- 15% 40 - 140

Value Added  50% +/- 15% 120 - 230

Opportunistic 25% +/- 15% 40 - 140

Risk / Return Strategy Allocation (Tactical Plan 2017)

Strategy Description % of Asset Class NAV $ Range (mm)

Developed Markets 50% +/- 20% 100 - 240

Emerging Markets 50% +/- 20% 100 - 240

Geographic Strategy Allocation (Tactical Plan 2017)

Description Limit Limit in $ (mm)

Single co-investment or direct investment Lesser of 0.50% of Trust or $150 mm 130

Single fund Lesser of 0.75% of Trust or $200 mm 190

Single investment management organization 20% of NAV + uncalled commitments 70

Asset Class Diversification and Investment Limits
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APPENDIX B— ERS ASSET CLASS INVESTMENT PARAMETERS 

Hedge Funds (Absolute Return and Directional Growth) 
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Strategy Allocations 

Other Limits 

Strategy Description % of Portfolio NAV $ Range (mm)

Relative Value 20% - 60% $260 - 790

Event Driven 0% - 60% $0 - $790

Equity Long / Short 0% - 30% $0 - $390

Macro 10% - 40% $130 - $520

Opportunistic 0% - 40% $0 - $520

Absolute Return Portfolio Strategy Allocation (Tactical Plan 2017)

Strategy Description % of Portfolio NAV $ Range (mm)

Relative Value 0% - 30% $0 - $100

Event Driven 0% - 30% $0 - 100

Equity Long / Short 30% - 100% $100 - $330

Macro 0% - 50% $0 - $163

Opportunistic 0% - 50% $0 - $160

Directional Growth Portfolio Strategy Allocation (Tactical Plan 2017)

Description Limit Limit in $ (mm)

Single investment Lesser of 1.00% of Trust or $250 mm 250

Asset Class Diversification and Investment Limits
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APPENDIX B — ERS ASSET CLASS INVESTMENT PARAMETERS 

Fixed Income 

 

 

 

 

 

Strategy Description % of Asset Class NAV $ Range (mm)

Credit total allocation Within 10% of Credit's Target Allocation (10% of Trust) 2,280 - 2,790

Credit - Core allocation 70% - 90% of Credit's Total Target Allocation 1,780- 2,280

Credit - Satellite allocation 10% - 30% of Credit's Total Target Allocation 250 - 760

Strategy Allocation (Tactical Plan 2017)

23 
Strategy Allocations 

Other Limits 
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APPENDIX C —INTERNAL INVESTMENT COMMITTEE ROLES 
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APPENDIX D —TCDRS PUBLIC DOCUMENATION OF GOVERNANCE 
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APPENDIX E —TCDRS GOVERNANCE OVERVIEW 

26 
Agenda item 2b, Meeting book dated February 22, 2017  



 
 

January 25, 2017   
 
 
 
Members of the ERS Board of Trustees 
Mr. Porter Wilson, Executive Director  

Mr. Tom Tull, Chief Investment Officer  

 

Re: Quarterly Investment Agreed-upon Procedures 
 
Internal Audit has completed quarterly procedures to test compliance with ERS’ Investment Policy in 
accordance with the Fiscal Year 2017 Annual Audit Plan. 
 

We have performed the procedures listed in the attached Appendix A, which were agreed to by ERS 

management, to assist in monitoring Investment Policy compliance for the quarter ended December 31, 

2016.  This agreed-upon procedures engagement was performed in accordance with generally accepted 

government auditing standards contained in the Government Auditing Standards issued by the 

Comptroller General of the United States.  The sufficiency of these procedures is solely the responsibility 

of those parties specified in this report.  Consequently, we make no representation regarding the 

sufficiency of the procedures described below either for the purpose for which this report has been 

requested or for any other purpose. 

 

We were not engaged to and did not conduct an examination, the objective of which would be to 

determine whether internal controls are effectively designed and operating to comply with ERS’ 

Investment Policy.  Had we performed additional procedures, other matters might have come to our 

attention that would have been reported to you. 

 

This report is intended solely for the information and use by the Board of Trustees and ERS 

management, and is not intended to be and should not be used by anyone other than the specified party.  

This report is a matter of public record and its distribution is not limited.   

 

Sincerely  

 
Anthony Chavez, CIA, CGAP, CRMA                                               

Director, Internal Audit Division                                            

  

 

 

 

 

 

 
 

Exhibit B  
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APPENDIX A – AGREED-UPON PROCEDURES AND RESULTS 

Independent Audit Review   

 

Portfolio Compliance – Proper Investment risk maintained based on approved investment strategy and asset allocation  

Procedures Agreed-Upon Finding Description  Management Response  

Investment Custodian Bank Diversification Reports 
reviewed to ensure beneficial ownership in a single 
security is within Investment Policy diversification 
thresholds.    

No exceptions were found as a result of applying 
this procedure. Noted 

 

Investment Custodian Bank Fixed Income Quality 
Reports reviewed to ensure fixed income and short-
term securities credit ratings above Investment Policy 
limits.    

No exceptions were found as a result of applying 
this procedure. 

Noted 

FactSet Daily Tracking Error Reports
1
 reviewed to 

ensure risk tolerance within established constraints 
per Investment Policy.   

No exceptions were found as a result of applying 
this procedure. Noted 

Review the daily report provided by BNY Mellon to 
identify instances of investments in prohibited 
countries. 

No exceptions were found as a result of applying 
this procedure. Noted 

 

 

 

 

 

 

 

 

 
1
Internal audit’s understanding was that the Factset daily tracking error reports included data related to all required tracking error limits from the Investment policy.  After further review, 

it noted that the daily reports did not include data from the Global Credit and Fixed Income – Rates asset classes.  Investments Operations and Internal Audit have coordinated to 

ensure this data will be included in future reports to allow for tracking and further reporting.  
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APPENDIX A – AGREED-UPON PROCEDURES AND RESULTS  

Independent Audit Review  

 

Personal Trading – Employees may not have an interest in or financial gain from investments by ERS  

Procedures Agreed-Upon  Finding Descriptions Management Responses  

At quarter-end, Covered Persons list pulled from 
personal trading system and compared to designated 
Covered Persons division listing for completeness.  

No exceptions were found as a result 
of applying this procedure. 

Noted  

Covered Persons personal brokerage trading 
confirmations reconciled to compliance system 
executed personal trades for completeness.   

No exceptions were found as a result 
of applying this procedure. 

Noted  

Reported compliance system executed trades reviewed 
to verify existence of pre-approval from designated 
party.  

Three (3) exceptions were found as a 
result of this procedure. Two (2) 
Investment employees and One (1) 
Internal Audit employee. 
 
All three (3) exceptions were self-
reported and would have been 
approved if the pre-approval process 
had been followed.  

Investments had 2 violations of the personal 
trade policy this quarter. One was by a new 
employee. The Division has adjusted the timing 
of training for all new employees to ensure that 
they are aware of their responsibilities to report 
all trades. The second violation was self-
reported and the employee has been 
counseled regarding the importance of pre-
approval for all trade activity  
 
Internal Audit counseled the employee on the 
importance of preapproval for all trade activity.  

Confirm all quarterly affirmations to be submitted by 
Covered Persons affirming understanding of 
Investment Policy personal transactions rules including 
submission of all required personal trading information.   

No exceptions were found as a result 
of applying this procedure. 

Noted  
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APPENDIX A – AGREED-UPON PROCEDURES AND RESULTS  

Independent Audit Review  

 

Proxy Voting – Votes should be cast in accordance with ERS’ economic best interest 

Procedures Agreed-Upon  Finding Description Management Responses  

Review Institutional Shareholder Services 
(ISS) system Un-voted Report for missing 
votes.   

No exceptions were found as a result of 
applying this procedure. 

Noted  

Review Institutional Shareholder Services 
(ISS) system Voted Against Report for votes 
made against ERS proxy voting guidelines.  
Verify any votes against ERS guidelines are 
appropriately documented as to rationale.   

No exceptions were found as a result of 
applying this procedure. 

Noted  
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APPENDIX A – AGREED-UPON PROCEDURES AND RESULTS 

Independent Audit Review  

 

 

 

Securities Lending – Lendable securities base and individual securities are not under-collateralized or over-utilized per 
program policies  
Procedures Agreed-Upon  Finding Description Management Responses  

Review the monthly Securities Lending and 
Performance Summary to ensure the ERS 
utilization rate for Securities Lending is below 
25% of the lendable base. 

No exceptions were found as a result of applying this 
procedure. 

Noted  
 

Review the daily report provided by Deutsche 
Bank to identify instances of collateralization 
falling below 100% based on end-of-day 
market values. 

One instance was identified during the quarter where 
collateralization fell below 100% based on end-of-day 
market values. This instance was resolved within 
three business days. 

Noted  
 

Review the daily report provided by Deutsche 
Bank to identify instances where more than 
95% of any single security is loaned out.  

One instance was identified during the quarter where 
more than 95% of a single security was loaned out.  
This instance was resolved within three business 
days. 
 

Noted  
 

Review the daily report provided by Deutsche 
Bank to identify instances where the rebate 
rates for loans are above the Federal Funds 
Open rate.  

No exceptions were found as a result of applying this 
procedure. 
 

Noted  
 

Review the daily report provided by Deutsche 
Bank to identify instances where counterparties 
are above the 10% diversification limit for 
Eurozone borrowers. 

Four instances were identified during the quarter 
where the diversification limit for Eurozone 
counterparties was above 10%. Two instances went 
unresolved for over three business days. All other 
instances were resolved within three business days. 

See Appendix B for further details 

Review the daily report provided by Deutsche 
Bank to identify instances where counterparties 
are above the 20% diversification limit for    
non-Eurozone borrowers 

Eighteen instances were identified during the quarter 
where the diversification limit for non-Eurozone 
counterparties was above 20%. Four Instances went 
unresolved for over three business days. All other 
instances were resolved within three business days. 

See Appendix B for further details 
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APPENDIX B – SECURITY LENDING PROGRAM SUSPENSION  

 

Impact to Investment Compliance Monitoring 

Beginning in January 2016, the credit default swap (CDS) spread, an indicator of solvency risk, began to rise sharply for ERS’s securities lending 

counterparty, Deutsche Bank. The spread continued to increase dramatically into February 2016, which caused the Securities Lending program to 

be temporarily suspended. Investments Division does not believe that Deutsche Bank will face any solvency issues, but they determined that the 

returns the securities lending program generates were not worth the risks. The recall was done in steps, first causing the borrowed exposure to 

decrease from $400 million to $26 million in February, with the last borrowed security returning at the beginning of April. Since the total number of 

borrowed securities decreased significantly, daily audit flags were triggered from February to the end of December 27, 2016 for the diversification 

limits in the Investment Compliance Program.  

On April 22 of 2016, the securities lending program began lending ETF’s only. Since then, the program was deliberately run at a low utilization 

rate, which has caused audit flags for diversification limits through December 27, 2016. 
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Status of Audit  

Recommendations 

FROM THE DIRECTOR 

JANUARY 24, 2017 

Internal Audit (IA) has completed semi-annual procedures to monitor and   

report on the status of management action plans (MAPs) to address open audit 

recommendations as of December 31, 2016.  Implementation status was based 

on individual MAP owner’s self-assessment and IA’s review of supporting docu-

mentation to corroborate self-assessment. Supporting documentation included, 

but was not limited to, revised documented policies/procedures, worksheets, 

management status reports, and reconciliations. Audit work was not performed 

to verify the effectiveness of management actions implemented to determine if 

controls were working as intended. Future audit engagements in these areas 

will confirm the effectiveness of the controls implemented. 

Results are detailed in the subsequent pages. We will continue reporting on the 

status of MAP’s semiannually for periods ending June 30 and December 31.  

Sincerely 

MAP Implementation  

Status …….…….……......2 

Summary Status ……….2 

Procurement …….….....3 

GBP Procurement .......5 

Anthony Chavez, CIA, CGAP, CRMA 

Director, Internal Audit Division  

Table of Contents 

ERS INTERNAL  

AUDIT DIVISON 

To provide independent and 

objective assurance on the ef-

fectiveness of controls and op-

erations to meet ERS’ strategic 

direction.  

Exhibit C 
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MAP IMPLEMENTATION STATUS 

MAP implementation status is designated by the following levels: 

 Implemented – Sufficient and appropriate evidence to support all reported manage-
ment action items

 Partially Implemented – Management has implemented some management action
items but not all to fully address reported risk

 No Action Taken – No management action taken and/or evidence provided to support
management action

 Management Acceptance – Executive management has accepted the risk of not fully
implementing reported management action plan.

2 

SUMMARY STATUS OF AUDIT REPORT 

RECOMMENDATIONS AND SUMMARY  

The chief audit executive must establish a follow-up process to    
monitor and ensure that management actions have been effectively    
implemented or that senior management has accepted the risk of not    
taking action. 

Institute of Internal Auditors standard 2500.A1 

2 

Audit Engagement MAP Owner MAPs 

Implemented 

MAPs Partially 

Implemented 

Procurement 

Office of Procurement 
and Contract Oversight 

1 1 

GBP Procurement Follow-Up 
Office of Procurement 
and Contract Oversight 

3 
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When the chief audit execu-

tive believes that senior 

management has accepted a 

level of residual risk that 

may be unacceptable to the 

agency, the chief audit exec-

utive must discuss the matter 

with senior management. If 

the decision regarding resid-

ual risk is not resolved, the 

chief audit executive must 

report the matter to the 

board for resolution.  

Institute of Internal Auditors  

standard 2600 

PROCUREMENT  — OFFICE OF PROCURE-

MENT AND CONTRACT OVERSIGHT  

(REPORT #2015-02)   

Observation 1 

Control activities did not ensure existing contracts for goods and ser-

vices were periodically reevaluated for best value. (Significant)  

Recommendations 

The Director of Procurement and Finance Division should continue to 

evaluate control activities including: 

 Research and identify all existing contracts with contract

begin dates greater than four years

 Coordinate with divisions to determine business justifica-

tion for continued vendor relationship under existing con-

tract

 Communicate to executive management existing con-

tracts determined no re-bid necessary including rationale

and contract value.

 Coordinate with divisions to determine proper procure-

ment methodology for existing contracts rebid deter-

mined necessary

Management Action Plan Status 

Status Clarification  

Implemented 

The Director of Procurement and Contract Oversight researched and identified all existing con-

tracts with dates greater than four years. The OPCO division coordinated with other divisions to 

determine business justification for continued vendor relationships under the existing contract. 

Based on resources, it was determined only a set number of contracts could be bid immediately. 

The Director of OPCO communicated the rationale and contract  value  of existing contracts that 

were determined  to not require a re-bid to executive management. 

The Director of OPCO defined and communicated the following processes: 

1. Sole Source Purchase Process

2. Contract Term Date Process

3. Contract Term Justification Form
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 Observation 2   

Continue to evaluate procedures to comply with new contract 
reporting requirements. (Moderate)  

Recommendations 

The Director of Procurement and Finance Division should con-
tinue to evaluate Control activities including: 

 Continue researching SB 20 reporting requirements and how
it may effect ERS

 Identify a timeline for establishing reporting requirement
identifiers  within ERS’ financial system

 If POs are to be used for reporting purposes, the process for
creating or using existing POs will need to be modified to
meet new control objectives

Management Action Plan Status 

Senate Bill 20  

Senate Bill 20 modified  purchas-

ing and contracting processes for 

state agencies effective September 

1, 2015.   

If a state agency doesn’t make a 

good faith effort to comply with 

SB 20 requirements, that agency 

could lose their purchasing au-

thority.  

Status Clarification 

Partially 

Implemented 

Researched and evaluated SB 20 reporting requirements.  

Actions to be completed:   

   Electronic tracking system 
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GBP PROCUREMENT FOLLOW-UP –OFFICE OF PRO-

CUREMENT AND CONTRACT OVERSIGHT  FOLLOW-

UP (REPORT #2016-02)  

5 

Observation 1  

Evaluation Scoring Matrix does not effectively support and document how best 
value is obtained. (Significant)   

Recommendations 

The Benefit Contracts and Procurement Division should continue to improve 
RFP evaluation scoring tools. Scoring tools should incorporate elements recom-
mended in the Texas Contract Management Guide (specifically Appendix 12) 
including: 

 Scoring of each individual performance factor identified in planning

 Separate scoring for performance factors and cost factors

 Scoring emphasis on individual performance factors including comments to
support final assessment

 Utilize additional information obtained through bid activities  such as inter-
views and site visits to assist in scoring individual performance factors as
opposed to a separate vendor performance score

 Include individual performance factor weights in scoring tool

Status Clarification  

Implemented 

The Office of Procurement and Contract Oversight (OPCO) developed a new 

evaluation scoring tool.  The scoring tool is consistent with Internal Audit’s 

recommendations included in its audit report.  

Evaluators score the identified performance factors. Evaluators must provide 

an overall score for the identified subcategories, rather than score individual 

questions. Evaluators are instructed to provide a comment if the score is either 

very low or very high. Comments are optional for all other scores.  

The scoring tool ensures performance factors are scored separately from cost 

factors.   

Evaluators are instructed to consider additional information provided in the 

clarification process, respondent interviews, and site visits when scoring the 

relevant performance factors.  

In conjunction with the business division, OPCO sets individual performance 

factor weights.  

Management Action Plan Status 

Contract Management 

Guide  

Is a set of practices de-

signed to assist state agen-

cies with the procurement 

process.  

Texas  Government Code 

2262.052 requires each 

state agency to comply 

with the Contract Manage-

ment Guide.  
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Observation 2  

Evaluation and award procedures do not ensure all intended objectives are met.  (Significant)  

Recommendations 

The Benefit Contracts and Procurement Division should evaluate current procedures to ensure control ob-
jectives are met and procurement phases are properly closed out  including:  

 Define evaluation phase objectives, including expected outcome

 Finalize and document each phase before proceeding to the next one including appropriate approvals

 Consider deadlines where no additional vendor initiated information will be accepted or considered to
streamline evaluation process

 Ensure  procedures performed to evaluate bidders are not scored and documented as performance at-
tributes.

Management Action Plan Status 

Status Clarification  

Implemented 

 OPCO has prepared tools to assist evaluators with the process and the expected out-

come.  OPCO holds an evaluation team meeting before evaluators are provided with 

access to the responses.  During the meeting, OPCO staff explains the evaluation pro-

cess and provides guidance as needed.   

Evaluators are required to input their final scores for the initial phase by a set date. 

An independent staff member, either from IS or a project manager, ensures the same 

by verifying calculations and ensuring a score is inputted for each performance factor 

and its subcategories. Once the calculations are verified, the initial phase scores are 

finalized and locked.  All scores from the initial phase are automatically transferred to 

the finalists phase.  

During the finalists phase, evaluators may update their scores based on new infor-

mation received during this phase by way of clarification responses, site visits, and 

face-to-face meetings. Before closing out the finalists phase, OPCO and IS or a project 

manager complete a similar check on the inputted scores.  

6 

Agenda item 2b, Meeting book dated February 22, 2017 



Observation 3  

Management has taken action to implement Texas State Auditor’s recommendations but work remains.  (Moderate)  

Management Action Plan Status 

Status Clarification  

Implemented 

Since the issuance of the SAO Audit Report in November of 2014 and consistent with 
ERS’ fiduciary responsibility, ERS has been working diligently to implement the SAO 
Audit Report recommendations.  

In December of 2015, ERS submitted a self-report to the SAO indicating that it had fully 
implemented most of the SAO recommendations.   

On April 1, 2016, ERS formed OPCO to centralize and standardize ERS’ procurement 
activities and contract oversight. OPCO assumed responsibility to oversee and update, 
as necessary, policies and procedures to be used in the preparation of ERS’ procurement 
process, including the TPA RFP.  Prior to publication of the TPA RFP, and in compli-
ance with the General Appropriations Act, OPCO submitted to the LBB and SAO docu-
mentation supporting its compliance with the SAO Audit Report.  

While OPCO continues to draft internal policies and procedures, it has implemented the  
recommendations from the Texas State Auditor’s audit.  
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PUBLIC AGENDA ITEM - #2c 

Presentation, Discussion and Consideration of Audit Committee Items: 

2c. Internal Audit Administrative Items 

February 22, 2017 

BACKGROUND: 

Annually Internal Audit will review and propose any necessary revisions to the Internal Audit Charter. 

Revisions were made to the Internal Audit Charter to comply with revised professional standards. 

STAFF RECOMMENDATION: 

This agenda items is presented for discussion purposes only. No action is required. 

ATTACHMENTS – 1 

Exhibit A - Internal Audit Charter 



ERS Internal Audit Charter  

ERS INTERNAL AUDIT CHARTER 
 

Purpose: 
The Employees Retirement System of Texas (ERS) Internal Audit Division (Internal Audit) is 
established by the ERS Board of Trustees (Board) in accordance with Texas Government Code 
2102.  Internal Audit is an independent, objective assurance and consulting activity designed to add 
value and improve operations.  Internal Audit helps ERS accomplish its objectives by bringing a 
systematic, disciplined, and risk-based approach to evaluate and improve the effectiveness of risk 
management, control and governance processes. 

 

Audit Standards: 
Internal Audit will comply with the following legal requirements and professional standards: 

 
• Texas Government Code, Chapter 2102, (Texas Internal Auditing Act) 
• International Standards for the Professional Practice of Internal Auditing, Code of Ethics and 

Core Principles for the Professional Practice of Internal Auditing issued by the Institute of Internal 
Auditors  

• Generally Accepted Government Auditing Standards as promulgated by the U.S. Government 
Accountability Office 

 
Organization: 
The Director, Internal Audit Division (IA Director) w i l l  report functionally to the Board and 
administratively to the Executive Director. 

 
The Board will approve all decisions regarding the performance evaluation, appointment, or removal 
of the IA Director a s  well as the IA Director’s annual compensation and salary adjustment. The 
Executive Director is responsible for the administrative supervision of Internal Audit including 
approval of the budget for submission to the Board. 

 
The IA Director will communicate and interact directly with the Board at Internal Audit Committee 
meetings and between meetings as appropriate. 

 

Independence and Objectivity: 
The internal audit activity will remain free from interference by any element in the organization, 
including matters of audit selection, scope, procedures, frequency, timing, or report content to permit 
maintenance of a necessary independent and objective mental attitude. 
 
Internal auditors will have no direct operational responsibility or authority over any of the activities 
audited. Accordingly, they will not implement internal controls, develop procedures, install systems, 
prepare records, or engage in any other activity that may impair Internal Audit's judgment. 

 
Internal auditors shall be free from personal or external impairments to independence in order that 
opinions, conclusions, and recommendations will be impartial and will be viewed as impartial by 
knowledgeable third parties. Internal auditors shall not use any information obtained in an audit for 
any personal gain nor in a manner which would be detrimental to the welfare of ERS or its officers 
and employees. 
 
The IA Director confirms to the Board annually the organizational independence of the internal audit 
activity.  

 
 
 
 
 

 

 Exhibit A  
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Authority: 
Internal Audit and consulting auditors shall have unrestricted access to all ERS employees and 
records that are relevant to the designated scope and objectives of particular audit assignments.   
Internal auditors shall be prudent in the use of information acquired in the course of their duties.  All 
employees are requested to assist Internal Audit in fulfilling its roles and responsibilities.   Internal Audit 
will have free and unrestricted access to the Board.  
 

Scope of Audit Work:  
The scope of internal auditing encompasses, but is not limited to, the examination and evaluation of 
the adequacy and effectiveness of ERS' governance, risk management, and internal process as well 
as the quality of performance in carrying out assigned responsibilities to achieve the organization's 
stated goals and objectives. This includes: 

 
• Evaluating the reliability and integrity of financial and operating information and the means 

used to identify, measure, classify, and report such information 
• Evaluating the systems established to ensure compliance with those policies, plans, 

procedures, laws, and regulations that could have a significant impact on operations and 
reports. 

• Evaluating the means of safeguarding assets and, when appropriate, verify the existence 
of assets. 

• Evaluating the effectiveness and efficiency with which resources are employed. 
•  Evaluating operations or programs to ascertain whether results are consistent with 

established objectives and goals and whether the activities are being implemented as 
planned. 

•  Providing consulting services, the nature and scope of which are agreed with management, 
and are intended to add value and improve governance, risk management, and control 
processes. Examples include counsel, advice, facilitation, and training. 

• The Internal Audit Section shall be responsible for all assurance and consulting services of the 
ERS within the scope of this charter. 

 
Key Roles and Responsibilities: 
Certain roles and responsibilities of the IA Director, Board and ERS management are critical to the 
success of the Internal Audit function. 

 
Key responsibilities of the IA Director include: 

• Annual Audit Plan- Annually, submit to the Board and Executive Director a risk-based 
internal audit plan for review and approval.   The internal audit plan will consist of a work 
schedule, budget and resource requirements for the next fiscal year.  The internal audit plan 
will be developed using a risk-based methodology, including input of the Board and senior 
management. 

•     Reporting- A written report will be prepared and issued by the IA Director or  designee 
following the conclusion of each audit engagement and will be distributed as appropriate. The 
report will include audit results, management responses and implementation milestones for 
management action plans.  The report will be issued to the Audit Committee and Board, as well 
as those external parties required by the Texas Internal Auditing Act. For those reports 
deemed confidential and sensitive in nature as determined by the Audit Committee Chair and 
the IA Director, a statement of non-disclosure will be included in the audit report and 
distributions to required external parties.  

• Audit Engagement- Internal Audit will notify ERS management of upcoming audit engagement 
objectives provide status updates as to progress and conduct an exit conference to discuss 
final audit results and management action plans. 

• Communication with Board and External Parties- Internal Audit activities, including presentations 
to the Board and Audit Subcommittee, shall be in accordance with the laws regarding 
confidentiality.    At the request of the Audit Committee Chair, , the IA Director shall meet with 
the Audit Committee to discuss the status of the audit workload program, exceptions to the 
accomplishment of the annual plan, the status of management's resolution of audit findings 
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and other significant issues involving   Internal Audit.  The IA Director will meet 
periodically with the Audit Committee Chair. Internal Audit shall serve as the primary liaison 
with external auditors or review groups for any audit or review conducted of ERS. 
 

 
Key responsibilities of ERS management related to Internal Audit 
activities include: 

• Cooperating with audit teams during the performance of internal audits and advisory projects 
by providing full and unrestricted access to all activities, personnel, property, records, 
information, and systems requested by auditors, including contractor and subcontractor 
resources. 

• Reviewing Internal Audit reports and providing timely, written management responses to 
address issues and recommendations, including actions planned, responsible manager, and 
target implementation dates. 

•  Providing status updates to the IA Director regarding management action plans that address 
outstanding internal and external audit recommendations. 

•  Coordinating with Internal Audit staff to respond to issues and recommendations 
contained in external audit reports. 

•  Notifying the IA Director of any contacts from external organization auditors, evaluators, and 
inspectors. 

 
Nonaudit Services: 

 
Internal Audit may provide nonaudit services, including those related to fraud or other illegal acts. The 
IA Director will establish and document his understanding with management, or those charged with 
governance, regarding the objectives of the nonaudit service, services to be performed, entities’ 
acceptance of its responsibilities, Internal Audit responsibilities and any known limitations. Based on the 
level of anticipated work, the deliverable(s) will be at the discretion of the IA Director. The IA Director 
will advise the requestor of the status of the nonaud i t  ser v ice  while in progress and will forward 
the results of such project to the requestor for review before results are finalized.    
 
Approval for Services  
 
The Audit Committee Chair will approve all requests for audit and nonaudit services affecting the 
approved annual audit plan. If the Audit Committee Chair requests the service, then the Chair of ERS 
Board of Trustees will approve the addition and any other necessary revisions.  

 

Approved this 22rd day of February 2017  

 
 
 
                                                                                   
Cydney DonnellBrian Ragland  
Chair, Audit Committee, Employees Retirement System of Texas  
 
 
 
                                                                                      
Porter Wilson  
Executive Director, Employees Retirement System of Texas 
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PUBLIC AGENDA ITEM - # 3 

3. Adjournment of the ERS Board of Trustees Audit Committee and

Recess of the Board of Trustees 

February 22, 2017 

Following a temporary recess, the Board of Trustees will reconvene with the Investment Advisory 
Committee to take up the following Joint Board of Trustees and Investment Advisory Committee 

agenda items. 



PUBLIC AGENDA ITEM - #4 

4. Review and Approval of the Minutes to the December 1, 2016 Joint Meeting of the
Board of Trustees and Investment Advisory Committee 

February 22, 2017 

BACKGROUND: 

Attached under separate cover, are the minutes to the December 1, 2016 Joint Meeting of the Board of 
Trustees (Board) and Investment Advisory Committee (IAC). These minutes are submitted to the IAC and 
Board for review and, if no amendments, are recommended for approval. 

PROPOSED MOTIONS: 

The ERS staff recommends the following motion to the Investment Advisory Committee: 

I move that the Investment Advisory Committee of the Employees Retirement System of Texas 
approve the minutes to its Joint Meeting with the Board of Trustees held on December 1, 2016. 

Contingent upon adoption of the above motion by the IAC, staff recommends the following motion to the 
Board of Trustees: 

I move that the Board of Trustees of the Employees Retirement System of Texas approve the 
minutes to its Joint Meeting with the Investment Advisory Committee held on December 1, 2016. 

ATTACHMENT – 1 

Exhibit A – Minutes of the December 1, 2016 Joint Meeting of the Board of Trustees and Investment 
Advisory Committee 
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JOINT MEETING OF THE 
BOARD OF TRUSTEES AND 

INVESTMENT ADVISORY COMMITTEE 
EMPLOYEES RETIREMENT SYSTEM OF TEXAS 

December 1, 2016 
ERS Building – Board Room 

200 E. 18
th

 Street 
Austin, Texas 78701 

TRUSTEES PRESENT 
I. Craig Hester, Chair 
Doug Danzeiser, Vice-Chair 
Ilesa Daniels, Member 
Cydney Donnell, Member 
Brian Ragland, Member 
Jeanie Wyatt, Member 

IAC PRESENT 
James Hille, Chair 
Caroline Cooley, Vice Chair 
Bob Alley, Member 
Ken Mindell, Member 
Laura Starks, Member 
Lenore Sullivan, Member 
Vernon Torgerson, Member 

ERS STAFF PRESENT 
Porter Wilson, Executive Director 
Catherine Terrell, Deputy Executive Director 
Tom Tull, Chief Investments Officer 
Sharmila Kassam, Deputy Chief Investment Officer 
Paula A. Jones, Deputy Executive Director and General Counsel 
Leighton Shantz, Investments 
Shack Nail, Special Projects and Policy Advisor 
Tony Chavez, Internal Auditor 
Robin Hardaway, Director of Customer Benefits 
Chuck Turner, Chief Information Officer 
Kelley Davenport, Executive Office 
Liz Geise, Benefits Communications 
Jennifer Jones, Executive Office 
Betty Martin, Investments 
Pablo de la Sierra Perez, Investments 
Chineque Sterns, Human Resources 
Glenda Workman, Benefits Communication 
Tanna Ridgway, Investments 
Machelle Pharr, Finance 
Keith Yawn, Executive Office 
Anthony Curtiss, Investments 
John Streun, Investments 
Cheryl Scott Ryan, General Counsel 
Andrew Hopson, Investments 
Wesley Gipson, Investments 
Chris Tocci, Investments 
Christi Davis, Customer Benefits 
Robert Sessa, Investments 
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Gabrielle Stokes, Procurement and Contract Oversight 
Susie Ramirez, Executive Office 
Juli Davila, Investments 
Amy Chamberlain, Executive Office 
Carlos Chujoy, Investments 
Brannon Andrews, General Counsel 
Mike Ewing, General Counsel 
Nancy Lippa, General Counsel 
Amanda Burleigh, General Counsel 
David Lacy, General Counsel 
Kathryn Tesar, Benefits Communication 
Lauren Honza, Investments 
Stuart Williams, Investments 
Satitpong, Chantarajirawong, Investments 
Yu Tang, Investments 
Joy Seth, Investments 
Amy Cureton, Investments 
Leah Erard, Executive Office 
Kelley Davenport, Executive Office 

VISITORS PRESENT 
Keith Barnes, Blue Cross Blue Shield of Texas 
Cyrus Walker, Blue Cross Blue Shield of Texas 
Michael Edwards, JP Morgan 
Michael Hood, JP Morgan 
Ryan Donahue, JP Morgan 
Andrew Clark, Speaker's Office 
Kristen Doyle, Aon Hewitt 
Jas Thandi, Aon Hewitt 
Steve Voss, Aon Hewitt 
Michael McCormick, Aon Hewitt 
Bobby Wilkinson, Office of the Governor 
Sheri Jones, Comptroller of Public Accountants 
Kelley Bender, Chapman and Cutler LLP 
James Baker, Unite Here 
Joe Newton, Gabriel Roeder Smith & Co. 
Tom Bevins, Gabriel Roeder Smith & Co. 
Tom Heiner, BNY Mellon 
Bill Hamilton, Texas State Employees Association 
Bob May, Texas State Pension Review Board 
Kenneth Herbold, Texas State Pension Review Board 
Katy Fallon, Legislative Budget Board 
Avery Saxe, Legislative Budget Board 

Mr. Jim Hille, Chair of the Investment Advisory Committee (IAC) for the Employees Retirement 
System of Texas (ERS), called the meeting to order and read the following statement: 

“A public notice of the Joint Meeting of the Board of Trustees and Investment Advisory Committee 
containing all items in the proposed agenda was filed with the Office of the Secretary of State at 
10:58 a.m. on Monday, November 21, 2016, as required by Chapter 551, Texas Government Code, 
referred to as the Open Meetings law.” 

Mr. Craig Hester, Chair of the Board of Trustees (Board) for the Employees Retirement System of 
Texas (ERS), also read the following statement: 

“A public notice of the Joint Meeting of the Board of Trustees and Investment Advisory Committee 
containing all items in the proposed agenda was filed with the Office of the Secretary of State at 
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10:58 a.m. on Monday, November 21, 2016, as required by Chapter 551, Texas Government Code, 
referred to as the Open Meetings law.” 

I. REVIEW AND APPROVAL OF THE MINUTES TO THE AUGUST 16, 2016 JOINT MEETING 
OF THE BOARD OF TRUSTEES AND INVESTMENT ADVISORY COMMITTEE 

Mr. Jim Hille, Investment Advisory Committee (IAC) Chair, opened the floor for a motion on the 
approval of the minutes from the August 16, 2016 Joint Meeting of the Board of Trustees and Investment 
Advisory Committee. 

The Investment Advisory Committee then took the following action: 

MOTION made by Ms. Caroline Cooley, seconded by Ms. Lenore Sullivan, and carried 
unanimously by the members present that the Investment Advisory Committee approved the 
minutes of the August 16, 2016 Joint Meeting of the Board of Trustees and Investment Advisory 
Committee. 

The Board of Trustees then took the following action: 

MOTION made by Ms. Cydney Donnell, seconded by Mr. Brian Ragland, and carried unanimously 
by the members present that the Board of Trustees approved the minutes of the August 16, 2016 
Joint Meeting of the Board of Trustees and Investment Advisory Committee. 

II. REVIEW AND DISCUSSION OF ERS’ ASSET ALLOCATION STUDY 

a. Featured Speaker Michael Hood on Asset Allocation – Mr. Michael Hood, Managing 
Director at JP Morgan Asset Management, spoke and discussed the economic and market outlook. 

Mr. Hood presented his perspective on macroeconomic trends and market events to help better 
determine factors involved in ERS’ asset allocation. Questions and discussion on the presentation too 
place among the Board, IAC, and Mr. Hood. 

No action item was required on this item. 

b. Presentation of Risk Survey Results - Mr. Tom Tull, Chief Investment Officer, Ms. Sharmila 
Kassam, Deputy Chief Investment Officer, Mr. Steve Voss and Ms. Kristen Doyle, consultants from Aon 
Hewitt Investment Consulting, presented the review and discussion of Risk Survey Results. 

This agenda item is presented as a result of Section 2.2 of the Employee Retirement System of 
Texas (ERS) Investment Policy which requires formal Asset Liability studies be conducted at least every 
five years, with annual reviews of the adopted asset allocation based on updated capital market 
assumptions. 

Mr. Tull delivered a brief update regarding what has been accomplished to date on the 2016 Asset 
Liability Study. He noted that ERS has developed a work plan, completed the risk survey of the Board of 
Trustees (Board), Investment Advisory Committee (IAC), and Senior Investments Staff (Staff), and agreed 
upon capital market assumptions among staff in conjunction with Aon Hewitt. 

Mr. Tull explained the goal of the survey was to ensure participation and fulfillment of fiduciary duty, 
gauge risk preferences and objectives, and obtain critical feedback from the Board, IAC, and Staff. He 
noted the goal for today is to provide overview of the survey and discuss various perspectives. 

Mr. Tull presented the average rankings of priorities based on survey responses. He explained the 
item most important to the Board, IAC, and staff was to Improve the Funded Ratio over a 10-year 
Horizon, while least important was Performance Relative to Peers. Looking at average rankings by group, 
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there was strong support to Maximize Expected Risk Adjusted Return and Increasing the Probability of 

Achieving the Actuarial Assumed Rate of Return. 

In comparison to the priority ranking responses taken in 2012, the largest changes in preferences 
come from a reduction in the desire to Maximize Expected Risk Adjusted Return and a corresponding 
increase to Maximize the Probability of Achieving the Actuarial Rate of Return; however, both remain high 
priorities. Mr. Tull also noted that a significant reduction in the priority to Maximize Expected Return of the 
Portfolio showed that there wasn’t a desire to chase returns. Improving the Funded Ratio over a 10-year 
Horizon remains a high priority as well. 

Mr. Hester noted that the Board has changed by 50% since the last risk survey was conducted. Ms. 
Kassam acknowledged that the 2012 risk survey results are interesting considering Board turnover, but 
reiterated the current focus on 2016 survey results. 

Mr. Alley noted that actuarial returns will become increasingly difficult to achieve and will need to be 
complemented by state contributions. He noted that we need to look at maximizing risk adjusted returns 
since other objectives rely upon other factors outside of investment returns. 

Ms. Cooley noted it was positive that respondents consistently took risk into account in order to 
maximize highest risk-adjusted returns. As she noted, it is important to take the appropriate level of risk, 
rather than the lowest level of risk. 

Ms. Kassam presented the trade-off results from the survey, which contained more detailed 
questions to assess risk preferences when considering two different spectrums for a particular objective. 
She explained that few participants placed much importance on peer performance, which aligns with the 
results and discussion of the priority rankings. She noted this is consistent with the Board and IAC focus 
to date of being mindful of peers but not pressured to follow them. 

In terms of liquidity, feedback showed respondents believe ERS can withstand lower levels of 
liquidity given a tradeoff for increased returns. Ms. Kassam noted that liquidity has been a focus of the 
Board and IAC as we have moved into alternative investments, so staff has been proactively managing 
liquidity. Staff has followed the Board and IAC direction to use liquidity both for benefit payments, since 
the Trust is a mature plan with more distributions than contributions, and for buying opportunities during 
market downturns. 

The results showed strong support for monitoring and maximizing net-of-fee performance rather 
than only seeking the lowest cost investment options. As a result, Ms. Kassam noted that staff has taken 
the Board and IAC direction to aggressively focus on fee negotiations. As part of the program overview of 
each asset class, staff reports to the Board the results of fee savings. 

On unconventional strategies, there is a clear appreciation of exploring alternatives as opposed to 
only traditional investments. Ms. Kassam noted that discussions with the Board and IAC over the past few 
years have led to questioning which other investment strategies should be considered. 

There was strong support for diversification and a preference for active management. Ms. Kassam 
noted that discussion has taken place with the Board and IAC regarding passive versus active 
management, with a board focus on active management in strategies that make the most sense for 
returns. 

Finally, regarding fixed income, participants believed the fixed income portfolio should represent a 
hedge to the overall fund rather than an investment to maximize returns. 

Regarding active management during periods of underperformance, there is a broad level of 
comfort with active managers so long as staff has confidence in the management teams and processes; 
however, it is important to note that staff must follow a disciplined process in making these conclusions. 
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There were mixed views on the willingness to be an early adopter of new investment strategies. 
Most respondents expressed a preference away from early adoption but with flexibility for adopting 
uncommon strategies. However, there was also strong support from other participants toward early 
adoption. Ms. Kassam noted that the takeaway appears that staff should consider unconventional 
strategies and even being an early adopter of such strategies but doing so with a deep appreciation of the 
risk and consequences. 

On the subject of reporting, most respondents said that the level of detail provided in reports was 
appropriate to make decisions. Ms. Kassam noted that staff has worked on refining reporting and 
continues to work towards improving reporting practices and welcomes any feedback the Board or IAC 
have with regards to these reports. 

Most respondents answered that the time horizons in the performance reports were appropriate 
and well aligned with the decision making process. Some individuals, however, expressed an over-
emphasis on short term performance for decision making. 

Finally, in regards to areas which the Board and IAC would like staff to focus future educational 
efforts, alternative investments, asset allocation, risk management, and peer practices continue to be 
areas of interest. Ms. Kassam noted that staff has focused on providing these opportunities either 
internally or by seeking out external resources. 

Mr. Tull presented final comments and feedback. Overall, there is a belief that strong investment 
results and governance will help maintain the financial health of the system. Several comments were 
made related to a risk/reward framework for investment decision making: that active management should 
be used where the greatest inefficiencies exist and that early adoption should be seen as an opportunity 
versus a risk. Also, with regards to the performance objective, it should be stated as maximizing the 
return for a given (chosen) level of risk, it should seek to minimize large drawdowns and losses, and it 
should focus on the long term funded status of the Trust, with strong risk adjusted returns as a 
framework. Additional takeaways from the survey included an openness to exploring innovative 
investment strategies while recognizing the potential for unintended consequences and the desire for a 
robust process associated with manager selection and new investment ideas. 

Mr. Tull closed by explaining the results are generally consistent with the 2012 survey and 
responses did not include any large deviations from expectations. In summary, the most important 
concerns to the Board, IAC, and staff are strong returns at a reasonable level of risk, diversification, 
allowing for illiquidity to enhance returns, and interest in new strategies to improve risk-adjusted return 
and the funded ratio. 

Mr. Tull opened the discussion to questions and comments. 

Mr. Mindell added that in terms of priorities, a focus on strategies that minimize drawdown risk is 
important in these discussions and in developing investment policy. 

Ms. Kassam noted that there were additional comments made by respondents regarding the 
tactical implementation of investment strategy. These comments will be raised during future discussions 
on the Asset Liability Study. 

Mr. Porter Wilson, Executive Director, asked how to determine an appropriate level of risk and 
where we fall relative to peers. Ms. Doyle responded that the Asset Liability Study is the key component 
in determining the appropriate or desired level of risk. The economic costs of our plan will be discussed 
later in the Asset Liability Study.  Comparing risk levels to peers can be done by looking at similar peers 
with similar Trust size, levels of funding status, internal and external management, and active and passive 
strategies to provide a more relevant comparison. Ms. Doyle recommends focusing on our economic 
costs and liability to determine appropriate level of risk. 

Mr. Danzeiser asked a question regarding delegation and ERS’ ability to find and take advantage of 
new investment opportunities relative to our peers. Ms. Doyle answered that she would rate the level of 
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delegation, Board’s comfort with delegation, and skill level of ERS staff to be very high on a spectrum 
relative to peers, which she noted is best practice within the industry. This is because the implementation 
of the asset allocation is better delegated to staff that are closest to the information. 

Ms. Donnell added that she has been satisfied with the actions taken by staff over the last decade 
to invest in accordance with the policy and tolerances developed by the Board. She commented that she 
focuses on the areas where staff spends their time versus where their strengths lie. She concluded that 
while staff may not be the nimblest, they do not waste time and correctly focus on the direction given by 
the Board. 

Mr. Tull elaborated that the delegation from the Board to the Executive Director to the chief 
Investment Officer to staff is a process that is not taken lightly. ERS spends a considerable amount of due 
diligence in analyzing investments before taking them to an internal investment committee. He noted that 
we don’t want to be too aggressive. Ms. Kassam noted that staff takes very seriously the guidance given 
by the Board and IAC through the investment policy and seek to maximize their effectiveness within that 
direction. 

Mr. Hester added that he is satisfied not only with the competency of the staff, but more importantly, 
with the procedures and controls in place for the Board to monitor and stay informed of the process. He 
does not believe it is practical for the Board to delegate individual investment decisions. Rather, he 
strongly believes we have effective policies in place to allow for appropriate execution by staff. 

Ms. Cooley noted that she is interested not just in volatility risk but also drawdown risk. Mr. Voss 
confirmed this risk will be addressed in the stress testing during the next steps of the process. Discussion 
by Mr. Voss and Ms. Doyle followed regarding how risk can be defined in various ways and how the risk 
survey is valuable to help determine how the Board and IAC consider risk. 

Ms. Starks asked which innovative strategies are being considered by staff to raise risk adjusted 
returns. Mr. Tull responded that opportunities will present themselves, but it will be a process to determine 
the appropriate strategies to implement. Ms. Kassam added staff has developed more expertise and skill 
in implementation today versus prior Asset Liability Studies conducted before alternative investments 
were included. This increase of internal capability will lend itself towards better exploration of new 
investment opportunities. 

Mr. Alley noted that the current ERS structure, with investment, accounting, and legal staff, along with the 
monitoring process, has been vetted and well thought out. He congratulated staff on this organization. Mr. 
Hester noted that the change with Internal Audit reporting directly to the Board is also an important 
improvement as part of governance.  

Mr. Tull and Mr. Hester emphasized that the IAC is an important part of the process advising the 
Board and staff. 

There were no questions or further discussion, and no action was required on this item. 

c. Presentation of Capital Market Assumptions – Mr. Tom Tull, Chief Investment Officer, 
Sharmila Kassam, Deputy Chief Investment Officer, and Steve Voss, Kristen Doyle, and Jas Thandi, 
consultants at Aon Hewitt, presented the review and discussion of Capital Market Assumptions. 

Mr. Tull introduced a brief overview of the Capital Market Assumptions study. The objective is to 
provide a foundation to the Board of Trustees (Board) and Investment Advisory Committee (IAC) for 
discussion of thoughts on current market conditions and expectations. ERS Staff (Staff) and Aon Hewitt 
Consultants (Aon) have discussed and agreed upon the capital market assumptions as a start, while 
recognizing that the current environment is one of change. The study presents a 10-year outlook for the 
purpose of asset allocation. Mr. Tull finished by encouraging the Board and IAC to discuss the 
assumptions presented. 
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Ms. Kassam briefly presented the agenda for the presentation of Capital Market Assumptions. This 
includes the review of the asset liability process, introduction of capital market assumptions methodology, 
review of current capital market assumptions, discussion on the presidential elections, and a review of the 
asset liability process timeline. 

Ms. Kassam discussed that the asset liability process begins with defining objectives and 
researching the context of current market and plan conditions. This background will distill into an asset 
allocation that is approved by the Board and IAC for implementation and inclusion in the investment 
policy. 

Ms. Kassam presented various methods of developing capital market assumptions and described 
the process utilized by ERS. She explained that rather than utilizing a historical or Equilibrium 
methodology, ERS deemed it more appropriate to use a building block approach. This method looks at 
the drivers of each return and volatility expectation. In addition to building blocks, judgement expertise is 
also utilized in bringing ERS’ capital market assumptions to fruition. 

Ms. Kassam presented the 2016 capital market assumptions as summarized in exhibit 1. She 
reminded the Board that the process for arriving at the capital market assumptions is more the topic of 
discussion than the actual numbers themselves, which are presented as a reasonable estimate rather 
than a precise prediction. 

Ms. Kassam directed attention to the inflation expectation, which is the building block of all other 
return assumptions. The inflation expectation for the 2016 study is 2.5%. This assumption came as the 
result of discussions with not only Aon, but also, other credible sources. 

Ms. Kassam presented the estimated risk and return of the overall portfolio using the 2016 capital 
market assumptions and current asset allocation mix. She reminded the Board that risk is presented as a 
measure of standard deviation, or return dispersion, and Sharpe ratio is a measure of excess returns over 
risk used to look at risk adjusted returns. 

Mr. Hester asked why the assumptions show lower volatility. Ms. Doyle answered that volatility and 
correlations do consider historical results because they tend to be stickier than returns. She reminded the 
Board that the 2012 assumptions reflected the volatility coming from the 2008 credit crisis. The 2016 
assumptions come after the current prolonged period of lower volatility across capital markets. Mr. Thandi 
joined the discussion to add that volatility measures also consider forward looking measures such as 
option pricing and the derivatives market. A look at those measures in 2012 versus 2016 shows that 
volatility expectations have decreased substantially. 

Ms. Kassam continued the discussion of the 2016 capital market assumptions. Given current 
allocation and 2016 capital market assumptions, the overall portfolio’s estimated return is 6.8% with 
estimated risk of 12.0%. This is down 70 and 90 basis points (bps) respectively. Ms. Kassam noted that, 
with respect to the individual asset classes, there is a bifurcation into return seeking assets and risk 
reduction assets. Nearly all classes are seeing a reduction in the risk and return expectations relative to 
the 2012 assumptions, with the exception of high yield credit assets. 

Ms. Kassam also highlighted that the capital market assumptions for the private equity, real estate, 
infrastructure, and absolute return portfolio asset classes have been noted as reflecting, in addition to 
Aon’s base assumptions, the portfolio construction that ERS pursues. Private equity has a global portfolio 
with meaningful co-investments, potentially growing secondary allocations, and emerging market 
exposure. Real estate focuses on many non-core areas and has a global allocation. Investment policy 
dictates, as has been approved by the Board, that infrastructure is seeking non-core investments with a 
meaningful emerging market exposure. The absolute return portfolio seeks to diversify the overall Trust 
assets with a beta goal of 0.4 relative to the rest of the Trust. Ms. Kassam also noted the inclusion of 
private credit, which was previously not included in the capital market assumptions in 2012. 

Ms. Kassam presented a graphical representation of the 2016 risk and returns for each asset class 
relative to 2012. It depicted how expectations are lower returns with lower levels of risk. 
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Ms. Donnell joined to add that as expectations for returns fall, ERS will need to begin disseminating 
education to constituents reflecting the message that it will be difficult to improve the funded ratio. It will 
become more difficult to improve the funded ratio given the actuarial versus return expectations. Mr. 
Hester joined to explain that ERS does what it can but only deals with the assets side of the balance 
sheet. At some point, the liabilities of the plan will need to be addressed. Mr. Voss followed up that 
investment earnings represent two-thirds of the Trust growth. 

Mr. Voss then presented an update on the Asset Liability process and the framework used to arrive 
at the capital market assumptions. He reiterated the use of forward looking indicators and current market 
drivers over historical data. He also noted that Aon updates capital market assumptions on a quarterly 
basis, allowing them to capture current interest rate environments and valuations. Aon customized the 
assumptions for ERS to reflect the specifically unique way we construct our portfolios. 

Mr. Thandi presented the inflation estimate practices used to develop the capital market 
assumptions. He noted that inflation is the one assumption that affects all asset classes. As with all 
assumptions, there are various approaches that can be used to develop an estimate. With inflation, there 
are the historical market pricing, break-even (difference between nominal treasuries and TIPS), and 
consensus methodologies. Aon implements a consensus approach due to issues with the other two 
methods. Mr. Thandi further explained that Aon incorporates short term estimates and long term 
estimates in developing its 10 year inflation measure. Aon takes inflation pricing information from many 
industry publications and expects to arrive at a 1 year, 2 year, and long term inflation estimate. Then, they 
do a compound average of those estimates with a 10% weight on the 1 year estimate, 10% weight on the 
2 year estimate, and 80% weight on the long term estimate. 

Ms. Cooley asked a question regarding the range of estimates. Mr. Thandi explained that Aon filters 
the outliers and places a higher weight on more relevant, quality estimates. He also responded to another 
question regarding timing of the estimates in relation to the US presidential election and subsequent 
changes to economic forecasts. He stated that Aon updates their capital market assumptions on a 
quarterly basis, and the numbers presented are from the second quarter of the 2016 calendar year. 

Ms. Doyle added that there have been discussions with ERS staff regarding the impact of the 
election, but due to uncertainty as to the short and long term economic effects, they have not yet 
incorporated any changes. They have built flexibility into the estimates to make adjustments as they are 
deemed necessary. Mr. Voss expanded on this point, adding that the goal of the day was to present the 
framework in building these estimates. The framework won’t change, but the outcome of the framework 
will vary with changes in economic conditions. Finally, Ms. Doyle encouraged the Board to remember that 
the 10 year estimate is built with a 20% weighting on short term inflation and 80% weighting on the long 
term estimate. So while recent changes will have an impact on inflation, it is important to recall that this is 
a longer term assumption. 

Ms. Doyle presented the building block approach to develop the equities capital market assumption. 
For example, the basis for the equity assumption looks at the payout of earnings yield and then combines 
that with the real earnings growth. The inflation assumption is then added on top of that to arrive at the 
total, forward looking equity assumption. This process is completed for each region, and then the 
assumption for each region is rolled into the global public equity assumption. Ms. Doyle also noted that 
the estimates for each region not only include the growth for their own region, but also, consider the 
growth in regions which they are highly invested. 

Ms. Doyle presented the building block approach to develop the government bonds capital market 
assumption. Aon begins with the current yield and then adds in the expected change in yield over time. 
This expected change includes both capital gains/losses as well as increase/decrease in actual yield 
(income component). Mr. Hester asked a question regarding the term of the bond being used for the 
assumption. Ms. Doyle responded that they are using the 5 year term bonds. Finally, Aon adds in the roll 
return, the return associated with selling the bond and buying a new one to maintain the length of time to 
maturity on the bond, and arrives at the final capital market assumption for government bonds. 
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Ms. Doyle presented the building block approach to develop the corporate bond and aggregate 
index capital market assumptions. She noted that corporate bonds, along with some other asset classes, 
anchor their assumptions with the government bond assumptions. So for corporate bonds, Aon begins 
with the current government bond yield assumption and adds in the current spread plus or minus the 
expected change in spreads. Then, they add in the capital gain/loss associated with that spread and 
subtract out any returns associated with defaults/downgrades to arrive at the final assumption for 
corporate bonds. 

Mr. Hille asked a question regarding how ERS invests capital into each asset class relative to the 
capital market assumptions and in light of difficulty implementing the asset allocation. Mr. Tull joined the 
discussion to explain that the capital market assumptions lead to where capital should be invested; 
however, if ERS is unable to find sufficient risk adjusted returns within these classes, staff will not deploy 
that capital until a time at which they can. He further elaborated that the assumptions provide a roadmap 
or guidelines. 

Ms. Doyle added that there are many factors to consider other than returns when deciding to 
allocate funds, such as diversification, the ability to be opportunistic, and other opportunities in the 
market. Ms. Kassam added that ERS is looking at the asset allocation study within bands, where staff is 
able to use their discretion to be opportunistic and reach the given targets appropriately. 

Ms. Donnell challenged with regards to real estate that some elements of the building block 
approach may need to be revisited. She mentioned changes to asset pricing based on levels of leverage 
and liquidity, resulting in an associated risk premium. Due to this, she believes the Aon’s proposed 
expected return may not hold. She extended this to private equity and any other asset classes where 
there is a question of transaction volume and liquidity. 

Mr. Mindell asked for clarification regarding the use of leverage in the portfolio. Mr. Thandi 
responded that as a building block, the underlying index used for the initial yield has a leverage 
component; however, when adding in expected growth, Aon does not consider leverage in this 
calculation. On the volatility side, when considering private assets, classes will often show a higher level 
of volatility relative to generally stable indices. This causes drawdowns and leverage which can result in 
higher volatilities than historical averages in real estate. 

Mr. Mindell asked a question regarding the use of a 1-year perspective and fund of funds in the 
hedge fund asset class. He also commented that he believes hedge funds will be linked to bond 
assumptions. Ms. Doyle responded that Aon’s general assumptions for hedge funds include many 
strategies that are not employed by the ERS portfolio, so the expectation was customized to fit only those 
strategies which are appropriate. Discussion between Mr. Mindell, Ms. Cooley, and staff followed 
regarding the use of Treasury Securities and risk premiums to determine appropriate expectations. 

Mr. Hille noted that a defined process using quantitative analysis should be implemented to 
eliminate bias as much as possible. He cautioned that everyone has biases, but it is important to step 
back from them and approach assumptions as quantitatively as possible with a focus on methodology. 

Mr. Thandi presented the assumptions on volatility and correlation. In terms of setting volatility and 
correlation assumptions, Aon looks at both historical results and forward looking markets, while 
considering the big shifts in play. Mr. Thandi explained that recently, one of the big shifts has been that 
volatility assumptions have decreased from their 2008-2010 levels. This has been reflected in options 
pricing and expert volatility numbers shifting lower. For the correlation side, a big shift has been that 
equity/bond correlations are becoming less negative. 

Mr. Thandi asserted that correlation and volatility assumptions can be much more art than science 
to determine. For every change in correlation or volatility, there are many different factors in play. 
Therefore, when developing estimates for these measures, it can be difficult to determine which factors 
are reasonable and appropriate to anchor the assumption. Mr. Thandi explained that rather than just 
considering point estimates, it can be useful to utilize stress testing and consider the impact of various 
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scenarios to the portfolio. Also, for illiquid asset classes such as real estate, de-smoothing techniques are 
employed when assessing historic volatility levels. 

Mr. Hille asked a question regarding the falling volatility estimates and whether they were 
considering future expectations or just current market conditions. Mr. Thandi explained that while Aon 
does anticipate some level of mean reversion, all the factors are considered and calculated using very 
large mathematical models with thousands of data points and trials. The volatility estimate presented is 
an average of those numbers. 

Ms. Cooley asked a question regarding consistency in estimates and where Aon falls in comparison 
to other consultants, specifically with regards to the correlation of bonds to equities. Mr. Thandi 
responded that most consultants use a similar process to develop estimates, so in his experience, Aon 
and other consultants have results that aren’t far from each other’s. In regards to bonds becoming 
positively correlated with the market, he explained that this is a significant concern over the next two 
years, but for a 10-year outlook, it is unlikely. He noted that short term risks such as this confirm the 
importance of having flexibility in investment policy. 

Ms. Doyle presented the historical positioning of Aon’s capital market assumptions versus peers. 
She emphasized that Aon remains fairly conservative when developing their estimates, illustrated by their 
proximity to average estimates versus any extremes. 

Mr. Tull discussed the impact of the US presidential election results and key items to consider. In 
regards to tax and spending plans, it will still be a while before staff knows the reality of what will 
transpire. That being said, according to a bipartisan think tank, The Committee for a Responsible Federal 
Budget, the expectation is that there will be an additional $5.3 trillion added to the national debt over the 
next 10 years. This addition will change the rates environment and, eventually, could have an effect on 
the strength of the US dollar. 

Policy changes are expected to include reduction or reforms to taxes, regulations, the affordable 
care act, trade, and immigration. Another issue to be aware of is Federal Reserve policy, especially with 
regards to members of the Board of Governors. There are currently two vacancies, and both the Chair 
and Vice-Chair’s terms are set to expire in 2018. Other concerns are the independence of the US Central 
Bank and changes to members of the Supreme Court. 

In general, political and policy uncertainty is higher. ERS’ recommended approach is to continue 
investing in diversified portfolios that have sufficiently managed risks from different economic scenarios 
and to review and update capital market assumptions as more information and certainty becomes 
available. 

Mr. Tull closed by thanking the Board and IAC for their contributions. He presented the proposed 
schedule for the remainder of the Asset Liability process. Ms. Donnell recalled that during the last Asset 
Allocation Study in 2012, there were additional sessions needed in order to complete the process. Mr. 
Tull responded that the schedule was developed with that in mind and that staff will do all they can to 
keep to the timeline. Ms. Kassam noted that this is a Board driven process and emphasized that sufficient 
time will be devoted to it in the coming meetings. Mr. Porter Wilson added that if at any point, additional 
sessions are needed to elaborate on any of the issues presented, ERS will find the time to do so. 

There were no questions or further discussion, and no action was required on this item. 

III.  DISCUSSION AND TRAINING REGARDING ETHICS AND FIDUCIARY RESPONSIBILITY 

Ms. Paula Jones, Deputy Executive Director and General Counsel, noted that annual ethics training 
is required by the ERS Investment Policy. Ms. Jones spoke about preserving the highest ethical culture at 
ERS because all operational monies supporting ERS are from the Trust fund. She informed the Board 
that the recent Survey of Employee Engagement reflects ERS staff’s belief that employees at all levels of 
ERS are held accountable for adhering to ethical standards, employees feel comfortable reporting ethics 
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violations, and employees feel that ERS leadership regularly shows that it cares about ethical issues and 
concerns.  In addition, through new employee orientation and personnel policies and procedures, ERS 
works hard to maintain that ethical culture. 

  Ms. Jones introduced Kelley Bender, Partner from the law firm of Chapman and Cutler, LLP.  
Ms. Bender made a presentation to the meeting of the ERS Board of Trustees and Investment Advisory 
Committee regarding fiduciary duties. 

 
Ms. Bender began her presentation by explaining that a fiduciary is a person who is required to act 

for the benefit of another person on all matters within the scope of their relationship, and who owes to that 
person the duties of good faith, trust, confidence and candor.  ERS’s fiduciaries include Board members, 
members of the Investment Advisory Committee, the Executive Director and Deputy Executive Directors, 
investment staff, and some providers and vendors. 

 
Next Ms. Bender explained the elements of fiduciary duty: the duty to administer the ERS trust fund 

in accordance with its plan documents (primarily the Texas Constitution, statutes and Texas 
Administrative Code, supported by common law principles), the duty of prudence and care, the duty of 
loyalty, and certain other more narrow duties (impartiality; segregation of trust assets; income 
productivity).  

 
Discussion focused on the duties of prudence/care and the duty of loyalty.  First, Ms. Bender 

reminded the Board that Texas law provides that investment decisions must be made taking into 
consideration the investment of all assets of the trust rather than considering the prudence of a single 
investment of the trust.  In connection with the duty of prudence/care, Ms. Bender observed that modern 
fiduciary and trust law dictates that a fiduciary may be required to delegate its authority to a third party if 
the fiduciary does not have the required subject matter expertise.  As an example, Ms. Bender discussed 
the Board’s delegation of investment authority, subject to parameters and limits established by the Board, 
to the Executive Director and ERS investment staff.   

 
In discussions regarding the duty of loyalty, Ms. Bender advised Trustees to “hang up every other 

hat” that they wear and to act solely in the best interest of the collective membership of the Trust, not on 
behalf of individual members or member groups, employers, lawmakers, taxpayers, private businesses or 
anyone else who may have an interest in the outcome of a decision. Mr. Hester, chair, and other Trustees 
acknowledged that they receive feedback on issues from many different groups, and seeking such 
feedback is part of the fulfillment of their duty of prudence and care. In response to a question raised by 
Mr. Danzeiser, vice-chair, Ms. Bender confirmed that the duty of loyalty requires Board members to make 
decisions solely in the best interests of the members and retirees of ERS.  Mr. Porter Wilson, executive 
director, emphasized that the Board’s fiduciary duty runs to both members and retirees, and that the 
Board should not prioritize one group over another (by, for example, providing a cost of living adjustment 
to retirees at the expense of active employees).   

 
Next Ms. Bender reviewed with the Trustees a list of actions to be avoided by any fiduciary, 

including acting in the interests of anyone other than the trust and its beneficiaries, violating the ERS 
Investment Policy (including Code of Ethics), repeatedly neglecting duty to attend to the trust’s business, 
and permitting breaches of fiduciary duty by co-trustees, then reviewed potential consequences for any 
breach, including disciplinary action.  

 
The final portion of the presentation was focused on alternative investments in the private equity 

context.  Ms. Bender reviewed the delegation of investment authority that the Board has made to private 
equity investment staff, including the various thresholds and concentration limits.  Mr. Hester made 
additional inquiries regarding the Board’s duty to delegate, and the potential consequences for not doing 
so.  Ms. Bender noted that certain of her clients that require Board approval of each investment cannot 
move quickly enough to participate in some popular, top-quartile funds.  The Board discussed that failure 
to delegate in this scenario may be viewed as a breach of the duty of prudence and care.  When asked by 
Mr. Hester if ERS’ delegation thresholds seem appropriate in light of the size of the Trust and the 
experience of investment staff, she replied that ERS thresholds seem reasonable if not perhaps on the 
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low side. 
 
There were no further questions and discussion related to the presentation, and no action was 

required on this item. The presentation was posted on the ERS website. 

V. REVIEW AND DISCUSSION OF THE INVESTMENT PERFORMANCE OF THE SYSTEM’S 
ASSETS: 

a. Fiscal Year 2016 Investment Performance – Ms. Betty Martin, Director of Investment 
Services, and Mr. Tom Heiner from BNY Mellon, presented the review and discussion of the investment 
performance for fiscal year 2016. 

Ms. Martin explained that annually ERS’ custodian, Bank of New York Mellon Asset Servicing (BNY 
Mellon), who is the official book of record, provides fiscal year-end performance reviews to the Board of 
Trustees (Board) and Investment Advisory Committee (IAC). The Board of the Employees Retirement 
System of Texas (ERS) regularly reviews the performance of the Fund. 

Mr. Heiner presented an overview of ERS’ investment performance for fiscal year 2016 as 
summarized in exhibits 2 and 3. He began with the overall performance of the Total Fund and followed 
with the performance of each individual asset class and their associated indices. Asset classes are 
categorized as either Return Seeking or Risk Reducing, and Mr. Heiner incorporated the aggregate 
performance for both of these categories. 

Mr. Heiner explained the drivers of the performance of the fund relative to the benchmark. The 
largest impact to the fund’s relative performance came from the Global Public Equity class, with selection 
being the significant driver of underperformance. Rates and Private Real Estate were the only two asset 
classes that had positive impacts on benchmark-relative performance for fiscal year 2016. 

Mr. Heiner presented an overview of current asset allocation versus the tactical targeted allocation. 
The Global Public Equity asset class had the largest overweight relative to the tactical allocation, whereas 
Rates had the largest underweight. All other asset classes had very small over or underweights relative to 
the tactical allocation. 

There were no questions or further discussion, and no action was required on this item. 

b. Fiscal Year 2016 Global Investment Performance – Ms. Betty Martin, Director of 
Investment Services, and Mr. Michael Shoop, Investment Operations Manager, presented the review and 
discussion of the Global Investment Performance Standards (GIPS) Verification Report for fiscal year 
2016. 

Ms. Martin presented a brief summary of the GIPS Standards. These are voluntary, ethical 
standards for the calculation and presentation of an investment firm’s performance results. They were 
advanced to encourage investment managers to present their performance history in a fair and 
comparable way. The GIPS standards help create both a level playing field on which managers can 
compete and an environment in which investors can reinforce the governance of their manager selection 
decisions. While originally developed for investment managers, the standards were introduced for asset 
owners three years ago, and several asset owners have now committed to the principles as a way to 
voluntarily follow industry standards. 

Mr. Shoop presented the GIPS verification process, which verifies whether the firm has complied 
with all the composite construction requirements of the GIPS standards on a firm-wide basis and whether 
the firm’s policies and procedures are designed to calculate and present performance in compliance with 
the GIPS standards. While verification does not ensure the accuracy of any specific composite 
presentation, the ERS’ compliance consultant, ACA Compliance Group, has procedures to determine the 
reasonableness of performance numbers. 
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Mr. Shoop presented the GIPS Standards fund composite performance over the past seven years. 
It is important to note that ERS custodian, Bank of New York Mellon, reports “net of fees” as net of 
transaction costs and management fees. GIPS defines “net of fees” as net transaction costs, 
management fees, and internal Investment Division costs. Also noteworthy is the increase in the percent 
of externally managed funds over the past few years is directly related to growth in the private markets, 
as those are considered externally managed. 

There were no questions or further discussion, and no action was required on this item. 

c. Third Calendar Quarter of 2016 – Ms. Sharmila Kassam, Deputy Chief Investment Officer at 
ERS, Mike McCormick and Kristen Doyle, consultants at AON Hewitt Investment Consulting, presented 
the review and discussion of the investment performance for the third calendar quarter of 2016. 

Ms. Doyle gave a brief performance snapshot of the Trust fund as of September 30, 2016. The 
performance for the total fund for the calendar year to date was 5.4%, underperforming the benchmark by 
-140 bps, and for the fiscal year to date was 0.6%, outperforming the benchmark by 10 bps. Ms. Doyle 
noted that outperformance by the Private Real Estate asset class added to relative performance while 
Domestic Equity and Private Equity detracted from relative performance over the period. 

Ms. Doyle presented the total fund cash flows as of September 30, 2016. Over the most recent 
one-year period, $894 million was deducted from the Fund through new additions/withdrawals and $1.93 
billion was added in investment earnings. One year ago, the Trust started at approximately $24.5 billion 
and ended the period with a market value of $25.6 billion, providing growth of $1.04 billion. During this 
quarter, $219 million was deducted from the Fund through new additions/withdrawals and $1.10 billion 
was added in investment earnings. The Trust started the quarter at approximately $24.7 billion and ended 
the period with a market value of $25.6 billion, providing growth of $885 million. 

Ms. Doyle presented the total fund asset allocation as of September 30, 2016. The actual asset 
allocation was in line with the path of transition projected for all asset classes with a slight underweight in 
the Rates asset class. Ms. Doyle reminded the Board that the amount allocated towards the Rates asset 
class is being reduced in favor of credit and other return seeking portfolios. Relative to the long-term 
policy allocation, ERS is still working towards more being allocated to Global Credit and Real Assets. 

Ms. Doyle discussed the total fund performance relative to the Total Fund Policy Benchmark 
(Benchmark) and the Long Term Public Benchmark (Long Term Benchmark). The total fund 
underperformed the benchmark for the quarter, year to date, and the one-year periods, but slightly 
outperformed the benchmark for the fiscal year to date. The total fund showed strong outperformance of 
the long term benchmark over the longer ten-year period. 

Ms. Doyle presented the attribution analysis of the total fund, the Total Fund Policy Benchmark, and 
the Long Term Public Benchmark. For the quarter, the underperformance was mainly driven by the Public 
Equity and Private Equity portfolios. For the one-year period, it was also Public Equity and Private Equity 
that mainly contributed to underperformance, with Public Equity a significantly larger driver. 

Ms. Doyle explained that this underperformance is mostly attributed to Domestic Equity, specifically 
the Large Cap Core portfolio managed internally by ERS. This is due to an underweight in defensive 
stocks, such as utilities and healthcare. Defensive stocks are typically unattractive to active managers 
due to poor fundamentals and low growth prospects but have recently increased in value as investors 
seek alternatives to low interest rates. Additionally, the Large Cap Core portfolio has a growth orientation, 
and over the period, value has outperformed relative to growth stocks. 

Underperformance relative to the benchmark in Private Equity is attributed to relative high 
performance in Global Public Equity. Private Equity uses the MSCI ACWI Investable Market Index (IMI) 
plus 300 bps as its benchmark. IMI returned 12%, which translates to Private Equity seeking a 15% return 
to meet the benchmark. Further, the underperformance can be attributed to a lag in Private Equity 
valuations relative to Global Public Equity markets. 
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Mr. John Streun, Director of Global Public Equities, joined the presentation to answer questions 
regarding recent performance of Global Public Equities since the close of the quarter. During the recent 
months since quarter close, Global Public Equities outperformed their benchmark. This is largely due to 
an overweight in US small cap, which has performed well since the November Presidential Election. 
Other portfolios within the asset class have yielded mixed results, but in the aggregate, the asset class is 
outperforming the benchmark. 

He further discussed challenges faced by Global Public Equities during calendar year 2016, such 
as unexpected volatility in commodities and interest rates. Moving forward, as political and economic 
expectations change, funds will be rotated into appropriate sectors as opportunities arise. 

Ms. Doyle presented the risk analysis of the total fund. For the five-year period ending September 
30, 2016, the total fund had a similar return to the benchmark, 8.79% compared to 8.91%, with slightly 
lower associated risk (standard deviation), 6.61% vs 7.17%. For the ten-year period, the total fund had a 
slightly higher return and lower level of risk relative to the benchmark. 

Mr. McCormick presented the analysis and discussion of the long term investment results. The total 
fund outperformed the long term benchmark since inception earning a return of 7.7% annually compared 
to 6.3%. The total fund also outperformed the long term benchmark for the 10-year period, 5.6% versus 
5.3%, 20-year period, 6.7% versus 5.9%, and 25-year period, 7.3% versus 6.7%. For the 15-year period, 
the fund underperformed relative to the benchmark, 6.4% compared to 6.6%; however, the 
underperformance over this period is misleading due to the timing of returns. Mr. McCormick noted that 
by rolling back one quarter, the Total Fund return gains 20 basis points, meeting its long term benchmark. 

Mr. McCormick commented that for all asset classes, the one-year returns for the period ending 
September 30, 2016 were very close to the median value of one-year returns over the last 10 years. He 
also noted that for all actively managed multi-cap funds, only 8% of managers outperformed their 
benchmarks through June 2016, indicating it has been a very challenging year. 

There were no questions or further discussion, and no action was required on this item. 

VI. REVIEW AND DISCUSSION OF THE RISK MANAGEMENT AND APPLIED RESEARCH 
PROGRAM 

Mr. Carlos Chujoy, Senior Risk Management Portfolio Manager, and Mr. Stuart Williams, Risk 
Management Portfolio Manager, presented the review and discussion of the Risk Management and 
Applied Management (RMAR) Program. 

Mr. Williams presented an overview of the RMAR Program. He reminded the Board that risk is a 
measure of uncertainty and volatility in the returns of an investment and is expressed as a measure of the 
standard deviation of expected or historical returns. Risk is mitigated by diversifying among asset classes, 
and the purpose of the program is to diversify and combine asset classes to balance the amount of return 
per unit of risk. 

Mr. Williams presented the risk management process. The purpose of risk monitoring and risk 
management within the Investments division is to identify uncertainties that could make the greatest 
difference to Trust Fund performance, and then measure, monitor and manage those risks. For this 
endeavor, the Trust employs a Risk Committee and the RMAR Team to consider relevant information and 
recommend actions that will either strive to avoid negative outcomes or enhance positive outcomes. A 
second, but equally important function is to assure that the risk constraints established by the ERS Board 
of Trustees (Board) in the ERS Investment Policy are being observed. 

While risk monitoring and risk management takes place at all levels of the Investment Program, 
Asset Class Directors and Portfolio Managers are keenly aware of the risks they are taking; they are 
given latitude to prudently take risks they believe are appropriate and will enhance performance within the 
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guidelines of the ERS Investment Policy. In this regard, the asset classes have specialized methods and 
tools to help managers identify risks and make informed decisions. 

As a result, the process begins with the investment policies set by the Board. The Risk Committee 
(Committee), which is a group of investment department professionals, meets to further refine risk targets 
and ensure compliance within appropriate risk limits. Additionally, the committee makes reasonable 
efforts to assess the impact of extraordinary exogenous/systemic risks. The RMAR team serves two 
functions. They provide risk status reports to assist the committee monitor ongoing risks, and they 
perform ad hoc research when exogenous events occur. Finally, asset class heads are also responsible 
for monitoring the risks associated with their respective asset classes and developing strategies to 
maximize the risk/return tradeoff. 

Mr. Williams introduced the members of the RMAR team and the committee. The RMAR team 
consists of Carlos Chujoy, Senior Portfolio Manager, Mr. Williams, Portfolio Manager, Joy Seth and 
Satitpong Chantarajirawong, Investment Analysts, and Yu Tang, Intern. The committee is composed of 
voting members Tom Tull, Chief Investment Officer, Sharmila Kassam, Deputy Chief Investment Officer, 
Carlos Chujoy, Senior Portfolio Manager, Leighton Shantz, Director of Fixed Income, John Streun, 
Director of Public Equities, and Anthony Curtiss, Interim Director of Hedge Funds, and nonvoting 
members Wesley Gipson, Director of Private Equity, and Robert Sessa, Director of Real Estate. 

Mr. Chujoy presented the list of asset classes and Trust risk monitoring categories. The RMAR 
program has established standards and is currently measuring and monitoring ten categories of risk along 
each of the asset classes, with the exception of when a given risk category is not applicable to a specific 
asset class. Mr. Chujoy presented two risk categories in which tools and standards are still under 
development at the overall Trust level. These included sector/factor risk and financial leverage risk. These 
risk categories are currently monitored at the asset class level and further work will be performed in order 
to assess, monitor and manage these risk categories at the Trust level. There is no financial leverage 
taken at the Trust level. 

Mr. Chujoy presented the RMAR program review of fiscal year 2016. The program continued to 
address plan-wide investment risk at monthly Risk Committee meetings and enhanced and expanded the 
analytical capabilities of the group. They developed tools for the equity team that enable a disciplined 
evaluation of companies’ financial ratios. The RMAR team led research efforts in equity derivative 
strategies, including developing a framework to generate relative volatility equity option ideas. The team 
also published a research paper with the Chicago Board Options Exchange on the use of options-based 
strategies by a 60/40 pension fund. 

Finally, the RMAR team launched a Tactical Asset Allocation Quantitative driven fund with options 
overlay. Mr. Chujoy noted that the options overlay is currently a paper portfolio awaiting further approval 
prior to fund deployment. He stated that the RMAR program uses the four stages of the business cycle, 
recovery, boom, decelerating, and bust, along with PMI as a signal. The group is able to better 
understand how to position the equity portfolio given the different stages. The volatility regime utilizes the 
CBOE Volatility Index (VIX) to determine whether the fund should be using options to extract option 
premiums. The combination of these two helps to run the options overlay. 

Mr. Williams presented the motivation for the Tactical Quantitative Portfolio (TQP) with options 
overlay. Mr. Williams explained that analysts use financial ratios to understand the condition of a 
company or the prospects for its stock. There are too many ratios spread across too many stocks for 
analysts to use in practice. The Tactical Quantitative portfolio contains algorithms that use data to help 
pick stocks. The economic model predicts the near-term economic environment, and then, picks 
industries based on how they performed in similar environments in the past. The industry financial 
statement model predicts industry performance using financial statement ratios and stock price/sentiment 
indicators. The company financial statement model picks stocks within each industry. And the derivative 
models improve returns and reduce risk. 

Mr. Williams presented the RMAR investment process for the TQP with options overlay. Within the 
universe of possible equity investments, in this case, the S&P 500, the team scores each industry and 
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stock based on 15 to 20 financial ratios depending on the stock or industry. Then, based on those scores, 
they apply trading rules, such as no weight to stocks or industries falling in the bottom quintile and double 
weight on those in the top quintile. Those rules then generate the equity portfolio. 

For the options overlay, the RMAR group runs a tactical asset allocation, a model that uses 30 
financial ratios to assess the attractiveness of equities. Then, they select strategies to employ and 
calculate margin and cash maintenance levels. Finally, they enact the trade (currently, only on paper). 

Mr. Mindell asked a question regarding the options overlay. Mr. Chujoy explained that the options 
overlay employs a variety of options based strategies so that the portfolio is not subject to the risk of any 
single strategy. Through careful analysis, the RMAR team was able to develop a composite of options 
strategies that enhanced the likelihood of consistent returns. 

Ms. Cooley asked a question regarding the implementation of the options overlay strategy and its 
placement within the different asset classes. Mr. Tull joined the discussion to answer that staff is still 
exploring the logistics of implementation and how that will impact the fund moving forward. Mr. Chujoy 
added that they plan to only utilize a 25% notional value as to not exert too much pressure on the returns 
of the equity book. 

Ms. Jeanie Wyatt, Board Member, asked a question regarding the attribution of performance 
derived from the overlay. Mr. Chujoy responded that the team is tracking the performance of the equity 
book and the options book. They have developed a system that provides an attribution analysis of how 
each of the individual options strategies performed from a profit and loss standpoint. 

Mr. Chujoy noted that RMAR has also developed, separate from the overlay in the TQP, a custom 
publication for equity derivatives to assess opportunities across multiple market and display assets that 
look attractive or unattractive. The RMAR team also created a spreadsheet that provides the end user 
access to this system with the flexibility to upload lists of interests and change parameters to help other 
derivative users. 

Mr. Chujoy continued his presentation to discuss the analysis of the total plan’s portfolio risk. He 
began with the plan’s sensitivity to the market (beta). Mr. Chujoy noted that they observed deviations over 
time of the total plan’s beta, due to the increasing allocation toward alternative investments. 
Consequently, the team separated the liquid from the illiquid portions of the fund for analysis. The liquid 
portion had a beta close to one, but the team could not conclude anything from the analysis of the illiquid 
portion due to extremely low R

2
 values. 

Another aspect of portfolio risk was to understand the concentration risk that came as a result of 
one asset class exhibiting an ever increasing level of correlation to total plan returns. After conducting an 
analysis on the portfolio of that asset class, it was determined that this was due to the plan increasing the 
level of overall risk as opposed to the specific performance of that portfolio. 

Mr. Chujoy presented a list of the exogenous/systematic risks addressed by the Risk Committee 
during fiscal year 2016. From a market related standpoint, the committee addressed the effect of negative 
interest rates and the probability of default in energy oil companies and noted the probability was very 
low. In July 2016, Tom Tull, Chief Investment Officer, called an emergency meeting to address the exit of 
the UK from the European Union (Brexit), and this will be discussed in more detail later in the 
presentation. Additional items addressed were the valuation of currency market risk and the drivers of 
diversification/concentration risk in August 2016 and the drivers of tracking error and a review of market 
signals in September 2016. 

Mr. Chujoy revisited the discussion of concentration risk. He reminded the Board that the goal of 
diversification is to have correlations of individual asset classes vary relative to the total plan return. Mr. 
Chujoy noted that for fiscal year 2016, most of the individual asset class correlations relative to the total 
plan return began to cluster together. 
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Mr. Chujoy presented an analysis of the drivers of tracking error. In September 2015, the Global 
Private Equity benchmark was changed from the actual portfolio returns to the MSCI ACWI IMI Gross 
plus 300 bps. Prior to this change, Global Public Equity accounted for nearly all the tracking error in the 
portfolio. After the change, Global Private Equity jumped to become the largest contributor to tracking 
error (55.6%), yet Global Public Equity still contributed the second largest portion by far (36.0%). 
Together, Global Private Equity and Global Public Equity are the most volatile asset classes and account 
for the bulk of tracking error of the portfolio, but it is important to note that they deliver the largest returns 
over the long run. Mr. Chujoy noted that there had not been any violations of policy limits on tracking 
error. 

Mr. Williams presented the review and discussion of Brexit. He highlighted three key points – the 
process, the economic effects, and the implication of increased nationalism. The process is going to be 
complicated and difficult. It will involve two parties with different agendas and will result in high levels of 
emotion and uncertainty in the market. The economic consequences in the United Kingdom (UK) are 
expected to be a rise in inflation and uncertainty regarding trade, tariffs, and European Union access. 
This could result in a decrease in Gross Domestic Product (GDP) growth over the coming years. Mr. 
Williams noted that the Plan has reduced its UK exposure. 

Mr. Chujoy presented the RMAR program outlook for fiscal year 2017. The group will continue to 
measure and monitor risk with an emphasis on measurement development. They will expand risk 
management capabilities with a focus on systemic and financial contagion risk, measuring of exposure 
risk at the factor and position level, relative value trades, systematic investment strategies, and currency 
overlays. 

There were no questions or further discussion, and no action was required on this item. 

VII. REVIEW, DISCUSSION, AND CONSIDERATION OF ERS’ EMERGING MANAGER PROGRAM 

Ms. Sharmila Kassam, Deputy Chief Investment Officer, and Ms. Amy Cureton, Real Estate 
Portfolio Manager, presented the review, discussion, and consideration of ERS’ Emerging Manager 
Program. 

Ms. Kassam presented a background and general overview of the Emerging Manager Program. 
Emerging Managers, as defined by the Texas Legislature, are private professional investment managers 
with assets under management of $2 billion or less. Staff has determined that, over the long term, 
inclusion of emerging managers should enhance and diversify ERS’ portfolio and complement ERS’ 
internal investment management. 

Ms. Kassam responded to a question regarding the impact of Emerging Manager programs on 
plans similar to ERS and whether that experience will be mirrored in ERS’ Emerging Manager program. 
She notes that the statute for ERS has asked for a “good faith effort.” She explained that this means the 
staff is not obligated to implement the program. Regardless, they do where they believe opportunities 
exist. ERS primarily considers the size, performance, and strategies of fund managers, which will be 
discussed later in the presentation but takes into account including the most diverse range of managers 
to note that women and minorities are included in this opportunity set. 

Ms. Kassam presented the investments and commitments to the Emerging Manager program as of 
September 30, 2016. Of the $8.6 billion that is externally managed, $984 million (11%) is invested with 
Emerging Managers. That $984 million, broken out by asset class, has 55% invested in Hedge Funds, 
19% in Private Equity, 11% in Private Real Estate, 10% in Global Public Equity, and 5% Fixed Income. 
Public Equity, Private Equity, and Private Real Estate have formal Emerging Manager programs. Hedge 
Funds and Fixed Income do not yet have formalized programs; however, the predominance of funds 
directed towards Emerging Managers in the Hedge Funds asset class is incidental to their core business 
and illustrates the group’s preference towards smaller managers. 

Ms. Kassam answered a question regarding the performance tracking and value added by 



19 
 

individual asset classes in the program as a whole. She explained that the inception date for each asset 
class is different and that they operate under different fee and revenue models. Additionally, many 
portfolios are still at an early stage. Still, the program plans to develop tracking and accountability 
measures in the coming year to present the performance and value added by the Emerging Manager 
program for each of the individual asset classes and the program as a whole. Staff plans to present an 
overall view of performance and fees for the overall emerging manager program in future discussions in 
fiscal year 2017. 

Mr. Tull noted that Emerging Managers are evaluated on the same basis as any other external 
manager contracted with the firm from a relative performance standpoint. Ms. Kassam added that from a 
due diligence perspective, ERS does not lower the standard when hiring an Emerging Manager as 
compared to any other external manager. She further clarified that with respect to the portfolios and value 
added, ERS will be developing a report to deliver in 2017. 

Ms. Kassam presented the calendar year 2016 highlights. She described the evolution of the team 
aspect of the ERS Emerging Manager program. Specifically, the group continues to develop their ability 
to talk to each other and transfer knowledge between members in each asset class who may encounter 
similar obstacles or challenges. Also in 2016, the program has been able to utilize and leverage the ERS 
External Advisor website to assist with the process of sorting through the very large number of requests 
from managers. ERS has been able to leverage partnerships with managers of Emerging Managers, such 
as Legato, Oak Street, and GCM Grosvenor. Staff continued efforts towards industry outreach and 
exposure at emerging manager conferences, including asset class conferences and the joint annual 
emerging manager conference with the Teachers Retirement System of Texas, among others. Finally, the 
program has a goal to have a 10% of externally managed funds invested with emerging managers, and 
currently that figure is at 11%. 

Ms. Kassam presented the calendar year 2017 initiatives. The program will continue to refine the 
process for emerging managers with access to ERS, to develop and enhance the ERS External Advisor 
website, and to participate at industry conferences to expand ERS’ network of emerging managers and to 
promote program best practices. The group will focus on relevant direct relationships with emerging 
managers in ERS portfolios and, finally, promote program best practices by working with investors. 

Ms. Kassam shifted the presentation to highlight specific asset class success with emerging 
managers by introducing Ms. Cureton, who is involved with the Private Real Estate Emerging Manager 
Program. Diversification and alpha are critical benefits of the program. With regards to diversification, 
investing with emerging managers provides access to a different part of the real estate market. These 
funds tend to include smaller assets, managers with regional expertise, and middle market to lower-
middle market investments. In regards to the opportunity for outperformance, since 2005, first of second 
time funds have returned, on average, over 250 bps of outperformance versus their later stage peers. 
Since 2000, funds less than $300 million in size have produced, on average, 378 bps of outperformance 
relative to those funds greater than $1 billion in size. That being said, the group recognizes that there can 
be a larger dispersion of returns with emerging managers and that manager selection is critical in the 
investment process. 

Ms. Cureton presented an overview of the program structure and initiatives. ERS has chosen to 
access the emerging manager space in the Real Estate program through a customized fund of fund 
model, an indirect approach to investing in underlying funds. This structure provides diversification, 
expertise, and oversight. Goals of the program include promoting growth and proliferation of best in class, 
institutional quality, emerging manager platforms through capital and non-economic initiatives. On the 
capital side, these include financial viability and alignment of incentives. For non-economic initiatives, 
peer-to-peer and industry relationship building through ERS, TRS, and partner firms is the main focus. 

Ms. Cureton presented the program portfolio composition. The portfolio consists of the main fund of 
funds and two side cars. Ms. Cureton reminded the Board that the side cars are overage investments with 
more established managers where ERS was looking for more exposure and to avoid disrupting the 
concentration in the main fund. The total commitment for the fund and two side cars is $90 million. The 
main fund is fully committed to date, with a diversified portfolio of eleven underlying funds. Regarding 
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performance, the fund is tracking upper quartile results and has produced a 1.45x multiple to date in the 
main fund and 1.85x in the side cars to date. For 2016, the fund is producing a 23% net Internal Rate of 
Return (IRR) and a 1.55x multiple. 196 underlying deal realizations have produced a 35% gross IRR and 
a 2.1x gross multiple since 2010. 

Ms. Cureton presented the Fund II and the Direct Follow-on Funds. She reminded the Board that 
this is the next stage of the Emerging Manager Private Real Estate program. In January 2016 $50 million 
commitment was made to Fund II, and to date, $17 million of that has been committed to three underlying 
funds. The strategy seeks alpha through investments with early stage/small cap investors, anchors 
frequently for first-time funds and creative structures offering reduced fees, and focuses on operationally 
intensive strategies. With regards to direct follow-on funds, investments made directly with those 
managers whose performance in the main fund warranted further investment, three funds and one co-
investment have been made to date, with one additional follow-on investment in underwriting. 

Ms. Cureton responded to a question regarding opportunities to co-invest. She stated that there 
were co-investments made in the original fund and that the program continuously monitors opportunities 
to co-invest more. Each opportunity is evaluated on a case by case and deal specific basis, but the group 
is very open to doing co-investments, particularly with managers with whom the program has high 
conviction. Ms. Kassam added that in the Private Equity portfolio, the Emerging Manager program started 
doing co-investments in the first mandate and has a significant portion of the second mandate committed 
to co-investments. 

There were no questions or further discussion, and no action was required on this item. 

VIII.  CHIEF INVESTMENT OFFICER’S REPORT 

Mr. Porter Wilson, Executive Director, and Mr. Tom Tull, Chief Investment Officer, presented the 
Chief Investment Officer’s report. 

Mr. Tull began his report with the objective and philosophy of the Investments Division. Investment 
staff continues to work with the Executive Director, Board, IAC, and other divisions within the agency to 
build a premier and competitive investment organization in the best interest of the Trust and its 
Beneficiaries. Philosophy remains to position the Trust for the future for the sole benefit of its members 
and retirees and to establish investment policies, objectives, and strategies for the purpose of earning a 
competitive risk-adjusted rate of return at a reasonable cost. 

He described investment challenges for fiscal year 2017. A new presidential administration causes 
a recalibration of economic growth prospects with anticipated changes to monetary policy, fiscal policy, 
and higher inflation expectations. Interest rates and the risk of political uncertainties are expected to 
increase. The reality of a stronger dollar is positive for exporting inflation but challenging for trade exports. 
Brexit, along with other international elections, will cause a lot of uncertainty and volatility in the coming 
year. Energy prices have very recently become volatile, up 9% during the week of the Board meeting. 
Implications of a honeymoon period after the election cycle are already being seen, and it is expected that 
the market will pull back with the revealing of more cabinet members and policy implementations. There 
will be geopolitical risk in terms of previously shunted classes of people seeking to have more influence 
on future decisions, leading to the possibility of less pragmatic economic policies. 

Mr. Tull presented the investment opportunities of the division for fiscal year 2017. Credit is an area 
of opportunity. Also, as large amounts of money continue to chase private equity, secondaries is an area 
that is expected to have some profitable pieces of opportunity. The division will be looking at Global 
Tactical Asset Allocation going forward. Currency overlays are another possibility. And finally, 
infrastructure assets present a significant opportunity. 

Mr. Tull presented the major initiatives of the Investments division. The asset liability study, most 
importantly the asset allocation mix, is a major initiative for the division. Staff will support legislative 
initiatives, such as ERS’ Sunset Review and alternatives for addressing unfunded pension liabilities. The 
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division will continue to advance the derivative program and concentrate on current and future savings 
through diligent negotiation of the best economic terms. Finally, ERS will strive to leverage internal 
investment resources to assist investment product monitoring in the Texa$aver Program and continue 
discussions on management of a customized Texa$aver fund offering. 

Mr. Tull presented the staffing report for the Investment Division. There have been ten promotions 
within the division and nine other adjustments in terms of new employees, retirements, and separations. 

He discussed the state of the fund and asset allocation. Transition to the new asset allocation is 
almost complete. Credit and Infrastructure are the two outliers. Infrastructure has not experienced the 
flow of viable opportunities to be more aggressive as of late; however, the team is very capable and with 
more time, Mr. Tull is confident the group will find the opportunities to achieve the desired asset 
allocation. Private Real Estate and Private Equity have met the asset allocation guidelines as targeted. 
Realized savings from the negotiations of fee and terms in the private market investments for the 
calendar year are $28 million. 

Mr. Tull reported on tactical asset allocation opportunities from fiscal year 2016. The division 
reduced the Trust’s UK exposure, utilized options in both fixed income and equities to enhance trade 
execution for a net profit of $3.5 million, and increased the use of exchange traded funds as a placeholder 
until capital could be deployed effectively. 

Mr. Wilson joined to present the Sunset Review update. He discussed the staff’s Sunset 
recommendations, which were given at the August meeting, and stated that they were unanimously 
adopted without amendment at the second Sunset Commission hearing on November 10, 2016. 

He also presented three additional requirements developed by the commission at this hearing. 
Moving forward, the commission recommends a statutory change to require adoption of the experience 
and actuarial assumptions study every four years rather than five as is currently the statute. The 
commission also recommends a management action that ERS direct the 2017 internal audit review of 
investment governance to consider industry and peer best practices. Specifically, composition of internal 
investment committees, delegated investment authority, veto authority, Board oversight, and use of the 
IAC should be reviewed. Mr. Wilson added that these were goals and actions already planned by ERS. 
More so, the change is that they will now be mandated. Finally, the commission recommends a statutory 
change that will require Board approval of alternative investments over $100 million. Mr. Wilson explained 
that the $100-million dollar level will be evaluated in conjunction with the investment governance audit 
conducted by ERS Internal Audit to ensure it is in line with industry best practices. He also mentioned at 
various times that the study of industry best practices will provide useful insight and education in 
developing this policy. 

There were no questions or further discussion, and no action was required on this item. 

IX. ADJORNMENT OF THE BOARD OF TRUSTEES AND INVESTMENT ADVISORY COMMITTEE 
AND RECESS OF THE BOARD OF TRUSTEES 

The December 1, 2016 Joint Meeting of the ERS Board of Trustees and Investment Advisory 
Committee adjourned at 4:25 pm.  
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EXHIBITS 
 
Exhibit 1 – Capital Market Assumptions 
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Exhibit 2 – Fiscal Year 2016 Performance

 Market Value 

 1 Year 

Ending 

 3 Year 

Ending 

 5 Year 

Ending 

 10 Year 

Ending 

8/31/2016 8/31/2016 8/31/2016 8/31/2016 8/31/2016

Return Seeking (continued)

Real Assets 2,823,485,288      10.10       10.27       10.34       

Real Estate - Public 720,685,319          15.49       9.25          9.35          3.41          

  Total Public RE Blended Benchmark 
d

16.83       10.60       10.18       3.16          

     Variance (1.34)        (1.35)        (0.83)        0.25          

Real Estate - Private 1,757,317,432      12.80       13.11       12.03       

  Private RE Custom Benchmark 
h

10.80       9.34          8.71           

     Variance 2.00          3.77          3.32           

Private Infrastructure 345,482,537          (16.35)      (2.92)        

Special Situations 101,930,428             

Risk Reduction 5,920,193,537    2.69       2.69       1.99       

Rates 4,055,950,593      3.34          2.65          

Barclays Treasury Intermediate Index 3.11          2.41          

     VarianceVariance 0.23          0.23          

Cash 676,342,152          0.76          1.58          0.41          

91 Day Treasury Bill 0.23          0.10          0.09          

Variance 0.53          1.48          0.32          

Absolute Return 1,187,900,792      1.47          4.04          

Hedge Fund custom benchmark 
i

4.23          4.10          

Variance (2.76)        (0.06)        

Texas Employees Group Benefits Program (TEGBP) 431,924,144         3.82         2.12         1.56         3.12         

   Group Benefits Program Policy Benchmark 
e

2.49         1.80         1.35         2.80         

     Variance 1.33         0.32         0.21         0.32         

Market Value

 1 Year 

Ending 

 3 Year 

Ending 

 5 Year 

Ending 

 10 Year 

Ending 

8/31/2016 8/31/2016 8/31/2016 8/31/2016 8/31/2016

Total Fund 25,499,105,144$   5.28         6.61          7.54         5.70         

Total Fund Policy Benchmark c 7.23         6.87          7.64         5.40         

Variance (1.95)        (0.26)         (0.10)        0.30         

Return Seeking 19,578,911,607     6.02         7.72           9.01         

Global Equity 14,668,983,686        5.03             7.69               9.65             

MSCI All Country World Index 7.24             6.74               8.32             

Variance (2.21)           0.95               1.33             

Global Public Equity 12,111,394,524        4.77             6.68               9.14             4.87             

Global Public Equity Floating Benchmark 
a

7.73             7.01               9.14             4.76             

Variance (2.96)           (0.33)             (0.00)           0.11             

Domestic Public Equity 5,661,463,713             8.43             10.99             13.87           7.23             

S&P 1500/S&P 500 Blended Index 12.54           12.19             14.65           7.60             

Variance (4.11)            (1.20)              (0.78)            (0.37)            

International Public Equity 5,327,370,919             1.29             1.90               3.76             2.12             

MSCI EAFE/MSCI ACWI ex US Blended Index b 2.92             2.03               3.31             1.51             

Variance (1.63)            (0.13)              0.45             0.61             

Global Public Equity Special Situations 719,798,273                12.22           

Directional Growth Portfolio 322,755,168                2.29             

Global Equity Tactical 80,006,451                  (5.41)            

Private Equity 2,557,589,162          5.82             12.40            11.20          

Global Private Equity Benchmark
 j

8.03             13.47            12.65           

Variance (2.21)           (1.07)             (1.45)            

Global Credit 1,984,512,205          8.08             5.84               

Barclays U.S. High Yield 2% Issuer Cap Index 9.12             5.41               

Variance (1.04)           0.43               



24 
 

 
Exhibit 3 – FY 2016 Global Public Equity and Global Credit, Internal vs External Performance 

Market Value

 1 Year 

Ending 

 3 Year 

Ending 

 5 Year 

Ending 

 10 Year 

Ending 

8/31/2016 8/31/2016 8/31/2016 8/31/2016 8/31/2016

Global Public Equity 12,111,394,524             4.77             6.68             9.14             4.87             

   Global Public Equity Floating Benchmark 7.73             7.01             9.14             4.76             

     Variance (2.96)            (0.33)            (0.00)            0.11             

Global Public Equity - Internal** 8,963,147,961               6.02             7.63             9.89             5.61             

   Internal Global Public Equity Benchmark 
f

8.81             7.63             9.80             5.24             

     Variance (2.79)           (0.00)           0.09             0.37             

Global Public Equity - External** 3,148,246,563               2.08             4.65             7.50             

   External Global Public Equity Benchmark 
g

4.60             5.33             7.55             

     Variance (2.52)           (0.68)           (0.05)           

Domestic Public Equity - Internal 4,876,136,342               8.49             11.13          13.95          7.71             

Domestic Public Equity - External 785,327,371                  8.17             10.37          13.61          5.39             

International Public Equity - Internal 3,287,206,895               2.25             1.94             2.98             1.70             

International Public Equity - External 2,040,164,024               (0.19)           1.79             4.65             2.46             

Global Credit 1,984,512,205               8.08             5.84             

   Barclays U.S. High Yield 2% Issuer Cap Index 9.12             5.41             

     Variance (1.04)            0.43             

Global Credit - Internal 1,658,820,405               9.42             6.31             

   Barclays U.S. High Yield 2% Issuer Cap Index 9.12             5.41             

     Variance 0.30             0.90             

Global Credit - External 325,691,800                  1.63             4.51             

   Barclays U.S. High Yield 2% Issuer Cap Index 9.12             5.41             

     Variance (7.49)           (0.90)           
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Review, Discussion and Consideration of ERS’ Real Estate Consultant 
 

February 22, 2017 
 

BACKGROUND 
 
The Employees Retirement System of Texas (ERS) may retain professional investment consultants to 
assist and advise the Trustees, the IAC, and ERS staff (Staff) in the monitoring, reporting, investment 
recommendation and other functions for the real estate asset class. Consultants are selected based on 
experience and the ability to provide competent advice consistent with the investment philosophy and 
goals of the Board of Trustees. 
 
On May 19, 2009, following the completion of a competitive bidding and selection process, the Board of 
Trustees approved the selection of R.V. Kuhns & Associates, Inc. (RVK) as ERS’ real estate investment 
consultant. On May 22, 2009, ERS entered into a contractual agreement with RVK relating to these 
consulting services (RVK Contract).  
 
On February 3, 2017, ERS was notified by RVK’s CEO that the real estate team at RVK had departed to 
start a new firm.  ERS quickly determined that any real estate resources remaining at RVK would not be 
sufficient for ERS’ needs so ERS terminated the RVK Contract in writing, effective immediately on 
February 13, 2017. 
 
As the real estate investment cycle matures along with ERS’ program and portfolio, it is prudent to have a 
consultant advising the Board and Staff. Furthermore, as the real estate program explores international 
investments, a consultant’s view will be useful in potentially committing capital to other areas around the 
globe.  
 
Since ERS is left without a real estate consultant due to the staff departure at RVK, staff pursued an 
interim solution to obtain services. This interim solution can suffice while ERS prepares and procures a 
longer term contract through a formal Request for Qualifications (RFQ) process.  
 
In order to procure services on an interim basis, staff conducted due diligence on the real estate teams at 
our existing consulting contracts. Staff felt this would be an efficient, cost-effective temporary solution as 
there is already familiarity with the respective overall organizations and the level of service already 
provided for the other asset classes. ERS has three investment consulting contracts:  
 

- Aon Hewitt Investment Consulting, Inc. (general plan consultant) 
- Pavilion Financial Corporation (private equity and infrastructure) 
- Albourne (hedge funds) 

 
All three firms offer real estate consulting services to some degree. Within the relative time constraints, 
Staff diligently reviewed all three groups and felt that Aon Hewitt Investment Consulting’s real estate team 
(Aon) would be the best fit for our needs during this interim time. The scope of Aon’s current contract is 
broad enough to encompass these additional services; however, Staff will amend the contract to further 
detail this specific scope of work. 
 
Staff is in the process of developing a formal RFQ for publication.  
 
At this time, Staff is presenting Aon to ERS’ Investment Advisory Committee and Board of Trustees for 
approval as ERS’ interim real estate consultant. 
 
Staff’s recommended motion is attached to this agenda item. 
 
 

 



ATTACHMENT 
 
1. Exhibit A –  Aon Hewitt Investment Consulting, Inc. Presentation to ERS Board of Trustees and 

Investment Advisory Committee 



 

 Team of 13 people located in NY, Chicago, San Francisco, Toronto and
London  (bios in Exhibit A)

 Advises on over $30 billion in real estate investments
 Ability to underwrite Commingled Funds, Separate Accounts, Co-

Investments and Listed Securities (e.g. REITs) in both debt and equity
strategies

 Strong Support Functions – Back Office and Reporting

Real Estate Consultant 
Aon Hewitt’s Global Real Estate Overview 

Agenda item 5 - Meeting book dated February 22, 2017 



* We are accredited by the State Pension Review Board (PRB) as a Minimum Educational Training (MET) sponsor
for Texas public retirement systems. This accreditation does not constitute an endorsement by the PRB as to the 
quality of our MET program. These agenda items may be considered in-house training provided by ERS to board 
trustees and the system administrator for purposes of fulfilling the MET program requirements. ERS is an accredited 
sponsor of MET for its system administrator and trustees. 

PUBLIC AGENDA ITEM -#6* 

6. Review and Discussion of ERS’ Asset Allocation and Liability Study:
Review and Discussion of Updated Capital Market Assumptions,

Asset Mixes, and Portfolio Stress Testing 

February 22, 2017 

BACKGROUND: 

The most important component of an investment strategy is the asset mix, which determines how the trust 
allocates dollars among various investment types. The ERS Investment Policy, Section 2.2, states “that 
formal asset allocation and liability studies will be conducted at least every five years. Annually, the Board 
reviews the adopted asset allocation based on updated capital market assumptions. The ERS Board of 
Trustees (Board) shall set long-term asset allocation targets or ranges that will prudently meet the needs 
of plan beneficiaries.” 

At the December 1, 2016 Joint Meeting of the ERS Board of Trustees (Board) and the Investment 
Advisory Committee, results of the risk survey as well as the process for formulating capital market 
assumptions were discussed. Staff and Aon Hewitt Investment Consulting (AHIC) will provide a brief 
overview of the follow-up items from the December 1, 2016 Joint meeting before moving into this asset 
allocation working session. 

Discussion of Updated Capital Market Assumptions, Asset Mixes and Portfolio Stress Testing 

This asset allocation working session will provide updated capital market assumptions reflecting recent 
changes in the market environment and present potential asset mixes for discussion. The discussion will 
include a review of the risk profile of each asset mix as well as the results of scenario analysis and stress 
testing. 

Following this presentation, staff and AHIC will continue discussions with the Board and IAC consistent 
with the timeline below, which had been discussed during prior Board meetings; however, additional 
working sessions can be added, if needed. 



2 

STAFF RECOMMENDATION: 

This agenda item is presented for informational and discussion purposes only. 

Asset Allocation Study Dates Completion Status 

Orientation with staff and distribution of 
risk survey to Board and IAC August - October 2016 Completed 

Presentation of risk survey results; 
Presentation on macroeconomic view and 
capital market assumptions December 2016 Board Meeting Completed 

Conduct Asset Allocation Working 
Session #1 - Review and Discussion of 
Updated Capital Market Assumptions, 
Asset Mixes, and Portfolio Stress Testing 

February 2017 Board Meeting 

Conduct Asset Allocation Working 
Session #2 May 2017 Board Meeting 

Conduct Asset Allocation Working 
Session #3 August 2017 

Conduct Asset Allocation Working 
Session #4 December 2017 Board Meeting 

Present Asset Allocation and Investment 
Policy Changes for Board Adoption February 2018 



PUBLIC AGENDA ITEM - #7a 

Review and Discussion of the Investment Advisory Committee: 

7a. Eligibility and Compliance for Calendar Year 2016 of the IAC 

February 22, 2017 

BACKGROUND 

Texas Government Code §815.5091 through §815.5093, prescribes requirements for IAC eligibility and 
for the Board to annually review the eligibility of IAC members. The ERS Investment Policy was updated 
to expressly state that a person is not eligible for appointment to the IAC if the person or the person’s 
spouse (a) is employed by or participates in the management of a business entity or other organization 
receiving funds from ERS, (b) owns or controls, directly or indirectly, more than a 10% interest in a 
business entity or other organization receiving funds from ERS, or (c) is a paid officer, employee, or 
consultant of a Texas trade association in the field of insurance or investment or if the person is required 
to register as a lobbyist because of the person’s activities for compensation on behalf of a business or an 
association related to the investment of the assets of the state or of ERS. 

The ERS Investment Policy was further revised to include an annual review by the Board of the eligibility 
status of members of the IAC, stated as follows: “It is a ground for removal from the IAC if a person is (a) 
not qualified for appointment to the IAC under this Section 4.3, (b) unable to discharge the person’s duties 
on the IAC because of illness, disability, or other personal circumstances, or (c) absent from more than 
half of the scheduled meetings of the IAC that the person is eligible to attend during a calendar year. If 
the Executive Director or a member of the IAC has knowledge that a potential ground for removal exists, 
the Executive Director or IAC member shall notify the Chair of the Board of Trustees of the potential 
ground for removal.” 

CALENDAR YEAR 2016 REVIEW 

To facilitate the Board’s review of IAC member eligibility, IAC members were required to complete an 
affirmation of their qualifications and eligibility. Additionally, attendance at scheduled Joint Meetings of the 
Board/IAC and Working Sessions during Calendar Year 2016 was recorded. All members of the IAC met 
the attendance requirements. The results of the eligibility and compliance review are reported in Exhibit A 
of this agenda item, Investment Advisory Committee Eligibility and Compliance Review for Calendar Year 
2016. 

ERS staff confirmed that all IAC members affirmed their eligibility pursuant to the ERS Investment Policy. 

STAFF RECOMMENDATION: 

This agenda item is provided for informational and discussion purposes only. No action is required. 

ATTACHMENTS – 2 

Exhibit A – Investment Advisory Committee Eligibility and Compliance Review for Calendar Year 2016 

Exhibit B – Investment Advisory Committee Skills Assessment 



Investment Advisory Committee Eligibility and Compliance Review for 
Calendar Year 2016 

IAC Attendance at Joint Meetings 

2/23/2016 5/17/2016 8/16/2016 12/1/2016 
James Hille, Chair 
Caroline Cooley, Vice 
Chair 

Absent 

Robert Alley 
Ken Mindell Absent 
Laura Starks Absent Absent 
Lenore Sullivan Absent 

Compliance 

All members of the IAC were in compliance with the attendance requirement as per ERS 
Investment Policy section 4.3 that states, “It is grounds for removal from the IAC if a person 
is…(c) absent from more than half of the scheduled meetings of the IAC that the person is 
eligible to attend during the calendar year.” 

Exhibit A 



Investment Advisory Committee Skills Assessment as of December 31, 2016 
 

The Investment Advisory Committee (IAC) was established at the discretion of the Board of Trustees in Texas Administrative Code §63.17(b).  The IAC is to have at least 
five and not more than nine members.  The members are selected by the Board of Trustees on the basis of experience in the management of a financial institution or other 
business in which investment decisions are made or as a prominent educator in the fields of economics, finance, or other investment-related area. 
 
The IAC members serve the Board and Advise staff in the following ways: 

• Supports ERS staff by assisting in the assessment of investment strategies and advisors, including participation in ad-hoc selection and review committees 
• Assists the Board of Trustees in carrying out its fiduciary duties with regard to the investment of the assets of the system and related duties 
• Reviews ERS investment policies to provide recommendations to assist the Board of Trustees in adopting prudent and appropriate investment policies 
• Advises the Board of Trustees on asset mix, portfolio strategy, investment policies, and eligible securities as part of the asset allocation studies and interim reviews 

 
IAC members are appointed by the Board for staggered three year terms and may be reappointed.  The table below highlights the current members’ experience and 
expertise: 
 

  Investment 
Experience 

IAC 
Tenure 

Global 
Equity 

Fixed 
Income 

Private 
Equity 

Real 
Estate 

Hedge 
Funds Infrastructure Derivatives 

IAC Chair 
James Hille, CFA, CAIA 
CIO 
Texas Christian University Endowment 

26 years (2011) 
5 yrs. X X X X X     

IAC Vice-Chair 
Caroline Cooley 
CIO - Diversified Funds 
Crestline Investors, Inc. 

33 years (2013) 
3 yrs.         X   X 

Bob Alley, CFA 
Retired from AIM Advisors, Inc. as Chief Fixed 
Income Officer 

42 years (1999) 
17 yrs.   X           

Ken Mindell 
Sr. VP, Treasurer & Director of Investments 
Rosewood Management Corporation 

37 years (2006) 
10 yrs. X X X X X     

Dr. Laura Starks 
Charles E. & Sarah M. Seay Regents Chair in 
Business Administration 
Director, AIM Investment Center 
The University of Texas Austin 

29 years (1990) 
26 yrs. X X X X X     

Lenore Sullivan 
Managing Director (Volunteer) 
TMV Capital Management 
Formerly, Partner at Perella Weinberg Partners 

37 years (2010) 
6 yrs.       X       

 

Exhibit B 



PUBLIC AGENDA ITEM - #7b 

Review and Discussion of of the Investment Advisory Committee 

7b. IAC Self Evaluation Report 

February 22, 2017 

BACKGROUND 

As stated in Section 4.3 of the ERS Investment Policy: “The Investment Advisory Committee (IAC) was 
established at the discretion of the Board of Trustees (Board) in Texas Administrative Code §63.17(b) 
and is composed of at least five and not more than nine members. Currently the IAC is comprised of six 
members. The members are selected by the Board on the basis of experience in the management of a 
financial institution or other business in which investment decisions are made, or as a prominent educator 
in the fields of economics, finance or other investment related area.” 

Current IAC members completed a  self-assessment of their group and individual purpose and 
effectiveness. This assessment provides valuable feedback for purposes of improving governance and 
effectiveness, determining needed policy and  procedure changes, and ensuring proper utilization of the 
IAC. 

Results strongly indicate the IACunderstands their purpose and responsibility. They were relatively less 
conclusive on the quantity of IAC meetings; the adequacy of training, tools, education and support; and 
the effectiveness of IAC performance and contribution assessments. Further discussion and assessment 
is needed to determine whether these are areas of weaknesses. The presentation provides more detailed 
results of the assessment and is included as Exhibit A. 

STAFF RECOMMENDATION: 

This agenda item is provided for informational and discussion purposes only. No action is required. 

ATTACHMENTS – 1 

Exhibit A – Investment Advisory Committee Self-Assessment 



Public Agenda Item #7b 
  

Review and Discussion of the Investment advisory Committee 
  

6b. IAC Self Evaluation Report 

 

February 22, 2017 
 

Sharmila Kassam, Deputy Chief Investment Officer 
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We have completed the IAC Self-Evaluation 
 The goal of this survey was to: 
 Ensure participation and fulfillment of fiduciary duty 
 Gauge areas of IAC concern 
 Obtain Critical Feedback 

 Goal for today: 
 Provide an overview of the survey results 
 Discuss the various perspectives 

IAC Self Evaluation Report 
Agenda 

Agenda item 7b - Meeting book dated February 22, 2017 
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IAC Self Evaluation Report 
Overview of Average Responses 
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 Observations 
• Recall that a high rating indicates “Strongly Agree” 
• Question 1, IAC’s understanding of ERS’ mission and goals received 

the highest rating 
• Question 4, quantity of IAC meetings, and question 12, effectiveness 

of IAC performance assessments received the lowest ratings. 

IAC Self Evaluation Report 
Overview of Average Responses 

Agenda item 7b - Meeting book dated February 22, 2017 
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 Observations 
• Most strongly agree that IAC 

understands the ERS Investment 
Program and relevant 
duties/requirements 
 

 Q1: Understanding of ERS’ mission and goals  
 Q8: Understanding of fiduciary duties, 

confidentiality, and conflicts of interest 

IAC Self Evaluation Report  
IAC (Group) Understanding of ERS Investment Program 

0

2

4

6

8

10

12

Strongly
Disagree (1)

Disagree (2) Neutral (3) Agree (4) Strongly Agree
(5)

Question1 Question 8
Agenda item 7b - Meeting book dated February 22, 2017 
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 Observations 
• Most strongly agree or agree that 

individual members understand 
the ERS Investment Program 
and their role in that program 
 

 Q18: I understand the Investment Policy, 
investment program, and overall organization 

 Q19: I understand my role as the IAC member 
 Q21: I understand my duties as an IAC member   

IAC Self Evaluation Report  
Individual Understanding of ERS Investment Program 

Agenda item 7b - Meeting book dated February 22, 2017 
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 Observations 
• All strongly agree or agree that 

IAC is effective in advising the 
Board on the ERS Investment 
Program strategy 

 

 Q2: Effectiveness of direction/expertise 
 Q3: Cognizance of risk and reward factors  
 Q7: IAC members are prepared, understand 

investment practices, and interact meaningfully 

IAC Self Evaluation Report  
Effectiveness on Program Strategy 

Agenda item 7b - Meeting book dated February 22, 2017 
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 Observations 
• Most strongly agree or agree that 

IAC is effective at advising the 
Board on ERS Investment 
Program implementation 

 Q9: Effectiveness of IAC contributions 
 Q10: Effectiveness of IAC guidance and 

direction on asset allocation strategies 
 Q11: IAC effectively monitors implementation of 

asset allocation strategies 

IAC Self Evaluation Report  
Effectiveness on Program Implementation 

Agenda item 7b - Meeting book dated February 22, 2017 
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 Observations 
• All strongly agree or agree that 

individually, they make an effort 
to be competent and effective in 
advising staff and the Board. 
 

 Q13: I attend meetings, listen, and contribute 
 Q15: I review relevant materials in advance 
 Q17: I try to be educated on asset classes that 

are outside m area of expertise. 

IAC Self Evaluation Report  
Individual Member Effectiveness 

Agenda item 7b - Meeting book dated February 22, 2017 
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 Observations 
• While most agree that resources 

provided are sufficient, timely,  
and effective, these measures 
had the lowest relative ratings 

 Q14: I am willing to attend more frequent joint 
meetings if scheduled 

 Q16: I disclose potential conflicts of interest 
 Q20: I’m comfortable objecting to positions of 

staff or other IAC/Board members 

IAC Self Evaluation Report  
Level of Individual Engagement/Adherence to Policy 

Agenda item 7b - Meeting book dated February 22, 2017 
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 Observations 
• While most agree that resources 

provided are sufficient, timely,  
and effective, these measures 
had the lowest relative ratings 
 

 Q4: Sufficiency (in quantity) of IAC Meetings 
 Q5: Adequacy of training, tools, and support 
 Q6: Receives relevant materials sufficiently in 

advance 

IAC Self Evaluation Report  
Quality of Resources Provided 

Agenda item 7b - Meeting book dated February 22, 2017 
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 Observations 
• Received a relatively low 

response 
• The purpose of initiating the 

study and self assessment is to 
address this concern 
 

 

 Q12: IAC is provided effective assessment of 
its performance and contributions 

IAC Self Evaluation Report  
Provided Effective Assessment of Performance 

Agenda item 7b - Meeting book dated February 22, 2017 
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 Items of strong agreement: 
 Q1: IAC’s understanding and incorporation of ERS’ mission and goals 
 Q16: Informing ERS of conflicts of interest and abstaining from related 

activity 
 Q21: IAC’s understanding of duties and ability to act in best interest of 

stakeholders 
 

Results strongly  indicate the IAC understands their purpose and 
responsibility. 

IAC Self Evaluation Report 
Review 

Agenda item 7b - Meeting book dated February 22, 2017 
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 Items of lower relative rating: 
 Q4: Quantity of IAC meetings 
 Q5: Adequacy of training, tools, education, and support provided 
 Q12: Effectiveness of IAC performance and contribution assessment 

 
Results less conclusive on whether these areas are weaknesses 
and may need further assessment. 
 
 

IAC Self Evaluation Report 
Review 

Agenda item 7b - Meeting book dated February 22, 2017 
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 Q1: The Investment Advisory Committee (IAC) understands the mission and goals of ERS’ investment program and reflects this understanding when addressing investment issues and providing 
guidance to agency staff. 

 Q2: The IAC is effective at providing strategic direction and industry expertise to the investment program. 
 Q3: The IAC is cognizant of risk and reward factors when assisting the Board in setting policy. 
 Q4: The IAC holds the proper number of meetings each year to provide actionable input to the Board and agency staff. 
 Q5: The IAC is provided adequate training, tools, education, and support to effectively fulfill its responsibilities of serving a public sector entity. 
 Q6: IAC members receive meeting notices, written agendas, minutes, and other relevant materials sufficiently in advance of meetings to adequately participate in discussions. 
 Q7: IAC members are well-prepared, demonstrate an understanding of pertinent investment practices, and engage in meaningful interaction with staff and consultants during meetings. 
 Q8: IAC members understand their fiduciary duties, confidentiality requirements, and conflict of interest provisions, and they are provided reasonable opportunities to disclose any known conflicts 

of interest. 
 Q9: The IAC is effective at contributing to discussions of capital markets, liquidity, investment performance, and fund management. 
 Q10: The IAC is effective at providing guidance and direction in developing the investment program’s asset allocation strategies. 
 Q11: The IAC effectively monitors implementation of the investment program’s asset allocation strategies. 
 Q12: The IAC is provided effective assessment of its performance and contributions to the investment program. 
 Q13: I attend a majority of joint meetings of the Board and IAC, contribute to the discussion in a meaningful and helpful way, listen to others, make my points concisely, and focus on the agenda 

item being discussed. 
 Q14: I would be willing to attend additional Board and IAC meetings if the Board chose to meet more frequently. 
 Q15: I review the agendas, exhibits, reports, minutes, and other relevant materials in advance of quarterly meetings. 
 Q16: I inform the Board and IAC of potential conflicts and abstain from any action that might lead to, or be perceived as, a conflict of interest. 
 Q17: I make an effort to be educated on asset classes within the investment program that are outside my area of expertise. 
 Q18: I understand the ERS Investment Policy and am able to assess the potential impact of decisions on the investment program and organization as a whole. 
 Q19: I understand my role as an IAC member versus staff’s role in connection with administration of the investment program. 
 Q20: I feel comfortable voicing objection or dissenting opinions to positions presented by agency staff or other IAC and Board members during meetings. 
 Q21: I fully understand my duties as an IAC member and feel I can objectively act in the best interest of all members and retirees. 

 

IAC Self Evaluation Report 
Appendix A – Full Questions 

Agenda item 7b - Meeting book dated February 22, 2017 



Questions? 

 
 



PUBLIC AGENDA ITEM - #7c 

Review and Discussion of of the Investment Advisory Committee: 

7c. Board of Trustees Survey of the IAC 

February 22, 2017 

BACKGROUND 

As stated in Section 4.3 of the ERS Investment Policy: “The IAC assists the Board of Trustees in carrying 
out its fiduciary duties with regard to the investment of the assets of the system and related duties. The 
IAC reviews investment strategies and related policies of ERS to provide comments and 
recommendations to assist the Board of Trustees in adopting prudent and appropriate investment 
policies. In addition, from time to time, together with the ERS staff and investment consultants or advisors, 
they recommend to the Board of Trustees asset mix, portfolio strategy, investment policies, and eligible 
securities.” 

Board of Trustee members completed a survey regarding the IAC. This assessment provides valuable 
feedback for purposes of evaluating the effectiveness of the IAC in fulfilling the duties listed above. 

Results strongly indicate the Board’s appreciation of the IAC members’ understanding of their purpose 
and responsibility and utilization of the IAC for asset allocation and other investment discussions. The 
presentation provides more detailed results of the assessment and is included as Exhibit A. 

STAFF RECOMMENDATION: 

This agenda item is provided for informational and discussion purposes only. No action is required. 

ATTACHMENTS – 1 

Exhibit A – Board of Trustees Survey of the IAC 



Public Agenda Item #7c 
  

Review and Discussion of the Investment advisory Committee 
  

7c. Board of Trustees Survey of the IAC 

 

February 22, 2017 
 

Tom Tull, CFA, Chief Investment Officer 
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We have completed the Board’s survey regarding the IAC 
 The goal of this survey was to: 
 Gauge effectiveness of the IAC  
 Obtain critical feedback from the Board regarding the IAC 

 Goal for today: 
 Provide an overview of the survey results 
 Discuss the various perspectives 

Board of Trustees Survey of the IAC 
Agenda 

Agenda item 7c - Meeting book dated February 22, 2017 
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Board of Trustees Survey of the IAC 
Overview of Average Responses 

Agenda item 7c - Meeting book dated February 22, 2017 
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Observations 
 Recall that a high rating indicates “Strongly Agree” 
 Question 1 and 3, understanding of ERS’ mission and goals and 

awareness of risk and reward factors, received the highest ratings 
 While question 4, preparedness, understanding, and engagement, 

received the lowest relative rating, it was still rated 4/5 so no one 
disagreed on this point. 

Board of Trustees Survey of the IAC 
Overview of Average Responses 

Agenda item 7c - Meeting book dated February 22, 2017 
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 Observations 
• Most strongly agree that IAC 

understands the ERS Investment 
Program and relevant 
duties/requirements 
 

 Q1: Understanding and incorporation of ERS’ 
mission and goals when advising staff 

 Q3: Cognizance of risk and reward factors  

Board of Trustees Survey of the IAC 
Understanding of ERS Investment Program 

Agenda item 7c - Meeting book dated February 22, 2017 
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 Observations 
• All strongly agree or agree that 

the IAC is effective at advising 
the Investment Program. 
 

 

 Q2: Effectiveness of direction/expertise  
 Q5: Effectiveness of IAC contributions 
 Q6: Effectiveness of IAC guidance and 

direction on asset allocation strategies 

Board of Trustees Survey of the IAC 
Effectiveness 

Agenda item 7c - Meeting book dated February 22, 2017 
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 Observations 
• Most agree or strongly agree 

that the IAC is prepared, 
understands, and engages with 
the Board in advising on the 
Investment Program. 

 

 Q4: IAC members are prepared, understand 
investment practices, and interact meaningfully 

Board of Trustees Survey of the IAC 
Preparedness, Understanding, and Engagement 

Agenda item 7c - Meeting book dated February 22, 2017 
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 Observations 
• All respondents find the IAC 

helpful during formal Joint 
meeting discussions 

• Many respondents find the IAC 
helpful in other situations as well 
 

 Q7. In which of the following situations do you 
find the IAC helpful? 

Board of Trustees Survey of the IAC 
IAC Helpfulness 

Agenda item 7c - Meeting book dated February 22, 2017 
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 Responses 
• Should they have a joint committee 

report to give the board? 
• Executive sessions with IAC to see 

if they have anything that should 
be brought to the board's attention.  

 

 8. Are there other interactions that you as 
Board members would like to have with the 
IAC? 

Board of Trustees Survey of the IAC 
Other Interactions between the Board and IAC 

Agenda item 7c - Meeting book dated February 22, 2017 
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 Responses 
• Specific investment discussions 
• Using less lingo and jargon 
• Utilization of derivatives and 

infrastructure investing.  
• More expertise in alternatives. 

 

 11. Are there any additional areas of expertise 
that you would find useful as an IAC resource 
in Investments?  

Board of Trustees Survey of the IAC 
Additional IAC Expertise 

Agenda item 7c - Meeting book dated February 22, 2017 
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12. How can the IAC be most useful to you as a Board member as we 
conduct the asset allocation study?  
 
 The board needs the IAC's full engagement, best thinking, and input on 

the reasonableness of expected returns and the appropriate asset 
allocation/risk-return trade-off to achieve competitive returns and keep 
the Trust actuarially sound.  

 
 

Board of Trustees Survey of the IAC 
IAC and the Asset Allocation Study 

Agenda item 7c - Meeting book dated February 22, 2017 
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Results strongly  indicate: 
 

 The Board’s appreciation of the IAC understanding of their purpose and 
responsibility. 
 

 The Board’s utilization of the IAC for asset allocation and other 
investment discussions. 

Board of Trustees Survey of the IAC 
Review 

Agenda item 7c - Meeting book dated February 22, 2017 



Questions? 

 
 



* We are accredited by the State Pension Review Board (PRB) as a Minimum Educational Training (MET) sponsor for Texas public
retirement systems. This accreditation does not constitute an endorsement by the PRB as to the quality of our MET program. These agenda 
items may be considered in-house training provided by ERS to board trustees and the system administrator for purposes of fulfilling the MET 
program requirements. ERS is an accredited sponsor of MET for its system administrator and trustees. 

PUBLIC AGENDA ITEM - #8* 

Review and Discussion of the Investment Performance for 

Fourth Calendar Quarter of 2016 

February 22, 2017 

BACKGROUND: 

In accordance with the contract for performance evaluation services and Section 3 of the Employees 
Retirement System (ERS) Investment Policy, Aon Hewitt Investment Consulting, Inc. reviews and 
evaluates, on a quarterly basis, the Employees Retirement System of Texas (ERS) investment 
performance as calculated by ERS custodian BNY Mellon. 

Summary of Investment Markets: 

Global equities provided positive returns over the quarter, following a Trump win and rising 
commodity prices. The US Presidential election took center stage over the last few months of the year. 
A win for Donald Trump had a profound effect on markets with clear winners and losers. Despite the 
disparity in regional returns, the MSCI All Country World IMI returned 1.4%. US equities (S&P 1500) 
returned 4.3% over the quarter. Expectations of reflationary policies under a Trump administration 
bolstered the US equity market as investors rotated out of bonds and into equities. The strengthening of 
the US dollar eroded much of the gains made in other regional equity markets. Expectations of increased 
protectionism under the new administration weighed heavily on emerging markets (EM), as the MSCI 
Emerging Markets index returned -4.2%. 12 month global equity returns were 8.7% and US equities 
returned 13.0%. 

Significant momentum building in the US economy. US economic growth picked up considerably, with third 
quarter growth of 3.5% (quarter-on-quarter annualized). There were further signs of a strong US economy as 
the manufacturing ISM index, an indicator of activity in the manufacturing sector, reached a two-year high of 
54.7 (a contraction is indicated whenever the index falls below 50 while an expansion in the sector is indicated 
when the index rises above the 50 mark). Headline Consumer Price Index (CPI) inflation ticked upwards amid 
rising fuel costs. However, core inflation, which strips out food and energy costs, was unchanged at just above 
2%. Despite the number of people working increasing at a slower rate than expected, the unemployment rate 
fell to a new post-crisis low of 4.5% in November. Real wage growth, however, continued to disappoint. 

Federal Reserve hikes benchmark rate and targets three further hikes in 2017. Signs of a stronger 
economy alongside returning inflationary pressures prompted the Federal Reserve (Fed) to increase the target 
for the Federal Funds rate to 0.5-0.75%. Moreover, with the potential of the economy to surprise on the upside, 
members of the Fed rate setting committee indicated that they foresaw an additional three rate increases in 
2017, in line with market expectations. 

Improving European economic conditions, however political risks remain ahead of a busy 2017. 
Eurozone GDP growth was unchanged at an annualized rate of 1.7%. However, growth picked up in the 
manufacturing sector; the manufacturing purchasing managers' index (similar to the US ISM index) increasing 
to a five-year high of 54.9. The unemployment rate also broke through the 10% threshold for the first time in 
five years, falling to 9.8% in October. The European Central Bank surprised markets by extending their 
quantitative easing program, albeit at a slower pace of €60 billion per month. The ECB's President, Mario 
Draghi, was adamant that this did not constitute the first step in a series of tapering measures to reduce the 
size of the ECB's asset purchases. 

China showed some resilience in Q4, boosted by government stimulus. Supportive commodity prices 
provided further support. Improving economic data out of China lessened the likelihood of a hard landing, at 
least for now. After a weak start to the year, the manufacturing sector continued to expand towards the end of 
the year; the Caixin manufacturing Purchasing Managers' Index (PMI) steadily rose to 51.9 in December. The 
surprise demonetization announcement by the Indian government led to some dislocations in the commercial 
system, however the overall impact is still unclear. The broad commodity index (S&P GSCI Commodity Index) 
rose 5.8% over the last three months of the year. 
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Yields surge following expectations of higher inflation. 10 year US treasury yields surged over the fourth 
quarter rising by 85bps to 2.44%. Expectations of greater inflation on the back of reflationary policies pursued 
by President-elect Trump, led to a pronounced sell-off in government bonds. The Barclays US Treasury 20+ 
year total return index returned -12.2%, while the Barclays Global Aggregate Index returned -7.1%. In the 
corporate sector, high yield outperformed credit on a global basis, returning -0.2% (Barclays Global High Yield 
Index), versus -4.4% for investment grade credit (Barclays Global Credit Index). 

Summary of ERS Performance: 

ERS continues to maintain reasonable allocations relative to its strategic and long-term allocation targets 
as reflected in the following chart. 
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STAFF RECOMMENDATION: 

This agenda item is provided for informational and discussion purposes only. No action is required. 

ATTACHMENT – 1 

Exhibit A – Employees Retirement System of Texas Performance Report, Fourth Calendar Quarter 
Ending December 31, 2016 by Aon Hewitt Investment Consulting, Inc. (Included under 
separate cover) 



Visit the Aon Hewitt Retirement and Investment Blog (http://retirementandinvestmentblog.aon.com); sharing our best thinking.
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Performance 
Fund                   CYTD FYTD

Performance:      6.3%      1.5%
Benchmark:         7.4%      1.1%
Excess Return:  -1.1%      0.4%

3-Yr Tracking error 1.40

Largest Contributors (quarter): 

- Outperformance of the global public equity 
component
- Outperformance of the private equity portfolio 
- Largest Detractors (quarter):                                          
- Manager performance within the international 
equity component
- Slight overweight to cash

Profile 
Market Value at 12/31/16:

$25.6 Billion
Actuarial Accrued Liability 8/31/16:                        
$35.3 Billion
Retirees and Beneficiaries 8/31/16:  

103,758
Retirement Payments Annually 8/31/16:

$2.1 Billion
ERS Trust Funding Ratio 8/31/16:

75.2%

Compliance
Asset Allocation Compliance:     Yes
Tracking Error Compliance:         Yes
Investment Policy Compliance:   Yes

ERS Trust Fund Dashboard
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Total Fund: Asset Allocation

1 All returns contained in this report are shown net of investment management fees. All returns longer than 1-year are annualized.
2 Source data can be found on pages 31 and 40 of full report.
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Employees Retirement System of Texas -
Quarterly Asset Allocation Including Risk Management vs. Policy Target as of 12/31/2016

Asset Allocation Strategic Allocation Long Term Policy Allocation
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Total Fund: Performance

1The Long Term Public Benchmark is a is a combination of 79% MSCI ACW IMI and 21% Barclays Intermediate Treasury Index. 
2A detailed description of the Policy Index as of 12/31/2016 is provided in the appendix of the full report.
3Source data can be found on pages 30 and 32 of full report.
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Total Fund: Risk

1 Source data can be found on page 32 and 39 of full report. 
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Total Fund: Rolling Information Ratio and Tracking Error (36 months)

1 Measured by dividing the active rate of return by the tracking error. The higher the Information Ratio, the more value-added contribution by the manager.
2 A measure of the standard deviation of a portfolio's performance relative to the performance of an appropriate market benchmark.

-0.11

1.40
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ERS Asset Allocation Evolution
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$5,000,000,000

$10,000,000,000

$15,000,000,000

$20,000,000,000

$25,000,000,000

$30,000,000,000

Total AUM: $25,590,573,174

46.4%  Global Public Equity 11.0%  Private Equity 8.5%  Global Credit 11.1%  Real Assets

0.4%  Special Situations 15.6%  Rates 5.5%  Absolute Return 1.6%  Cash
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Long Term Investment Results

1The Long Term Public Benchmark is a is a combination of 79% MSCI ACW IMI and 21% Barclays Intermediate Treasury Index.  
2The Total Fund Policy Benchmark has an inception date of 11/30/1996.

8%

8%
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Rolling 12-Month Capital Market Returns (10 Years ending 12/31/16)

§ The chart above depicts the dispersion of rolling 12 month returns of various capital markets over the last 10 years.
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Increasing Success in Active Management 

§ Our research finds a strong link between 

active risk and performance relative to the 

benchmark

§ Evidence of true skill is much stronger 

among the most active managers

§ We recommend clients combine low cost 

indexing (or low cost internal 

management) with high-conviction active 

strategies and avoid the expensive 

diversification of low active risk strategies 

and multitudes of actively managed 

portfolios

§ Due to the economies of scale ERS can 

access low cost diversification through its 

internally managed portfolios 

*Aon Hewitt’s research, “Conviction in Equity Investing,” evaluation of 3,494 funds using the performance period of 2003 - 2011
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Risk Adjusted Performance Relative to Peers
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Summary Analysis

§ Public equity underperformance has been the largest detractor from Total Fund results during the trailing 12 month 

period.

− As noted at the last meeting 2016 was an extremely difficult period for active management.

− Public equity accounted for 108 bps of Total Fund underperformance.

− Over the most recent quarter the public equity component added 10 bps of relative performance.

§ Actual allocations were in line with policy at the end of the period, and well within range of the long term policy allocation.

§ Longer term investment results continue to be generally positive, the Total Fund has produced risk adjusted returns 

superior to the benchmark and the Long Term Public Benchmark over the five and ten year period.

− The Total Fund matched the benchmark over the trailing five year period, at a lower risk level (volatility).

− Over the trailing ten year period the Total Fund has outperformed the benchmark by 30 bps with lower risk.

§ The Total Fund has meaningfully outperformed the Long Term Public Benchmark over most longer-term periods.

§ Diversification has been effective, the Total Fund Policy Benchmark has produced a return superior to the Long Term 

Public Benchmark at a meaningfully lower level of risk (volatility) over the trailing five and ten year period.
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Questions?
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Appendix
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Return Seeking

Global Public Equity Performance

1 Source data can be found on pages 42, 43, and 44 of full report. 
2 While the Special Situations, Directional Growth, and Global Equity Tactical component’s underlying 

managers may have domestic or international equity benchmarks, the components are not included in 

the attribution for domestic and international equity 

Global Public Equity Asset Allocation
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Return Seeking (Global Equity)

Domestic Equity Performance

1 Source data can be found on pages 46, 47, and 48 of full report.

Domestic Equity Asset Allocation

17



Return Seeking (Global Equity)

International Equity Performance

1 Source data can be found on pages 50, 51, and 52 of full report.

International Equity Asset Allocation
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Return Seeking (Global Equity)

Private Equity Summary

1 Source data can be found on page 54 of full report.
2 Total portfolio market value includes FX contracts and STIF balance
3 Internal Rate of Return figures include market value adjustments made after December31, 2016.

Allocation Internal Rate of Return(%)

Market

Value

($)

% Policy(%)
1

Year

3

Years

5

Years

Since

Inception

Private Equity $2,806,396,187 11.0 10.0 8.7 9.8 12.4 10.9

Private Equity Program Summary by Fiscal Year as of 12/31/2016

ERS FY # of Deals Capital Committed Capital Called Distributions Market Value

1999 1 $100,000,000 $88,405,114 $129,578,992 $0

2007 1 $60,585,106 $57,227,107 $114,867,174 $127,358

2008 3 $194,650,000 $233,630,162 $305,683,452 $74,800,178

2009 12 $896,253,500 $1,000,546,851 $1,065,010,173 $340,455,179

2010 7 $447,975,000 $483,139,313 $434,742,093 $177,812,086

2011 9 $646,750,000 $624,723,041 $308,435,575 $423,540,556

2012 7 $501,505,474 $389,329,449 $210,027,897 $355,171,892

2013 7 $425,770,845 $341,112,818 $101,581,655 $273,634,682

2014 13 $1,189,091,539 $665,835,735 $100,223,083 $645,949,732

2015 11 $934,485,000 $293,361,132 $65,566,863 $267,438,968

2016 9 $756,330,176 $194,641,575 $2,938,426 $202,758,246

2017 7 $347,400,000 $39,314,554 $75,981 $39,238,573

Total 87 $6,500,796,640 $4,411,266,850 $2,838,731,363 $2,806,396,187

19



Return Seeking

Global Credit Performance

1 Source data can be found on page 58, 59, and 60 of full report.
2 During the second quarter of 2016 Barclays changed pricing sources for the Barclays U.S. High Yield 2% Issuer Cap (the primary benchmark for the Total Global Credit 

component), the source change resulted in a 0.13% increase in the return relative to the legacy pricing source.

Global Credit Asset Allocation
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Return Seeking

Total Real Assets Asset Class Performance

1 Source data can be found on page 35 and 62 of full report. 

Total Real Assets Asset Allocation  
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Return Seeking (Real Assets)

Real Estate Portfolio Performance

1 Source data can be found on pages 64 and 65 of the full report.

Global Public Real Estate Asset Allocation
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Return Seeking (Real Assets)

Private Real Estate Summary

1 Source data can be found on page 66 of the full report.

Allocation Internal Rate of Return(%)

Market

Value

($)

%
1

Year

3

Years

5

Years

Since

Inception

Private Real Estate 1,709,685,336 6.7 6.9 11.9 12.4 12.5

Private Real Estate Program Summary by Fiscal Year as of 12/31/2016

ERS FY # of Deals Capital Committed Capital Called Distributions Market Value

2010 2 $136,300,000 $141,040,803 $55,862,308 $146,950,616

2011 7 $596,750,000 $627,312,434 $600,927,551 $364,901,753

2012 7 $489,250,000 $526,499,069 $339,183,690 $395,141,207

2013 5 $404,000,000 $335,801,188 $209,659,127 $217,373,998

2014 10 $487,600,000 $411,716,330 $135,980,278 $323,223,213

2015 8 $500,800,075 $212,338,418 $34,871,395 $195,735,637

2016 6 $245,000,000 $77,885,318 $13,147,104 $66,358,912

Total 45 $2,859,700,075 $2,332,593,561 $1,389,631,454 $1,709,685,336
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Return Seeking (Real Assets)

Private Infrastructure Summary

1 Source data can be found on page 69 of the full report.
2 The Market Values above do not include adjustments between December 31, 2016 and the preparation date of this report. 
3 The IRRs above include all adjustments effective December 31, 2016 that were received from the general partners by the time this report was prepared.

Allocation Internal Rate of Return(%)

Market

Value

($)

%
1

Year

3

Year

Since

Inception

Private Infrastructure 440,728,466 1.7 10.1 -4.0 0.3

Private Infrastructure Program Summary by Fiscal Year as of 12/31/2016

ERS FY # of Deals Capital Committed Capital Called Distributions Market Values

2012 1 $70,000,000 $70,000,000 $0 $52,127,000

2013 2 $205,000,000 $157,129,711 $3,310,130 $171,838,605

2015 2 $105,000,000 $79,773,145 $24,080,998 $76,359,366

2016 2 $176,680,000 $108,654,639 $8,749,976 $107,362,579

2017 4 $191,800,000 $35,124,626 $196,483 $33,040,917

Total 11 $748,480,000 $450,682,121 $36,337,586 $440,728,466
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Risk Reduction

Rates Asset Class Performance

1 Source data can be found on page 72 of full report. 

Total Rates Asset Allocation 
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Risk Reduction 

Absolute Return Portfolio Performance

1 Source data can be found on page 76 of the full report. 

Absolute Return Asset Allocation
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Total Fund
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A (Re)Introduction to Responsible Investing

To clients of Aon Hewitt Investment Consulting:

In recent years and particularly in the last 12 months in the U.S. (thanks to more Responsible Investing-friendly regulatory stances), investors have

become increasingly interested in “doing good while doing well” when investing. Unfortunately, this relatively nascent area of investing still has more

than its share of linguistic anarchy and execution challenges, which can be trying for even the most committed individual or institutional investor. In

order to restore cosmos to the linguistic chaos, Aon has broken the universe of Responsible Investments down into four main types: Socially

Responsible Investing (“SRI”), Environmental, Social and Governance (“ESG”) Investing, Impact Investing and Mission-Related Investing.

Socially Responsible Investing tends to be the area with which most investors are familiar, as it is the oldest of the four broad Responsible Investment

categories. SRI uses a negative selection process to exclude certain sectors or investments from a portfolio. ESG (Environmental, Social &

Governance) Investing, Impact Investing and Mission Related Investing are newer to investor’s toolkits and typically focus more on positive investment

inclusion criteria rather than on negative screening.

In addition to using different screening techniques, the drivers of investment may differ as well. SRI, Mission Related Investing and Impact Investing

are generally dependent on an individual’s or institution’s values to determine suitable investments. ESG Investing, however, is fundamentally different,

as investment decisions are directed by the fundamentals of the company. Non-financial ESG factors are considered to the extent they are material to

the company’s future financial performance.

Regardless of where an investor or organization falls on the Responsible Investing spectrum, we expect the trend towards “doing good while doing well”

to continue to grow in the future, partly due to shifts in demographics and the generational wealth transfer, as well as to changes in regulations and

investor-led initiatives. We stand ready to help as this area continues to rapidly evolve.

Aon Hewitt Investment Consulting

Socially Responsible Investing (SRI) ESG Investing Impact Investing Mission Related Investing

Selection Process : Negative Selection Process: Positive or Negative Selection Process: Positive Selection Process: Positive

Attempts to screen out investments in 

stocks, companies or industries based 

on a set of ethical values.

(Anti-pornography, private prisons, 

carbon, coal, Iran, Sudan, fossil fuel, 

weapons manufacturing, etc.)

Integrates environmental, social and 

governance criteria into fundamental 

analysis to the extent they are material 

to investment performance.

(May avoid or short companies with 

poor ESG considerations in favor of 

firms with strong ESG metrics.)

Looks for investments that have a 

positive investment return as well 

as desired social, economic, or 

environmental outcome. 

(Diversity initiatives, investing in 

underserved communities, 

alternate energy, micro-funding, 

etc.)

Places investments with companies or 

funds that complement the investor’s 

mission.

(Healthcare, senior issues, child-

welfare issues, religious 

considerations, etc.)
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Market Highlights

Global equities provided positive returns over the quarter, following US Presidential election results and rising commodity prices

The US Presidential election took center stage over the last few months of the year. A win for Donald Trump had a profound effect on markets with clear 

winners and losers. Despite the disparity in regional returns, the MSCI All Country World IMI returned 1.4%. US equities (S&P 1500) returned 4.3% over the 

quarter. Expectations of reflationary policies under the new administration bolstered the US equity market as investors rotated out of bonds and into equities. 

The strengthening of the US dollar eroded much of the gains made in other regional equity markets. Expectations of increased protectionism under the new 
administration weighed heavily on emerging markets ("EM"), as the MSCI Emerging Markets index returned -4.2%. 12 month global equity returns were 8.7% 

and US equities returned 13.0%. 

Significant momentum building in the US economy

US economic growth picked up considerably, with third quarter growth of 3.5% (quarter-on-quarter annualized). There were further signs of a strong US 

economy as the manufacturing ISM index, an indicator of activity in the manufacturing sector, reached a two-year high of 54.7 (a contraction is indicated 

whenever the index falls below 50 while an expansion in the sector is indicated when the index rises above the 50 mark). Headline Consumer Price Index (CPI) 

inflation ticked upwards amid rising fuel costs. However, core inflation, which strips out food and energy costs, was unchanged at just above 2%. Despite the 

number of people working increasing at a slower rate than expected, the unemployment rate fell to a new post-crisis low of 4.5% in November. Real wage 

growth, however, continued to disappoint. 

Federal Reserve hikes benchmark rate and targets three further hikes in 2017

Signs of a stronger economy alongside returning inflationary pressures prompted the Federal Reserve ("Fed") to increase the target for the Federal Funds rate 

to 0.5-0.75%. Moreover, with the potential of the economy to surprise on the upside, members of the Fed rate setting committee (FOMC) indicated that they 

envisaged an additional three rate increases in 2017, in line with market expectations. 

Improving European economic conditions, however political risks remain ahead of a busy 2017

Eurozone GDP growth was unchanged at an annualized rate of 1.7%. However, growth picked up in the manufacturing sector; the manufacturing purchasing 

managers' index (similar to the US ISM index) increasing to a five-year high of 54.9. The unemployment rate also broke through the 10% threshold for the first 

time in five years, falling to 9.8% in October. The European Central Bank surprised markets by extending their quantitative easing program, albeit at a slower 

pace of €60 billion per month. The ECB's President, Mario Draghi, was adamant that this did not constitute the first step in a series of tapering measures to 

reduce the size of the ECB's asset purchases.

China showed some resilience in Q4, boosted by government stimulus. Supportive commodity prices provided further support

Improving economic data out of China lessened the likelihood of a hard landing, at least for now. After a weak start to the year, the manufacturing sector 

continued to expand towards the end of the year; the Caixin manufacturing Purchasing Managers' Index (PMI) steadily rose to 51.9 in December. The surprise 

demonetization announcement by the Indian government led to some dislocations in the commercial system, however the overall impact is still unclear. The 

broad commodity index (S&P GSCI Commodity Index) rose 5.8% over the last three months of the year. 

Yields surge following expectations of higher inflation

10 year US treasury yields surged over the fourth quarter rising by 85bps to 2.44%. Expectations of greater inflation on the back of reflationary policies pursued 

by President-elect Trump, led to a pronounced sell-off in government bonds. The Barclays US Treasury 20+ year total return index returned -12.2%, while the 

Barclays Global Aggregate Index returned -7.1%. In the corporate sector, high yield outperformed credit on a global basis, returning -0.2% (Barclays Global 

High Yield Index), versus -4.4% for investment grade credit (Barclays Global Credit Index).

Total Fund As of December 31, 2016
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Attribution

Plan Performance
The attribution graphs above illustrate the Fund's performance by asset class during the quarter and one-year periods. The "Asset Class Effects" (Global Public Equity, 
Private Equity, Global Credit, Real Assets, Rates, Absolute Return, and Cash) are based on the weight of each asset class multiplied by the amount of its 
outperformance (or underperformance).

The bar labeled "Allocation Effect" represents the impact of actual allocation deviations from the policy targets on the Total Fund's relative performance.

The bar labeled "Cash Flow Effect" illustrates the effects on the Fund's performance from the timing of cash contributions, withdrawals, and asset movements between 
accounts. Performance for the remainder of a month following a contribution will be magnified to reflect a larger allocation. The opposite is true for withdrawals, as 
performance will be diminished with a reduced allocation.

During the fourth quarter, the Total Fund outperformed the Total Fund Policy Benchmark by 24 bps. For the quarter, the global public equity and private equity 
components were the largest contributors to relative performance. The remaining asset classes, excluding cash, were additive to relative performance during the period. 
The Total Fund underperformed the Total Fund Policy Benchmark by 111 basis points over the previous 1-year period.

Total Fund As of December 31, 2016
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Change in Market Value
From October 1, 2016 to December 31, 2016

Summary of Cash Flow
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Beginning Market Value Net Additions / Withdrawals Investment Earnings Ending Market Value

$25,570.4

($251.6)

$271.8

$25,590.6

1
Quarter

Fiscal
YTD

1
Year

Total Fund

   Beginning Market Value 25,570,386,973 25,499,105,144 24,891,929,422

   + Additions / Withdrawals -251,585,923 -332,071,873 -902,796,202

   + Investment Earnings 271,772,123 423,539,903 1,601,439,954

   = Ending Market Value 25,590,573,174 25,590,573,174 25,590,573,174

Total Fund

Total Plan Asset Summary

As of December 31, 2016
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Return Summary

Quarterly Excess Performance Ratio of Cumulative Wealth - 10 Years

Total Fund Total Fund Policy Benchmark
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Allocation

Market
Value

($)
%

Performance(%)

1
Quarter

Fiscal
YTD

1
Year

3
Years

5
Years

10
Years

Total Fund 25,590,573,174 100.0 0.9 1.5 6.3 4.5 7.9 5.1

   Total Fund Policy Benchmark 0.6 1.1 7.4 4.6 7.9 4.8

  Return Seeking 19,793,496,322 77.3 1.6 2.2 7.7 5.1 9.7 -

    Global Public Equity 11,882,049,490 46.4 1.6 2.1 6.4 3.2 - -

       Global Public Equity Benchmark 1.4 2.1 8.7 3.4 - -

      Domestic Equity 5,423,761,851 21.2 4.2 4.2 10.6 7.8 14.0 6.8

         Domestic Equity Benchmark 4.3 4.3 13.0 8.9 14.8 7.1

        ERS S&P 500 Index Fund 1,142,637,695 4.5 3.8 3.8 11.7 8.8 14.6 7.0

           S&P 500 Index 3.8 3.8 12.0 8.9 14.7 6.9

        ERS Large Cap Core 2,240,844,525 8.8 3.5 3.5 8.0 7.3 13.7 6.9

           S&P 500 Index 3.8 3.8 12.0 8.9 14.7 6.9

        Large Cap Growth Quant 245,405,029 1.0 0.6 0.9 6.7 9.6 - -

           S&P 500 Growth 0.5 0.9 6.9 9.0 - -

        Barrow Hanley Mewhinney & Strauss 687,210,905 2.7 7.2 6.6 14.0 8.3 14.6 -

           S&P 500 Value 7.3 7.0 17.4 8.5 14.7 -

        ERS Mid Cap Core 709,450,842 2.8 4.5 4.2 14.6 7.0 14.4 -

           S&P MidCap 400 7.4 6.7 20.7 9.0 15.3 -

        ERS Small Cap Core 398,212,325 1.6 7.2 8.2 16.9 8.3 15.0 8.5

           S&P SmallCap 600 11.1 11.8 26.6 9.5 16.6 9.0

        Emerging Manager Composite 528 0.0

      International Equity 5,227,444,411 20.4 -1.8 -0.6 1.8 -2.1 5.1 1.1

         International Equity Benchmark -1.3 0.0 4.5 -1.8 5.0 0.5

        ERS International EAFE Composite 2,036,637,345 8.0 -1.7 -0.5 -1.1 -2.3 6.3 1.3

           MSCI EAFE Index (Net) -0.7 0.5 1.0 -1.6 6.5 0.7

        ERS Canada 254,285,508 1.0 3.7 5.0 25.5 -0.6 3.0 -

           MSCI Canada (Net) 3.3 4.4 24.6 -1.4 2.0 -

        Fisher Investments 542,987,942 2.1 -1.7 -0.9 2.5 -0.8 6.0 2.7

           Fisher Performance Benchmark -1.3 0.0 4.5 -1.8 5.0 0.6

Asset Allocation & Performance

As of December 31, 2016
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Asset Allocation & Performance

As of December 31, 2016

Allocation

Market
Value

($)
%

Performance(%)

1
Quarter

Fiscal
YTD

1
Year

3
Years

5
Years

10
Years

        Templeton 635,820,946 2.5 1.4 2.4 2.1 -2.3 6.6 1.4

           Templeton Performance Benchmark -1.3 0.0 4.5 -1.8 5.0 0.6

        Lazard Asset Management 377,276,012 1.5 -4.8 -3.9 -4.8 -2.2 8.4 -

           MSCI EAFE Index (Net) -0.7 0.5 1.0 -1.6 6.5 -

        Blackrock International Focus 385,335,594 1.5 -0.5 0.1 0.8 - - -

           MSCI AC World ex USA Index (Net) -1.3 0.0 4.5 - - -

        ERS Emerging Markets 845,101,063 3.3 -4.8 -3.3 8.4 -2.0 1.7 -

           MSCI EM (Net) -4.2 -2.9 11.2 -2.6 1.3 -

         Legato SC Int'l EAFE 150,000,000 0.6

      Global Public Equity Special Situations 796,921,752 3.1 3.5 3.9 14.7 - - -

      Directional Growth Portfolio 317,653,386 1.2 3.7 4.8 7.5 - - -

      Global Equity Tactical 115,187,382 0.5 15.8 15.1 9.8 - - -

    Private Equity 2,818,260,724 11.0 3.0 4.3 10.0 12.0 13.0 -

    Total Global Credit 2,169,564,781 8.5 2.3 3.2 15.7 5.3 - -

         Barclays U.S. High Yield 2% Issuer Cap 1.8 2.4 17.1 4.7 - -

      ETF Fixed Income Emerging Markets 42,161,332 0.2 -4.3 -4.0 9.6 8.0 - -

         ETF Fixed Income EM Performance Benchmark 1.8 2.4 17.1 4.7 - -

      ETF Fixed Income High Yield 325,256,455 1.3 1.1 2.2 13.9 4.0 - -

         Barclays U.S. High Yield 2% Issuer Cap 1.8 2.4 17.1 4.7 - -

      ERS Internal High Yield 1,407,043,316 5.5 1.7 2.4 16.0 5.7 - -

         Barclays U.S. High Yield 2% Issuer Cap 1.8 2.4 17.1 4.7 - -

      Private Credit 384,513,482 1.5 6.4 8.0 16.4 - - -

         Barclays U.S. High Yield 2% Issuer Cap (1 month lag) 0.6 2.7 12.1 - - -

      High Yield Risk Management 10,590,197 0.0
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Asset Allocation & Performance

As of December 31, 2016

Allocation

Market
Value

($)
%

Performance(%)

1
Quarter

Fiscal
YTD

1
Year

3
Years

5
Years

10
Years

    Total Real Assets 2,833,549,442 11.1 0.2 0.3 6.4 9.0 11.0 -

      Real Estate 2,392,695,666 9.3 -0.1 0.1 8.9 10.3 11.6 3.2

        Global Public Real Estate 673,627,101 2.6 -5.4 -6.5 3.3 5.1 9.1 1.5

           Public Real Estate Performance Benchmark -5.4 -6.3 4.3 6.4 10.1 1.4

          Internal Public Real Estate 673,627,101 2.6 -5.4 -6.5 4.0 6.5 10.2 2.0

             Internal Public Real Estate Performance Benchmark -5.4 -6.3 4.7 6.5 10.2 1.4

            Domestic REIT 365,611,013 1.4 -3.5 -5.8 6.2 13.1 11.8 5.3

               Domestic Real Estate Performance Benchmark -3.5 -5.2 7.6 13.1 11.8 4.6

            International REIT 308,016,088 1.2 -7.5 -7.4 1.4 0.2 8.1 -

               FTSE EPRA/NAREIT Global ex-U.S. Index -7.7 -7.5 2.0 0.6 8.4 -

         Private Real Estate 1,719,068,565 6.7 2.1 2.8 11.5 12.8 12.3 -

             Private Real Estate Performance Benchmark 1.8 1.8 9.1 9.5 - -

      Total Infrastructure 440,853,775 1.7 2.3 2.3 -14.6 -1.6 - -

        Private Infrastructure 440,853,775 1.7 2.3 2.3 -14.6 -2.5 - -

    Special Situations 90,071,886 0.4 -8.0 -11.6 - - - -

  Risk Reduction 5,797,076,852 22.7 -1.4 -0.8 2.0 2.3 1.7 -

    Total Rates 3,988,727,420 15.6 -2.3 -2.1 1.2 1.8 - -

       Barclays U.S. Treasury Float Adjusted: Intermediate -2.3 -2.1 1.1 1.6 - -

    Absolute Return 1,405,652,512 5.5 1.2 3.3 5.5 4.5 - -

       91 Day T-Bill + 4% (1 month lag) 1.1 1.4 4.3 4.1 - -

    Total Cash 402,696,921 1.6

* Please see Appendix for benchmark descriptions
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Allocation

Market
Value

($)
%

Performance(%)

Fiscal
2016

Fiscal
2015

Fiscal
2014

Fiscal
2013

Fiscal
2012

Fiscal
2011

Fiscal
2010

Fiscal
2009

Fiscal
2008

Fiscal
2007

Fiscal
2006

Fiscal
2005

Fiscal
2004

Total Fund 25,590,573,174 100.0 5.3 0.4 14.6 9.9 8.0 12.4 6.5 -6.7 -4.7 13.8 8.8 12.6 11.6

   Total Fund Policy Benchmark 7.2 -1.0 15.0 9.5 8.1 12.0 6.8 -7.5 -5.5 12.1 9.0 12.5 11.8

  Return Seeking 19,793,496,322 77.3 6.0 -0.2 18.1 12.7 9.3 - - - - - - - -

   Global Public Equity 11,882,049,490 46.4 4.8 -3.5 20.0 - - - - - - - - - -

      Global Public Equity Benchmark 7.7 -6.3 21.4 - - - - - - - - - -

      Domestic Equity 5,423,761,851 21.2 8.4 1.5 24.2 19.2 17.5 19.6 5.9 -18.4 -11.6 14.9 8.3 15.2 11.2

         Domestic Equity Benchmark 12.5 0.5 24.9 19.4 17.5 19.1 5.6 -18.4 -11.1 15.1 8.9 12.6 11.5

        ERS S&P 500 Index Fund 1,142,637,695 4.5 12.3 0.5 25.2 18.8 18.0 18.6 4.8 -17.8 -10.8 15.1 9.2 12.8 11.5

           S&P 500 Index 12.6 0.5 25.2 18.7 18.0 18.5 4.9 -18.3 -11.1 15.1 8.9 12.6 11.5

        ERS Large Cap Core 2,240,844,525 8.8 6.8 0.7 26.2 18.9 18.3 18.6 6.4 -17.7 -10.0 15.3 10.4 12.7 10.2

           S&P 500 Index 12.6 0.5 25.2 18.7 18.0 18.5 4.9 -18.3 -11.1 15.1 8.9 12.6 11.5

        Large Cap Growth Quant 245,405,029 1.0 10.8 5.7 28.7 - - - - - - - - - -

           S&P 500 Growth 11.8 3.9 27.5 - - - - - - - - - -

        Barrow Hanley Mewhinney & Strauss 687,210,905 2.7 8.4 1.0 21.8 24.7 16.1 - - - - - - - -

           S&P 500 Value 13.2 -3.3 22.8 22.9 17.3 - - - - - - - -

        ERS Mid Cap Core 709,450,842 2.8 7.8 0.8 23.3 25.9 12.3 21.5 13.9 -17.5 - - - - -

           S&P MidCap 400 12.3 0.0 23.2 23.7 12.7 22.9 11.9 -18.2 - - - - -

        ERS Small Cap Core 398,212,325 1.6 7.8 5.8 17.5 26.7 14.6 26.4 10.6 -20.8 -8.4 15.1 6.3 32.7 15.5

           S&P SmallCap 600 13.3 1.8 18.7 26.7 16.9 24.4 7.8 -20.7 -6.2 14.3 7.1 26.5 14.8

        Emerging Manager Composite 528 0.0

      International Equity 5,227,444,411 20.4 1.3 -10.0 16.1 13.8 -0.1 11.8 2.2 -14.3 -12.3 19.5 20.8 23.5 21.3

         International Equity Benchmark 2.9 -12.4 17.7 13.0 -1.9 10.3 2.9 -14.4 -14.4 18.7 24.3 23.6 22.6

        ERS International EAFE Composite 2,036,637,345 8.0 -0.9 -6.3 14.5 18.3 2.0 11.1 -0.3 -14.3 -12.4 18.1 24.5 22.7 21.5

           MSCI EAFE Index (Net) -0.1 -7.5 16.4 18.7 0.0 10.0 -2.3 -14.9 -14.4 18.7 24.3 23.6 22.6

        ERS Canada 254,285,508 1.0 8.3 -24.9 24.5 3.5 -4.5 17.4 - - - - - - -

           MSCI Canada (Net) 7.9 -25.3 23.2 2.0 -5.7 17.0 - - - - - - -

        Fisher Investments 542,987,942 2.1 4.4 -7.3 15.7 14.2 -2.4 17.8 4.2 -13.2 -10.5 18.8 - - -

           Fisher Performance Benchmark 2.9 -12.4 17.7 13.0 -1.9 10.3 2.9 -13.8 -14.4 18.7 - - -

Asset Allocation & Performance

As of December 31, 2016
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Asset Allocation & Performance

As of December 31, 2016

Allocation

Market
Value

($)
%

Performance(%)

Fiscal
2016

Fiscal
2015

Fiscal
2014

Fiscal
2013

Fiscal
2012

Fiscal
2011

Fiscal
2010

Fiscal
2009

Fiscal
2008

Fiscal
2007

Fiscal
2006

Fiscal
2005

Fiscal
2004

        Templeton 635,820,946 2.5 -2.6 -8.0 15.6 19.5 3.6 10.0 -0.7 -14.3 -15.1 25.2 22.5 25.4 21.5

           Templeton Performance Benchmark 2.9 -12.4 17.7 13.0 -1.9 10.3 2.9 -13.8 -14.4 18.7 24.3 23.6 22.6

        Lazard Asset Management 377,276,012 1.5 -1.6 -5.0 18.8 23.3 - - - - - - - - -

           MSCI EAFE Index (Net) -0.1 -7.5 16.4 18.7 - - - - - - - - -

        Blackrock International Focus 385,335,594 1.5 -0.8 - - - - - - - - - - - -

           MSCI AC World ex USA Index (Net) 2.9 - - - - - - - - - - - -

        ERS Emerging Markets 845,101,063 3.3 10.9 -19.2 18.8 1.3 -7.0 9.6 19.9 - - - - - -

           MSCI EM (Net) 11.8 -22.9 20.0 0.5 -5.8 9.1 18.0 - - - - - -

        Legato SC Int'l EAFE 150,000,000 0.6

      Global Public Equity Special Situations 796,921,752 3.1 12.2 -1.7 - - - - - - - - - - -

      Directional Growth Portfolio 317,653,386 1.2 2.3 20.2 - - - - - - - - - - -

      Global Equity Tactical 115,187,382 0.5 -5.4 - - - - - - - - - - - -

    Private Equity 2,818,260,724 11.0 5.8 11.0 20.8 17.1 2.3 14.7 -3.7 -23.6 -2.6 - - - -

    Total Global Credit 2,169,564,781 8.5 8.1 -1.4 11.2 - - - - - - - - - -

         Barclays U.S. High Yield 2% Issuer Cap 9.1 -2.9 10.6 - - - - - - - - - -

      ETF Fixed Income Emerging Markets 42,161,332 0.2 15.5 1.4 16.4 -7.5 - - - - - - - - -

         ETF Fixed Income EM Performance Benchmark 9.1 -2.9 10.6 -2.8 - - - - - - - - -

      ETF Fixed Income High Yield 325,256,455 1.3 6.9 -2.6 10.0 5.2 - - - - - - - - -

         Barclays U.S. High Yield 2% Issuer Cap 9.1 -2.9 10.6 7.6 - - - - - - - - -

      ERS Internal High Yield 1,407,043,316 5.5 9.8 -1.6 - - - - - - - - - - -

         Barclays U.S. High Yield 2% Issuer Cap 9.1 -2.9 - - - - - - - - - - -

      Private Credit 384,513,482 1.5 1.6 2.3 - - - - - - - - - - -

         Barclays U.S. High Yield 2% Issuer Cap (1 month lag) 5.0 0.4 - - - - - - - - - - -

      High Yield Risk Management 10,590,197 0.0
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Asset Allocation & Performance

As of December 31, 2016

Allocation

Market
Value

($)
%

Performance(%)

Fiscal
2016

Fiscal
2015

Fiscal
2014

Fiscal
2013

Fiscal
2012

Fiscal
2011

Fiscal
2010

Fiscal
2009

Fiscal
2008

Fiscal
2007

Fiscal
2006

Fiscal
2005

Fiscal
2004

    Total Real Assets 2,833,549,442 11.1 10.1 6.2 14.7 9.6 11.2 - - - - - - - -

      Real Estate 2,392,695,666 9.3 13.4 7.2 14.9 8.7 11.2 18.2 15.0 -22.0 -17.4 4.5 26.4 - -

        Global Public Real Estate 673,627,101 2.6 15.5 -5.6 19.6 6.5 12.6 15.0 15.4 -22.0 -17.4 4.5 26.4 - -

           Public Real Estate Performance Benchmark 16.8 -3.6 20.1 6.6 12.6 15.5 15.1 -23.1 -19.9 2.7 24.8 - -

          Internal Public Real Estate 673,627,101 2.6 18.2 -3.9 19.7 6.9 12.6 15.4 15.4 -22.0 -17.4 4.5 26.4 - -

             Internal Public Real Estate Performance Benchmark 18.0 -4.2 20.1 6.6 12.6 15.5 15.1 -23.1 -19.9 2.7 24.8 - -

            Domestic REIT 365,611,013 1.4 25.4 0.8 24.3 1.0 20.0 18.6 33.1 -33.0 -4.8 4.3 26.4 - -

               Domestic Real Estate Performance Benchmark 25.5 0.1 24.3 0.7 20.0 18.5 32.6 -33.8 -8.7 2.3 24.8 - -

            International REIT 308,016,088 1.2 10.4 -8.6 15.9 12.2 6.7 13.0 6.0 -14.0 -24.2 - - - -

               FTSE EPRA/NAREIT Global ex-U.S. Index 10.6 -8.1 16.6 12.0 6.8 13.2 5.7 -15.6 -24.8 - - - -

          Private Real Estate 1,719,068,565 6.7 12.8 14.1 12.5 10.1 10.7 13.0 - - - - - - -

             Private Real Estate Performance Benchmark 10.8 13.4 4.0 4.1 - - - - - - - - -

      Total Infrastructure 440,853,775 1.7 -16.3 0.7 12.0 17.9 - - - - - - - - -

        Private Infrastructure 440,853,775 1.7 -16.3 0.3 9.0 17.9 - - - - - - - - -

    Special Situations 90,071,886 0.4

  Risk Reduction 5,797,076,852 22.7 2.7 2.5 2.9 -1.0 3.0 - - - - - - - -

    Total Rates 3,988,727,420 15.6 3.3 2.1 2.5 - - - - - - - - - -

       Barclays U.S. Treasury Float Adjusted: Intermediate 3.1 1.9 2.2 - - - - - - - - - -

    Absolute Return 1,405,652,512 5.5 1.5 4.8 5.8 8.0 - - - - - - - - -

       91 Day T-Bill + 4% (1 month lag) 4.2 4.0 4.0 4.1 - - - - - - - - -

    Total Cash 402,696,921 1.6

*Please see Appendix for benchmark descriptions
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Annualized Return vs. Annualized Standard Deviation
5 Years

Rolling 5 Years Standard Deviation

5 Years Historical Statistics

Total Fund

Total Fund Policy Benchmark

Citigroup 3 Month T-Bill
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Active
Return

Tracking
Error
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Ratio

R-Squared
Sharpe
Ratio

Alpha Beta Return
Standard
Deviation

Actual
Correlation

Total Fund -0.08 1.14 -0.07 0.98 1.27 0.68 0.90 7.87 6.07 0.99

Total Fund Policy Benchmark 0.00 0.00 N/A 1.00 1.17 0.00 1.00 7.92 6.64 1.00

Citigroup 3 Month T-Bill -7.76 6.63 -1.17 0.00 N/A 0.09 0.00 0.09 0.03 0.04

Total Fund Risk Profile

As of December 31, 2016Total Fund

39



Market
Value

($)

Current
Allocation

(%)

Target
Allocation

(%)

Minimum
Allocation

(%)

Maximum
Allocation

(%)

Total Fund 25,590,573,174 100.0 100.0 N/A N/A

Global Equity 14,700,310,213 57.4 57.4 47.2 67.2

Global Credit 2,169,564,781 8.5 8.5 0.0 14.5

Real Assets 2,833,549,442 11.1 11.6 5.5 15.5

Special Situations 90,071,886 0.4 0.0 0.0 0.0

Rates 3,988,727,420 15.6 16.5 15.0 25.0

Absolute Return 1,405,652,512 5.5 5.0 0.0 10.0

Total Cash 402,696,921 1.6 1.0 0.0 1.6

Target Allocation Actual Allocation Allocation Differences

0.0% 15.0% 30.0% 45.0% 60.0% 75.0% 90.0%-15.0 %-30.0 %

Total Cash
$402.7M

Absolute Return
$1,405.7M

Rates

$3,988.7M

Special Situations
$90.1M

Real Assets

$2,833.5M

Global Credit
$2,169.6M

Global Equity
$14,700.3M

1.0%

5.0%

16.5%

0.0%

11.6%

8.5%

57.4%

1.6%

5.5%

15.6%

0.4%

11.1%

8.5%

57.4%

0.6%

0.5%

-0.9 %

0.4%

-0.5 %

0.0%

0.0%

Total Fund

Asset Allocation Compliance

As of December 31, 2016
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Global Public Equity
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Return Summary

Quarterly Excess Performance Ratio of Cumulative Wealth - Since Inception

Current Allocation
December 31, 2016 : $11,881M

Domestic Equity: 45.7%

Global Risk Management: 0.0%

Global Equity Tactical: 1.0%

Directional Growth Portfolio: 2.7%

Public Equity Special Situations: 6.7%

International Equity: 44.0%
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Global Public Equity Portfolio Overview

As of December 31, 2016
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Annualized Return vs. Annualized Standard Deviation
Since 9/1/2013

Rolling 1 Year Standard Deviation

Historical Statistics Since 9/1/2013

Global Public Equity

Global Public Equity Benchmark

Citigroup 3 Month T-Bill
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Standard
Deviation

Actual
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Global Public Equity -0.32 1.29 -0.25 0.99 0.64 -0.06 0.97 6.65 10.90 0.99

Global Public Equity Benchmark 0.00 0.00 N/A 1.00 0.65 0.00 1.00 6.95 11.21 1.00

Citigroup 3 Month T-Bill -7.25 11.21 -0.65 0.01 N/A 0.10 0.00 0.10 0.03 0.09

Global Public Equity Risk Profile

As of December 31, 2016Global Public Equity

43



1 Quarter

0 5 10 15 20 25 30-5-10-15-20-25-30

Global Equity Tactical

Directional Growth Portfolio

Global Public Equity Special Situations

International Equity

Domestic Equity

Benchmark Effect

Cash Flow Effect

Total Excess Return
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1 Year
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Global Risk Management

Global Equity Tactical

Directional Growth Portfolio

Global Public Equity Special Situations

International Equity

Domestic Equity

Benchmark Effect

Cash Flow Effect

Total Excess Return

-1

-17

11

32

-125

-108

-5

-18

-231

Global Public Equity

Asset Class Attribution

As of December 31, 2016

While the Special Situations, Directional Growth, and Global Equity Tactical component’s underlying managers may have domestic or international equity
benchmarks, the components are not included in the attribution for domestic and international equity.
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Domestic Equity
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Return Summary

Quarterly Excess Performance Ratio of Cumulative Wealth - 10 Years

Current Allocation
December 31, 2016 : $5,424M

ERS Large Cap Core: 41.3%

Emerging Manager: 0.0%

Large Cap Growth Quant: 4.5%

ERS Small Cap Core: 7.3%

Barrow Hanley: 12.7%

ERS Mid Cap Core: 13.1%

ERS S&P 500 Index: 21.1%
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Annualized Return vs. Annualized Standard Deviation
5 Years

Rolling 5 Years Standard Deviation

5 Years Historical Statistics
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Standard
Deviation
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Domestic Equity -0.67 1.03 -0.66 0.99 1.30 -0.68 1.00 14.00 10.50 1.00

Domestic Equity Benchmark 0.00 0.00 N/A 1.00 1.37 0.00 1.00 14.77 10.44 1.00

Citigroup 3 Month T-Bill -14.30 10.44 -1.37 0.00 N/A 0.09 0.00 0.09 0.03 0.01

Domestic Equity Risk Profile

As of December 31, 2016Domestic Equity
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Return Summary

Quarterly Excess Performance Ratio of Cumulative Wealth - 10 Years

Current Allocation
December 31, 2016 : $5,227M

ERS Asia International: 14.0%

ERS Canada: 4.9%

ERS Emerging Markets: 16.2%

Legato SC Int'l EAFE: 2.9%

Blackrock International Focus: 7.4%

Lazard Asset Management: 7.2%

Templeton: 12.2%

Fisher Investments: 10.4%

ERS Europe International: 25.0%
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International Equity Portfolio Overview

As of December 31, 2016

50



Annualized Return vs. Annualized Standard Deviation
5 Years

Rolling 5 Years Standard Deviation

5 Years Historical Statistics
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International Equity 0.10 1.37 0.08 0.99 0.44 0.25 0.97 5.15 13.08 0.99

International Equity Benchmark 0.00 0.00 N/A 1.00 0.43 0.00 1.00 5.00 13.35 1.00

Citigroup 3 Month T-Bill -5.68 13.35 -0.43 0.00 N/A 0.09 0.00 0.09 0.03 0.05

International Equity Risk Profile

As of December 31, 2016International Equity
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Overview

Private Equity                           

*Internal Rate of Return figures include market value adjustments made after 12/31/2016.
*Total portfolio market value includes FX contracts and STIF balance.

Internal Rate of Return(%)

1

Year

3

Years

5

Years

Since

Inception

Private Equity 8.7 9.8 12.4 10.9

As of December 31, 2016

Private Equity Program Summary by Fiscal Year as of 12/31/2016

ERS FY # of Deals Capital Committed Capital Called Distributions Market Value

1999 1 $100,000,000 $88,405,114 $129,578,992 $0

2007 1 $60,585,106 $57,227,107 $114,867,174 $127,358

2008 3 $194,650,000 $233,630,162 $305,683,452 $74,800,178

2009 12 $896,253,500 $1,000,546,851 $1,065,010,173 $340,455,179

2010 7 $447,975,000 $483,139,313 $434,742,093 $177,812,086

2011 9 $646,750,000 $624,723,041 $308,435,575 $423,540,556

2012 7 $501,505,474 $389,329,449 $210,027,897 $355,171,892

2013 7 $425,770,845 $341,112,818 $101,581,655 $273,634,682

2014 13 $1,189,091,539 $665,835,735 $100,223,083 $645,949,732

2015 11 $934,485,000 $293,361,132 $65,566,863 $267,438,968

2016 9 $756,330,176 $194,641,575 $2,938,426 $202,758,246

2017 7 $347,400,000 $39,314,554 $75,981 $39,238,573

Total 87 $6,500,796,640 $4,411,266,850 $2,838,731,363 $2,806,396,187
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Overview

Private Equity                                                          As of December 31, 2016

Private Equity Program Summary By Fund as of 12/31/2016

Deal # Fund Name ERS FY Commitment Date Capital Committed Capital Called Distributions Market Value

1 Texas Growth Fund II 1999 December-98 $100,000,000

2 Southwest Opps Partners LP 2007 May-07 $60,585,106

3 New Mountain Partners III, L.P. 2008 November-07 $60,000,000

4 Carlyle Partners V, L.P. 2008 March-08 $100,000,000

5 Advent International GPE VI-C, L.P. 2008 March-08 $34,650,000

6 Brazos Equity Fund III, L.P. 2009 September-08 $37,500,000

7 Wind Point Partners VII, L.P. 2009 October-08 $65,000,000

8 Charterhouse Capital Partners IX, L.P. 2009 December-08 $55,650,000

9 CVC European Equity Partners V (B) LP 2009 December-08 $82,603,500

10 Hellman & Friedman Capital Partners VII, L.P. 2009 January-09 $100,000,000

11 Navis Asia Fund VI, L.P. 2009 February-09 $60,000,000

12 TA Subordinated Debt Fund III, L.P. 2009 April-09 $50,000,000

13 TA XI, L.P. 2009 April-09 $100,000,000

14 Riverside Capital Appreciation Fund V, L.P. 2009 April-09 $100,000,000

15 Triton Fund III, LP 2009 July-09 $63,000,000

16 Lexington Capital Partners VII, L.P. 2009 August-09 $100,000,000

17 Littlejohn Fund IV, L.P. 2009 August-09 $82,500,000

18 Quantum Energy Partners V, L.P. 2010 September-09 $75,000,000

19 HG Capital 6 2010 October-09 $55,800,000

20 LGT Crown Global Secondaries II PLC 2010 February-10 $75,000,000

21 Mason Wells Buyout Fund III, L.P. 2010 February-10 $65,000,000

22 Advent Latin America Fund V-H ,L.P. 2010 March-10 $50,000,000

23 Riverside Europe Fund IV, L.P. 2010 March-10 $77,175,000

24 Southern Cross Latin America PE Fund IV, L.P. 2010 July-10 $50,000,000

25 Baring Asia Private Equity Fund V, L.P. 2011 November-10 $50,000,000

26 ERS Private Equity Emerging Manager Fund I, L.P. 2011 December-10 $50,000,000

27 Euroknights VI No. 1 LP 2011 January-11 $36,750,000

28 Gores Capital Partners III L.P. 2011 January-11 $100,000,000

29 Private Equity International Fund I, LP 2011 March-11 $165,000,000

30 KSL Capital Partners III L.P. 2011 July-11 $95,000,000

31 Summer Street Capital III, LP 2011 July-11 $50,000,000

32 Longitude Venture Partners II LP 2011 August-11 $50,000,000

33 RLH Investors III, LP 2011 August-11 $50,000,000

34 LGT Crown Global Secondaries III PLC 2012 October-11 $100,000,000

35 HitecVision VI, L.P. 2012 November-11 $70,000,000

36 Frontier Fund III LP 2012 December-11 $50,000,000

37 Advent International GPE VII-C LP 2012 June-12 $100,000,000

38 Castlelake II, LP 2012 July-12 $75,000,000

39 Court Square Capital Partners III, L.P. 2012 August-12 $75,000,000

40 Private Equity Co-Investments 2012 2012 Various $31,505,474

41 Southern Cross Latin America Fund IV, L.P. (Secondary) 2013 September-12 $25,000,000

42 Riverside Capital Appreciation Fund VI, L.P. 2013 December-12 $100,000,000

43 HGCapital 7 A L.P. 2013 March-13 $37,200,000

44 Blue Wolf Capital Fund III, LP 2013 April-13 $50,000,000
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Overview

Private Equity As of December 31, 2016

Private Equity Program Summary By Fund as of 12/31/2016

Deal # Fund Name ERS FY Commitment Date Capital Committed Capital Called Distributions Market Value

45 Triton Fund IV LP 2013 April-13 $73,500,000

46 CVC Capital Partners VI (B) L.P. 2013 July-13 $74,550,000

47 Private Equity Co-Investments 2013 2013 Various $65,520,845

48 Industry Ventures Secondary VII 2014 October-13 $40,000,000

49 Industry Ventures Special Opportunities II 2014 October-13 $47,500,000

50 KSL Credit Opportunities Fund I 2014 December-13 $50,000,000

51 Navis Asia Fund VII LP 2014 December-13 $125,000,000

52 Triton Debt Opportunities Fund I US LP 2014 January-14 $38,850,000

53 Castlelake III LP 2014 February-14 $100,000,000

54 HitecVision VII LP 2014 April-14 $70,000,000

55 Cotton Creek Capital Partners II LP 2014 May-14 $31,500,000

56 Energy & Minerals Group Fund III LP 2014 June-14 $80,471,000

57 Carlyle Global Financial Services Partners II LP 2014 June-14 $100,000,000

58 ERS Private Equity International II, L.P 2014 June-14 $300,000,000

59 Quantum Energy Partners VI LP 2014 June-14 $100,000,000

60 Private Equity Co-Investments 2014 2014 Various $105,770,539

61 Hellman & Friedman Capital Partners VIII, L.P 2015 September-14 $82,500,000

62 Baring Asia Private Equity Fund VI, L.P. 2015 October-14 $75,000,000

63 Landmark Equity Partners XV LP 2015 October-14 $175,000,000

64 Landmark TX ERS Co-Investment Fund I, L.P. 2015 October-14 $125,000,000

65 ERS Private Equity Emerging Manager Fund II LP 2015 December-14 $50,000,000

66 KSL Capital Partners IV, LP 2015 January-15 $125,000,000

67 Frontier Fund IV, L.P. 2015 February-15 $60,000,000

68 Carlyle Energy Mezzanine Opportunities Fund II, LP 2015 March-15 $85,000,000

69 ERS TA XII- A, L.P. 2015 June-15 $62,500,000

70 Private Equity Co-Investments 2015 2015 Various $69,485,000

71 TA Subordinated Debt Fund IV, L.P. 2015 July-15 $25,000,000

72 Castlelake IV, L.P. 2016 September-15 $100,000,000

73 Private Equity Co-Investments 2016 2016 Various $48,830,176

74 Southern Cross Latin America Private Equity Fund V, LP 2016 October-15 $60,000,000

75 Advent International GPE VIII-B-1, L.P. 2016 February-16 $110,000,000

76 Crown Global Secondaries IV PLC 2016 April-16 $200,000,000

77 Crown Secondaries Special Opportunities plc 2016 April-16 $100,000,000

78 Industry Ventures Secondary VIII, L.P. 2016 April-16 $40,000,000

79 Industry Ventures Special Opportunities Fund III-A, L.P. 2016 April-16 $47,500,000

80 The Energy & Minerals Group Fund IV, LP 2016 April-16 $50,000,000

81 Private Equity Co-Investments 2017 2016 Various $42,000,000

82 HEADWAY CO INV PRTNRS III-C 2016 December-16 $15,000,000

83 Euroknights VII No 1 L.P. 2017 October-16 $42,000,000

84 HG Capital 8 2017 December-16 $43,400,000

85 Landmark Equity Partners XVI 2017 December-16 $87,500,000

86 Landmark TX ERS Co-Investment Fund II, L.P. 2017 December-16 $62,500,000

87 Wind Point Partners VIII 2017 December-16 $55,000,000

Total $6,500,796,640 $4,411,266,850 $2,838,731,363 $2,806,396,187
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Return Summary

Quarterly Excess Performance Ratio of Cumulative Wealth - Since Inception

Current Allocation
December 31, 2016 : $2,170M

ETF Fixed Income EM: 1.9%

ETF Fixed Income High Yield: 15.0%

BCSF Holding LP: 0.9%

Sankaty CLO Managed: 3.5%

LLSD II LP - Credit: 1.4%

Glendon Opportunities Fund: 1.5%

BlackRock Credit Alpha: 7.0%

Sankaty CLO Partners LP: 3.4%

High Yield Risk Management: 0.5%

ERS Internal High Yield: 64.9%

Global Credit
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Global Credit Portfolio Overview

As of December 31, 2016

*During the second quarter of 2016 Barclays changed pricing sources for the Barclays U.S. High Yield 2% Issuer Cap (the primary benchmark for the Total
Global Credit component), the source change resulted in a 0.13% increase in the return relative to the legacy pricing source.
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Annualized Return vs. Annualized Standard Deviation
Since 9/1/2013

Rolling 1 Year Standard Deviation

Historical Statistics Since 9/1/2013

Global Credit

Blmbg. Barc. U.S. High Yield - 2% Issuer Cap

Citigroup 3 Month T-Bill
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Actual
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Global Credit 0.54 1.48 0.37 0.95 1.19 1.42 0.85 6.23 5.11 0.97

Blmbg. Barc. U.S. High Yield - 2% Issuer Cap 0.00 0.00 N/A 1.00 0.94 0.00 1.00 5.61 5.88 1.00

Citigroup 3 Month T-Bill -5.54 5.87 -0.94 0.12 N/A 0.09 0.00 0.10 0.03 0.35

Global Credit Risk Profile

As of December 31, 2016Global Credit
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1 Year
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Global Credit

Asset Class Attribution

As of December 31, 2016

*During the second quarter of 2016 Barclays changed pricing sources for the Barclays U.S. High Yield 2% Issuer Cap (the primary benchmark for the Total
Global Credit component), the source change resulted in a 0.13% increase in the return relative to the legacy pricing source.
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Return SummaryCurrent Allocation
December 31, 2016 : $2,834M

Domestic REIT 12.9%

International REIT 10.9%

Private Infrastructure 15.6%

Private Real Estate 60.7%
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Real Assets Portfolio Overview

As of December 31, 2016

*Actual performance since 8/31/13, longer performance history was created synthetically
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Return SummaryCurrent Allocation
December 31, 2016 : $2,393M

Domestic REIT 15.3%

International REIT 12.9%

Private Real Estate 71.8%
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Real Estate Portfolio Overview

As of December 31, 2016
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Return Summary

Quarterly Excess Performance Ratio of Cumulative Wealth - Since Inception

Current Allocation
December 31, 2016 : $674M

International REIT: 45.7%

Domestic REIT: 54.3%

Global Public Real Estate

Public Real Estate Performance Benchmark
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Global Public Real Estate Portfolio Overview

As of December 31, 2016
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Annualized Return vs. Annualized Standard Deviation
5 Years

Rolling 5 Years Standard Deviation

5 Years Historical Statistics

Global Public Real Estate

Public Real Estate Performance Benchmark

Citigroup 3 Month T-Bill
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Global Public Real Estate

Public Real Estate Performance Benchmark
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Global Public Real Estate -0.89 0.87 -1.02 1.00 0.77 -0.71 0.98 9.15 12.27 1.00

Public Real Estate Performance Benchmark 0.00 0.00 N/A 1.00 0.83 0.00 1.00 10.10 12.45 1.00

Citigroup 3 Month T-Bill -10.32 12.45 -0.83 0.00 N/A 0.09 0.00 0.09 0.03 -0.02

Global Public Real Estate Risk Profile

As of December 31, 2016Global Public Real Estate
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Overview

Private Real Estate                                                                                            As of December 31, 2016

Internal Rate of Return(%)

1

Year

3

Years

5

Years

Since

Inception

Private Real Estate 6.9 11.9 12.4 12.5

Private Real Estate Program Summary by Fiscal Year as of 12/31/2016

ERS FY # of Deals Capital Committed Capital Called Distributions Market Value

2010 2 $136,300,000 $141,040,803 $55,862,308 $146,950,616

2011 7 $596,750,000 $627,312,434 $600,927,551 $364,901,753

2012 7 $489,250,000 $526,499,069 $339,183,690 $395,141,207

2013 5 $404,000,000 $335,801,188 $209,659,127 $217,373,998

2014 10 $487,600,000 $411,716,330 $135,980,278 $323,223,213

2015 8 $500,800,075 $212,338,418 $34,871,395 $195,735,637

2016 6 $245,000,000 $77,885,318 $13,147,104 $66,358,912

Total 45 $2,859,700,075 $2,332,593,561 $1,389,631,454 $1,709,685,336
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Overview

*Amounts in USD as of report date.

Private Real Estate                                                                                            As of December 31, 2016

Private Real Estate Program Summary By Fund as of 12/31/2016
Deal # Fund Name ERS FY Commitment Date Capital Committed Capital Called Distributions Market Value

1 LaSalle Property Fund 2010 January-10 $100,000,000

2 Cornerstone Core Mortgage Fund 2010 May-10 $36,300,000

3 TIAA CREF Asset Management Core Property Fund 2011 September-10 $125,000,000

4 Madison International Real Estate Liquidity Fund IV 2011 October-10 $60,000,000

5 Invesco Core Real Estate 2011 January-11 $100,000,000

6 Texas ERS Private Real Estate Emerging Manager I, LP 2011 December-10 $50,000,000

7 Waterton Residential Property Venture XI 2011 February-11 $100,000,000

8 M&G Real Estate Debt Fund LP* 2011 June-11 $36,750,000

9 Prudential US Real Estate Debt Fund 2011 July-11 $125,000,000

10 Private Real Estate Emerging Manager I-Abacus 2012 January-12 $20,000,000

11 Aberdeen European Opportunities Property Fund of Funds, LLC* 2012 February-12 $89,250,000

12 Private Real Estate Emerging Manager I-Exeter 2012 May-12 $20,000,000

13 Prologis Targeted U.S. Logistics 2012 April-12 $125,000,000

14 Rockpoint Real Estate Fund IV, LP 2012/13 March-12 & March-13 $137,500,000

15 Latitude Management, Real Estate Capital III 2012/13 August-12 & August-13 $100,000,000

16 Northwood Real Estate Partners, LP 2012 August-12 $50,000,000

17 KTR Industrial Fund III 2013 November-12 & August-13 $120,000,000

18 Madison International Real Estate Liquidity Fund V 2013 December-12 $80,000,000

19 Brookfield Strategic Real Estate Partners B LP 2013 August-13 $60,000,000

20 M&G Real Estate Debt Fund II LP* 2013 May-13 $55,800,000

21 Prologis European Properties Fund II* 2013/14 August-13 & September-13 $48,300,000

22 Lone Star Real Estate Fund III 2014 September-13 $70,000,000

23 Torchlight Debt Opportunity Fund IV LLC 2014 October-13 $35,000,000

24 Orion European Real Estate Fund IV* 2014 November-13 $63,000,000

25 Pennybacker Fund III 2014 December-13 $15,000,000

26 Invesco Real Estate Asia Fund 2014/15/16 Jan-14, Feb-15, & Sep-15 $50,000,000

27 Campus-Clarion Student Housing Partners, LP 2014 February-14 $65,000,000

28 Hammes Partners II, L.P. 2014 February-14 $50,000,000

29 Wheellock Street Capital Fund II, LP 2014 April-14 $47,000,000

30 True North Real Estate Fund III LP 2014/15 May-14 & August-15 $100,000,000

31 DRA Growth & Income Fund VIII, LLC 2014 June-14 $50,000,000

32 Abacus Multi-Family Partners III LP 2015 December-14 $50,000,000

33 Rockpoint Real Estate Fund V LP 2015 January-15 $100,000,000

34 Waterton Residential Property Venture XII 2015 January-15 $75,000,000

35 U.S. Self Storage Value Fund I, LLC 2015 February-15 $50,000,000

36 BPE Asia Real Estate 2015 March-15 $75,000,000

37 Brookfield Strategic Real Estate Partners II LP 2015 March-15 $75,000,000

38 SRE Opportunity Fund II, L.P. 2015 April-15 $15,000,000

39 AMFP II Bartz Co-Invest 2015 July-15 $5,800,075

40 Horizon MH Communities Fund I, LP 2016 September-15 $35,000,000

41 Alliance Co-Investment, LP 2016 November-15 $15,000,000

42 Madison NYC Core Retail Partners, LP 2016 December-15 $20,000,000

43 Aviva Inv Re Cap Global Co-Investment 2016 January-16 $60,000,000

44 ERS Private Real Estate Emerging Manager II, L.P. 2016 January-16 $50,000,000

45 Xander Investment Management Pte Ltd. 2016 February-16 $50,000,000

Total $2,859,700,075 $2,332,593,561 $1,389,631,454 $1,709,685,336
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Return Summary¹Current Allocation
December 31, 2016 : $441M

Private Infra. 100.0%

Total Infrastructure

0.0

6.0

12.0

-6.0

-12.0

-18.0

-24.0

R
e

tu
rn

1
Quarter

Fiscal
YTD

1
Year

3
Years

2.3% 2.3%

-14.6%

-1.6%

Infrastructure

Infrastructure Portfolio Overview

As of December 31, 2016

¹ Includes returns from Public Infrastructure through 6/30/15.
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Overview

Private Infrastructure                                                                                        As of December 31, 2016

Internal Rate of Return(%)

1

Year

3

Years

Since

Inception

Private Infrastructure 10.1 -4.0 0.3

*The Market Values above do not include adjustments between December 31, 2016 and the preparation date of this report. 
*The IRRs above include all adjustments effective December 31, 2016 that were received from the general partners by the time this report was prepared.

Private Infrastructure Program Summary by Fiscal Year as of 12/31/2016

ERS FY # of Deals Capital Committed Capital Called Distributions Market Values

2012 1 $70,000,000 $70,000,000 $0 $52,127,000

2013 2 $205,000,000 $157,129,711 $3,310,130 $171,838,605

2015 2 $105,000,000 $79,773,145 $24,080,998 $76,359,366

2016 2 $176,680,000 $108,654,639 $8,749,976 $107,362,579

2017 4 $191,800,000 $35,124,626 $196,483 $33,040,917

Total 11 $748,480,000 $450,682,121 $36,337,586 $440,728,466

Private Infrastructure Program Summary By Fund as of 12/31/2016

Deal # Fund Name ERS FY
Commitment 

Date
Capital Committed Capital Called Distributions Market Value

1 Infrastructure Co-Investments 2012 2012 Various $70,000,000

2 Infrastructure Co-Investments 2013 2013 Various $130,000,000

3 Actis Energy 3 R L.P. 2013 August-13 $75,000,000

4 ISQ Global Infrastructure Fund 2015 January-15 $75,000,000

5 Infrastructure Co-Investments 2015 2015 Various $30,000,000

6 Infrastructure Co-Investments 2016 2016 Various $108,680,000 

7 Stonepeak Infrastructure Fund II, LP 2016 November-15 $68,000,000 

8 Infrastructure Co-Investments 2017 2017 Various $50,000,000 

9 QIC Global Infrastructure Fund 2017 October-16 $46,800,000 

10 Northern Shipping Fund III LP 2017 December-16 $45,000,000

11 Actis Energy 4A LP 2017 December-16 $50,000,000

Total $748,480,000 $450,682,121 $36,337,586 $440,728,466

69



(This page is left blank intentionally)

70



Rates

71



Return Summary

Quarterly Excess Performance Ratio of Cumulative Wealth - Since Inception

Current Allocation
December 31, 2016 : $3,989M

Transitional IG Corp: 1.3%
Core Fixed Income MBS: 15.1%

Transitional ABS: 0.2%

Transitional CMBS: 3.8%

Core Treasury: 79.7%

Rates

Barclays U.S. Treasury Float Adjusted: Intermediate
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Total Rates Portfolio Overview

As of December 31, 2016
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Annualized Return vs. Annualized Standard Deviation
Since 5/1/2013

Rolling 1 Year Standard Deviation

Historical Statistics Since 5/1/2013

Rates

Barclays U.S. Treasury Float Adjusted: Intermediate

Citigroup 3 Month T-Bill
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Rates

Barclays U.S. Treasury Float Adjusted: Intermediate
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R-Squared
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Alpha Beta Return
Standard
Deviation

Actual
Correlation

Rates 0.14 0.24 0.56 0.99 0.36 0.16 0.97 0.91 2.30 0.99

Barclays U.S. Treasury Float Adjusted: Intermediate 0.00 0.00 N/A 1.00 0.30 0.00 1.00 0.77 2.35 1.00

Citigroup 3 Month T-Bill -0.70 2.36 -0.30 0.01 N/A 0.10 0.00 0.09 0.03 -0.12

Rates Risk Profile

As of December 31, 2016Rates
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Absolute Return
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Return Summary

Quarterly Excess Performance Ratio of Cumulative Wealth - Since Inception

Current Allocation
December 31, 2016 : $1,406M

Arrowgrass Master Fund LTD: 8.9%

Aspect Diversified Fund: 2.6%

Conatus Capital Partners LP: 4.0%

Southpaw Credit Opportunity: 7.0%

MW European TOPS Fund: 5.6%

LLSD: 1.1%

Pentwater Event Fund: 0.4%

Magnetar Structured Fund LP: 8.2%

Iguazu Partners LP: 8.8%

Pac Alll Asia Opp Feeder FD IV: 8.5%

Complus Asia Macro Fund: 5.8%

Glazer Enhanced Fund: 8.3%

LLSM II LP: 1.9%

GKC Credit Opportunity: 3.2%

CC ARB Fund, LLC: 7.6%

Aristeia Partners LP: 0.2%

Northwest Fund Limited: 5.6%

Pharo Macro Fund Ltd: 4.7%

Taconic Opportunity Fund LP: 7.6%

Absolute Return
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Statistics Definition

Active Return - Arithmetic difference between the managers return and the benchmark return over a specified time period.

Actual Correlation - It is a measure of the correlation (linear dependence) between two variables X and Y, giving a value between +1
and -1 inclusive. It is widely used in the statistics as a measure of the strength of linear dependence between two
variables. Also called coefficient of correlation.

Alpha - A measure of the difference between a portfolio's actual returns and its expected performance, given its level of
risk as measured by beta. It is a measure of the portfolio's historical performance not explained by movements of
the market, or a portfolio's non-systematic return.

Beta - A measure of the sensitivity of a portfolio to the movements in the market. It is a measure of a portfolio's non-
diversifiable or systematic risk.

Information Ratio - Measured by dividing the active rate of return by the tracking error. The higher the Information Ratio, the more
value-added contribution by the manager.

R-Squared - The percentage of a portfolio's performance explained by the behavior of the appropriate benchmark. High R-
Square means a higher correlation of the portfolio's performance to the appropriate benchmark.

Return - Compounded rate of return for the period.

Sharpe Ratio - Represents the excess rate of return over the risk free return divided by the standard deviation of the excess
return. The result is the absolute rate of return per unit of risk. The higher the value, the better the product’s
historical risk-adjusted performance.

Standard Deviation - A statistical measure of the range of a portfolio's performance, the variability of a return around its average return
over a specified time period.

Tracking Error - A measure of the standard deviation of a portfolio's performance relative to the performance of an appropriate
market benchmark.

Appendix

Statistics Definition

78



Appendix

79



Total Fund Benchmark 12/31/2016

Total Fund Policy Benchmark 

Asset Class Policy Index Weight

Global Public Equity MSCI All Country World IMI Index 47.4%

Global Private Equity MSCI All Country World IMI Index Plus 300 BPS 10.0%

Global Credit Barclays U.S. High Yield 2% Issuer Cap Index 8.5%

Public Real Estate FTSE EPRA/NAREIT Developed Net 3.0%

Private Real Estate NCREIF ODCE Net Index (1 month lag) 7.0%

Private Infrastructure Actual Return 1.6%

Rates Barclays Intermediate Treasury Index 16.5%

Absolute Return 90 Day T-bill + 4% (1 month lag) 5.0%

Cash Merrill Lynch 3 Month Treasury Bill 1.0%

Total 100.0%
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EXPLANATION OF EXHIBITS

Quarterly and Cumulative Excess Performance - The vertical axis, excess return, is a measure of fund performance less the return of 

the primary benchmark.  The horizontal axis represents the time series. The quarterly bars represents the underlying funds relative 

performance for the quarter. The ratio of cumulative wealth represents the fund's cumulative relative performance versus its primary 

benchmark. An upward-sloping line indicates superior fund performance versus its benchmark. Conversely, a downward-sloping line 

indicates underperformance by the fund. A flat line is indicative of benchmark-like performance.
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Risk-Return Graph - The horizontal axis, annualized standard deviation, is a statistical measure of risk, or the volatility of returns. The 

vertical axis is the annualized rate of return. As investors generally prefer less risk to more risk and always prefer greater returns, the 

upper left corner of the graph is the most attractive place to be.

Rolling 5 Years Standard Deviation - The vertical axes measures standard deviation for the  5 year period prior to the corresponding 

time series date on the horizontal axis for both a fund and its respective benchmark.
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Total Fund

Total Fund Policy Benchmark is currently comprised of the MSCI All Country World IMI, MSCI AC World IMI Index Plus 300 basis 

points, Barclays US High Yield 2% Issuer Cap, FTSE EPRA/NAREIT Blend, NCREIF ODCE NET (1 month in arrears), Barclays 

Intermediate Treasury, BofA Merrill Lynch 3 Month Treasury Bill + 4% (lagged 1 month), BofA Merrill Lynch 3 Month Treasury Bill, and 

actual returns for Private Infrastructure.

Universe 
Universe - The rankings are based on a universe of 68 total public pension plans with greater then $1.0 billion in assets compiled by 

BNY Mellon Performance & Risk Analytics.

Global Equity
MSCI All Country World Index - A capitalization-weighted index of stocks representing 46 stock markets in Europe, Australia, the Far 

East, the Middle East, Latin America and North America.

Global Public Equity
Global Public Equity Benchmark – The benchmark consists of the S&P 1500 and MSCI ACWI ex U.S. using actual portfolio weights 

until 8/31/14, the MSCI All Country World Index until 8/31/15 and the MSCI All Country World IMI Index thereafter.

Domestic Equity

Domestic Equity Benchmark - The benchmark consists of the S&P 500 until 8/31/08 and the S&P 1500 Index thereafter. The S&P 

1500 Index is a combination of the S&P 500, S&P MidCap 400, and S&P SmallCap 600 indices, and represents 85% of the total U.S. 

stock market.

ERS S&P 500 Index Fund & S&P 500 Stock Index - A capitalization-weighted index representing stocks chosen by Standard & Poor's, Inc. for their size, liquidity, 

stability and industry group representation.  The companies in the S&P 500 Index are generally among the largest in their industries.ERS Large Cap Core

Large Cap Growth Quant
S&P 500/Citigroup Growth Index - An index of approximately 286 stocks in the S&P 500 Index covering all pure growth stocks and 

the growth distribution of those having both growth and value characteristics

Barrow Hanley Mewhinney & Strauss
S&P 500 Value Index- A capitalization-weighted index representing publicly traded U.S. value stocks. Value is determined by the 

stocks' book value to price ratio, sales to price ratio and dividend yield.

ERS Mid Cap Core
S&P Mid Cap 400 Index - A market-capitalization-weighted index of stocks in all major industries in the mid-range of the U.S. stock 

market.

ERS Small Cap Core

S&P 600 Index - Focuses on the small-cap segment of the market, including companies from a variety of different sectors/industries. 

In order for a stock to be added to the S&P 600 Index, it must be a U.S. company, have adequate liquidity and reasonable per-share 

price, and have a market cap of $300 million to $1 billion.

Emerging Manager Composite
S&P 1500 Index is a combination of the S&P 500, S&P MidCap 400, and S&P SmallCap 600 indices, and represents 85% of the total 

U.S. stock market.

International Equity

International Equity Benchmark- The Benchmark consists of the MSCI EAFE Net January 1999 through August 2008 and the MSCI 

ACWI ex US Net thereafter. MSCI All Country World ex-U.S. Index - A capitalization-weighted index consisting of 22 developed and 

23 emerging countries, but excluding the U.S. Covers approximately 85% of global equity opportunity set outside of the U.S.

ERS International EAFE Composite

MSCI EAFE Index - An equity index which captures large and mid cap representation across 21 Developed Markets countries around 

the world, excluding the US and Canada. With 900 constituents, the index covers approximately 85% of the free float-adjusted market 

capitalization in each country.
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ERS Canada

MSCI Canada - A market capitalization-weighted index that captures broad Canadian equity market coverage including over 680 

constituents across large, mid, small and micro capitalizations. The index covers approximately 85% of the free float-adjusted market 

capitalization in Canada.

Fisher Investments

Fisher Performance Benchmark - The benchmark consists of the MSCI EAFE Net from July 2006 through September 2008 and 

MSCI ACWI ex US Net thereafter. MSCI All Country World ex-U.S. Index - A capitalization-weighted index consisting of 22 

developed and 23 emerging countries, but excluding the U.S. Covers approximately 85% of global equity opportunity set outside of the 

U.S.

Templeton

Templeton Performance Benchmark- The benchmark consists of the MSCI EAFE Net from April 2003 through September 2008 and 

MSCI ACWI ex US Net thereafter. MSCI All Country World ex-U.S. Index - A capitalization-weighted index consisting of 22 

developed and 23 emerging countries, but excluding the U.S. Covers approximately 85% of global equity opportunity set outside of the 

U.S.

Lazard Asset Management

MSCI EAFE Index - An equity index which captures large and mid cap representation across 21 Developed Markets countries around 

the world, excluding the US and Canada. With 900 constituents, the index covers approximately 85% of the free float-adjusted market 

capitalization in each country.

Blackrock International Focus
MSCI All Country World ex-U.S. Index - A capitalization-weighted index consisting of 22 developed and 23 emerging countries, but 

excluding the U.S. Covers approximately 85% of global equity opportunity set outside of the U.S.

ERS Emerging Markets
MSCI Emerging Markets Index - A capitalization-weighted index of stocks representing 23 Emerging Markets.  With 833 constituents, 

the index covers approximately 85% of the free float-adjusted market capitalization in each country.

Total Global Credit
Barclays U.S. High Yield - 2% Issuer Cap- An index comprising US corporate, fixed-rate, noninvestment-grade debt with at least one 

year to maturity and at least $150 million in par outstanding. Index weights for each issuer are capped at 2%.

ETF Fixed Income Emerging Markets
ETF Fixed Income EM Performance Benchmark- The benchmark consisted of the Barclays Emerging Market from July 2012 through 

August 2013 and the Barclays U.S. Corporate High Yield 2% Issuer Capped thereafter.

ETF Fixed Income High Yield
Barclays U.S. High Yield 2% Issuer Cap- The Benchmark consists of the Barclays U.S. High Yield from July 2012 through August 

2013, and the Barclays U.S. High Yield 2% Issuer Capped thereafter.

Private Credit
Barclays U.S. High Yield 2% Issuer Cap (1 month lag)- An index comprising US corporate, fixed-rate, noninvestment-grade debt 

with at least one year to maturity and at least $150 million in par outstanding. Index weights for each issuer are capped at 2%.
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Real Estate
The benchmark consists of the FTSE EPRA/NAREIT Global Index through August 31st, 2010 and a combination of the Global Real 

Estate Performance Benchmark and the return of the Private Real Estate subsequent to August 31, 2010.

Global Public Real Estate

Public Real Estate Performance Benchmark- consists of the MSCI REIT from March 2005 - March 2007, a floating weight 

benchmark comprised of the EPRA/NAREIT US and EPRA/NAREIT US Global ex US from April 2007 through December 2007, the 

EPRA NAREIT Global Index from January 2008 through August 2013, the FTSE EPRA/NAREIT Developed Net from September 2013 

through August 2014, and a MV weighted blend of the Total Internal Public RE Benchmark and the Wells St. Partner custom 

benchmark from September 2014 through March 2016. Effective April 2016, the benchmark is 100% FTSE EPRA/ NAREIT Developed 

Net.

Private Real Estate
Private RE Performance Benchmark - consists of the 91 Day T-Bill + 4% RE benchmark from 9/1/2012 through 8/31/14 and the 

NCREIF NFI-ODCE Net 1 month lagged beginning 9/1/14.

Internal Public Real Estate

Public Real Estate Performance Benchmark- The benchmark consists of the MSCI REIT from March 2005 - March 2007, a floating 

weight benchmark comprised of the EPRA/NAREIT US and EPRA/NAREIT US Global ex US from April 2007 through December 2007, 

the EPRA NAREIT Global Index from January 2008 through August 2013, and the FTSE EPRA/NAREIT Developed Net thereafter

Domestic REIT

Domestic REIT Performance Benchmark- The benchmark consists of the MSCI REIT from May 2000 - March 2007 and the FTSE 

EPRA/NAREIT thereafter. FTSE NAREIT Index - Includes all tax-qualified equity real estate investment trusts (REITs) meeting certain 

size and liquidity criteria that are listed on the New York Stock Exchange, the American Stock Exchange or the NASDAQ National 

Market List. Equity REITs include those firms that own, manage and lease investment-grade commercial real estate. Specifically, a 

company is classified as an Equity REIT if 75% or more of its gross invested book assets is invested in real property.

International REIT
FTSE EPRA NAREIT Global ex-U.S. Index - Designed to represent general trends in eligible real estate equities worldwide. Relevant 

real estate activities are defined as the ownership, disposure and development of income-producing real estate.

Total Rates
Barclays Intermediate Treasury Index- Consists of fixed-rate debt securities with maturities from one up to (but not including) 10 

years from the U.S. Government Bond indices.

Absolute Return
91 Day T-Bill +4% (1 month lag)- The benchmark consists of the 91 Day T-Bill + 4% through 8/31/14 and the 91 Day T-Bill + 4% 1 

month lagged beginning 9/1/14.
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AHIC Thought Leadership Highlights 

White Papers 

All Investors: Global Invested Capital Market Link 

All Investors ex-DC: Fallen Angels – Capitalizing Upon an Attractive Segment of the High Yield Market Link 

All Investors ex-DC: Optimal Number of Managers in an Equity Portfolio 

DB & DC: 2017 Hot Topics in Retirement and Financial Well-Being Link 

Private DB: Pension Funding Strategy: Considerations for Prefunding a Pension Plan Link 

DC: Target-Date Funds - Who is Using Them and How Are They Being Used?  Link 

DC: How Pension Benefits Affect the Optimal Target Date Fund Link 

DC: Putting “Watch Lists” on Watch? Link 

Healthcare:  What's at Stake for Health Care Organizations with Church Pension Plans Link 

Healthcare: Redefining Retirement in the Health Care Industry (Five Part Series) Link 

Current Topics of Interest 

Investment Program Assessment 

A (Re)Introduction to Responsible Investing  Link 

PBGC Premium Reduction Strategies  

Potential U.S. Corporate Tax Reform Presents Prefunding Opportunity in 2016 Link 

Aon Hewitt Retirement and Investment Blog 

https://retirementandinvestmentblog.aon.com/ 

Events 

Aon Hewitt Retirement and Investment Client Conference: Exploring the Possibilities (May 17th-18th in Chicago) 

Aon Hewitt | Retirement and Investment 
Proprietary and Confidential 
Investment advice and consulting services provided by Aon Hewitt Investment Consulting, Inc., an Aon Company. 
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https://retirementandinvestmentblog.aon.com/BlogHome/Blog/January-2017/A-(Re)Introduction-to-Responsible-Investing.aspx
https://retirementandinvestmentblog.aon.com/BlogHome/Blog/December-2016/Potential-U-S-Corporate-Tax-Reform-Presents-Prefun.aspx
https://retirementandinvestmentblog.aon.com/


Disclaimers:

§ Please review this report and notify Aon Hewitt Investment Consulting (AHIC) with any issues or questions you may have with respect to investment performance or any

other matter set forth herein.

§ The client portfolio market value data presented in this report has been obtained from the custodian. AHIC has compared this information to the investment managers’

reported returns and believes the information to be accurate. AHIC has not conducted additional audits and cannot warrant its accuracy or completeness.

§ The mutual fund information found in this report is provided by Lipper Inc. and AHIC cannot warrant its accuracy or timeliness.

§ Russell Investment Group is the source and owner of the trademarks, service marks and copyrights related to the Russell Indexes. Russell® is a trademark of Russell

Investment Group.

§ The Greenwich Quality Leaders Awards are based on quality ratings provided by clients of investment consultants and asset managers. Between July and October 2015,

Greenwich Associates conducted 1,341 interviews with senior professionals at corporate and union funds, public funds, endowments and foundations, insurance general

accounts, and healthcare organizations with either pension or investment pool assets greater than $150 million. Study participants were asked to provide quantitative and

qualitative evaluations of their investment consultants. Based on those responses, Greenwich Associates calculates a score on the Greenwich Quality Index for each

consultant named. Consultants with scores that top those awarded to competitors by a statistically significant margin are named Greenwich Quality Leaders. Visit the

Greenwich Associates website (https://www.greenwich.com/asset-management/leading-investment-consultants-form-deep-advisory-relationships) to read a copy of the full

report and to learn more about the methodology.

Notes:

§ The rates of return contained in this report are shown on an after-fees basis unless otherwise noted. They are geometric and time weighted. Returns for periods longer than

one year are annualized.

§ Universe percentiles are based upon an ordering system in which 1 is the best ranking and 100 is the worst ranking.

§ Due to rounding throughout the report, percentage totals displayed may not sum up to 100.0%. Additionally, individual fund totals in dollar terms may not sum up to the plan

totals.

Disclaimers and Notes
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* We are accredited by the State Pension Review Board (PRB) as a Minimum Educational Training (MET) sponsor for Texas public
retirement systems. This accreditation does not constitute an endorsement by the PRB as to the quality of our MET program. These 
agenda items may be considered in-house training provided by ERS to board trustees and the system administrator for purposes of 
fulfilling the MET program requirements. ERS is an accredited sponsor of MET for its system administrator and trustees. 

1 

PUBLIC AGENDA ITEM - #9a* 

Review, Discussion and Consideration of Global Public Equity 

Program: 9a. Market Update and Program Overview 

February 22, 2017 

BACKGROUND: 

This agenda item will focus on the Global Public Equity asset class and includes an annual review of the 
following topics in regard to the ERS Global Public Equity program: 

• Investment Objective and Public Equities Team update – page 1
• 2016 in Review – A difficult year for Active Management – page 3
• Recent Changes – page 6
• Portfolio Structure and Positioning – page 6
• Internal Risk Management – page 11
• Major themes and outlook for 2017 – page 12
• Best Ideas Portfolios – page 15
• Trading Update – page 16
• Goals and Objectives for 2017 – page 18

Investment Objective and Team Update 

As stated in the Global Public Equity Policies and Procedures in the ERS Investment Policy, the 
investment objective for this asset class is to outperform the Global Public Equity benchmark over rolling 
five-year periods, while maintaining compliance with the Active Risk Budget. The general investment 
strategy is to combine lower risk internal portfolio strategies and higher risk external portfolio strategies to 
produce a stable excess return with a target tracking error of 150 basis points (bps) and an excess 
return/tracking error ratio of 0.25 or better. 

Performance – In a difficult year for most active managers, the Global Public Equity asset class return 
was 6.41%, underperforming the policy benchmark return by 231 bps for the calendar year. The drivers of 
the relative underperformance were an overweight position in the underperforming regions of Europe and 
the United Kingdom, as well as an underweight in Emerging Markets, a region that outperformed the 
overall benchmark. From a sector standpoint an overweight of Healthcare and Cash weighed on 
performance. In terms of market capitalization positioning, an overweight of the underperforming large 
capitalization stocks, as well as stock selection, negatively impacted the portfolio. On the positive side, 
the composite benefited from an overweight position in the outperforming mid and small capitalization 
stocks in the U.S. 

People – The Global Public Equity leadership team consists of: John Streun (Director of Global Public 
Equity); Chris Tocci (Deputy Director of Global Public Equity); Andrew Hodson (Supervising Portfolio 
Manager); Tim Reynolds (Supervising Portfolio Manager) and Neil Henze (Chief Trader). 

While the majority of the team remains in the same role as in previous years, there were some notable 
changes in 2016. After many years of managing the Large Cap Active portfolio and serving as a 
technology analyst, Darrell Jackson retired in 2016. Mr. Jackson was co-portfolio manager of the Large 
Cap Active portfolio with Kelley Hewell. Mr. Hewell will continue to manage the Large Cap Active portfolio 
going forward. To assist with research on the technology sector, Jake Tisinger, analyst, recently joined 
the team. 

In addition to the analysts and portfolio managers on the Global Public Equity team, the asset class also 
receives assistance from Sharmila Kassam, Deputy Chief Investment Officer, Lauren Honza, External 
Advisor Portfolio Manager, and Michael McCrary, External Advisor Investment Analyst, on oversight of 
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external managers. They comprise the external manager team and work to ensure that the selected 
advisors are adding value and complementing the internal efforts of the public equity program. 

Public Equity Team 

Leadership: John Streun, Chris Tocci, Andrew Hodson, Tim Reynolds, Neil Henze 
Domestic Portfolio Managers 

S&P 500 
Bob Wood 
MBA, CFA 

(27) 

Large Cap Active 
Kelley Hewell 

MBA, CFA 
(24) 

Large Cap Growth 
Kelley Hewell 

MBA,CFA 
(24) 

Mid Cap 
Andrew Hodson 

MBA, CFA 
(15) 

Small Cap 
Brent Clukey 

MBA, CFA 
(21) 

International Portfolio Managers: 
Europe 

Chris Tocci, CFA 
(25) 

Asia 
Keith Lyons, MBA 

 (13) 

Emerging Markets 
Tim Reynolds 

MS, CFA, CAIA 
(25) 

Canada 
Stuart Williams 

MBA, CFA 
(26) 

Quantitative 
Stuart Williams, MBA, CFA (26) 
Kelley Hewell, MBA, CFA (24) 

Trading 
Neil Henze, CMT (22) 

Michael Clements, CMT (19) 
Rob Newhall (4) 

External Advisors 
Shar Kassam, CPA, Esq. (5) 

Lauren Honza, MBA, CFA (23) 
Michael McCrary, MBA (16) 

Public Equity Team Structure 

Industrials & Materials 
John Streun, MS, CFA, CPA (24) 

Keith Lyons, MBA (13) 
Paul Knight, CFA (15) 

Teofilo Bacungan, MBA, CFA (16) 
Nancy McCarthy, MBA , CFA (9) 

Technology & Telecom 
Brent Clukey, MBA, CFA (21) 

Chris Tocci, CFA (25) 
John Taylor, MBA, CFA (10) 
Flavia de la Fuente, MBA (3) 

Jake Tisinger, CFA (8) 
Consumer 

Bob Wood, MBA,CFA (27) 
Andrew Hodson, MBA, CFA (15) 

Mark Long, MBA, CFA (20) 
June Kim (10) 

Naun Galvan (14) 

Financial Services 
Kelley Hewell, MBA, CFA (24) 

Tim Reynolds, MS, CFA, CAIA (24) 
Scott Hodgson, CFA (12) 

Health Care 
Stuart Williams, MBA, CFA (26) 

Micheal Yuan, CFA (19) 

Energy 
Ben Schuman, CFA (11) 
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2016 in Review -- A Difficult Year for Active Management: 

In a year full of macro and geopolitical surprises, the vast majority of active managers underperformed 
their benchmarks. According to the latest scorecard on active management, published by Standard & 
Poor’s, less than 16% of U.S. Large Cap managers beat their benchmark (the S&P 500). The results 
were even worse for U.S. Small Cap managers as less than 10% beat the small cap benchmark (the S&P 
600). Although active managers have fared better in the international arena, as the table below depicts, 
the last five years have not been kind to active management. 

Percentage of Equity Funds Underperforming Benchmark 
FUND CATEGORY ONE-YEAR (%) THREE-YEAR (%) FIVE-YEAR (%) 
All Large-Cap Funds 84.62 81.31 91.91 
Mid-Cap Core Funds 82.48 84.96 87.68 
Small-Cap Core Funds 90.78 95.56 97.89 
All Domestic Equity Funds 90.20 87.41 94.58 

International Funds 54.92 54.55 60.45 
Emerging Market Funds 42.22 77.42 67.63 

Source: SPIVA U.S. Scorecard 

Why was 2016 such a challenging year for active managers, including ERS? While there are different 
theories, it is worth pointing out five clear headwinds that active managers faced in 2016: 1): Macro and 
geopolitical surprises created a volatile trading environment 2) sector and style rotation caught many off 
guard 3) strong performance in microcap 4) low quality outperfomance and 5) cash drag. 

Volatile Trading Environment: Several macro and geopolitical events led to a volatile trading environment 
in 2016. After undergoing a severe price drop over the last two years, energy prices bottomed in February 
on evidence of supply cuts and an improved demand outlook. The second major event that increased 
volatility was the surprising vote in Great Britain to leave the European Union (commonly known as 
Brexit). Finally, the U.S. presidential election where Donald Trump surprised much of the world also 
caught investors off guard. These episodes of increasing and decreasing risk aversion made for a very 
difficult trading environment and most managers that follow a momentum based or relative strength 
strategy struggled to keep up with the overall market. 

Sector and Style Rotations: Another reason that active managers trailed their benchmarks in 2016 was 
the fact that most markets experienced dramatic sector and style rotations relative to the recent past. A 
good example of this rotation is the return difference between the healthcare sector and the energy 
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sector. Prior to 2016, the healthcare sector outperformed the overall market (as measured by the MSCI 
ACWI benchmark) for five consecutive years, whereas the energy sector underperformed for five 
consecutive years. Similarly, growth outperformed value as an investment style for a long period of time 
prior to 2016. These dynamics changed in 2016 and many managers did not catch the change. 

Strong small cap performance: A third factor that made it difficult for some active managers to outperform 
passive benchmarks, particularly those managing small cap portfolios, was the strong performance of the 
lowest market capitalization stocks. Looking at the S&P 600 (the small cap benchmark) highlights this 
phenomenon. While the overall benchmark was extremely strong in 2016 (up over 25%), the return 
distribution varied by the size of the company within the index. On average, the smallest names in the 
benchmark significantly outperformed the largest names. Most small cap managers are not as active in 
smaller stocks because of liquidity constraints and resource limitations. Strong flows into small cap 
exchange traded funds may account for part of the explanation of this anomaly. 

Those managers that invest in companies with higher levels of profitability were also at a disadvantage in 
2016. Return on Equity (ROE) is generally thought of as a good measure of the underlying profitability of 
a company. Looking at this measure within our global benchmark (MSCI ACWI IMI) reveals that 
companies with lower levels of profitability generally outperformed those with higher levels of profitability. 
Typically higher levels of profitability are associated with better business models and higher quality 
companies. Perhaps the bottoming of the commodity cycle and the improvement in the high yield bond 
market encouraged investors to allocate more money to lower quality stocks. 
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Excess cash reserves: Finally, in a strong market environment, having excess cash creates a 
performance drag for active managers. The active management industry is seeing large outflows to 
passive index funds, so it may be necessary to hold more cash than usual to meet redemptions. 

While 2016 was a difficult year for active managers, we believe that performance will improve going 
forward. As the chart below demonstrates, active manager’s relative performance is cyclical. Previous 
history would suggest that the environment for active managers will improve and that some of the 
headwinds that active managers faced in 2016 will dissipate. Recently we have seen less correlation 
among stocks. An environment of higher dispersion is typically a better environment for stock picking. 
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Recent Changes 

ERS made several changes to address the relative underperformance that we expect to improve 
performance going forward. Changes include: 

1. Reduced risk in certain portfolios
2. Selectively moved closer to the benchmark in certain sectors
3. Integrated quantitative scores more into our fundamental analysis
4. Improved sell discipline
5. Changed analyst industry coverage on certain portfolios

Portfolio Structure and Positioning: 

Composite Structure – During calendar year 2016, one portfolio was added to the program and a fund 
of funds’ mandate was restructured from domestic large capitalization to international small and mid 
capitalization. The portfolio added to the Domestic program is an internal quantitative portfolio that is part 
of the special situations allocation. 

Rebalancing Activities – With most of the asset class target allocations largely achieved, the Global 
Equity program funded $810 million primarily towards the payment of benefits. Historically, global public 
equities have been the predominant source of capital for funding the alternative asset classes and Fund 
expenses. Now that the alternative asset classes have achieved targeted allocations there is less 
demand for capital transfers between asset classes. 

Global Public Equities -- The $11.9 billion Global Public Equity composite as of December 31, 2016, 
consisted of ten domestic portfolios, one international fund-of-funds’ portfolio, nine international portfolios, 
and a global equity tactical portfolio that serves to manage overall program exposures on a region, 
country, sector, and style basis. 

The $6.2 billion domestic composite is comprised of: 

• an internal S&P 1500 composite (containing the S&P 500 Core, Active Core, Mid Cap, and Small
Cap portfolios)

• a Special Situations composite (containing three strategies)
• an internal growth portfolio
• an externally advised value portfolio.

1973 1990 1998 Current 

0

20

40

60

80

100

1967 1972 1977 1982 1987 1992 1997 2002 2007 2012

P
er

ce
nt

 o
f M

an
ag

er
s 

 U
nd

er
pe

rfo
rm

in
g 

th
e 

S
&

P
 5

00
 

Ranking of S&P 500 vs Domestic Equity Managers 
February 28, 1967 - July 31, 2016 

Rolling 5-year S&P 500 Returns 1 Standard Deviation Average 2 Standard Deviations
Source: BofA Merrill Lynch 



7 

The charts below shows the distribution of portfolio weights as well as the distribution of active return and 
risk across the composites and portfolios. Note that risk allocation measured by tracking error is generally 
higher than dollar allocation for more active portfolios. 

The $5.7 billion international composite consists of: 
• an internal MSCI All Country World Index, excluding the United States (ACWIxUS) composite

(containing developed Europe, developed Asia, emerging markets and Canada portfolios) 
• an external strategy benchmarked against the MSCI Europe Australia and Far East (EAFE) index
• three external strategies benchmarked against the ACWIxUS benchmark
• an external strategy benchmarked against the MSCI All Country World Index (ACWI)
• an external fund of funds strategy benchmarked against MSCI EAFE Small Cap Index
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Again, the charts below show that risk allocation is more evenly distributed than the dollar allocation. 
Note: The emerging manager fund of funds strategy is excluded from the charts due to recent funding as 
of December 31, 2016. 

Program Positioning - The charts below show the geographic allocation of the Global Equity composite. 
The composite is currently overweight the domestic allocation compared to the 53%/47% split between 
domestic and international as represented by the MSCI ACWI IMI benchmark. The split between 
domestic and international is expected to mirror the MSCI ACWI IMI weights over time. 
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Portfolios - The charts below give a general overview of the portfolios’ expected tracking errors, values 
and relative size. Generally, the larger internal portfolios follow lower tracking error constraints, serving as 
the core, and more active risk is taken by the externally advised portfolios. The market value of the 
domestic equity program was $6.2 billion at the end of calendar 2016. Internally managed portfolios 
account for 88% of the domestic equity assets. The market value of the international equity program was 
$5.7 billion at the end of the calendar year 2016. Internally managed portfolios accounted for 57% of 
international equity assets. 

The Global Public Equity target and policy tracking error is detailed in the chart below. Currently, the 
tracking error target is 150 bps and the tracking error limit is 300 bps. These metrics can be found in the 
ERS Investment Policy in Addendum III: Active Risk Budget Summary. 

At an aggregate level, the global equity composite’s underweight in Staples and Utilities sectors have 
decreased. The overweight in the Healthcare sector has declined while the Consumer Discretionary 
sector moved from overweight to underweight and the Energy sector increased from a neutral position to 
overweight. 
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The global equity composite saw a decrease in the overweight to the UK and Europe regions, offset by 
increasing exposure to the USA, Japan, and Emerging Markets. 

The composite risk decomposition shows that 29% of the risk is stock specific and 71% is due to factor 
differences. The active factor tilts are highlighted below. Overall the factor tilts for the program remain 
muted and the portfolio tilts towards large capitalization quality holdings and away from lower quality 
value holdings. 
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Risk Management - Public Equities 

Risk Management of the Global Public Equities program is detailed in the Investment Policy and 
monitored on a daily basis through reporting to Internal Audit and Investments personnel. In a year where 
actual results have been outside what the risk models forecast, it is good to revisit ERS’ approach to risk 
monitoring in Global Public Equities. ERS uses the industry standard for forecasting risk, which is the 
Barra Global Risk Model used widely across the equities landscape. The model relies on extensive 
statistical analysis of global equity markets to forecast a range of expected outcomes relative to an 
underlying benchmark. 

In addition to managing the risk of the Global Public Equity program within the Active Risk Budget 
outlined in Addendum III of the Investment Policy, ERS monitors the forecasted risk of various composite 
portfolios down to individual portfolios on a daily basis. Global Public Equities has a tracking error target 
of 150 basis points and limit of 300 basis points. 

Please see the charts below as an example of monitoring of risk in equity portfolios. 

Forecast Active Risk of Global Equity Portfolio 

The Global Equity Portfolio exhibited a forecast Active Risk between 0.71 (71 basis pts) and 0.95 (95 basis pts) 
well below the target of 150 basis points and limit of 300 basis points. 
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Forecast Active Risk of Small Cap Portfolio 

The internally managed Small Cap portfolio, one of the more actively managed strategies where we 
target 250 basis points of Active Risk, had a forecasted Active Risk in the range of 200-236 basis points 
over calendar year 2016. 

Major Themes and Outlook for 2017 

A few of the select themes that are present in our portfolios include: 1) an overweight to U.S. small cap 2) 
positive on U.S. banks 3) positive on global pharmaceutical stocks and 4) becoming more positive on 
Japan. 

One of the themes that we feel will continue to work is the outperformance of U.S. small cap stocks. While 
smaller capitalization stocks have dramatically outperformed their larger capitalization counterparts 
recently, valuation levels on a relative basis are not stretched. While they do have higher levels of 
volatility, small cap stocks also typically have higher growth rates relative to large cap stocks. In addition, 
small cap stocks will benefit more than large cap stocks from any drop in corporate tax rates which is 
widely anticipated to take place under a new administration. Furthermore, U.S. small cap companies 
typically derive more of their revenues domestically compared to larger multinational companies. In an 
environment of continued dollar strength, this would benefit small companies relative to large companies. 
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Another theme that has recently outperformed that could continue to work is the overweight position in 
U.S. banks. After several years of underperformance, banks staged a comeback in 2016. The prospects 
of higher interest rates, lighter regulation, and better economic activity propelled banks higher in 2016. 
These trends look set to continue as a new administration takes office promising a lower regulatory 
burden on the financial system. Interest rates also look poised to continue to move higher off of extremely 
low levels as the Federal Reserve looks to normalize interest rate policy. This should improve underlying 
bank profitability as bank margins have been squeezed by low rates. Finally, valuation levels of most 
banks continue to look undemanding despite the price lift seen in 2016. 

One industry group that continues to be overweight in most of our portfolios is the pharmaceuticals 
industry. Concerns about increased regulatory risk and more scrutiny on drug pricing weighed on the 
sector in 2016. However, the industry continues to innovate and the pipeline of new drugs coming to 
market is set to accelerate. This should lead to above average earnings growth rates for the 
pharmaceutical industry. While the potential for increased scrutiny on drug pricing is real, drug pricing 
changes will take time to debate and implement. In the meantime, valuation levels on a relative basis for 
the pharmaceuticals industry are now very attractive after the underperformance in 2016. In addition, if 
the economy does not grow as fast as market projections, this industry group should prove to be more 
resilient than most. 
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Japan is a region that we have recently added to in our internal portfolios. While change has happened in 
Japan at a slower pace than many market participants would have hoped for, Japanese corporations 
continue to become more shareholder friendly. This is evident by looking at the recent history of 
increased dividends and share buybacks. The Japanese stock market should continue to benefit from a 
weak currency given the export driven nature of its economy and stock market. As the Federal Reserve 
continues to raise interest rates while the Bank of Japan remains highly accommodating, the Japanese 
yen is likely to depreciate further. Most Japanese corporations’ earnings would benefit from a weaker 
currency. 
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Best Ideas Program Update 

The Best Ideas Program started over three years ago and currently has three portfolios with a combined 
$800 million in assets. The program was created to analyze, verify, and potentially fund differentiated 
strategies that could be run in-house, with limited resources, yet provide performance enhancement to 
the core portfolios and help Global Public Equities beat their program benchmark. 

Portfolio 
   Inception Portfolio AUM % of Calendar Year 

Date 12/31/2016 Trust Assets 2016 Performance 

     Spinoff 5/1/2014 $ 353,221,827 1.4% 18.28 

      Capitol Hill 9/1/2014 $ 230,514,551 0.9% 10.09 

      Tactical LC Quant 5/1/2016 $ 213,185,374 0.8% 11.22 

     Global Public Equity Special Situations $ 796,921,752 3.1% 14.71 

  Global Public Equity Benchmark 8.72 
Variance 6.00 

  % of Public Equities 6.7% 
% Limit of Public Equities 10.0% 

As a program in 2016, the Funds outperformed the Global Public Equity benchmark by 600 basis points, 
generating 14.7% versus the benchmark’s 8.7%. The Funds are all run in-house with minimal strain on 
existing resources. We consider the program quite successful at this stage, and are actively looking for 
other ideas as there is approximately $300 million in capacity should another compelling strategy make it 
through the screening and back-testing process. The committee would be particularly receptive to a 
global or international strategy as the current Funds are largely domestic. 

During 2016 the Committee considered a formal submission for a strategy based on the Fortune ‘100 
Best Companies to Work For’. While there was academic support for the strategy (happy employees 
make for a more profitable company), we did not find the back-test1 results robust enough or consistent 
enough to proceed. A strategy based on MLP’s (Master Limited Partnerships) was deemed too labor 
intensive and dropped before formal submission. 

As for the current strategies, the Spinoff Fund went live May 1, 2014 and stands at $350 million AUM. 
The Fund invests in the shares of spun-off corporations, which are initially neglected and mispriced by the 
market and the spinoff process creates a more entrepreneurial and incentivized management. Studies 
show this can lead to market-beating performance. Spun-off companies are often acquired. Since 

1 Back-testing is the process of testing an investment strategy on relevant historical data to assess its viability. 
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inception, the Fund has experienced 13 buyouts, providing a material contribution to outperformance 
versus Spinoff specific benchmarks. The Fund returned a robust absolute return of 18.3% in 2016, though 
it did lag the Midcap benchmark which rose 20.7%. The Fund is lagging the Midcap index by 400 basis 
points since inception, but has delivered a strong 24% to the Trust and Global Public Equity program. 

The Capitol Hill Fund started on September 1, 2014 and currently has $230 million. allocated. The Fund 
is run on the empirically supported thesis that companies spending the most proportional dollars on 
lobbying tend to do better as stocks. The Fund returned a solid 10%, lagging the S&P 500 by 180 basis 
points, but has beaten the index by an impressive 440 basis points since inception. 

The newest portfolio, the Tactical Large Cap Quant Fund started May 1, 2016 and has $215 million in the 
strategy. The strategy is based on three quantitative models --  economic, sector oriented, and company 
specific. Back-testing shows that the use of the three models and many factors produces steady, 
moderate outperformance that compounds over time. The Fund is off to a strong start, outperforming the 
S&P 500 benchmark by 100 basis points in less than a year. 

Trading Update: 

Calendar year 2016 total commissions were 1% less than 2015. ERS added one new domestic equity 
portfolio, Tactical Large Cap Quant, and defunded domestic Emerging Managers, Legato and Leading 
Edge.The Emerging Manager mandates were defunded to allow for an international small cap Emerging 
Manager mandate. 

The average “all-in” blended commission rate paid by U.S. institutions to brokers on domestic shares was 
2.7 cents-per-share. This average rate takes into account commissions on single-stock, program, and 
direct-market-access electronic trades. ERS’ average commission was 1.9 cents-per-share. ERS 
Emerging Managers paid a 2.6 cents-per-share average commission. 
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Commissions by Portfolio – The chart below shows commissions by portfolio. The internal portfolios, 
which constitute 77% of total assets, account for 80% of total commissions and the external portfolios, 
which constitute 23% of total assets, account for 19% of total commissions. 

ERS international commission rates remain competitive relative to their peers, as shown in the chart 
below. 
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Goals and Objectives for 2017: 

The Global Public Equity program will continue to strive toward the investment objective to outperform the 
relative benchmark, while maintaining compliance with the ERS Investment Policy. Some specific goals 
and objectives for 2017 are highlighted below: 

1. Work with the hedge fund team to find additional portfolios that complement our existing equity
exposures.

2. Foster more ideas for our Best Ideas program – preferably an idea aimed at international
markets.

3. Seek external advisors in the small cap strategies. Analyze firms and needs in emerging markets
and other international areas.

4. Continue to build out the options program.
5. Continue to integrate the team and train new team members.

This agenda item is provided for informational and discussion purposes only.  No action is required.
Staff Recommendation:



* We are accredited by the State Pension Review Board (PRB) as a Minimum Educational Training (MET) sponsor for Texas public
retirement systems. This accreditation does not constitute an endorsement by the PRB as to the quality of our MET program. These 
agenda items may be considered in-house training provided by ERS to board trustees and the system administrator for purposes of 
fulfilling the MET program requirements. ERS is an accredited sponsor of MET for its system administrator and trustees.

PUBLIC AGENDA ITEM - #9b* 

Review, Discussion and Consideration of the Global Public Equity Program: 

9b. Review and Discussion of Global Public Equity External Advisor 

Program February 22, 2017 

BACKGROUND 

External Advisors Complement Internal Management 

The Employees Retirement System (ERS) Investments Division has a mission to achieve competitive 
returns at a reasonable cost1. ERS uses both internal and external investment experts in order to invest 
the portfolio. The External Advisor Program (EAP) finds external advisors that can complement internal 
management efforts. External managers are able to expand the investment opportunity set with 
managers staff feels strongly about to provide more opportunistic strategies than internally managed 
portfolios. The goal is to find managers that provide diversification benefits for risk reduction and 
increased returns. 

Staff sees external advisors as important components in providing competitive, consistent investment 
performance, so it is important to extract and leverage resources from external advisors. Staff interacts 
frequently with external advisors to: 

• source appropriate innovative and complementary investment strategies for the Trust,
• augment internal research and
• develop internal expertise in various strategies.

This agenda item will focus on the Global Public Equity External Advisor Program. Each asset class 
presents their respective External Advisor Program to the ERS Board of Trustees (Board) and Investment 
Advisory Committee (IAC) during the Joint Meetings of the Board and IACannually, as part of their asset 
class presentation. 

The allocation of the Global Public Equity asset class as of December 31, 2016 is reflected in the 
following chart. As of the end of the calendar year, 76% of the asset class was internally managed and 
24% was externally advised. (Note: This asset allocation excludes any managers in the Global Public 
Equity Directional Growth Portfolio, which is monitored by the Hedge Fund Team and will be presented at 
the May 2017 Joint Meeting of the Board and IAC). 

1 Internal management at ERS costs approximately 11 basis points. Used in conjunction with external advisors, with fees averaging 
40 basis points for public markets. Fees are stated as of ERS’ 2016 fiscal year, August 31, 2016. 
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The key considerations to determine the utilization of external management is based on (1) lack of 
internal expertise; (2) unavailable internal resources for investment strategy; and (3) the ability for 
external advisors to add value. External management is routinely evaluated in light of the evolution of 
ERS’ internal expertise and needs. 

Recap of Calendar Year 2016 

People – The EAP team consists of Sharmila Kassam, Deputy CIO; Lauren Honza, Portfolio Manager; 
and Michael McCrary, Investment Analyst. The EAP team works closely with the Global Public Equity 
team and CIO in terms of developing EAP goals and objectives. Staff continues to develop expertise in 
manager selection and due diligence while focusing on seeking out industry best practices. The EAP 
team, along with Meagan Hoffman, Operational Due Diligence Analyst from ERS Operations, visited Aon 
Hewitt Investment Consulting (AHIC) offices to learn from the their manager research and operational due 
diligence teams. The EAP team is also developing improved due diligence questionnaires benefitting from 
the practices of internal teams, including Hedge Funds and Operations, along with the insights on 
managers’ selection process of peers. 

New Mandates – The EAP team completed restructuring of the Legato Manager of Emerging Managers 
mandate. Staff views emerging managers as part of external management. Therefore, the objective is to 
complement internal management. Staff has sought to fund international small cap managers as 
previously instructed during the calendar year, pursuant to the benchmark change from Morgan Stanley 
Capital International (MSCI) ACWI (All Country World Index) to MSCI ACWI IMI (All Country World 
Investable Market Index). This mandate was funded as of December 31, 2016 with assets transitioned to 
the underlying managers as of February 2017. Staff structured the mandate to better align  interests 
through a performance based fee with Legato while keeping the underlying managers on an asset based 
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fee. This performance fee encourages the majority of Legato’s fees to be paid on net relative 
performance over the benchmark, MSCI EAFE Small Cap2. 

The EAP team, as of January 2017, is in the process of contracting with Brandywine GIM from the Select 
Pool. 

Select Pool – The EAP team has focused on refreshing the Select Pool and certain manager strategies.  
J.P. Morgan Investment Management, Baring Asset Management and Leading Edge Investment Advisors 
have been  removed due to a variety of factors.  Staff continues to speak to these firms to find other 
opportunities for ERS to work with them. As previously noted, Brandywine GIM will move from the Select 
Pool to a potentially funded mandate in Q12017. 

Searches for new firms for the Select Pool have been delayed while staff worked on search and 
procurement practices that meet procurement requirements, yet remain efficient and attractive to the 
marketplace. 

GLOBAL PUBLIC EQUITY EXTERNAL ADVISOR PROGRAM OVERVIEW 

Funded External Advisors 

Select Pool 

2 Net relative performance is defined as relative performance in excess of the benchmark taking into account the underlying 
emerging manager fees, management fees paid to Legato and expenses paid by ERS. 

Strategy Selection 
Date

Portfolio Inception Funded Status as 
of 12/31/2016

Monitoring Status

Barrow , Hanley, Mew hinney & Strauss Large Cap Value 12/2/2010 4/1/2011 $687,210,905 Good

BlackRock MSCI ACWI ex-US 12/2/2011 3/1/2015 $385,335,594 Good

Fisher Investments MSCI ACWI ex-US 1/24/2006 7/1/2006 $542,987,942 Good

Lazard Asset Management MSCI EAFE 8/23/2011 12/1/2011 $377,276,012 Good

Templeton MSCI ACWI ex-US 11/19/2002 4/1/2003 $635,820,946 Good

Legato Capital Management
Emerging Manager - International 

Small Cap 5/25/2010 1/1/2017 $150,000,000 Good

Strategy Selection 
Date

Portfolio Inception Funded Status as 
of 12/31/2016

Monitoring Status

Acadian Asset Management MSCI ACWI ex-US 12/2/2011 n/a Unfunded Good

Acadian Asset Management MSCI Emerging Markets 12/2/2011 n/a Unfunded Good; Strategy Closed

AQR Capital Management MSCI ACWI ex-US 12/2/2011 n/a Unfunded Good

Brandyw ine GIM Large Cap Value 12/2/2010 n/a Unfunded Good

Parametric (Eaton Vance) MSCI Emerging Markets 12/2/2011 n/a Unfunded Good
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EXTERNAL ADVISOR PROGRAM INVESTMENT PROCESS 

The Investment Process for the Global Public Equity External Advisor Program is managed by the Global 
Public Equity External Advisor Team in coordination with the Global Public Equity Team. It requires 
collaboration among the Investments staff and is supported by ERS consultants. As depicted in the 
graphic below, the multifaceted approach is comprised of five phases: Research, Select, Implement, 
Monitor and Rebalance. 

External Advisor Program Investment Process

Investment Process – Research Phase 

Staff takes a comprehensive approach to determine how external management can best support the 
needs of an  asset class, beginning with research. Members of the External Advisor Team conduct 
research about strategies that might complement internal portfolios. Once a strategy has been identified 
that could add value, staff looks for managers in that particular strategy. ERS uses the ERS External 

Status Description
Unfunded External Advisor w as selected for the Select Pool, but is not currently managing assets for the Trust because the external advisor is 

not yet needed for a specif ic investment strategy.

Defunded CIO has defunded the external advisor based on staff recommendations for concerns about the external advisor, investment 
strategy and/or external advisor is no longer needed.  External advisor remains in Select Pool until monitoring concludes external 
advisor should be eliminated from the Select Pool.

Good ERS staff maintains high conviction in the external advisor.

M onitoring Staff is in the process of  monitoring external advisor to see if they should continue to be in the Select Pool.

Watchlist Staff has concerns about the external advisor and /or portfolio performance, so continued  review  is needed to determine w hether 
defunding should be recommended 

Restructuring Staff has review ed the mandate and is restructuring invesment guidelines and/or fees.

Strategy Closed External advisor is not allow ing new  investments into the strategy. Staff w ill continue to consider if  external advisor should remain in 
the Select Pool and w hether funding is appropriate w hen and if the strategy accepts new  investments. 

Research 

Select 

Implement Monitor 

Rebalance 
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Advisor Website3 and eVestment, a well-regarded third party investment manager database to find 
managers. ERS’ general plan consultant, AHIC, also provides information on strategies and managers. In 
addition, the Global Public Equity External Advisor Team and other staff attend conferences and manager 
meetings to discover new investment strategies and managers. 

Investment Process – Select Phase 

The Select Phase is a four-step process that begins with a formalized search and culminates in the 
placement of managers into the Select Pool. This process is designed to provide transparency into 
external advisor selection. It is a critical aspect of the Investment Process because it permits staff to be 
tactical with external management by allowing external advisors’ portfolios to be funded and defunded, as 
needed, in conjunction with staff’s ongoing monitoring of the Select Pool. 

The Select Pool was first introduced at the November 19, 2009 Joint Meeting of the Board and IAC. It is  
reviewed annually by the Board and IAC. An important milestone for the Select Pool process was 
February 26, 2013 when it was adopted by the Board and IAC and formalized in the ERS Investment 
Policy. The formalization of the Select Pool established a clear methodology regarding the selection of 
external advisors, and also allowed the Internal Investment Committee (IIC) to approve firms to the select 
pool. The IIC includes the Executive Director, the Chief Investment Officer (CIO), and at least one IAC 
member. By focusing manager selection at the staff level, the ERS Investment Program provides a better 
alignment of the Board and IAC roles relative to staff. 

The steps of the Select Phase are as follows: 

Search – Staff initiates a search when there is a strategy need by initiating staff review of firms in the 
space and requesting submission of Due Diligence Questionnaires. 

Due Diligence – Staff goes through a multi-staged investment and operational due diligence process 
during the selection phase and presents recommendations to the IIC. 

Approval – Based on Investments staff recommendations, IIC grants approval for firms to be placed 
in the Select Pool and initiate contract negotiations. 

Monitor – The Select Pool is monitored on an ongoing basis. Under direction of the CIO, staff revisits 
whether external advisors in the Select Pool are meeting the needs of the Trust or if other firms need 
to be considered for the Select Pool by conducting new searches. The Select Pool is refreshed for 
unfunded external advisors on an as needed basis, targeting no less than three years from selection. 

Investment Process – Implement Phase 

In coordination with the Global Public Equity Team, staff constructs an optimized portfolio consisting of 
both external and internal strategies. The funding decisions are based on staff recommendations and 
authorized by the CIO, in consultation with the Executive Director, pursuant to the ERS Investment Policy. 

Investment Process – Monitor Phase 

Staff proactively performs ongoing monitoring on funded external advisors on a daily, monthly, quarterly, 
semi-annual and annual basis. This includes both investment and operational monitoring. 

Investment Process – Rebalance Phase 

The External Advisor Team, in consultation with the Global Public Equity Team, reviews portfolio 
construction and the internal/external mix and rebalances as appropriate. 

3 Located at the ERS public website, http://www.ers.state.tx.us/Vendors/Investment-Partners/. 

http://www.ers.state.tx.us/Vendors/Investment-Partners/
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CALENDAR YEAR 2017 OUTLOOK 

People - Staff will continue to seek out best practices in manager selection and due diligence through 
continued discussions with AHIC, peers and industry conferences with an additional focus on the most 
optimal investment strategies for active management. 

Select Pool – The main focus of the 2017 calendar year will be for refreshing the Select Pool from legacy 
searches and conducting an international small cap search to hire direct managers. Later searches in 
2017 calendar year will include emerging markets and other regional international strategies such as 
Japan-focused managers. 

Seeking Competitive Fees – Staff is in the process of implementing performance fees, when 
appropriate, and reviewing fee structures with certain existing relationships. An example of a better 
alignment with external advisors may include a performance-based incentive fee. Total fees under a 
performance fee structure would be capped so that the potential maximum fees are in-line with 
commercially reasonable asset based fees. Staff expects this type of structure to work best with high 
conviction strategies and traditional fund-of-fund strategies like Managers of Emerging Managers. 

This agenda item is provided for informational purposes only. No further action is required. 



 
 

PUBLIC AGENDA ITEM - #9c 

Review, Discussion and Consideration of Global Public Equity Program: 

9c. Proposed Revisions to the ERS Investment Policy Addendum XI – 
Global Public Equity Policies and Procedures and 

External Advisor Program Tactical Plan 

February 22, 2017 

BACKGROUND: 

The Employees Retirement System of Texas (ERS) Investment Policy is determined by the Board of 
Trustees (Board). In accordance with Section 2.3 of the ERS Investment Policy, staff will recommend 
changes as needed to the Investment Advisory Committee (IAC) and Board. 

The purpose of the Global Public Equities Policies and Procedures is to provide a stated guideline to 
investment staff for managing the ERS Global Public Equities Program. The document is reviewed on an 
annual basis for any recommended changes. 

Staff is recommending the proposed revision for Board approval and would like to include it into the 
Global Public Equities Policies and Procedures for Fiscal Year 2018. Further discussion regarding the 
proposed change is noted below. 

Proposed Revisions 

The change would be the addition of an appendix to Addendum XI, which is presented as Exhibit A. 

STAFF RECOMMENDATION: 

Staff recommends the proposed revision to the Global Public Equities Policies and Procedures for Fiscal 
Year 2018 be adopted as presented in Exhibit A. 

A recommended motion is included with this agenda item following the exhibit. 

ATTACHMENTS – 1 

Exhibit A – External Advisor Program Tactical Plan 



Appendix A 

Addendum XI – Appendix A – Page 1 

EMPLOYEES RETIREMENT SYSTEM OF TEXAS 

GLOBAL PUBLIC EQUITIES 
TACTICAL PLAN 

(TRANSITION FOR FISCAL YEARS 2017 – 2018) 
EFFECTIVE 

FEBRUARY 22, 2017 

The Employees Retirement System (ERS) Investments Division has a mission to achieve competitive 
returns at a reasonable cost. As part of this pursuit, the Investments Division established the External 
Advisor Program to seek quality external management. The objective of the program is to find external 
advisors that can complement internal management efforts and expand the investment opportunity set 
with higher conviction, broader differentiation, and more opportunistic strategies than internally managed 
portfolios. The goal is to find managers that provide diversification benefits for risk reduction and 
increased returns. 

The allocation of the Global Public Equity asset class as of December 31, 2016 had 76% of the asset 
class under internal management and 24% externally advised. (Note: This asset allocation excludes any 
managers in the Global Public Equity Directional Growth Portfolio, which is monitored by the Hedge Fund 
Team and will be presented at the May 2017 Joint Meeting of the Board and IAC). 

Calendar Year 2017 will focus on hiring external advisors in international small cap and emerging 
markets. Staff is also focused on seeking out firms in other areas where high conviction active 
management may be advantageous. 

GLOBAL PUBLIC EQUITY EXTERNAL ADVISOR PROGRAM OVERVIEW (AS OF 12/31/2016) 

Funded External Advisors 

Select Pool 

Strategy Selection 
Date

Portfolio Inception Funded Status as 
of 12/31/2016

Monitoring Status

Barrow , Hanley, Mew hinney & Strauss Large Cap Value 12/2/2010 4/1/2011 $687,210,905 Good

BlackRock MSCI ACWI ex-US 12/2/2011 3/1/2015 $385,335,594 Good

Fisher Investments MSCI ACWI ex-US 1/24/2006 7/1/2006 $542,987,942 Good

Lazard Asset Management MSCI EAFE 8/23/2011 12/1/2011 $377,276,012 Good

Templeton MSCI ACWI ex-US 11/19/2002 4/1/2003 $635,820,946 Good

Legato Capital Management
Emerging Manager - International 

Small Cap 5/25/2010 1/1/2017 $150,000,000 Good

Strategy Selection 
Date

Portfolio Inception Funded Status as 
of 12/31/2016

Monitoring Status

Acadian Asset Management MSCI ACWI ex-US 12/2/2011 n/a Unfunded Good

Acadian Asset Management MSCI Emerging Markets 12/2/2011 n/a Unfunded Good; Strategy Closed

AQR Capital Management MSCI ACWI ex-US 12/2/2011 n/a Unfunded Good

Brandyw ine GIM Large Cap Value 12/2/2010 n/a Unfunded Good

Parametric (Eaton Vance) MSCI Emerging Markets 12/2/2011 n/a Unfunded Good



PUBLIC AGENDA ITEM - #10 

10. Annual Review and Discussion of Proxy Voting and Corporate Governance

February 22, 2017 

ERS Proxy Voting Policy 

As stated in Section 4.18 of ERS’ Investment Policy, the right to vote proxies for securities held by ERS 
has economic value. The fiduciary act of managing ERS’ securities includes the management of the 
voting rights attached to those securities. In voting proxies, ERS shall consider only those factors that 
relate to the economic value of ERS’ investment and cast votes in accordance with ERS’ economic best 
interest.1 

ERS Investment staff maintains and annually reviews the ERS Proxy Voting guidelines, effective 
February 22, 2011, which are detailed instructions based upon the ERS Proxy Voting Policy. These 
guidelines have been developed  to vote proxies consistent with ERS’ fiduciary duty. 

ERS’ voting policy and guidelines are organized by the following subgroups: 

1. Routine/Miscellaneous

Routine and miscellaneous items concern company standard operating procedures including, but not
limited to, the following: routine bylaw amendments; changes to the company name; changes in the
date, time and location of the annual meeting; auditor ratification; adjournment of the meeting; and
“other business.”

Operational issues proposed by management will be supported unless ERS’ review of proposals
reveals attempts to limit shareholder rights, increase takeover protections or reduce shareholder
value. Auditor independence from client firms is essential to achieve an objective and impartial review
of financial statements. Independence of other professional service providers, such as actuaries and
law firms, is also essential to companies receiving objective and impartial service and advice.
Proposals to indemnify or limit the liability of auditors or other similar service providers will be
opposed. Proposals to limit non-audit services will be supported.

2. Board of Directors

The composition and structure of the board of directors of a public company have a direct impact on
its effectiveness. Votes on the composition of the board, including director nominees and slates of
directors, will be evaluated on a case-by-case basis considering the following important elements of
an effective board:

A. Board Accountability: The board should be accountable to shareholders. Policies that promote
accountability include transparency of governance practices, annual board elections, shareholder 
ability to remove problematic directors and shareholder vote on takeover defenses and other 
charter/bylaw amendments. 

B. Board Responsiveness: The board should be responsive to shareholders, particularly in regard to 
shareholder proposals that receive a majority vote and to tender offers where a majority of shares 
are tendered. 

C. Director Independence: The board should be independent from management and should be, 
therefore, willing and able to effectively set company strategy and scrutinize performance and 

1 In the rare case of overlapping or conflicting interests within the fund (e.g., ERS ownership of both equity and debt securities), staff 
will consider all holdings and seek to maximize the expected value of the combined position. 
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executive compensation. The audit, compensation and nominating/corporate governance 
committees should be composed entirely of independent directors. 

D. Director Competence: Directors should have specific skills or expertise that add value to the 
board and should devote sufficient time and resources to oversight of the company. Directors 
who are unable to attend board and committee meetings or who are overextended (i.e., serving 
on too many boards) raise concern on their ability to effectively serve shareholder interest. 
Arbitrary limits such as age or term limits may not be effective measures of director performance. 

Votes on management and shareholder proposals regarding board structure will be cast to 
promote board accountability, responsiveness to shareholders, board independence and director 
competence.Shareholder Rights and Defenses 

Shareholder rights and defense items pertain to anti-takeover devices and the proxy voting process. 

The majority of historical evidence regarding individual corporate anti-takeover devices indicates that 
companies with management teams that are more accountable to shareholders tend to outperform 
companies with heavily entrenched management teams. Proposals designed to instate or increase 
takeover protection or that eliminate, restrict or inhibit shareholder rights will be opposed. 

Proposals that promote a one-share, one-vote standard and the equal treatment of all shareholders 
will be supported. 

The integrity of the proxy voting process depends on a voting system that protects voters from 
potential coercion and reduction of voting power. Proposals that provide a shield against 
management pressure, re-solicitation and fraudulent vote tabulation will be supported. 

4. Capital/Restructuring

Proposals involving capital raises, debt restructurings, spin-offs, asset sales and purchases and
mergers and acquisitions (M&A) will be evaluated on a case-by-case basis.

Financing decisions can have a significant impact on shareholder value when they involve the
issuance of additional common stock, preferred stock or debt facilities. Financing proposals will be
opposed that dilute investment value or include potential anti-takeover measures.

Restructuring proposals where the disadvantages of dilution of future earnings and/or change of
control outweigh the prospective survival of the company will be opposed.

Proposals relating to real or potential M&A, asset sales and purchases, spin-offs and tender offers will
be scrutinized to determine if they are detrimental to ERS. Any proposal, response by management
or outside interests deemed to be detrimental to ERS will be opposed. Those management proposals
where existing shareholders receive fair remuneration or shareholder value is increased will be
supported.

5. Compensation

Proposals involving executive and director compensation programs will be evaluated on a case-by-
case basis for adherence to the following five global principles:

A. Maintain appropriate pay-for-performance alignment, with emphasis on long-term shareholder
value. Compensation should be designed to attract, retain and appropriately motivate key 
employees. The link between pay and performance, the mix between fixed and variable pay, 
performance goals and equity-based plan costs should all be considered. 

B. Avoid arrangements that risk “pay-for-failure.” Long or indefinite contracts, excessive severance 
packages and guaranteed compensation should be avoided. 
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C. Maintain an independent and effective compensation committee. 

D. Provide shareholders with clear, comprehensive compensation disclosures. 

E. Avoid inappropriate pay to non-executive directors. Excessive compensation could potentially 
compromise an outside director’s independence and ability to make appropriate judgments with 
respect to management pay and performance. 

Management and shareholder proposals that fail to meet these guiding principles will be opposed. 

6. Social/Environmental Issues

Intangible factors such as social and environmental issues are increasingly being incorporated into
valuation models to better quantify the risks and opportunities of long-term investing in a company.

ERS’ voting of social and environmental proposals will be based solely on enhancing or protecting
long-term value to ERS and not on establishing or endorsing social policy. As part of its fiduciary duty,
ERS shall consider only those factors that relate to the economic value of ERS’ investment and shall
not subordinate the interests of ERS’ participants and beneficiaries to unrelated objectives.

ERS 2016 Proxy Voting Results 

ERS Process – ERS uses the services of Institutional Shareholder Services (ISS) to process proxy votes. 
The ISS system allows them to “code” ERS’ proxy voting guidelines so that agenda items are matched to 
these codes and voted electronically. ERS retains the ability to override the vote posted by the ISS 
automated system before the actual vote is sent to the company. 

In cases where ERS’ guidelines do not address the topic of the proposal to be voted or ERS’ guidelines 
require an internal case-by-case analysis of the proposal, ISS codes the item on the ballot as “refer” to 
indicate it is to be voted by ERS staff. The ERS analyst or portfolio manager responsible for that company 
performs the necessary research to determine what vote meets the best interests of the Plan and votes 
accordingly. If no vote is submitted by ERS by the end of the cut-off date, the item is voted according to 
ISS’ voting guidelines to help ensure that ERS’ right to vote isn’t inadvertently forfeited. During 2016, 
0.6% of all proposals were referred to ERS for internal case-by-case analysis. 

2016 Proxy Voting Results – ERS voted 20,608 proposals from 20,729 votable proposals and 1,842 
meetings in 2016. ERS is not always able to note in certain international jurisdictions. Overall, ERS 
voted with management 93% of the time. Voting results are shown in Figure 1: 

Figure 1 

A. The “Other Shareholder Proposals” category, which excludes social/environmental 
issues, continued to have the lowest percentage of ERS’ votes with management at 57% 

ERS Proxy Voting Results 
01/01/15 – 12/31/15 

Agenda Item Category Total Votable 
Proposals 2016 

% of Time Voted With 
Management 2016 

% of Time Voted With 
Management 2015 

Routine/Miscellaneous 3,566 96% 95% 
Board of Directors 12,689 95% 94% 
Shareholder Rights and Defenses 192 90% 88% 
Capitalization 1,035 87% 71% 
Reorganizations, M&A 300 94% 93% 
Compensation 2,180 87% 86% 
Social/Environmental Issues 275 73% 67% 
Other Shareholder Proposals 479 57% 48% 
Preferred/Bondholder 13 100% 100% 
Total 20,729 93% 90% 
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of the time, but in line with years prior to 2015. This category includes items such as 
amending bylaws, reincorporation, supermajority vote requirements and general 
governance related items. In 2015, ERS voted with management 48% of the time. An 
overall greater propensity to vote with management led to the divergence rather than one 
specific skewed category. 

B. The “Social/Environmental Issues” category held steady with 73% of votes with 
management versus 67% in 2015. In recent years, we’ve seen an increased percentage 
of shareholder proposals calling for disclosure of political contributions and lobbying 
payments and policies, which ERS tends to support. These proposals represent about 
one third of all “Social/Environmental Issues” proposals ERS voted. 

C. The “Capitalization” category showed the largest divergence from 2015. 87% of votes 
were with management in 2016 versus 71% in 2015. The ERS guideline regarding 
preemptive rights was amended in 2016 to support the “Issuance of Equity with 
Preemptive Rights”, in line with ISS voting guidelines. Preemptive Rights allow 
shareholders to maintain their percentage ownership in a company during capital raises 
and thus avoid dilution. 

International Proxy Voting – ERS voted proxies globally in 51 separate markets in 2016. The following 
is a chart depicting the breakout of 2016 votable meetings by region. There were 1,842 votable meetings 
in 2016 versus 2,002 in 2015, likely due to the continued emphasis on increasing active share and thus 
owning fewer companies. 
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2016 Proxy Season Review 

Compensation 

Say-on-Pay was implemented in 2011 as part of the federal Dodd Frank regulations which gives 
shareholders the right to vote on management's pay. While the vote is non-binding, it can still influence 
management compensation packages. 

Management Say-on-Pay, (“MSoP”), proposals decreased 2.3% versus 2015, driven by the fact that 
many companies adopted triennial MSoP voting frequency in 2011. 

Average shareholder support of management compensation programs was 91%, in line with recent years, 
and driven by pay-for-performance discord. Although MSoP has not resulted in smaller executive pay 
packages, it has changed the composition of pay over the years. Average shareholder support for golden 
parachute votes has risen among SP500 companies in the past five years, although the number of failed 
votes has increased as well. 

Average MSoP support for the Russell 3000 has stayed around 91% over the past few years. Only a 
small fraction of proposals fail. About 80% of companies in the Russell 3000 present shareholders with an 
MSoP vote on an annual basis. Nearly half received over 90% support in each of the past 5 years. 
Shareholders are largely endorsing executive pay programs and MSoP opposition is rare. 

CEO pay has slowly climbed since 2012, but with stronger ties to performance. As of 2011, median 
executive pay is basically flat. 

MSoP has incentivized more performance based incentives. Discretionary bonuses and time-vesting 
equity awards have been increasingly replaced by cash and incentives that are conditioned on reaching 
pre-established benchmarks. 
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2016 Highest Paid Executives (Equilar 200 Study) 
Dara Khosrowshahi – Expedia – $94.6 M 
Leslie Moonves – CBS – $56.4 M 
Philippe P. Dauman – Viacom – $54.1 M 
Mark V. Hurd – Oracle – $53.2 M 
Safra A. Catz – Oracle – $53.2 M 

Environmental and Social Governance (“ESG”) 

ESG is primarily comprised of the following areas - board diversity, climate change, human rights, 
lobbying activity, and sustainability reporting. Lobbying activity is the most predominant and most likely to 
garner material support for greater transparency. Support for environmental and social shareholder 
resolutions surged this proxy season, with a record nine resolutions receiving majority support, up from 
just one in 2015, and surpassing the previous high of seven in 2014. 

Following the Paris COP21 agreement, investors focused on the risks of climate change in their 
portfolios. An all-time high of 91 climate change proposals were filed, up from 68 filed in each of the 
previous two years. 

The number of proposals that went to a vote increased to an all-time high, as a result of fewer 
withdrawals and record low omissions. Traditionally, proposals are withdrawn after company 
engagement. Diversity and income inequality issues gained momentum, as proposals called for board 
diversity, prohibiting discrimination based on sexual orientation and gender, and reported gender pay gap 
received majority support. 
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Director Elections 

Investor backing for director nominees in uncontested elections remained high at 96.1% of votes cast. 
2016 saw an increase in the number of directors who failed to receive majority support and in the number 
of companies where at least one director failed to receive majority support. There were several “vote no” 
campaigns where board composition was the focus, but only one resulted in majority opposition on 
directors. In other campaigns, shareholders targeted incumbent board members for issues like poor risk 
oversight, slow board refreshment, and poor responsiveness to previous shareholder proposals. 

The number of newly public companies with poor governance provisions more than doubled from the 
2015 season. However, only two directors at these companies failed to receive majority support. 

Governance Related Shareholder Resolutions 

Governance Related Shareholder Resolutions include proposals on board declassification, independent 
chairs, majority voting in election of directors, and proxy access. However, this year, many companies 
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jumped out in front of the latter issue, proxy access, and adopted it unilaterally. Proxy access refers to the 
right of shareowners to place their nominees for director on a company's proxy card. This lets investors 
avoid the cost of sending out their own proxy cards when they are dissatisfied with a corporate board and 
want to run their own candidates for director. Shareowner access to the proxy has been standard practice 
for years in many countries, but not in the United States, where board elections are one-sided affairs: the 
company mails proxy ballots that list only its slate of nominees for board seats. While there were fewer 
proxy access proposals than last year, they still remained the largest issue, accounting for 39% of all 
governance related shareholder proposals. 

In aggregate, 67% of board sponsored proposals addressing proxy access, board declassification, 
majority voting, special meeting and written consent rights, and supermajority requirements for 
shareholder consideration passed, compared to a 77% passage rate in 2015. 

Issues Abroad – Japan 

With the enactment of Japan’s Corporate Governance Code, under the leadership of Prime Minister Abe, 
99% of boards now have at least one outside director. At least 82% have at least two outside directors 
(two is the guideline). There has also been a marked increase in attendance by outside directors. When 
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attendance was first disclosed by Japan in 2007, more than 20% of outside directors had failed to attend 
at least 75% of board meetings, or disclosure was so poor that attendance could not be determined. In 
2016, the percentage of nominees with attendance issues had fallen to about 3%. 

Anecdotally, a team at Jefferies presented their corporate governance reform research to over a dozen 
members of parliament and staff. They noted that Japanese boards are generally smaller, have shorter 
average tenures, and are slightly younger than American and European boards. The team also 
highlighted research showing that outside influence is strongly correlated with shareholder return, return 
on equity, and stock price performance. They stated that these changes over time should lead to 
meaningfully higher payout ratios and return on equity. National Diet of Japan members were pleased to 
see quantitative data showing meaningful change in board structures as a result of the Corporate 
Governance code. 

Calendar year 2017 Proxy Issues 

Calendar year 2017 should see a continuation of many of the hot topics in proxy voting that we 
experienced in 2016. These include: 

A. A continued focus on executive compensation and pay-for-performance scrutiny. 
B. Encouraging board refreshment among entrenched boards. 
C. Increasing attention on governance in Emerging Markets and Japan. 
D. Environmental and Social Governance issues continue to be a focus. 

Staff Recommendation: 

This agenda item is provided for informational and discussion purposes only. No action is required. 
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PUBLIC AGENDA ITEM - #11a* 

Review, Discussion and Consideration of the Private Infrastructure Program: 

11a. Market Update and Program Overview 

February 22, 2017 

BACKGROUND: 

The Employees Retirement System of Texas (ERS) has determined that, over the long term, inclusion of 
private infrastructure investments (private infrastructure) would enhance ERS’ expected portfolio 
investment characteristics. Specifically, infrastructure assets are typically expected to provide a 
combination of stable inflation-protected cash flows and capital appreciation. 

At the Joint Meeting of the Board of Trustees (Board) and Investment Advisory Committee (IAC) on 
August 20, 2013, the Board approved a target allocation of 3% for private infrastructure, which was 
subsequently increased to 4% on May 19, 2015. The private infrastructure portfolio includes privately held 
infrastructure and other real assets with similar characteristics. Staff will continue to provide a review of 
ERS’ Private Infrastructure program at least annually. 

ERS infrastructure staff finds that the infrastructure sector continues to be highly competitive. Although 
we believe the market has seen an increase in investment opportunities, known as deal flow, over 2016, 
there is also more global investment money targeting the sector. Scale and size provide a competitive 
advantage to larger investment managers, and there are a number of increasingly large investors 
targeting the space. This highly competitive environment continues to be more evident in core assets, or 
assets that present a perceived lower risk profile, which tends to push many higher-cost of capital 
investors out of this market segment. 

We continue to see mid-market value-added and opportunistic assets as relatively less pursued than core 
assets and therefore generally presenting better relative risk-adjusted value to many investors and 
managers. Generating the expected returns typically requires asset managers and underwriters to have 
more experience, as well as a larger and more specialized skillset. ERS continues to explore ways to pool 
capital and resources with similarly minded investors, through LLC or LP vehicles that ERS can prudently 
manage, to facilitate efficient portfolio diversification and expand the universe of suitable and appropriate 
coinvestments and direct investments. 

PRIVATE INFRASTRUCTURE TEAM 

Wesley Gipson 
Director of Private Equity/Infrastructure 

Pablo De La Sierra Pérez 
Assistant Director Real Assets 

 Joined ERS March 2009
 Background in Direct Investing and Corporate

Finance
 MBA from UT Austin

 Infrastructure Specialist
 Joined ERS August 2014
 Background in Direct Investing and Engineering
 MS Ind. Engineering from Universidad De

Oviedo

PRIVATE INFRASTRUCTURE PROGRAM REVIEW 

During the February 2016 Joint Meeting of the Board and IAC, the Board approved ERS’ fiscal year 2016 
private infrastructure commitment target of $250 million with a commitment range of +/- 25% ($187.5 
million – $312.5 million). ERS ended up committing a total of $178 million during FY2016, and made an 
additional $100 million commitment very shortly after the end of the fiscal year. The Board also approved 
ERS’ fiscal year 2017 private infrastructure commitment target of $300 million with a commitment range of 
+/- 25% ($225 million – $375 million). 
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Since inception through December 31, 2016, ERS has closed on six private funds1 and nine 
coinvestments with commitments totaling $752.5 million. As of December 31, 2016, the private 
infrastructure portfolio net asset value (NAV) is $440.8 million, or about 1.67% of the Trust’s assets. ERS’ 
private infrastructure investments have performed as expected and have produced a Total Value to Paid 
In Capital (TVPI) of 1.01x, Distributed to Paid in Capital (DPI) of 0.08x, and an Internal Rate of Return of 
0.33% since inception2. At this early stage of the infrastructure program, this metric may not be 
meaningful, as many investments in the portfolio are in the early stages of their j-curve3. 

If approved in the Tactical Plan agenda item, for Fiscal Year 2017, ERS will now target commitments 
totaling $250 million with a range of +/- 50% ($125-375 million). For the full Fiscal Year 2018, ERS will 
target commitments totaling $250 million with a range of +/- 50% ($125-375 million). 

Please refer to the table below for a summary of the approved private infrastructure investments from 
inception through December 31, 2016. In 2016, ERS closed on three funds and three coinvestments. The 
portfolio is currently balanced between fund commitments (48%) and coinvestments/direct investments 
(52%). From a geographical diversification perspective, the portfolio is also well balanced and consistent 
with its long term investment policy and objectives, with approximately 40% committed to emerging 
markets and 60% to developed economies. The portfolio is quite concentrated in energy, power, and 
utilities, at around 81% of the portfolio. While this is consistent with the available opportunities and the 
market environment, we are actively seeking to add investments in other sectors. The portfolio has also 
added its first commitment to an open-ended fund in the core infrastructure space. 

ERS Private Infrastructure Investments 
as of December 31, 2016 

Fund Name ERS FY Main Geography/Strategy Commitment 
MM USD 

Actis Energy 3 FY13 Emerging Markets – Power and Utilities $125 
I Squared Infrastructure Fund FY15 Global - Infrastructure $75 
Stonepeak Infrastructure Fund II FY16 North America - Infrastructure $68 
Actis Energy 4 FY17 Emerging Markets – Power and Utilities $100

QIC Infrastructure Fund FY17 Global Developed – Infrastructure $484 

Northern Shipping Fund III 
FY17 Global – Maritime 

Transportation/Shipping 
$45 

Coinvestment #1 FY12 U.S. - Power 

$291 

Coinvestment #2 FY12 U.S. - Power 
Coinvestment #3 FY13 U.S. - Power 
Coinvestment #4 FY15 Americas – Power and Utilities 
Coinvestment #5 FY16 North America – Power and Utilities 
Coinvestment #6 FY16 U.S. - Telecommunications 
Coinvestment #7 FY16 North America – Energy Infrastructure 
Coinvestment #8 FY16 Western Europe – Power and Utilities 
Coinvestment #9 FY16 North America – Energy Infrastructure 

As stated in last years’ portfolio review, staff expects to meet its 4% target allocation by the end of fiscal 
year 2020. Staff continues to explore additional beneficial mechanisms and tools to deploy capital 
efficiently, including ways to pool capital with other investors. Additionally, staff will remain opportunistic in 
its approach. Given the current competitive environment, ERS will remain flexible regarding the pace of 
deployment based on the opportunity set that may become available and accessible to ERS and based 
on the actual growth of the Trust. Staff will seek to review its strategy and approach, which will be further 
discussed in the Private Infrastructure Fiscal Year 2018 Tactical Plan agenda item. 

1 Some fund commitments are reported here inclusive of commitments to coinvestment vehicles. 
2 TVPI = (NAV + Distributions) / Paid in Capital. DPI = Distribution / Paid in Capital 
3 A J-Curve denotes an investment return scheme based on fees paid during the early years and returns realized 
during the later years of an investment, resembling the letter “J” when graphed over time. 
4 Adjusted for foreign currency exchange 



3 

We continue to target the construction of a diversified portfolio in a prudent timeframe and within the 
diversification limits in ERS’ Investment Policy. Some of the barriers we encounter in such a task are 
related to the relative larger size of the typical infrastructure investments and the larger infrastructure 
allocations of competing investors, as discussed below. From a market-access efficiency perspective, 
smaller portfolios, like ERS’, are at a disadvantage compared to larger ones. 

PRIVATE INFRASTRUCTURE MARKET UPDATE: 

Private infrastructure is still adeveloping asset class, and reliable and consistent market information is 
less available compared to other asset classes. Unlisted infrastructure fundraising continued at a strong 
pace in 2016, and, although possibly slower, we continue to observe strong fundraising activity for 2017. 
With a couple of large funds aiming at new fund-size records around the $15 billion mark, the average 
fund size continues to increase. Based on Preqin data, the average fund size raised in 2016 was $1.14 
billion per fund, compared to $629 million in 2015. Although 2016 may have seen a near-term peak in 
fund size, this trend makes it more difficult for smaller investors to compete for allocations with the best 
managers and to negotiate better terms. Institutional investors’ allocations to infrastructure and real 
assets have been steadily growing in the last few years and they are expected to continue growing as 
investors become more familiar with the asset class and are increasingly attracted to the long-term 
features and risk-adjusted returns expected in the space relative to other asset classes. 

Like with other asset classes, given the amount of money available to invest, otherwise known as dry-
powder, in the market and the relatively low interest rate environment, investment returns will likely 
continue to remain compressed, at least in the lower end of the risk spectrum, and will probably stay at 
similar levels even in a moderate interest-rate rise scenario. Fundraising activity growth may suffer in the 
case of a global economic slowdown or in the event of an interest rate rise; however, staff believes strong 
activity will continue in general, as the need for additional infrastructure is expected to continue to grow 
globally and governments become increasingly unable to meet infrastructure public spending needs on 
their own. 

The global private infrastructure fund management industry is younger than other private markets, and to 
date has mainly followed a private-equity style, closed-end fund model. Most of the earliest vintages are 
only mid-2000 vintages. As the lives of this first wave of funds come to an end now in the next few years 
and as assets are brought to the market, their performance and experience will likely have an impact on 
how the investor community approaches the space in the coming years. Holding periods for infrastructure 
assets could typically be much longer if they were not constrained by the fund structure. Long-term yield 
generation is a common feature of mature and core infrastructure assets. There are a few open-ended or 
longer term (25-year +) funds operating in the market, and, given the current context of low returns and 
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difficulty to access attractively-priced deals, some of the investors in those early funds are reported to be 
exploring ways to extend their ownership of fund’s assets indefinitely. 

Staff continues to observe, in the majority of the larger institutional investors, a stated willingness to enter 
into coinvestments and direct investments as part of their infrastructure portfolio strategies. However, due 
to the complexities involved and the large capital needs, developing and operating infrastructure assets is 
typically a highly specialized and resource-intensive task. Not all investors are set up, or have the 
appropriate resources, to prudently take a more direct investment approach. 

Prudent underwriting and management of direct investments and coinvestments usually requires a higher 
level of experience and skill and closer involvement by investors than a traditional fund investmen. This is 
further exacerbated when investments involve development and/or construction activities. Consequently, 
and despite the stated willingness to co-invest, staff still observes that many U.S. institutional investors 
are not able to take advantage of the coinvestment and direct investment opportunities presented to 
them. This is sometimes due to portfolio concentration and diversification issues but, often, also due to 
the investors’ lack of sufficient and/or skilled staffing, financial resources, and management and 
operational flexibility. 

Additionally, larger and better staffed investors have a significant competitive advantage. Also, the return 
compression seen in many mature core assets is pushing out many traditional fund managers with a 
higher cost of capital. As a result, the global market for large, core assets is populated mainly by 
institutional investors with large infrastructure allocations and dedicated infrastructure investment and 
management teams. In accordance with these trends, ERS private infrastructure continues to seek 
additional staff. 

Infrastructure typically refers to large essential public systems or facilities which usually involve long-term 
capital and often enjoy high barriers of entry. Also, infrastructure assets are often highly regulated 
monopolistic businesses. As a result of the mismatch between the growth and size of infrastructure 
allocations, the availability of traditional infrastructure opportunities, and technological advances, the 
types of infrastructure assets and the relative size of certain subclasses are gradually expanding. For 
example, we have seen, and expect to continue seeing, an increase in investment opportunities 
associated with less traditional types of assets, including telecommunication infrastructure, data-centers, 
energy storage, distributed generation, etc. The need for deleveraging in some sectors and industries is 
increasingly driving some companies to sell infrastructure assets that are not part of such company’s core 
activities. The U.S. midstream and renewable sectors have seen some of this transaction activity during 
2016 and have attracted the attention of infrastructure investors. 

ERS’ private infrastructure program aims to build a global portfolio with a balanced exposure to 
developed and emerging economies. In that regard, most industry participants divide the world into 
OECD5 and non-OECD countries. However, we will still refer here generally to developed and emerging 
economies, as currently reflected in ERS investment policy. Emerging markets have seen some recovery 
in the past year, after a slow 2015, which has generally affected returns of existing investments of US 
investors in those geographies. 

Mexico, India, and Brazil are still seen as markets with strong fundamental needs for investments in 
infrastructure and attracted investments during 2016; however, many market participants are still adopting 
a cautious approach to those jurisdictions, given the current market, macro-economic, and global political 
conditions. Specifically in Mexico, which has suffered from currency depreciation and economic slowdown 
since the U.S. presidential elections, investors are more cautious in anticipation of the new U.S. 
Administration’s approach to existing trade-related agreements. 

5 Organisation for Economic Co-operation and Development (“OECD”) is a 35-member country organization whose 
stated mission is to promote policies that will improve the economic and social well-being of people around the world. 
The OECD’s precursor was the Organisation for European Economic Cooperation, which was established in 1948 to 
run the US-financed Marshall Plan for reconstruction Europe after WWII. The OECD includes many of the world’s 
most advanced countries but also a few less developed like Mexico and Turkey. 
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The partial oil price recovery has enabled a partial recovery of the U.S. oil and gas production activity. 
Natural gas prices remain very low across the U.S., often driving power prices down as well. ERS staff 
continues to observe long-term opportunities in the power sector both in the U.S. (and globally) based on 
demographic factors and the dynamics associated with the normal replacement of old generation plants. 
In the U.S. many State policies and regulations still support the development of renewable energy; 
however, the anticipated approach by the new U.S. Administration to environmental regulations and to 
future fiscal incentives for renewable power will likely have some impact on the amount of capital raised 
and the mix and amount of new generation that may be developed in the coming years in the U.S. like in 
many global markets. Renewable technologies are already nearly at grid parity, and therefore, their need 
for subsidies that make them viable would not be as critical as it has been in the past. 

Overall, we still continue to expect that cleaner generation plants will replace older and more polluting 
power plants, more specifically the relatively less competitive coal-fueled power plants. We see 
renewable power growing globally as a result of the agreements reached at the Climate Change 
Conference in Paris and the general political environment. In the U.S. we expect solar and wind assets to 
continue to attract investments, even after the expiration of existing tax incentives given the comparable 
economics of those technologies. As a result of the increased share of non-dispatchable renewable 
energy, we expect an increased long-term need for flexible capacity and the continued development of 
energy storage technologies. Currently, power sector assets are a large component of ERS’ infrastructure 
portfolio; therefore, staff plans to approach this space strategically and opportunistically. 

Telecommunication infrastructure is a growing space, with infrastructure investors increasingly targeting 
investments in fiber networks, wireless communication infrastructure, and data-centers. The significant 
data consumption growth, as a result of the increased use of personal devices, video usage, and machine 
to machine communications, is driving the growth in this space in the U.S. and globally. 

The new U.S. administration is expected to incentivize private investment in infrastructure, specifically in 
the transportation and social infrastructure space. Although, at the moment, the specifics of the new 
administration’s approach seem unclear, it is likely to involve the participation of private capital. ERS and 
other private investors may encounter new opportunities in the U.S. Also, some of the anticipated federal 
and state legislative and regulatory developments in the US PPP6 transportation and utility market are 
slowly materializing, and will likely contribute to unlock latent opportunities in the near future. All these 
should help address the existing issues in the chronically underinvested U.S. transportation sector. 
Canada has also seen, during 2016, certain political developments that we believe may encourage and 
facilitate private investments in Canadian infrastructure in the coming years, including the creation of the 
Infrastructure Bank. 

While the uncertainty created by the U.K.’s referendum decision to leave the European Union initially 
drove some long-term investors to place investment plans on hold, we don’t believe in the long term 
infrastructure investors will stay away from the U.K. or Europe, but the volatility that will likely be created 
by the subsequent process will likely offer some attractive investment opportunities. 

STAFF RECOMMENDATION: 

The agenda item is presented for information and discussion purposes only. No action is required. 

ATTACHMENT – 1 

Exhibit A – Pavilion General Private Infrastructure Overview 

6 PPP or P3 = Public Private Partnership 



CURRENT INFRASTRUCTURE MARKET CONDITIONS 
FEBRUARY 2017 

I. Introduction 

In this memo, we provide an overview of current infrastructure market conditions along 
with our outlook and recommended investment focus in order to highlight potential 
opportunities and pitfalls for ERS in the upcoming 2018 fiscal year.   

Infrastructure encompasses many types of facilities with an important role in the 
functioning of modern global economies.  Included are major sectors such as energy 
(pipelines, power plants), transportation (toll roads, bridges, airports, seaports), utilities 
(water, electric, waste), communications (cell towers), and social infrastructure 
(hospitals, schools, prisons).  Roads, airports, seaports, rail, and telecom networks are the 
conduits of trade and mobility.  Cheap and reliable electricity fuels manufacturing, and 
clean water underpins public health.  Investment that maintains and upgrades these 
systems can propel economic growth. 

The global infrastructure market is extremely large, measured in the trillions of dollars. 
The infrastructure investment opportunity has been partially driven by government 
entities at all levels pursuing privatization and public-to-private partnership opportunities 
due to budget pressures and the massive infrastructure investment gap.  Governments 
simply do not have sufficient resources to fund all the infrastructure projects that are 
needed.  According to McKinsey, the world needs to invest about 3.8 percent of GDP, or 
an average of $3.3 trillion a year, in economic infrastructure just to support expected rates 
of growth.   

Interest in private infrastructure investing has grown over the past decade and this trend is 
reflected in the increasing amount of capital being raised to invest in such assets. 
According to PitchBook, fundraising activity for private infrastructure more than tripled 
from less than $10 billion in 2011 to over $30 billion in 2016.  Many of these managers 
are relatively inexperienced, with a large majority of the managers in the market having 
two funds or less under their belts. 

Allocations by institutional investors to this asset class have grown—and will continue to 
grow.  We believe that institutional investors are wise to incorporate private 
infrastructure into their portfolio as a stand-alone asset class or as part of a broader real 
assets allocation. 
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II. Infrastructure Characteristics and Secular Trends 
 

A. Infrastructure Risk/Return Profile 
 
Private infrastructure is a broad and diversified asset class, with a large spectrum of 
risk/return profiles.  Unfortunately, robust performance data is difficult to come by for 
two main reasons:  1) There have been relatively few funds go through their entire life 
cycle; and 2) infrastructure is an evolving asset class, and data often includes other types 
of funds (energy being the most notable).  Therefore, we recommend caution when 
viewing any historical returns for infrastructure. 
 
The graph below shows performance to date by vintage year (i.e. it does not depict 
annual returns).  As most investors expected, infrastructure performance has been below 
that of other private strategies.  The chart does not include data for funds launched in the 
past two years, as these are immature and their performance is not yet meaningful.   
 

Infrastructure vs. Other Private Strategies 
 

 
                 Source: Private iQ 

 
Going forward, we believe core infrastructure assets will provide modest net returns in 
the    7-8% range, with most of that comprised of current yield.  Value-add infrastructure 
funds—where assets exhibit greater operational or economic risk or are in need of 
redevelopment—can be expected to earn net returns in the 9-11% range.  Opportunistic 
infrastructure involves more development risk, significant demand (i.e. volume) risk, and/ 
or geopolitical risk.  Such funds produce minimal yield, rely on capital appreciation, and 
target 11% or higher net returns.  All of these return figures are lower than we projected 
last year, due to significant investor demand for infrastructure assets.  Of course, the local 
regulatory and/or contractual framework under which any specific asset operates can 
influence these risk and return parameters.   
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Greenfield infrastructure—new assets under development or construction with no 
operating history—should generally warrant higher returns than brownfield and operating 
investments of equivalent quality and risk.  Brownfield is the industry term for existing 
assets with a significant level of established operations and usage history. 
 
The quality and quantity of performance data is not sufficient to calculate meaningful 
figures for the historical volatility of private infrastructure returns.  Still, we believe that 
its volatility can be viewed as roughly similar to, or slightly below, that of real estate.  
Therefore, an estimated standard deviation of 7-9% is reasonable for a diversified 
portfolio of infrastructure.  Like real estate, the volatility of returns will be influenced by 
strategy and geography allocations. 

 
B. Infrastructure Investment Requirements: Large and Critical Market 

 
Public sector budgets are under enormous pressure and many governments are 
experiencing large deficits.  As a result, they are increasingly open to the use of private 
capital to build new assets, expand or renovate existing assets, and supply the provision 
of essential services.  The following chart illustrates the magnitude of these needs.  

 
Need for Infrastructure Investment 

 
      Source:  McKinsey 

 
According to McKinsey, the world needs to invest about 3.8 percent of GDP, or an 
average of $3.3 trillion a year, in economic infrastructure just to support expected rates of 
growth.  If the current trajectory of underinvestment continues, the world will fall short 
by roughly 11%, or $350 billion a year.  Clearly, it will be impossible to meet this need 
without significant private capital.  
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C. Infrastructure Fundraising 
 
Interest in private infrastructure investing has grown over the past decade and this trend is 
reflected in the increasing amounts of capital being raised to invest in such assets.  
Brookfield closed on a USD14 billion fund in 2016 and GIP is expected to close on its 
USD 15 billion fund in 1Q17.  These are the two largest infrastructure funds in history. 
 

Global Private Infrastructure Fundraising 
 

 
 

   Source:  PitchBook, December 2016  
 
Of course, this dramatic growth also raises the concern that too much money may be 
flooding into the sector.  Allaying this concern is the fact that the need for global 
infrastructure capital is measured in the trillions of dollars. 
 

D.   Institutional Investor Trends 
 
As the infrastructure market develops, some fund managers are moving away from the 
private equity-style 10-year funds that were used initially.  Managers are testing the 
markets with both open-ended and longer-term funds to mirror the long-term horizon of 
many infrastructure assets.  The market has not yet settled on industry terms and 
structures, though the 10-year private equity-style fund is still most prevalent. 
 
Some larger, experienced investors—like ERS—are now moving to direct and co-
investment programs in an effort to reduce fees and increase net returns.  This approach 
requires a significant amount of internal capabilities and resources in order to source, 
analyze, monitor, and manage such investments effectively.  While many of these deals 
will arise as co-investment opportunities within existing fund relationships, a handful of 
LPs have started to source deals directly.  We believe that direct and co-investments offer 
a good mechanism to reduce fees and access interesting investment opportunities, but 
investors so inclined must commit to acquiring and retaining the resources necessary to 
properly source, analyze, transact, and manage such investments. 
 
Another trend is the rapid growth of infrastructure debt AUM.  The ability to provide a 
stable cash flow with a lower default rate and higher recovery rate than corporate debt is 
something that institutional investors understandably find attractive.   
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BlackRock, for example, now has in excess of USD4 billion in infra debt under 
management.  Macquarie manages upwards of GBP3 billion across segregated accounts 
and its first GBP829 million UK-focused infrastructure debt fund.  Clearly, many 
investors are willing to accept the mid-single digit returns that most private infrastructure 
debt funds are likely to produce. 
 
Allocations to infrastructure have risen as the asset class has become more established 
and investors grow more familiar with the sector.  Preqin reported that institutional 
investors have increased their investment in infrastructure to an average of 4.3% of AUM 
in 2015, up from 3.5% in 2011.  The average target allocation rose from 4.9% to 5.7% 
over the same time period, as shown in the graph below.  Allocations will likely continue 
to grow, as 48% of investors recently surveyed by Preqin planned to increase the amount 
of capital invested in infrastructure. 
 

Institutional Investors’ Infrastructure Allocation 
 

 
 
    Source: Preqin, June 2016 

 
 

E. Sector Trends 
 
Due to the highly regulated nature and domestic focus of many regulated assets, their 
performance is based on specific, local factors and these can vary widely.  Therefore, the 
unique characteristics of individual deals are, in most cases, more important than any 
broader sector generalizations. 
 
As seen in the chart on the following page, private infrastructure transactions have been 
dominated by renewable energy and transport.  These two segments comprise over 70% 
of the investments made over the past five years.   
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Investments by Industry Over the Past Five Years 
 

 
 

             Source: Preqin, October 2016 
 
While investors often (and mistakenly) assume little earnings volatility from regulated 
assets, weak economic conditions—as exists throughout much of the world today—
typically increase regulatory risk.  We urge clients to give strong consideration to 
regulatory risk in every sector, even in developed countries. 
 
One of the key characteristics of core infrastructure is solid and predictable cash flows.  
Given this, valuations are somewhat dependent upon the level of interest rates, which 
have begun to creep up from near all-time lows.  These still-low rates—combined with 
robust investor demand—have inflated valuations as the search for yield continues and 
capital rushes into the space. This analysis is especially true for the supposed “safe-
haven” investments of European and North American mature and operational assets, 
where the advertised yield is seen by some as a replacement for fixed income securities.  
An increase in the level of interest rates over the next several years will not help the 
values of these assets.  There is also little room for operational missteps for the investor 
who pays premium prices for core assets. 
 

F. Global Investment Themes 
 
As seen in the chart on the next page, private infrastructure transactions have been 
dominated by developed markets, led by Europe and North America—the latter boosted 
by the traditional energy sector.  The two regions account for over 70% of infrastructure 
deals announced in the past five years. 
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Investments by Region Over the Past Five Years 
 

 
     

                     Source: PitchBook, January 2017 
 

 
1. Developed Markets 

 
Economic growth rates remain modest in most countries.  Still, tightly squeezed 
government budgets mean that infrastructure under-investment is occurring on a global 
basis.  This provides substantial opportunities for private investors to deploy capital. 
 

a) Europe 
 
As shown in the pie chart above, Europe has been the dominant region for infrastructure 
deal activity.  Due to investors’ desire for yield, auctioned deals with little complexity in 
the brownfield space in western and northern Europe continue to trade at full, even 
premium, valuations. 
 
The effect of Brexit on UK and continental Europe infrastructure is still the subject of 
much debate.  For example, the European Investment Bank (EIB) has invested £16 
billion in UK projects over the last three years.  The UK is currently the joint largest 
shareholder in EIB but now, post-Brexit, may have to relinquish its equity.  Would this be 
a negative or does it open up more possibilities for private capital providers?  There are 
more questions than answers at this point.   
 
Our general view is that much of the gnashing of teeth over Brexit is overblown.  Still, 
investors and managers must keep a watchful eye—but isn’t that always the case? 
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Renewable energy remains a preferred sector within the region, despite its history of 
often disappointing investors.  The agreements reached in December 2015 at the UN 
Climate Change Conference in Paris were expected to help drive investment into the 
sector as accountability increases among governments.  However, this may be somewhat 
offset by low natural gas prices and larger volumes of liquid natural gas (LNG) being 
shipped around the world. 

b) United States 
 
There is no doubt that the new administration in Washington, D.C. has a favorable view 
on utilizing private capital to meet the United States’ infrastructure needs.  The 
official https://www.donaldjtrump.com/policies website includes all of the following 
objectives: 
 

- “Approve private sector energy infrastructure projects—including 
pipelines and coal export facilities—to better connect American coal           
and shale energy production with markets and consumers” 
 

- “…work with financing authorities, public-private partnerships, and     
other prudent funding opportunities” 

 
- “Harness market forces to help attract new private infrastructure 

investments through a deficit-neutral system of infrastructure tax credits” 
 
In the meantime, individual states continue to make slow but steady progress in using 
private sources of capital for their infrastructure needs.  Recent examples include: 
 

- Virginia transportation officials signing a contract with a consortium             
of private road-building firms to build high-speed, EZPass-only toll          
lanes along 22 miles of I-66 
 

- New York officials contemplating a public-private partnership for      
financing much of the $10 billion plan to redevelop JFK Airport,                   
the nation’s fifth-busiest aviation facility 
 

- The University of California at Merced closing on a $1 billion P3 to        
build campus facilities 

 
  c) Canada and Australia 

 
Private investment in infrastructure has become substantial in Australia and Canada over 
the last decade.  Both countries have privatized substantial formerly-public assets and 
continue to do so.  Many large institutional investors in these two nations are experienced 
infrastructure investors.  Most attractive deals are quickly snapped up by local investors; 
therefore, opportunities for outside investors are somewhat limited.  Local partners 
should be sought if targeting these two markets. 
 
 

https://www.donaldjtrump.com/policies
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2. Emerging Markets 
 
The trend towards urbanization and the growth of the middle class is producing a strong 
level of infrastructure demand in many emerging markets. According to Booz Allen 
Hamilton, these factors have resulted in $41 trillion of infrastructure spending required 
by 2030, to meet the increasing demand. Of this amount, $15 trillion is expected to come 
from Asia, with China, despite its slower growth, still the biggest market in the region.  
Historically, electricity generation and transmission has dominated these geographies, but 
other infrastructure assets are increasingly available as well. 
 
While the case for investing in emerging markets appears attractive, it is not without 
issues, and, of course, each country must be analyzed on its own merits.  The strong US 
dollar has negatively impacted many infrastructure (and other) investments in emerging 
markets.  We believe that investors and managers must understand the local political and 
regulatory environments in order to prudently and profitably deploy capital. 
 
III. Infrastructure Recommendations 
 

A. General 
 
Investors should certainly be concerned about the flood of capital into private 
infrastructure.  Fund due diligence should include a deep dive into how the manager 
plans to navigate today’s markets, which are increasingly looking like they may be fully 
valued, if not overheated.  Of course, this is a concern that is shared by many asset 
classes today. 
 
Pavilion Alternatives Group recommends that its clients build and maintain diversified 
portfolios.  Still, there are specific sectors that appear attractive and warrant additional 
attention.  These include: 

 
o Greenfield opportunities in assets with strong, regulated cash flows or 

long-term contracts.  These are likely to provide attractive returns relative 
to plain vanilla, core brownfield assets.  

 
o US traditional energy infrastructure, due largely to recent stress and 

distress in the midstream market providing an attractive contrarian 
opportunity.  

 
B. ERS-specific 

 
Pavilion recommends that ERS move deliberately toward its approved policy allocation 
targets and greater geographical diversification.  Recommended actions include: 

 
o Adding core projects to bring the portfolio closer to long-term strategy 

targets 
 

o Adding European exposure 
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Europe has a long history of private investment in infrastructure.   As a result, there are a 
number of quality core and value-added managers operating in this geography.  Although 
expected returns are modest, risks should be lower as well, and core assets can provide a 
solid cash yield. 
 
Risks are ever-present, of course, requiring diversification, good manager sourcing, 
strong analysis, and smart manager and deal selection. 
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PUBLIC AGENDA ITEM - #11b 

Review, Discussion and Consideration of Private Infrastructure Program: 

11b. Proposed Private Infrastructure Annual Tactical Plan for Fiscal Year 

2017-2018 February 22, 2017 

BACKGROUND: 

Staff is charged with preparing and presenting to the Board for its review and approval an Annual Tactical 
Plan (“Plan”). The Plan reviews the current status of the private infrastructure portfolio, recent historical 
and prospective market conditions and proposes steps to be taken over the following 18 months to 
continue implementing the private infrastructure program. These steps include the types and number of 
partnerships to be sought as well as any other actions or considerations germane to the success of the 
program. 

Specifically, staff recommends that the Fiscal Year 2017 Private Infrastructure Annual Tactical Plan target 
a commitment of $250 million with a range of +/- 50% ($125-375 million) for full Fiscal Year 2017. For the 
full Fiscal Year 2018, ERS will target commitments totaling $250 million with a range of +/- 50% ($125-
375 million). This targeted commitment is consistent with maintaining a steady investment pace for the 
remaining ramp-up years of the program, assuming the Trust grows at 4% per annum. Staff will review its 
tactical plan periodically and will seek to adapt it, among other criteria, to the actual growth of the plan 
and as restricted by the diversification limits established in ERS Investment Policy. Staff targets four to 
five new investments for the Fiscal Year 2017, (one or two additional to those already closed through 
December 31, 2016) and four to five new investments for the Fiscal Year 2018, all across the risk 
spectrum and all geographies and including coinvestments/direct investments. 

ERS staff will also continue to seek entrance into capital and resource pooling arrangements with 
similarly minded investors with the objective of gaining scale and size to increase the System’s 
competitiveness when accessing opportunities. This will contemplate all range of possible investments, 
including coinvestments and direct investments, which will remain a key theme in ERS staff’s approach to 
portfolio construction.  More generally, ERS staff will continue to search for proprietary opportunities, 
preferably not competitively bid, and will continue to meet with industryparticipants. ERS staff is 
opportunistically approaching the infrastructure marketplace, rather than focusing on a predetermined 
subset of sectors or geographies. The Plan has been reviewed by and is supported by ERS’ private 
infrastructure consultant, Pavilion Alternatives Group. 

STAFF RECOMMENDATION: 

The proposed Private Infrastructure Portfolio Annual Tactical Plan for Fiscal Year 2018 was prepared by 
ERS Private Infrastructure staff and Pavilion Alternatives Group.  

Staff recommends Proposed Motion for Exhibit A to be adopted in accordance with ERS’ Private 
infrastructure Policies and Procedures. Staff’s proposed motion is included with this agenda item. 

ATTACHMENT – 1 

Exhibit A – Proposed ERS Private Infrastructure Portfolio Annual Tactical Plan for Fiscal Year 2018 
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Employees Retirement System of Texas 

Private Infrastructure Portfolio 
Annual Tactical Plan for Fiscal Year 2017-2018 

Presented:  February 22, 2017 

I. Executive Summary 

This Private Infrastructure Portfolio Annual Tactical Plan for Fiscal Year 2017-2018 (“Annual Tactical 
Plan”) has been prepared by Infrastructure Consultant, Pavilion Alternatives Group (“Pavilion”) for the 
Employees Retirement system of Texas (“ERS”). It is intended to be a planning document which outlines 
the steps to be taken during the upcoming fiscal year to further the Infrastructure Portfolio objectives and 
address issues relevant to the administration and success of the Infrastructure Portfolio. This Annual 
Tactical Plan is a guiding reference only, and it is not intended to overrule prudent infrastructure 
investment decision-making.   

As of November 30, 2016, the Private Infrastructure Portfolio stands at an estimated NAV of $404 
million, thereby requiring significant capital commitments to achieve the full private infrastructure 
allocation—4.0% of the total portfolio—by the end of fiscal year 2020. 

This Annual Tactical Plan may be deviated from based upon market conditions and opportunities. The 
proposed commitment ranges provide flexibility to allow for varying market opportunities as well as 
availability of ERS’ resources.  

Importantly, while this Annual Tactical Plan highlights significant capital commitments, not all of the 
capital committed over the next several years may be deployed by the selected infrastructure funds.  
Capital will also be invested in co-investments and direct investments, which can provide better control 
over capital deployment and greater net returns to the Private Infrastructure Portfolio.  Moreover, 
Infrastructure Staff and the Infrastructure Consultant may request a change of pace of investment in 
subsequent Annual Tactical Plans in order to better take advantage of market opportunities. 

II. Review of Progress since Inception

Since the inception of the Private Infrastructure Portfolio through December 31, 2016, $769 million of 
commitments have been made into six funds and nine co-investments or co-investment vehicles.  
Investments made since the February 2016 board meeting include the following 

- $30.7 million invested in three co-investments including a utility and US midstream assets 

- $65.0 million commitment to QIC’s Global Infrastructure Fund, an open-ended core fund 
investing in energy, transport, and utilities in developed markets 

- $100.0 commitment to Actis Energy 4, a fund focused on power in emerging markets 

- $45.0 commitment to Northern Shipping III, a private credit maritime transportation and shipping 
fund 

Exhibit A 



Funded Positions as of November 30, 2016 
($ millions) 

 

III. Funding Levels for Fiscal Years 2017-2021    
 
A recommended average annual commitment of $220 million over the next five years should allow ERS 
to reach the targeted 4% private infrastructure allocation by 2020, assuming an annual growth rate of 4% 
for the Trust.  The ranges below provide flexibility to allow for varying market opportunities as well as 
availability of ERS’ resources.  As the portfolio develops over the coming years, this analysis should be 
regularly updated to best achieve and maintain the desired private infrastructure investment level.  

 
 

Fiscal Year Commitment Ranges (+/-50%) 
2017 $250,000,000  $125,000,000  - $375,000,000  
2018 $250,000,000  $125,000,000  - $375,000,000  
2019 $200,000,000  $100,000,000  - $300,000,000  
2020 $200,000,000  $100,000,000  - $300,000,000  
2021 $200,000,000  $100,000,000  - $300,000,000  
Total $1,100,000,000        

Yearly Average $220,000,000        
 

 
The table on the following page summarizes projected funding levels at the end of fiscal year 2021. 
 
 

Projected Funding Position as of Fiscal Year-End 2021 
($ millions) 

 
 

It is important to note that actual figures will deviate from projections as a) managers may not deploy all 
of the capital allocated; b) capital may be deployed faster or slower than modeled; c) realizations may 
happen sooner or later than projected, and d) total ERS fund market value may grow at a different rate 
than projected.  Subsequent Annual Tactical Plans will be adjusted to reflect actual allocations and 
projections will be updated accordingly. 
  

Total Fund Market Value 25,320$         
Total Private Infrastructure Allocation of 4.0% 1,013$           
Private Infrastructure  Net Asset Value 404$              
Private Infrastructure Value Deficit/(Surplus) 609$              

Projected Total Fund Market Value 29,911$         
Projected Total Private Infrastructure Allocation of 4.0% 1,196$           
Projected Private Infrastructure Net Asset Value 1,262$           
Projected Private Infrastructure Value Deficit/(Surplus) (65)$               



IV. Diversification 
 
Infrastructure Staff and Pavilion Alternatives Group believe that prudent diversification by vintage year, 
strategy, regulatory structure, geography, and sector is important. We recognize that during the early 
years of building the infrastructure program, the portfolio may not fall within the target ranges prescribed 
by the Private Infrastructure Policies and Procedures.  However, future commitments should be made that 
will move the portfolio towards approved targets. 
 

A. Strategy Diversification  
 

Diversification by Strategy 
As of December 31, 2016  

 

Note: Figures are based on actual dollars invested to date plus projections for committed, but uninvested, capital 
 
Commentary  
To date, the majority of Infrastructure Portfolio dollars have been invested in opportunistic projects or funds, 
putting this strategy above the upper end of its permitted range.  Commitments to core strategies remain 
below the low end of the approved range.  As ERS continues to build the portfolio, we recommend investing 
in core strategies to move the holdings closer to the long-term strategy targets approved by the board.  These 
targets are currently as follows: 
 
     Core:    25%   (+/- 15%) 
     Value-added: 50%   (+/- 15%) 
     Opportunistic: 25%   (+/- 15%) 
 
It should be noted that, at inception, ERS’ infrastructure portfolio received three opportunistic assets (three 
Texas power plants) that had initially been allocated to Special Situations.  We originally expected that these 
initial opportunistic power projects would have been reclassified as value-added by this time, since they have 
begun commercial operation.  However, the risk profile of these three plants remains high because of the 
weak electricity markets that have persisted for several years.  If we exclude these inherited assets, the 
portfolio is well-diversified from a strategy perspective and within the policy limits. 
 
Pavilion recommends that fiscal year 2018 activities include significant allocations to core investments.  
Possibilities worthy of consideration are for ERS to increase its $65 million commitment to QIC to $100 
million or so and/or to target direct investments in core assets.   

Opportunistic 
48.8% 

Core 
8.5% 

Value-Added 
42.8% 



Infrastructure Portfolio Investments to Date 

  Partnership Sector Strategy Vintage   
  

    
  

  Fund Investments         

  Actis Energy III Power Opportunistic 2013   

  ISQ Global Infrastructure Fund Power/Utilities/Transportation Value-Added 2014   

  Stonepeak Infrastructure Fund II Midstream/Telecom Infra/Utilities Value-Added 2015   

  QIC Global Infrastructure Fund I Transport/Power/Utilities Core 2016   

  Actis Energy IV Power Opportunistic 2016   

  Northern Shipping III Shipping Value-Added 2016   
  

    
  

  Co-Investments         

  Co-Investment #1 Power Opportunistic 2012   

  Co-Investment #2 Power Opportunistic 2012   

  Co-Investment #3 Power Opportunistic 2013   

  Co-Investment #4 Power Value-Added 2015   

  Co-investment #5 Power Value-Added 2015   

  Co-Investment #6 Telecom Infrastructure Value-Added 2015   

  Co-Investment #7 Midstream Value-Added 2016   

  Co-Investment #8 Midstream Value-Added 2016   

  Co-Investment #9 Utility Value-Added 2016   
            

 
  



B. Industry Diversification 
 

Diversification by Industry 
As of December 31, 2016 

 
Note: Figures are based on actual dollars invested to date plus projections for committed, but uninvested, capital 

 
Commentary  
A long-term goal of the program is to create a private infrastructure portfolio that is diversified across 
industry sectors.  The fund commitments in the program are still relatively young and while the funds are in 
various stages of deploying capital, the pie chart above clearly illustrates today’s outsized concentration in the 
power sector.  Within the power sector, the portfolio is well-diversified by geography, power market and fuel 
type, including both conventional and renewable power.  However, we recommend no new power sector 
investments, to the extent possible, until the portfolio is further diversified. 
 

C. Geographic Diversification 
 

Diversification by Geography 
As of December 31, 2016  

 
Note: Figures are based on actual dollars invested to date plus projections for committed, but uninvested, capital 
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Commentary  
A long-term goal of the program is to create an infrastructure portfolio that is well diversified by the 
geographic location of the underlying investments.  The portfolio is in compliance with the board-approved 
Policy targets, which are currently as follows: 
 
     Developed markets: 50%   (+/- 20%) 
     Emerging markets:  50%   (+/- 20%) 
 
For the best risk/reward profile, Pavilion continues to recommend an allocation to developed markets at 
the upper end of the permitted range and, therefore, an allocation near the lower end of the targeted range 
for emerging markets.    
 
The current portfolio has exposure to companies or assets in seven countries/regions, with the United 
States comprising the largest geography of dollars invested to date.  Pavilion recommends an increase in 
allocations to Europe, a large portion of the global infrastructure market that is heavily underweighted in 
the ERS infrastructure portfolio. 
 

D. General Partner (GP) Diversification 
 

Committed Capital to General Partners 
As of December 31, 2016 

 

General Partner 
# of 

Partnerships 

Committed 
Capital ($ 

mm) 
Committed 
Capital (%) 

  
  

  

Panda Power Funds 3.0  150.0  19.5% 

Actis Capital 2.0  225.0  29.3% 

I Squared Capital Advisors 4.0  135.7  17.7% 

Stonepeak Infrastructure Partners 3.0  118.0  15.4% 

QIC Global Infrastructure Partners 1.0  65.0  8.5% 

Northern Shipping 1.0  45.0  5.9% 

Glenfarne Group 1.0  30.0  3.9% 

Total 15.0  768.7  100.0% 
 

 
Commentary 
The table above presents the infrastructure commitments made to general partners (including co-investments 
made alongside them).  GP diversification will continue to improve as the private infrastructure program 
matures.  ERS’ Private Infrastructure Policies and Procedures caps the allocation to any one investment 
management organization at 20%, with a target of 10%.  As of December 31, 2016, one general partner, Actis 
Capital, exceeds the 20% threshold.  This is due largely to the recent re-up in Actis Energy 4.  Three other 
GPs exceed the 10% target.  ERS may wish to consider raising the 10% target to 15% or so to avoid manager 
proliferation. 



As ERS continues to make additional commitments, GP exposure will be further diversified and come into 
compliance with the Policy. 

V. Existing Private Infrastructure Portfolio 
 
As of December 31, 2016, the Private Infrastructure portfolio held 15 commitments totaling $768 million, 
as listed in the table below. 

 
 

Infrastructure Portfolio 
($ in Millions) 

              
  

  
Commitment  

  
  

  Partnership Commitment Date Amount Capital Called Distributions 1   
  

     
  

  Co-investments2 
    

  
  Co-Investment #1 Jul-12 55.0 55.0 -   
  Co-Investment #2 Jun-12 70.0 70.0 -   
  Co-Investment #3 Mar-13 25.0 25.0 -   
  Co-Investment #4 Mar-15 30.0 21.8 0.1   
  Co-Investment #5 Sep-15 40.0 17.9 7.6   
  Co-Investment #6 Dec-15 40.0 24.0 -   
  Co-Investment #7 Jun-16 10.0 10.0 -   
  Co-Investment #8 Jun-16 10.0 10.0 -   
  Co-Investment #9 Apr-16 10.7 10.7 -   
  

  
        

  Co-investments Total 
 

290.7 244.4 7.7   
  

     
  

  Fund Investments 
    

  
  Actis Energy III Aug-13 125.0 71.3 -0.1   
  ISQ Global Infrastructure Fund Jan-15 75.0 59.3 0.1   
  Stonepeak Infrastructure Fund II Nov-15 68.0 29.7 0.7   
  QIC Global Infrastructure Fund I Oct-16 65.0 30.5 -1.2   
  Actis Energy IV Sep-16 100.0 - -   
  Northern Shipping III Dec-16 45.0 11.7 -   
  

  
        

  Fund Investments Total 
 

478.0 202.5 -0.4   
  

  
        

  Total Investments 
 

768.7 446.9 7.3   
              
(1) Distributions reflect capital (cost basis and gain) and non-capital amounts.   
(2) Aggregate values of co-investments reported   
 

 



VI. Investment Objectives:  Through the End of Fiscal Year 2018  
 
ERS will continue to focus on a combination of funds, co-investments, and direct investments, with a 
strong emphasis on co-investments and direct investments. 
 
Several specific strategies should be targeted in FY 2018 to bring the portfolio closer to its target 
allocations. 

 
A. Core exposure in developed, non-US markets – Europe, Canada, and Australia all have a 

long history of private investments in infrastructure.  As a result, there are a number of 
quality core managers operating in these geographies.  Although expected returns are 
modest, risks should be lower as well, and core assets can provide a solid cash yield. 
 

B. Value-added exposure – Good managers focused on small and mid-market deals could 
present attractive returns.  Greenfield and buy-and-build opportunities present a good 
opportunity to earn a premium return relative to brownfield assets.   

 

VII. Staffing 
 
Given the greater focus on co-investments and direct investments, Pavilion believes ERS would benefit 
from an additional staff member to support the efforts of the Assistant Director Real Assets to source, 
analyze, and execute such deals.  Direct and co-investments generally require substantially more 
resources than traditional fund investments. 
 
 
VIII. Summary    
 
The existing portfolio is heavily exposed to the renewable and traditional power generation sectors, the 
US, and opportunistic strategies.  Pavilion recommends diversifying the Infrastructure Portfolio away 
from these areas and towards other sectors, strategies, and geographies in FY 2018. 
 
Infrastructure Staff expects to make four to five new infrastructure commitments totaling approximately 
$250 million in fiscal year 2018 with the primary objective of creating a portfolio that exceeds its return 
target. 
 
Infrastructure Staff and Pavilion Alternatives Group will continue to work and build relationships with 
high quality general partners as well as source direct and co-investments to prudently build ERS’ private 
Infrastructure Portfolio toward its 4% target allocation. 



 

Attachment A - Projected Private Infrastructure Portfolio Model   
 
Using November 30, 2016 Total Fund Market Value of $25.3 billion 
 
The private Infrastructure Portfolio is modeled using cash flow assumptions similar to other private 
equity investments. Infrastructure is an immature asset class and therefore lacks robust historical data. 
Infrastructure funds often have longer terms and tend to have longer hold periods than traditional private 
equity. The Trust had a plan value of $25.3 billion as of November 30, 2016 and here it is assumed to 
grow at 4% annually.  As the plan assets grow, infrastructure commitments must also increase to maintain 
a consistent asset allocation.  The following chart outlines the projected private infrastructure 
commitments necessary to reach the targeted allocation in a reasonable time. 
 

 

As outlined above, the projected private infrastructure commitments will result in the targeted 4% private 
infrastructure allocation being reached in year seven (2020) of the program.   

 

Projected Infrastructure Plan Value Progression   

 

 

($ in Millions)
Rolling 10-Year Projected Projected NAV as a %

Annual Aggregate Uncalled Cumulative Market ERS Plan Market of Plan 
Fiscal Year Commitment Commitment Commitments Distributions Value (NAV) Value Value

2017 250                         809.7                       302.0                  62.6                   475.0                 25,568.3                    1.9%
2018 250                         1,059.7                    316.5                  247.9                 690.2                 26,591.0                    2.6%
2019 200                         1,259.7                    297.4                  326.5                 924.5                 27,654.7                    3.3%
2020 200                         1,459.7                    277.2                  433.8                 1,157.2              28,760.8                    4.0%
2021 200                         1,659.7                    264.1                  641.6                 1,286.0              29,911.3                    4.3%
2022 200                         1,734.7                    256.8                  874.5                 1,393.9              31,107.7                    4.5%
2023 200                         1,784.7                    253.7                  1,184.4              1,427.1              32,352.0                    4.4%
2024 200                         1,984.7                    252.3                  1,504.4              1,450.6              33,646.1                    4.3%
2025 200                         2,079.7                    251.9                  1,850.0              1,451.9              34,992.0                    4.1%
2026 225                         1,900.0                    265.7                  2,211.6              1,453.4              36,391.6                    4.0%



PUBLIC AGENDA ITEM - #12 

12. Adjournment of the Joint Meeting of the Board of Trustees and Investment Advisory
Committee and Recess of the Board of Trustees 

February 22, 2017 

Following a temporary recess, the Board of Trustees will reconvene to take up the remaining Board of 
Trustee agenda items. 



PUBLIC AGENDA ITEM - # 13 

13. Review and Approval of the Minutes to the December 2, 2016
Meeting of the Board of Trustees 

February 22, 2017 

BACKGROUND: 

The minutes to the Employees Retirement System of Texas Board of Trustees meeting held on December 
2, 2016 are included with this agenda item as Exhibit A.  The minutes are submitted to the Board for review 
and approval.  

PROPOSED MOTION: 

Staff recommends the following motion to the Board of Trustees: 

I move that the Board of Trustees of the Employees Retirement System of Texas approve 
the minutes to the meeting held on December 2, 2016. 

ATTACHMENT – 1 
Exhibit A – Proposed Minutes to the Board of Trustees Meeting of December 2, 2016 



Meeting of the Board of Trustees 

December 2, 2016 

Presented for Review and Approval 

February 22, 2017 
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BOARD OF TRUSTEES MEETING 
EMPLOYEES RETIREMENT SYSTEM OF TEXAS 

December 2, 2016 
ERS Board Room 

ERS Building – 200 E. 18th Street 
Austin, Texas 78701 

TRUSTEES PRESENT 
I. Craig Hester, Chair 
Doug Danzeiser, Vice-Chair 
Ilesa Daniels, Member 
Cydney Donnell, Member 
Brian Ragland, Member 
Jeanie Wyatt, Member 

ERS STAFF PRESENT 
Porter Wilson, Executive Director 
Catherine Terrell, Deputy Executive Director 
Paula A. Jones, Deputy Executive Director and General Counsel 
Shack Nail, Director of Governmental Relations 
Tony Chavez, Director of Internal Audit 
Bernie Hajovsky, Director, Enterprise Planning Office 
Robin Hardaway, Director of Customer Benefits 
Robert Kukla, Director of Benefit Contracts 
Machelle Pharr, Chief Financial Officer 
DeeDee Sterns, Director of Human Resources 
Gabrielle Stokes, Director of Office of Procurement & Contract Oversight 
Kathryn Tesar, Director Benefits Communications 
Tom Tull, Chief Investments Officer 
Keith Yawn, Director of Strategic Initiatives 
Nora Alvarado, Benefit Contracts 
Michelle Barron, Benefit Contracts 
Georgina Bouton, Benefit Contracts 
Lisa Caffarate, Office of Procurement & Contract Oversight 
Amy Chamberlain, Executive Office 
Kyla Cloutier, Benefit Contracts 
Chloe Conner, Office of Procurement & Contract Oversight 
Kelley Davenport, Executive Office 
Christi Davis, Customer Benefits 
D’ann DeLeon, Benefit Contracts 
Brian Dowdy, Finance 
Blaise Duran, Benefit Contracts 
Leah Erard, Strategic Initiatives 
Liz Geise, Benefits Communications 
Beth Gilbert, Internal Audit 
Ginger Grissom, Office of Procurement & Contract Oversight 
Megan Hunter, Benefit Contracts 
Jennifer Jones, Strategic Initiatives 
Sharmila Kassam, Deputy Chief Investment Officer 
Deborah E. Legg, Enterprise Planning Office 
Nancy Lippa, Office of the General Counsel 
Pamela Maas, Benefit Contracts 
Roger Nooner, Benefits Communications 
Davis Peacock, Investments 
Jonathan Puckett, Internal Audit 
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Susie Ramirez, Executive Office 
Lauren Russell, Benefit Contracts 
Robert Sessa, Investments 
Carol Stueler, Office of Procurement & Contract Oversight 
Bernely Tharp, Benefit Contracts 
Angelica Torres, Benefit Contracts 

ALSO PRESENT 
Steve Alexander, UnitedHealthcare 
Patty Armstrong, Reed Group 
Nick Arnold, Humana 
Keith Barnes, BlueCross BlueShield of Texas 
Tiffany Calderon, Humana 
Melissa Campenni, UnitedHealthcare 
Kevin Cassidy, BlueCross BlueShield of Texas 
Andrew Clark, Speaker's Office 
Chris Cook, AAG/Empower Retirement 
Chris Cronn, UnitedHealthcare 
Philip Dial, Rudd and Wisdom 
Katy Fallon, Legislative Budget Board 
Lynn Gordon, Securian 
Meg Hare, Accenture Health & Public Service 
Kris Hefner, Caremark 
John Hryhorchuk, Office of the Governor 
Peter Jansen, CBRE 
Dan McCoy, BlueCross BlueShield of Texas 
Kim McLeod, UnitedHealthcare 
Brittany McCollum, Caremark 
Tom Quirk, UnitedHealthcare 
Avery Saxe, Legislative Budget Board 
Jenifer Schoenke, Reed Group 
Mary Stuhr, UnitedHealthcare 
Bill Thornton, Empower Retirement 
Brad Untiedt, Empower Retirement 
Tamra Yale, Reed Group 

Mr. Craig Hester, Chairman of the Board of Trustees of the Employees Retirement System of Texas (ERS), 
noting a quorum was present, called the meeting to order and read the following statement: 

“A public notice of the Board of Trustees meeting containing all items on the proposed agenda was filed with 
the Office of the Secretary of State at 10:58 a.m. on Monday, November 21, 2016 as required by Chapter 
551, Texas Government Code, referred to as “The Open Meetings Law.” 

The Board of Trustees then convened as a committee of the whole at 9:35 a.m. to consider Board of Trustee 
meeting agenda items. 
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Meeting of the ERS Board of Trustees 

XIII. REVIEW AND APPROVAL OF THE MINUTES TO THE AUGUST 16, 2016 MEETING OF THE BOARD OF
TRUSTEES

Board of Trustee Chair, Mr. Craig Hester opened the floor for a motion on the approval of the 
minutes to the Board of Trustees Meeting held on August 16, 2016. 

MOTION made by Mr. Brian Ragland, seconded by Ms. Ilesa Daniels and carried unanimously by the 
present members of the Board of Trustees of the Employees Retirement System of Texas to approve the 
minutes to the meeting held on August 16, 2016. 

XIV. EXECUTIVE SESSION

Mr. Hester stated it was 9:33 a.m. on December 2, 2016. The Board of Trustees will meet in 
executive session in accordance with Section 551.074, Texas Government Code; the Board of Trustees will 
meet in executive session to evaluate the duties, performance and compensation of the Internal Auditor of 
the Employees Retirement System of Texas. Thereafter the Board may consider appropriate action in open 
session. 

After the executive session, Mr. Hester stated it was 10:21 a.m. on December 2, 2016. The Board 
was in open session. No action, decision, or vote was taken by the Board while in executive session and Mr. 
Hester asked if there were any motions from the Board. 

As a result of Mr. Chavez’ annual evaluation, Mr. Ragland motioned to increase his salary on 
January 1, 2017 to $142,000. Mr. Ragland complemented Mr. Chavez and the Internal Audit team for their 
work. Mr. Hester concurred. There being no further questions or discussion, the Board took the following 
action: 

MOTION made by Mr. Brian Ragland, seconded by Ms. Ilesa Daniels and carried unanimously by the 
present members of the Board of Trustees of the Employees Retirement System of Texas. 

XV. REVIEW, DISCUSSION AND SELECTION OF THE THIRD-PARTY ADMINISTRATOR FOR
HEALTHSELECTSM OF TEXAS, INCLUDING CONSUMER DIRECTED HEALTHSELECTSM

HealthSelect of Texas (HealthSelect) is a statewide self-funded health benefit plan offered under the 
Texas Employees Group Benefits Program (GBP). It is administered by the Employees Retirement System 
of Texas (ERS) and a qualified third-party administrator (TPA). ERS’ current contract for HealthSelect TPA 
services terminates on August 31, 2017. The TPA provides health-care administration services including 
customer service, claims processing, provider network management and medical utilization review for 
HealthSelect. HealthSelect includes the GBP’s self-funded, managed care, point-of-service health plan and 
Consumer Directed HealthSelect, a self-funded high deductible health plan. 

ERS entered into a four year contract with UnitedHealthcare Services, Inc. to provide TPA services 
for HealthSelect for a period from September 1, 2012 through August 31, 2016. ERS had the ability to extend 
the contract for two years after the initial four year term. ERS extended the contract with UnitedHealthcare 
Services, Inc. for an additional one year period that will end on August 31, 2017. 

Mr. Rob Kukla, Director of Benefit Contracts, asked the Board to consider their recommendation and 
award the TPA contract for the HealthSelect administrator, the largest contract in Benefit Contracts. There 
are more than 440,000 participants and the annual plan costs approximately $3 billion including medical and 
prescription drugs. By the Request for Proposal submission deadline on August 11, 2016, ERS received 
proposals for HealthSelect TPA services (Proposals) from two entities: 

• Blue Cross and Blue Shield of Texas (BCBSTX) and
• UnitedHealthcare Services, Inc. (UHC)
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After a preliminary review evaluation, the ERS’ Office of Procurement and Contract Oversight 
(OPCO) determined both proposals met minimum requirements. The evaluation team was comprised of 
subject matter experts throughout ERS and Rudd and Wisdom, ERS’ consulting actuaries. The proposal 
review evaluation included operational capabilities and services – evaluation weight 40%; and projected total 
cost, based on financial requirements and specifications and pricing – evaluation weight 60%. 

Both BCBSTX and UHC were selected as finalists. The finalist evaluation phase included site visits, 
face to face interviews, submission of best and final offers, reviews of past performance, contractibility, other 
legal requirements and regulatory compliance as well as any further clarifications. Ms. Gabrielle Stokes, 
Director of OPCO, described the finalist evaluation process as exhaustive. The team concluded that both 
respondents demonstrated full capabilities of providing the core programs and services, communication 
services, operational services and information systems. 

Mr. Blaise Duran, Benefit Contracts, reviewed provider network contracts and projections of total 
cost evaluations. UHC had a larger in state network. BCBSTX developed a new network for the purpose of 
this RFP and is targeting 90% of their PPO network. Both have comparable out of state networks. 
Approximately 5,000 participants would have to find a new PCP with a switch from UHC to BCBSTX. The 
largest potential cost differential between the proposals was the difference in provider reimbursement. The 
BCBSTX proposed provider reimbursement for the newly created HealthSelect network is projected to cost 
about $1.05 billion less than UHC’s over the six year term of the contract. In reviewing the projected total 
cost, Mr. Duran discussed Health Care Management incentives (HCMI) as a tool to incentivize efficient and 
cost effective management for in-area participants while providing for assessments in the event of adverse 
experience. Statistical modeling indicates the UHC HCMI proposal has an expected value to the GBP that is 
$7 million greater than BCBSTX’s over the six year term of the contract. The BCBSTX financial proposal is 
projected to cost about $1.1 billion less than the UHC financial proposal based on the evaluation of the 
projected total cost. 

Benefit Contracts leadership and Rudd and Wisdom met with ERS’ Executive Office, the Office of 
the General Counsel and the Director of OPCO to review scoring results and discuss the recommendation. 

Staff recommendation was based on the scores of subject matter experts, all clarifications, face-to 
face interviews, site visits, the best and final offers, past performance, contractibility and other legal 
requirements. Staff recommended the Board of Trustees of the Employees Retirement System of Texas 
award the contract to BlueCross BlueShield of Texas to act as the TPA for HealthSelect, including Consumer 
Directed HealthSelect, under the GBP pursuant to a contract which will cover a six year term beginning 
September 1, 2017 through August 31, 2023. 

Mr. Hester asked if there was full compliance with all new contract guidelines and requirements. Ms. 
Stokes assured the board ERS attained best value and compliance with all provisions. Not only did ERS 
comply with all the SAO audit recommendations from the November 2014 Audit report but also Internal Audit 
reports and Sunset recommendations. Additionally to comply with HB 1 and a HealthSelect rider, ERS 
reported assurances to the Legislative Budget Board and the State Auditor’s Office(SAO) with a follow up to 
certify evaluation and contract compliance. 

Mr. Danzeiser asked Ms. Stokes to review previous audits and findings since the last procurement. 
Ms. Stokes and Mr. Kukla reviewed the audit history and verified the substantial implementation of all 
Internal Audit, Sunset, and SAO/Comptrollers recommendations as well as a contract review by the Attorney 
General’s office. Key elements were acquisition of trained certified purchase and contract managers, 
suggested contract terms and the evolution of the sophisticated scoring tools. Mr. Ragland clarified that all 
the discussion of past audit recommendations and heightened scrutiny of this contract in no way indicates 
that ERS did not choose the most qualified and best value provider five years ago. Ms. Stokes stated that the 
SAO and internal audits specifically stated that there was no finding that best value had not been achieved. 

Ms. Donnell asked about BCBSTX recruiting primary care providers to increase their network of 
doctors. Mr. Kukla addresses board concerns. While there are differences between the two finalists, both are 
quite capable with adequate networks, and support ERS initiatives and will be responsive to participants 
needs. Mr. Danzeiser summarized that in breaking down the financial review – the savings will allow ERS to 
manage premium increases while preserve plan design. Mr. Ragland stated ERS is not buying an insurance 
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program, they are procuring an administrator – copays, and coinsurance remain the same – and asked that 
ERS emphasize this in the communications. Ms. Kathryn Tesar, Director of Benefits Communications, 
assured the Board that participants receive information that the GBP is self-insured and will outline changes. 
There are currently video explanations on the health plans, including one explaining what self-insured 
means. 

Ms. Wyatt mentioned that ERS is fortunate to have two very competitive bidders and complimented 
staff on thoroughness of process and achieving savings in this difficult and high cost market. Ms. Daniels 
asked about coverage for those participants in the middle of a treatment plan when the providers switch. Mr. 
Kukla explained they will be transitioned and not penalized. Those issues will be dealt with individually and 
being self-insured allows the plan some flexibility during the transition. 

Mr. Danzeiser asked about the HCMI as part of the new contract. The HCMI has changed over the 
years. The Texas Insurance Code has an HCMI prohibition on the commercial side – claims may go higher 
than expected for circumstances beyond the carrier’s control. He is concerned about the amount at risk 
based on a percentage of their administrative fee. Penalties are based on a percentage of claims. The HCMI 
does not include pharmaceuticals. Both carriers plan to put a large percentage of their administrative fees at 
risk. There is a legislative concern that the TPA might be reluctant to side with the consumer. Risk does not 
kick in until claims reach 102%, based on program experience. Mr. Danzeiser suggested ERS hire a 3rd party 
to audit the third-party administrator, which ERS does and will continue to do. 

Mr. Phil Dial, Rudd & Wisdom, explained the history and intent of HCMI. The Legislative concern 
historically was that TPA might not be diligent when paying claims unless they had a financial motivation, to 
incentivize them to efficiently and effectively manage costs, while keeping many protections in place. With a 
strict contract, reporting and audit provisions the potential for chance fluctuations are very small. Program is 
so large that the potential for large fluctuations is small – the 2% allows for an expected range. The HCMI 
also helps us to evaluate the proposals and lessens the uncertainty when switching TPAs. The TPA has a 
stringent fiduciary standard. The TPA is not rewarded for keeping costs lower than projected – no evidence 
of concerted effort to do this by denying healthcare within 25 years of experience at ERS. 

In summary, Mr. Danzeiser expressed concern about the HCMI. Mr. Danzeiser asked to make a 
motion to delete the HCMI from the BCBSTX contract, and direct staff to get board approval before including 
it in a future RFPs. 

Ms. Stokes and Mr. Dial expressed concern that the HCMI provision is an integral part of evaluation 
and recommendation as well as the contract provisions. The HCMI provides protection from that uncertainty 
when switching TPAs. Ms. Donnell suggested staff can explore reasons why the Legislature directed ERS 
one way and the Texas Department of Insurance commercial marketplace another way. Mr. Hester raised a 
concern that this is changing rules of game with this RFP bid. Sees the pros and cons but concerned about 
doing it wrong. Mr. Hester asked staff if historically ERS has seen claims abuse. Ms. Donnell stated there is 
a huge reputational hit to any company denying reasonable medical claims – must be mindful of the 
unintended consequences of any incentive. 

MOTION made by Mr. Doug Danzeiser to strike any contract provisions from the HealthSelect TPA contract 
relating to Section VIII A(3) of the RFP which is the section of the RFP relating to this Health Care 
Management Incentive. The motion died for lack of a second from the Board. 

There being no further questions or discussion the Board then took the following action: 

MOTION made by Mr. Doug Danzeiser, seconded by Ms. Cydney Donnell and carried unanimously by the 
present members of the Board of Trustees of the Employees Retirement System of Texas. 

Based on the information provided to ERS in response to the Request for Proposal, the evaluation process 
and results presented to the Board at this meeting, the Board has received sufficient information to 
determine the Third Party Administrator to provide services in the best interest of GBP participants for 
HealthSelect of Texas, including Consumer Directed HealthSelect. 
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Therefore, I move that the Board of Trustees of the Employees Retirement System of Texas award the 
contract to BlueCross BlueShield of Texas to act as the third-party administrator for HealthSelect of Texas, 
including Consumer Directed HealthSelect under the Texas Employees Group Benefits Program pursuant to 
a contract which will cover a six year term beginning September 1, 2017 through August 31, 2023. 

I further move that the Board of Trustees of the Employees Retirement System of Texas authorized the 
Executive Director to negotiate and execute a contract with BlueCross BlueShield of Texas with terms that 
are fully acceptable to ERS, and authorize the Executive Director to thereafter administer the contract agreed 
to by the parties. 

In the event that a contract fully satisfactory to ERS is not timely executed with BlueCross BlueShield of 
Texas or if it appears to the Executive Director during the term of the contract that BlueCross BlueShield of 
Texas will not be capable of performing the required third-party administration to ERS’ satisfaction, then the 
Board authorizes the Executive Director to resume any necessary due diligence process and contract 
negotiations with BlueCross BlueShield of Texas and to negotiate and execute contract terms with 
BlueCross BlueShield of Texas that are fully acceptable to ERS, and to authorize the Executive Director to 
thereafter administer the contract agreed to by the parties. 

XVI. REVIEW AND DISCUSSION OF THE DEFERRED COMPENSATION PROGRAM TEXA$AVER 401(K)
AND 457 PLANS AND MONITORING STRATEGY OVERVIEW

Mr. Rob Kukla, Director of Benefit Contracts, introduced Ms. Nora Alvarado, Manager of Account 
Management Team in Benefit Contracts and a Certified Texas Contract Manager (CTCM) and Ms. Pamela 
Maas, Texa$aver Program Account Manager in Benefit Contracts and a CTCM. 

Ms. Alvarado provided an overview of the Texa$aver Program, which is comprised of two plans, the 
457 and the 401(k) Plan. It's a voluntary retirement program offered through ERS. The Program is designed 
to help state employees save for their future and is part of the three-legged stool including pension, Social 
Security, and personal savings such as the Texa$aver Program. All three legs are needed to provide a 
stable income, security, and retirement. 

Higher education employees can participate only in the 457 Plan. State agency employees can 
participate in either or both plans. The total assets are approximately $2.6 billion as of August 31, 2016. The 
legislature does not appropriate funds for the administration of the Program and is 100% funded by the 
participants. There are flexible contributions options in either a percentage or a dollar amount with a 
minimum of 1% or $20. Our current third-party administrator is Empower Retirement. Since FY 15, both 
plans have increased in accounts and assets. Texa$aver has a total balance of approximately $28.5 million. 
Since January of 2008, new employees are automatically enrolled in the Plan at 1%. And approximately 
55,000 participants have increased their deferral above 1%. However, 74,500 still remain at the 1% deferral - 
approximately about 34% of the participants in the Program. 

Texa$aver is a low cost program. The administrative fees cover the cost of the record-keeping 
services. These fees are assessed separately to the plans. The Program has competitive administrative and 
investment fees. It also offers flexible and easy account management. Every year the Underwriting Data 
Analysis and Reporting Team staff performs a review of the fee stratification tiers and as necessary 
proposes adjustments based on actual enrollment figures. Administrative fees paid by the participant will not 
change for calendar year 2017. 

Texa$aver offers investment products that are competitively priced compared to many retail mutual 
funds. Some funds offer attractive reimbursements to participants. The Program has been able to negotiate 
institutional pricing and more favorable fund reimbursements. All fund reimbursements are given back to 
participants who invest in those funds at the end of each quarter. And as of the third quarter of 2016, a total 
of $2.4 million was given back to participants. Texa$aver is one of the few that gives these reimbursements 
back to our participants. Mr. Danzeiser asked how well the enrollees’ investments are performing when 
compared with the pension fund. Ms. Alvarado will provide him with that number. 

Ms. Alvarado introduced Ms. Maas to review Texa$aver monthly monitoring reporting, the monthly 
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Account Management Review, the Operations Review, and the System and Data Management review. As 
illustrated by the Heat Map Summary, the Texa$aver TPA Empower did not incur any performance 
assessments for FY16, an improvement over FY2015. 

Ms. Alvarado added that the Texa$aver Program received 25 various awards for 2016, most were 
MarCom and Hermes awards. ERS received an award for technology and Social media from the National 
Association of Governmental Defined Contribution Administrators for Pump Up Your Savings, the Stay in the 
Family campaign as well as the Wells Fargo Target Date Fund’s video. 

Mr. Hester noted the importance of the program and good value to its participants. 

This agenda item is provided for informational and discussion purposes only. No action is required. 

XVII. REVIEW, DISCUSSION AND CONSIDERATION OF THE TEXAS EMPLOYEES GROUP BENEFITS
PROGRAM:

a. Health Insurance Financial Status Update for Fiscal Year 2016 and Outlook for Fiscal Year 2017

Mr. Kukla explained the GBP Health Plans Performance for FY16 had a $58.4 million net gain. GBP 
finished the plan year with $498.9 million in the contingency fund. The self-funded program saw favorable 
experience in the medical and prescription trends. Since 2012, the Network grew 20% and in-network 
participant utilization is 90.5%. From 2015, grievances and appeals increased by 264 or 69% since 2015. 
More than 70% of appeals were provider initiated. Mr. Danzeiser asked if this number included mediation 
from state mediation system through the Texas Department of Insurance (TDI). ERS participates in the state 
mediation system, but the grievance stats did not include the TDI system numbers. Statistics from TDI reflect 
451 mediations were from ERS in 2016. That number is down from FY15. Mr. Danzeiser asked about the 
success of the program. Mr. Kukla said that mediation did not help contracting with out-of-network providers 
as most of those going to mediation did not see a large enough number of ERS patients to make contracting 
worthwhile. Mr. Kukla discussed how UnitedHealthCare is working to contract with anesthesiologists and 
emergency room physicians and there has been some success in contracting with these doctors. 

Under initiatives to reduce costs, the patient-centered medical homes continue to be successful. The 
ongoing dependent eligibility audits saved approximately $8 million net of fees in FY16. 

Mr. Duran presented the health plans FY 2017 outlook. The new high-deductible health plan began 
September 1, 2016 and is only available for non-Medicare GBP participants. There are currently more than 
400 members enrolled, therefore it will have minimal fiscal impact. The health care trend is consistent at 
8.5%. The new Pharmacy Benefit Management contract (effective January 1, 2017) is estimated to save 
$100 million over FY17. As a result, expected gains for the year are $94.7 million leaving a fund balance of 
$593.6 million. The fund has not reached 60-days of health care claims which are $677.4 million. 

Mr. Kukla acknowledged the work of staff and the Board to help control health care spending and 
concluded the GBP health plans are on solid financial ground. Ms. Donnell recognized Benefit Contracts staff 
work to save the Fund money and manage health care costs. Mr. Danzeiser agreed. 

This agenda item is presented for discussion and informational purposes only. No action is necessary. 

Fiscal Year 2017 enrollment for all three options is more than 445,000 participants despite a 10% increase in 
the contribution rate. 

This agenda item is presented for discussion and informational purposes only. No action is necessary. 

b. GBP Medicare Plans and Monitoring Strategy Overview

Mr. Kukla introduced Ms. D’Ann DeLeon, Benefit Contracts Program Account Manager and CTCM, 
to review the Medicare programs, including the medical and pharmacy Medicare plans. Ms. DeLeon 
reviewed the two Medicare options, HealthSelect Medicare Advantage and Kelsey Care Advantage/HMO, as 
well as the Medicare prescription drug plan, HealthSelect Medicare Rx, plans for GBP Medicare-eligible 
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retirees and Medicare-eligible dependents. The Medicare Advantage Preferred Provider organization is 
statewide. All participants are eligible for primary coverage under Medicare Part A and Part B. The contract 
period began January 1, 2012 and runs through December 31, 2017. 

The HealthSelect Medicare Advantage Program provides a custom benefit with the most 
comprehensive benefits for GBP Medicare-eligible participants. This program is only available to our 
members. The HealthSelect Medicare Advantage Plan continues to provide the most cost-effective medical 
benefits to the Medicare primary GBP participants. Overall enrollment continues to grow and as of August, 
2016, a total of 66,465 participants were enrolled. 

The HealthSelect Medicare Advantage Plan is subject to enhanced contract monitoring. The Monthly 
Administrative Performance Report (MAPR) is a component of the overall contract-monitoring strategy. The 
MAPR captures 17 services; however, 16 of these are measured and reported monthly, quarterly, and on an 
annual basis. For calendar year 2015, Humana MA received a total of three assessments totaling $26,400. 

Ms. DeLeon then presented the Medicare prescription drug plan, HealthSelect Medicare Rx, 
overview. The HealthSelect Medicare Rx is an Employer Group Waiver Plan plus Wrap which serves as a 
designated prescription drug plan for the HealthSelect Medicare PPO, Medicare Advantage HMO, and 
HealthSelect of Texas Medicare-primary participants. As previously mentioned, the SilverScripts Insurance 
Company is the third-party administrator of this program. Unlike the HealthSelect Medicare Advantage 
Program, if a participant opts out of the HealthSelect Medicare Rx Program, they lose coverage. ERS 
obtains subsidies, and members continue to receive comparable benefits. 

This contract period began January 1, 2013 and runs through December 31 of 2016. In May the 
Board approved UnitedHealthCare Services, Inc., to be the administrator for this plan which will be effective 
January 1, 2017. The HealthSelect Medicare Rx plan continues to provide the most cost-effective 
prescription drug coverage for Medicare-primary GBP participants. Enrollment has increased for calendar 
year 2016 to 90,118 participants. 

The HealthSelect Medicare Pharmacy Plan Heat Map summary and MAPR reflects the contract 
performance areas SilverScripts must report each month. For calendar year 2015 the MAPR captured 24 
services, however 23 are specific to contract oversight. This is more than the HealthSelect MA PPO Plan 
because additional metrics are needed for a prescription drug plan. For calendar year 2015, SilverScripts 
received a total of nine assessments totaling $512,500. 

This agenda item was presented for discussion and informational purposes only. No action is necessary. 

c. Dental Insurance Plans and Monitoring Strategy Overview 

Mr. Kukla introduced Ms. Angelica Torres, the dental insurance plans program manager, to present 
the overview. The first is the State of Texas Dental Choice Plan. This is a self-funded Preferred Provider 
Organization administered by Humana Dental Insurance Company. The second is the Humana Dental HMO 
which is a fully insured Dental Health Maintenance Organization (DHMO) Plan. The carrier for the DHMO 
Plan is Denticare, Inc., which is a wholly owned subsidiary of Humana, Inc. The third option is our State of 
Texas Dental Discount Plan. This is a non-insurance dental discount program administered by Careington 
International. 

All three contracts run concurrently with the Board awarding the provider contracts for four-year 
terms that began on September 1, 2014 and will run through August 31, 2018. The dental programs continue 
to be one of the most utilized of the optional benefits, and enrollment within the dental options continues to 
grow at a rate of more than 3% per year. 

Fiscal Year 2017 enrollment for all three options is more than 445,000 participants. Despite a 10% 
increase in the contribution rate, enrollment in the Dental Choice Plan increased 5% whereas the DHMO has 
experienced a 2.2% decrease in enrollment. ERS anticipated this decrease with the introduction of the State 
of Texas Dental Discount Plan. 

The Monthly Administrative Performance Report is used to capture specific contractually agreed 
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upon performance areas and includes all performance guaranteed standards. 

The State of Texas Dental Choice Plan is subject to enhanced performance monitoring. Humana met 
all metrics throughout Plan Year 2016 except the month of August. As a result of a file–processing error, an 
ERS weekly maintenance file was not processed within the contractually-agreed upon timeline. ERS’s total 
assessment for Humana Dental was $200,000 for Plan Year 2016. 

The Humana Dental Health Maintenance Organization or DentiCare met all performance guarantees 
for Plan Year 2016. 

This agenda item is presented for discussion and informational purposes only. No action is necessary. 

d. Basic and Optional Term Life, Accidental Death and Dismemberment Plans Monitoring 
Strategy Overview 

Mr. Kukla introduced Ms. Megan Hunter, Program Account Manager for the Basic and Optional Term 
Life, Accidental Death and Dismemberment (AD&D) plans, to present a review of performance. The Texas 
Employees Group Benefits Program offers these products. The employer provides funding for Basic Term 
Life and the other plans are optional and funded by participants. These plans are administered by Minnesota 
Life Insurance Company, an affiliate of Securian Financial Group, Inc. Life and AD&D Plans are popular with 
GBP participants. Of the 347,032 employees and retirees eligible to participate, nearly 96% are covered 
under Basic Life, Optional Life, or Voluntary AD&D; 32.2% of members elected Dependent Life coverage. 
Ms. Hunter reviewed the Monthly Administrative Performance Report for plan year 2016. Minnesota Life 
missed on the performance guarantee tied to approval of communications material. ERS elected to waive the 
assessment due to nominal impact on participants and quick response by Minnesota Life to resolve the 
issue. Mr. Kukla explained that the monitoring process is relatively consistent among all these programs. 

This agenda item is presented for discussion and informational purposes only. No action is necessary. 

e. Group Vision Care Program and Monitoring Strategy Overview 

Ms. Hunter also manages State of Texas Vision, the newest self-funded group vision plan offered to 
all employees, retirees, and their eligible dependents. State of Texas Vision is administered by Superior 
Vision Services, Inc. More than 117,000 participants or 17.9% of eligible population enrolled in the plan. 
These numbers don’t include retirees or their dependents because their effective date is January 1, 2017. 
Mr. Kukla added there is a total of 654,000 eligible participants. Mr. Danzeiser asked about potential for 
adverse selection for enrollees to opt in one year and opt out the next. Mr. Kukla stated that yes, that is 
possible, but typically individuals that utilize the plan stay with it. Mr. Danzeiser requested the information 
after the next enrollment period. 

Ms. Hunter reviewed the implementation experience for the new State of Texas Vision plan; which 
went smoothly. ERS and Superior Vision teams worked diligently to inform members and were ready to go 
on September 1. 

This agenda item is provided for informational and discussion purposes only. No action is required. 

f. Disability Plans and Monitoring Strategy Overview 

Mr. Kukla introduced Ms. Bernely Tharp, Program Account Manager for the Disability Plan also 
known as the Texas Income Protection Plan (TIPP). TIPP is optional insurance coverage that employees can 
apply for. Active employees have the choice to enroll in short-term and/or long-term disability. Short-term 
disability covers 66% of an employee’s monthly salary and long-term disability covers 60% of an employee’s 
monthly salary (up to $10,000). TIPP provides assistance when an employee is unable to work due to a 
medical condition. This plan is self-insured and funded by plan participants. 

TIPP is currently administered by the Reed Group Management, LLC. Reed Group purchased Aon 
Hewitt Absence Management, LLC on December 31, 2015. 
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For FY16, 117,488 members are enrolled in the short-term disability plan and 90,529 members are 
enrolled in the long-term disability plan. Both plans have experienced a 1.4% decrease in enrollment for 
FY17, yet covered payroll is up. Enrollment in the long-term disability plan tends to be lower than the short-
term disability plan. We believe this is a result of the fact that members are eligible to apply for disability 
retirement after 10 years of service. 

The Monthly Administrative Performance Report captures all 22 criteria, 14 of which are performance 
guarantees (PG). The 14 PGs fall into 4 categories, Account Management, Customer Service, Operations, 
and Systems and Data Management. 

Total assessments for PY16 were $305,000; which is higher than the $237,900 that was assessed 
for PY15. In PY15, there were 13 PGs missed and 8 assessments. In PY16, there were 12 PGs missed and 
11 assessments. The PG waived for PY16 was for the processing of short-term disability claims within 10 
days. It is reported monthly and assessments are made on a quarterly basis. The PG was missed because 
of the month of October, where they reported processing 85% of short-term disability claims within 10 
business days. Since November showed an improvement, 96%, ERS decided to waive the missed PG. 

Since July 2016, Reed Group and ERS have worked to stabilize performance and achieve stability 
through the Go To Green project. Areas such as customer service and operations have shown some 
improvement. The biggest improvement is in financial accuracy. September 2016 was first month the 
financial accuracy metric was met since contract awarded. Mr. Hester questioned if problems were a result of 
change in TPA. Ms. Tharp explained the problems have been similar to previous TPA. 

This agenda item is provided for informational and discussion purposes only. No action is required. 

XVIII. REVIEW AND DISCUSSION OF THE TEXAS EMPLOYEES GROUP BENEFITS PROGRAM: TEXFLEX 
PROGRAM AND MONITORING STRATEGY OVERVIEW 

Mr. Kukla asked Ms. Angelica Torres, Program Account Manager for TexFlex, to review the program. 
The TexFlex Program is an optional benefit governed by the IRS and provided to active employees as a 
means to help budget for planned health and day care expenses using pre-tax salary contributions. The 
Program is comprised of four different reimbursement plans. 

• A health care reimbursement plan (FSA) allows participants to be reimbursed for things like 
medical copays, coinsurance prescription drugs and some over-the-counter items. 

• The limited reimbursement plan (LFSA) is specifically for participants who are enrolled in the 
Consumer Direct HealthSelect Plan (CDHS), which went into effect in Plan Year 2017. 
Reimbursement under this account type is limited to vision and dental expenses because 
participants already have access to the health savings account (HSA). The IRS stipulates you 
can't have access to both an FSA and an HSA. 

• The dependent care reimbursement plan is used to pay for planned day care expenses for 
eligible dependents under the age of 13. 

• The commuter reimbursement plan (CSA) went into effect January, 2016. It's comprised of both 
the parking and transit accounts, and allows participants to pay for transit passes and parking 
expenses they incur during their commute to and from work. 

Pre-tax payments or premium conversion programs are automatic for state employees enrolling in 
TexFlex, health, dental, and life insurance coverage under the GBP. The premium conversation programs 
generated approximately $42 million in FICA tax savings to the State of Texas in FY16. 

ADP is the program administrator for all the reimbursement plans under the TexFlex Program. 
However, ADP has entered into a definitive agreement to sell their spending account business to 
WageWorks. ADP's current contract and operations team will remain in effect until further discussions with 
WageWorks. 

Currently there are about 50,000 participants in the healthcare reimbursement plan and 3,640 in the 
dependent care reimbursement plan. The enrollment in the FSA programs is about 21% of our eligible 
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population. 

With the adoption of the high deductible health plan and health savings account, ERS was tasked 
with implementing an LFSA to remain compliant with applicable IRS regulations. This account type is only 
available for participants who are enrolled in CDHS and is limited to reimbursement for dental and vision 
expenses. There are approximately 340 participants in CDHS. Forty chose to participate in the LFSA. 

Since its inception in March of 2016, the CSA or qualified parking and qualified transit accounts 
available under TexFlex have seen low participation across the eligible population with only 22 participants 
enrolled in parking and 149 in transit. Unlike the FSA programs, the CSA is a month-to-month benefit. 
Participants can enroll at any time throughout the plan year. The administration fee is charged per month per 
participant like the FSA. 

Mr. Kukla discussed the viability of continuing this benefit considering the administrative expense it 
takes to cover the process. There are various challenges and staff estimates that currently between $2,000 
and $3,000 a month is required to administer this plan. The portion of the fee associated with this plan, 
returns about 10 cents per participant back to ERS to cover that cost. We need 28,000 to 30,000 participants 
to break even on the program administrative costs. Some higher education organizations have their own 
CSA programs. Some of the IRS rules regarding the use of the debit card and utilizing transit stops to 
purchase transit tickets are problematic. Unfortunately, Austin’s Cap Metro does not meet some of those 
rules, so it's difficult for our members in the Austin area. Based on participation, our members aren’t 
interested and perhaps we should discontinue the program. 

With the limited participation and cost-benefit, Mr. Hester asked is the program worth it? Mr. Kukla 
responded that we need a year’s experience. If problems and low enrollment continue, then assess 
continuance at that time. Mr. Ragland noted the costs significantly exceed the benefit. Mr. Porter Wilson, 
Executive Director, spoke to implementation costs and giving the program time to succeed. The Board 
discussed increased costs, traffic, working with Capitol Metro and possible discounts. 

Ms. Torres reviewed The Monthly Administrative Performance Report for the ADP and the TexFlex 
plans. ADP was assessed a total of $206,316 in Plan Year 2016. ADP is showing improvement. The main 
problems are with debit card validation requests and notification timing. We expect improvement to continue. 

This agenda item is provided for informational and discussion purposes only. No action is required. 

XIX. REVIEW, DISCUSSION AND CONSIDERATION OF THE TEXAS EMPLOYEES GROUP BENEFITS 
PROGRAM: ACTUARIAL VALUATION OF RETIREE HEALTH INSURANCE BENEFITS AS OF AUGUST 
31, 2016 

Ms. Machelle Pharr, Chief Financial Officer, explained the actuarial valuation was conducted each 
year in accordance with Government Code Chapter 2264, the Governmental Accounting Standards Board, 
and the reporting requirements of the Texas Comptroller of Public Accounts (Comptroller). Rudd and 
Wisdom, Inc., ERS’ consulting actuary for insurance, conducted an actuarial valuation of retiree insurance 
benefits, known as Other Post-Employment Benefits (OPEB), provided under the Texas Employees Group 
Benefits Program (GBP), for the fiscal year ending August 31, 2016. 

Mr. Phil Dial, Rudd and Wisdom, stated this is the tenth valuation of GBP OPEB and will be the last 
valuation under the Governmental Accounting Standards Board Statement No. 43 (GASB 43). The GBP 
provides OPEB to retirees of state agencies, certain higher education institutions, and other employers. 
OPEB provided through the GBP includes health benefits and basic life insurance; it does not include 
retirement benefits. 

The information required under GASB 43 is reported by ERS in the notes and supplementary 
information contained in the CAFR. ERS provides this information to the Comptroller. The Comptroller 
obtains similar information from TRS. The Comptroller is not required under GASB to report the information 
directly in the financial statements. GASB 43 requires the disclosure of the Annual Required Contribution 
(ARC), but the employer is not required to contribute the ARC each year. 
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Mr. Dial reminded the Board that Senate Bill 1459, adopted by the 83rd legislative session, amended 
Article 1551 of the Texas Insurance Code to provide tiered state contribution rates for retiree health 
insurance that varies based on length of service at retirement. The amendment applies only to employees 
with less than five years of service on September 1, 2014, who retire on or after September 1, 2014. Senate 
Bill 1459 has a small impact on the fiscal year 2016 OPEB liabilities and costs since it applies to a small 
segment of membership most of whom will not be eligible to retire for many years. Over time, Senate Bill 
1459 will reduce the State’s liability and costs for applicable employees who retire with less than 20 years of 
service and discourage some employees and vested terminated members with less than 20 years of service 
from enrolling in insurance upon retirement. 

Mr. Mitchell Bilbe, of Rudd and Wisdom, explained that determination of the OPEB liability requires 
the use an actuarial cost method to calculate the present value of the future benefits attributable to past 
service. The demographic and pay-related assumptions used in the valuation are the same as those used in 
valuing the retirement plans. GASB 43 requires the investment return assumption for a plan funded on a pay-
as-you-go (PAYGO) basis to be based on the rate of return on the employer’s assets. 

The demographic assumptions include mortality, disability, termination, withdrawal and retirement. 
The calculation for state agency employees and retirees uses the same demographic assumptions used by 
ERS for its retirement plan valuation for FY 2016, while the calculation for higher education employees and 
retirees uses the same demographic assumptions used by TRS for its retirement plan valuation for FY 2016. 

The economic assumptions include: inflation, payroll growth and salary increases for merit, 
promotion and longevity. The economic assumptions are the same as those used for the retirement plan 
valuations for ERS and TRS respectively. The OPEB liability for the GBP is funded on a PAYGO basis 
which, under GASB 43, requires the investment return assumption to be based on the expected yield of the 
“assets of the employer” because there are no assets in the plan. For the State of Texas, the “assets of the 
employer” are the assets held in the Treasury Pool and managed by the Comptroller. The average annual 
real rate of return (return in excess of inflation) for the Treasury Pool has been approximately 2.0% over the 
last 30-years. Based on this analysis and the inflation assumption adopted by the Board for purposes of the 
retirement plan valuation (3.5%), an investment return assumption of 5.5% was selected for the OPEB 
valuation. This is the same investment return assumption used for the FY 2008 - FY 2015 valuations. 

The valuation is based on projected per capita health benefit costs for fiscal year 2017 by gender 
and age. With the addition of the Medicare Advantage PPO Plan, HealthSelect Medicare Advantage in 
January 2012, it became necessary to have two sets of per capita health benefit costs, one for retirees 
participating in HealthSelect and another for retirees participating in HealthSelect Medicare Advantage. 
Another key assumption is the Health Benefit Plan Cost Trend, a select and ultimate trend assumption which 
begins at the levels used in projecting cost for the next biennium which is 8.5% per year. Then it is assumed 
to decline over the subsequent five years to a sustainable ultimate level (5.5% per year). The population 
used in the valuation is broken into three categories: active or current employees, deferred vested or former 
employees entitled to OPEB, and retirees and surviving spouses currently receiving OPEB. 

The Unfunded Actuarial Accrued Liability (UAAL) is the difference between the Actuarial Accrued 
liability and the assets. For a PAYGO plan there are no assets so the UAAL is equal to the AAL which is 
$27.091 billion as of August 31, 2016. The UAAL was $25.741 billion last year. The most significant 
change in the assumptions used in valuing the liability is the expected savings resulting from the new PBM 
contract for the EGWP Program. 

Beginning with FY17, GASB is replacing Statement No. 43 with Statement No. 74, which will require 
significant changes in the valuation for unfunded plans like the GBP. The investment return assumption will 
be required to be based on yields of 20-year tax exempt general obligation municipal bonds with an average 
rating of AA/Aa or higher. If GASB follows the market-to-market approach required for retirement plans under 
GASB 67 and 68, the expected investment return assumption for FY17 could be lower than the current 
assumption and could be less than 3% which would significantly impact liability numbers. 

Mr. Hester asked Mr. Dial to estimate the impact in dollars. Due to the required changes in 
assumptions, Mr. Dial could not provide an estimate at this time. Mr. Hester noted that OPEB are not 
guaranteed benefits and the legislature can make changes each session which would affect how the liability 
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is calculated. Ms. Pharr explained that under GASB 75, the liability may be required to be on the employer’s 
financial statement, impacting this program and the State of Texas. Mr. Wilson mentioned there is no 
constitutional guarantee of the health and life insurance benefits for retirees. However, they are very 
important to retirees, and the legislature is committed to the benefits. The legislature makes a decision each 
biennium whether to continue to fund the benefits and how much to fund. Mr. Danzeiser asked about funding 
levels. He asked the actuaries about the necessary appropriation for the legislature to maintain the same 
benefits. Mr. Dial noted that the projected cost increases are included in the appropriation request. 

There being no further questions or discussion, the Board took the following action: 

MOTION made by Ms. Cydney Donnell, seconded by Mr. Brian Ragland and carried unanimously by the 
members of the Board of Trustees of the Employees Retirement System of Texas to. 

Move that the Board of Trustees of the Employees Retirement System of Texas accept the OPEB actuarial 
valuation for retiree health benefits under the Texas Employees Group Benefits Program for Fiscal Year 
2016 performed by Rudd and Wisdom, Inc., and presented with this agenda item as Exhibit A. 

XX. REVIEW, DISCUSSION AND CONSIDERATION OF REAPPOINTMENT OF ERS INVESTMENT 
ADVISORY COMMITTEE MEMBER WITH TERM EXPIRING DECEMBER 31, 2016 

In accordance with the Employees Retirement System of Texas (ERS) Investment Policy, Section 
4.3, the ERS’ Investment Advisory Committee (IAC) was established at the discretion of the Board of 
Trustees (Board) in Texas Administrative Code §63.17(b). The IAC is made up of at least five, and not more 
than nine, members with a current composition of seven members. IAC members serve at the pleasure of 
the Board for staggered three-year terms. Members are subject to compliance with the ERS Investment 
Policy and Texas Government Code §815.509 and §§815.5091 through 815.5092. 

Mr. Tom Tull, Chief Investment Officer, outlined the requirements, statutes and duties of the 
Investment Advisory Committee. Staff recommends that Ms. Cooley be reappointed to her second term 
based on her qualifications and expertise. Mr. Hester explained that the committee could be expanded and 
recommended expansion be considered. Mr. Wilson mentioned a survey for the self-evaluation of the 
Investment Advisory Committee would be conducted following the Board meeting and should yield valuable 
information. 

There being no further questions or discussion, the Board took the following action: 

MOTION made by Mr. Craig Hester, seconded by Ms. Jeanie Wyatt and carried unanimously by the 
members of the Board of Trustees of the Employees Retirement System of Texas to reappoint Ms. Caroline 
Cooley to the Investment Advisory Committee for a three-year term ending December 31, 2019and the 
Executive Director be authorized to execute contracts in connection with the reappointment of Ms. Cooley. 

XXI. EXECUTIVE DIRECTOR AGENCY UPDATE 

Mr. Porter Wilson, Executive Director proceeded with the next agenda item, Executive Director 
Agency Update. He provided a legislative update: 

• Testimony to House Pensions Committee Hearing on LECOSRF – 11/14/16 ERS presentation 
provided information on the funded status of the fund, explained how both the employee class and 
supplemental fund benefits are calculated for law enforcement and custodial officers and discussed 
how state employee contributions are subsidizing the higher cost of benefits for LECOSRF 
members. There is $378 million in liability. 

• ERS submitted a required Interim Study on Type 2 Diabetes to legislators and stakeholders. Of the 
ERS population, 13% is diabetic and drives 31% of plan costs. ERS is implementing programs such 
as Real Appeal which helps manage pre-diabetics avoid becoming diabetics. 

• 85th Legislative Session - 1/10/17 
Mike Ewing is leading the effort to identify and track bills for the website. The general appropriations 
bill will contain the fiscal provisions that provide for our pension fund and health insurance. 
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Mr. Wilson presented a Sunset Review update reviewing the public hearings and Sunset 
Commission decisions and recommendations. Since May 2016, ERS staff has been working to implement all 
of the Sunset recommendations that do not require statutory change to enact. To date, staff has succeeded 
in fully implementing five of the 15 recommendations. Another three recommendations have been partially or 
materially completed with identified completion dates within the current fiscal year. Seven recommendations 
remain under consideration by ERS staff – involving industry best practice research and operational process 
and organizational reviews. Six of these are related to statutory changes that will not provide final direction 
and authority until potential passage during the 85th Regular Legislative Session. 

Mr. Wilson updated the Board on PY Fall Enrollment for Medicare-eligible retirees and their families. 
Three webinars and 19 fairs were held across Texas. The State of Texas Vision plan is the vision insurance 
administered by TPA Superior Vision Services, Inc. and has over 120,000 total enrollees. The HealthSelect 
Prescription Drug Program will be administered by UnitedHealthcare beginning January 1, 2017 and ERS is 
working to communicate and assist members through the transition from CVS Caremark to UHC. 

Mr. Wilson asked Ms. Robin Hardaway, Director of Customer Benefits, to explain Chapter 615 
Benefits. The Texas Legislature enacted Chapter 615 of the Texas Government Code during the 60th 
legislative session (1967) to provide death benefits for eligible survivors of certain law enforcement officers, 
fire fighters, and others killed in the line of duty. The program is fully funded by the State and benefits are not 
paid from the retirement trust fund. The program is administered by the Employees Retirement System of 
Texas (ERS). Administrative duties include receiving and processing the applications, including determining 
whether the individual died in the line of duty. ERS also manages the payment process for the lump sum 
benefits. 

For the February Board meeting, staff and the board are planning to transition to a new system 
capable of providing Board members and the IAC members meeting information. Both are provided with 
Board books and a secure website that is ending. ERS is procuring a web service that will allow better 
search capabilities, better management tools for agenda items, exhibits, meeting notes, and other 
information provided to Board members. It can be a paperless solution with the goal to eliminate the bulky 
binders with the information provided electronically. Leading into the February Board meeting, contracting 
may have been finalized and training will be provided for staff and the Board. 

The Executive Office was reorganized to enhance teamwork and clarify duties. Governmental 
Relations and the Enterprise Planning Office have merged with EO. Mr. Shack Nail will reprise his role as 
Governmental Relations Director. Mr. Bernie Hajovsky, Director of the Enterprise Planning Office, has been 
guiding enterprise-wide projects to ensure efficient, timely implementations. Keith Yawn, Director of Strategic 
Initiatives, will be working with Governmental Relations and supporting EO to complete legislative 
deliverables as well as other key initiatives at ERS. 

The State Employee Charitable Campaign (SECC) exceeded the ERS campaign goals, achieving a 
90% employee contribution rate and a total of $56,000. Mr. Wilson shared some pictures from the SECC 
campaign and the successful ERS support for numerous deserving charities. Ms. Carla Lawrence chaired 
this year’s effort and was supported by the previous chair, Ms. Beth Gilbert. 

This agenda item is provided for informational and discussion purposes only. No action is required. 

XXII. SET DATE FOR THE NEXT JOINT MEETING OF THE ERS BOARD OF TRUSTEES AND INVESTMENT 
ADVISORY COMMITTEE, THE NEXT MEETING OF THE BOARD OF TRUSTEES AND THE NEXT 
MEETING OF THE AUDIT COMMITTEE 

Mr. Hester asked that board review the item and note that the meeting day is moving from Tuesday 
to Wednesday. Mr. Wilson noted that the extra time will help staff better prepare and there is a different date 
in August because of a conference conflict. Mr. Hester called for a motion to accept the proposed meeting 
dates. 

The dates for the 2017 meetings of the ERS Board of Trustees and Investment Advisory Committee, 
the Meeting of the Board of Trustees and the Meeting of the Audit Committee are as follow: 



16 

Wednesday, February 22, 2017 
Wednesday, May 17, 2017 

Wednesday, August 23, 2017 

2 Day Workshop: 
Tuesday - Wednesday, December 12 & 13, 2017 

MOTION made by Ms. Jeanie Wyatt, seconded by Mr. Doug Danzeiser and carried unanimously by the 
members of the Board of Trustees of the Employees Retirement System of Texas to approve the proposed 
meeting dates for Board of Trustees and Investment Advisory Committee, the Meeting of the Board of 
Trustees and the Meeting of the Audit Committee. 

XXIII. EXECUTIVE SESSION

Mr. Hester stated it was 2:31 p.m. on December 2, 2016. The Board of Trustees will meet in 
executive session in accordance with Section 551.072, Texas Government Code; the Board of Trustees will 
meet in executive session to discuss the purchase, exchange, lease or value of real property and the 
Employees Retirement System of Texas building. Thereafter the Board may consider appropriate action in 
open session. 

After the executive session, Mr. Hester stated it was 4:04 p.m. on December 2, 2016. The Board was 
in open session. No action, decision, or vote was taken by the Board while in executive session and Mr. 
Hester asked if there were any motions from the Board. 

There were no questions or further discussion, and no action was taken on this item. 

XIV. ADJOURNMENT OF THE BOARD OF TRUSTEES

The December 2, 2016 Meeting of the ERS Board of Trustees adjourned at 4:04 pm CT. 



PUBLIC AGENDA ITEM - #14a 

Review, Discussion and Consideration of the Texas Employees Group Benefits Program: 

14a. Health Insurance Financial Status Update for the First Quarter Fiscal Year 2017 

February 22, 2017 

Background: 

Medical. The Texas Group Benefits Program (GBP) offers an array of health insurance programs to state 
employees, retirees, and their eligible dependents. The largest plan, HealthSelect of TexasSM 
(HealthSelect), is a self-funded point-of-service health benefit plan with about 82% of GBP health plan 
participants enrolled. HealthSelect offers health coverage throughout Texas and the United States. Under 
a self-funded program, the plan administrator, in this case ERS, receives all of the contributions and uses 
those dollars to reimburse the third-party administrator (TPA) as claims are paid. The TPA receives 
payment for their administrative expenses only and does not profit from the amount of claims paid. 

In addition to the self-funded HealthSelect plan, GBP health coverage also provides fully-insured plans 
through Health Maintenance Organizations (HMOs), HealthSelect Medicare AdvantageSM, a Medicare 
Advantage Preferred Provider Organization and KelseyCare Advantage, a Medicare Advantage HMO. 

Beginning September 1, 2016, the State offered an additional self-funded health plan option for members, 
Consumer Directed HealthSelect. This is a high deductible health plan which qualifies the member to 
open a tax free Health Savings Account. 

Prescription Drug Benefits. All GBP health plans include prescription drug coverage, although the 
coverage is provided in different ways. Self-funded HealthSelect offers prescription drug coverage 
utilizing a co-pay plan while the self-funded Consumer Directed HealthSelect plan requires the 
prescription drug coverage to be subject to the high deductible before benefits are paid on a co-insurance 
basis. HealthSelect Medicare Advantage and the Medicare Advantage HMO provide medical benefits 
only. Participants in those plans receive prescription drug benefits through HealthSelect Medicare Rx, 
which also provides self-funded prescription drug coverage for all Medicare-primary participants in 
HealthSelect on a co-pay basis. 

Each HMO for non-Medicare employees provides health and prescription drug coverage. All HealthSelect 
participants receive benefits through the HealthSelect prescription drug program. Program administration 
transitioned to OptumRx, an affiliate of UnitedHealthcare, on January 1, 2017. 

Contributions. HealthSelect plan benefits are funded by contributions paid by the enrolled employees and 
retirees (members) and by the State of Texas and other participating employers through the biennial 
legislative appropriation and various sources of local funds. The state and participating employers 
currently pay 100% of the contributions for member coverage and 50% of contributions for dependent 
coverage. The ERS Board of Trustees sets the annual contribution rates based on the projected cost of 
coverage, member cost sharing, projected expenses, provider reimbursement arrangements, and 
available funding from the State of Texas. 

ERS pays premiums in exchange for a full transfer of risk to the third party vendor fuly-insured  HMOs, 
HealthSelect Medicare Advantage and Medicare Advantage HMO plans. These plans can only be offered 
if they provide a lower cost alternative to the HealthSelect plan. Therefore these plans produce at least 
breakeven financial results to the GBP. 

Any gain or loss under the GBP health plans are always attributable to experience under HealthSelect 
and HealthSelect Medicare Prescription drug programs which are self-funded. 

http://www.ers.state.tx.us/Customer_Support/Contacts/HealthSelect_MA/
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Fiscal Year 2017, Quarter 1 

The estimated health benefit cost trend was lower than expected for HealthSelect through the first quarter 
at 7.1% per participant per month. This is primarily due to a decrease in prescription drug trend. 
Prescription drug trend is 6.1% through the first quarter of FY 2017. This is down from 23.5% in the first 
quarter of FY 2016 and the current projections use a 13% trend. Staff will continue to monitor to 
determine if adjustments need to be made. As presented to the Board in December 2016, the FY16 
ending fund balance is $499 million. ERS and consulting actuaries currently estimate the fund balance 
will be $607.6 million at the end of FY17. 

Due to health plan management activites, ERS has been able to reduce trend slightly from what was 
projected. Any savings as a result of trend reduction falls to the bottom line. 

INITIATIVES TO REDUCE COSTS: 

ERS understands state government must conserve resources and streamline operations for maximum 
efficiencies. The current economy, state budgetary pressures and the additional cost from federal health 
care reform legislation make cost management more important than ever. ERS staff continues to explore 
options to reduce plan costs. 

Patient Centered Medical Homes 

Currently, ERS staff has agreements in place, through the HealthSelect TPA, with seven provider groups 
to provide Patient Centered Medical Homes (PCMH) to HealthSelect participants who choose one of 
those providers as their primary care physicians. ERS shares savings with these groups if they meet 
certain quality metrics. 

• HealthSelect added two new clinics in the PCMH program, The additional clinics are Texas Tech
University School of Medicine partnered with UMC Physicians Network Services in Lubbock and
Amarillo Legacy Medical ACO in Amarillo.

• Savings attributed to the clinics in the PCMH program for FY16 total over $11.2 million. Currently,
four of the clinics will earn a shared savings payment for FY16 performance for a total of $3.4
million.

Dependent Eligibility Audit 

ERS contracted to perform an audit of eligibility for all dependents added to the HealthSelect program. 
The audit was originally performed in 2011. To capture more recent years,a gap audit started in 2014. 
The ongoing audit of dependents since the time of enrollment in FY16 saved an estimated $8 million. The 
ongoing audit of dependents as they are added to the plan is projected to save a similar amount in FY17. 
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GBP Health Plan Financial Status 
GBP Summary of Actual and Projected Health Plan Experience 

Based on experience through November 2016 ($Millions) 

All Health Plans 

FY2015 FY2016 
FY2017 

Projected 
REVENUE 
 State Contribution for State Agencies $1,653.1 $1,801.5 $1,954.5 
 State Contribution for Higher Education $706.9 $773.7 $839.4 
 State Contribution – Other $67.7 $72.5 $78.7 
 State Contribution – Total $2,427.7 $2,647.7 $2,872.6 
 Member Contributions 455.1 485.9 $514.1 
 Other Revenue 219.9 280.9 $368.9 
TOTAL REVENUE $3,102.7 $3,414.5 $3,755.6 
HEALTH CARE EXPENDITURES $3,041.5 $3,356.1 $3,646.9 
Net Gain (Loss) $61.2 $58.4 $108.7 
FUND BALANCE $440.5 $498.9 $607.6 
Other Expenses Incurred Outside of the GBP Fund 
 Member Cost Sharing $480.4 $487.8 $493.8 

STAFF RECOMMENDATION: 

This agenda item is presented for discussion and informational purposes only. No action is necessary. 



PUBLIC AGENDA ITEM - #14b 

Review and Discussion of the Texas Employees Group Benefits 

Program: 14b. HealthSelect Plans and Monitoring Strategy 

February 22, 2017 

Background 

The Employees Retirement System of Texas (ERS) contracts with providers to perform administrative 
services for the various programs offered within the Group Benefits Program (GBP). Each contract 
defines the services and deliverables that are to be performed in the administration of the applicable 
benefits program. As such, each contract sets forth conditions whereby the vendor’s failure to meet the 
contractual requirements may result in performance guarantee assessment(s) and/or liquidated damages. 

Certified Texas Contract Manager 

Monitoring the GBP vendors’ adherence to the contractual requirements is performed by members of the 
account management team within the Benefit Contracts Division. Each account management specialist is 
required to undergo training to be designated as a Certified Texas Contract Manager (CTCM) as required 
by Texas Government Code, Section 2262.053 and the State of Texas Procurement Manual.1 
To be eligible for CTCM certification, the account manager must satisfy the following requirements: 

• possess at least one year of contract management experience,
• complete the Contract Management segment courses administered by the Texas Procurement

and Support Services provided by the Texas Comptroller of Public Accounts and
• pass a certification examination.

In order to maintain the CTCM designation, the account manager must complete 80 hours of continuing 
education hours credits averaged over the five-year certification period to qualify for renewal of 
certification. 

Contract Monitoring Strategy 

The scope of contract administration refers to the processes that occur after a contract is signed2 and 
includes methods used to monitor vendor performance. Performance monitoring of GBP Vendors is a key 
aspect of contract management responsibilities. The level and frequency of performance monitoring may 
vary based on the criticality of the contract. However, each account manager follows a defined contract 
monitoring strategy developed for the GBP. 

The overall strategy is organized on either a fiscal or calendar year basis, as appropriate, to align with the 
plan year of the benefit program. The key objectives of the contract monitoring strategy include, but are 
not limited to, the following: 

• review and report the GBP vendor’s adherence in meeting the delivery points and maintaining
acceptable customer service levels,

• initiate and track recommendations identified through formal compliance audits, strategic planning
and contract monitoring activities,

• review the methodology used by the GBP vendor in developing self-reported data reflected within
the Monthly Administrative Performance Report,

• review key metrics including adherence to specified service level expectations and performance
standards,

1 Texas State Comptroller of Public Accounts, State of Texas Procurement Manual, pg. 14. 
 http://www.comptroller.texas.gov/procurement/pub/manual/ProcurementManual.pdf 
2 State of Texas Contract Management Guide, version 1.14, 01-Sep-2015, page 15. 
 http://comptroller.texas.gov/procurement/pub/contractguide/contract-mgmt-guide-v1.14.pdf 

http://www.comptroller.texas.gov/procurement/pub/manual/ProcurementManual.pdf
http://comptroller.texas.gov/procurement/pub/contractguide/contract-mgmt-guide-v1.14.pdf


• identify opportunities to develop and deploy enhanced requirements (i.e. directives, strategic
initiatives, plan design changes) and

• coordinate the engagement of a compliance audit of the vendor by an independent auditing firm
selected by ERS through a competitive procurement process.

Contract Monitoring: HealthSelect Program 

HealthSelect of Texas (HealthSelect) is comprised of a self-funded, managed care, point-of-service 
health plan and consumer-driven high deductible plan. This health programhas a medical plan and a 
prescription drug plan. HealthSelect is available to active employees, retirees and their eligible 
dependents. A summary of the HealthSelect program is provided in Exhibit A. 

The consumer-driven health plan consists of both a high deductible health plan (administered by 
UnitedHealthcare) and a Health Savings Account (administered by Optum Bank.) 

The account manager employs several tactics to accomplish the contract monitoring objectives described 
above. Some of these tactics include, but would not be limited to, the following: 

• conduct cross-divisional operational meetings,
• facilitate strategic planning meetings,
• identify potential issues and track results from the Monthly Administrative Performance Reports,

plan performance reports, annual executive reports, and mediation tracking reports,
• review source documentation reporting,
• confirm compliance with provided directives and
• review findings from compliance audits.

The Monthly Administrative Performance Report is specific to GBP contracts and designed to be a 
comprehensive monitoring tool for the account manager. 

Monitoring: Monthly Administrative Performance Report (MAPR) 

The MAPR is a customized tool that is specific to an applicable GBP Program. The report reflects specific 
Contractual Agreement (Contract) performance areas and includes all performance guarantee standards. 
As such, HealthSelect vendors must report their performance within each stipulated service or operational 
component. 

• HealthSelect Third Party Administrator (TPA) contract, Fiscal Year 2016 period:

The MAPR captures 26 criteria that are measured and reported on a monthly, quarterly, and/or
annual basis. These criteria are organized into five major categories:

o Account Management with 11 criteria,
o Customer Service with five criteria,
o Operations with three criteria,
o Systems and Data Management with five criteria and
o Legal Disclosure with two criteria.



• HealthSelect Pharmacy Benefit Manager (PBM) contract, FY16 period:

The MAPR captures 21 criteria that are measured and reported on a monthly, quarterly, and/or 
annual basis. These criteria are organized into four major categories: 

o Account Management with five criteria,
o Customer Service with three criteria,
o Operations with eight criteria and
o Systems and Data Management with five criteria.

The HealthSelect TPA and PBM vendors are responsible for providing MAPRs and other contract 
deliverables according to timelines set forth within the Contract. The vendor’s failure to meet any of the 
requirements stipulated within the Contract may result in a monetary assessment in the form a 
performance assessment. 

Monitoring: Performance Guarantees 

The Performance Guarantees are formulated during the procurement process and specify the service 
expectations the GBP vendor is to perform throughout the contract period. The Performance Guarantee is 
an appendix to the Contract and is presented into two sections. 

Section 1 provides the comprehensive listing of performance expectations with a description of the 
business-critical service functions to be performed by the GBP vendor. This section also provides 
reporting frequency and metrics for each listed business-critical service function. 

Section 2 discloses the total dollar amount the vendor has placed at risk (amount at risk) to ensure its 
contract performance meets or exceeds the service level standards set forth within the Contract. The 
amount at risk is a function of the contact value. Assessments for any single plan year will not exceed the 
total amount placed at risk. This section is illustrative of the four severity levels assigned to each 
business-critical service function listed in Section 1 as reflected below: 

Level of Severity Definition Allocation of 
Amount at Risk 

Severity 1 – 
Emergency 

Mission critical systems are down, or a substantial 
loss of service, or business operations have been 
severely disrupted, or a major milestone has not 
been met. In each situation, no work-around that is 
acceptable to ERS is immediately available. 

50% of the aggregate annual 
amount at risk for each 
occurrence 

Severity 2 – 
Critical 

A major functionality is severely impaired. 
Operations can continue in a restricted fashion; 
however, client and/or member service(s) are 
adversely affected. 

25% of aggregate annual 
amount at risk for each 
occurrence 

Severity 3 – 
Moderate 

Business operations have been adversely impaired 
in a moderate manner. A temporary work-around 
that is acceptable to ERS is immediately available. 

• Occurrence 1 =
3% of aggregate annual
amount at risk

• Occurrence 2 =
5% of aggregate annual
amount at risk

• Occurrence 3 =
6% of aggregate annual
amount at risk

• Occurrence 4 =
9% of aggregate annual
amount at risk

Severity 4 – Minor Business operations have been adversely affected 
in a limited manner requiring a modification of 
current policies and/or processes. 

2% of aggregate annual 
amount at risk for each 
occurrence 



• The HealthSelect TPA contract for FY2016 contains 21 Performance Guarantee service
functions:

o Severity Level 1: two service functions
o Severity Level 2: two service functions
o Severity Level 3: seven service functions
o Severity Level 4: 10 service functions

• The HealthSelect PBM contract for FY16 contains 21 Performance Guarantee service functions:

o Severity Level 1: one service function
o Severity Level 2: five service functions
o Severity Level 3: nine service functions
o Severity Level 4: six service functions

Enhanced Performance Monitoring 

Overall, the vendor performance monitoring associated with the HealthSelect program is comprehensive 
and reflects the value and criticality of the vendor contracts. Moreover, the monitoring performed is 
completed with the intent to meet the enhanced performance monitoring specified by the passage of 
Senate Bill 20 of the 84th Legislative Session, and as required under Sec. 2261.253, Government Code.3 

This agenda item is presented for discussion and informational purposes only. No action is necessary. 

ATTACHMENT - 1 

Exhibit A – HealthSelect Program Overview 

3 Nelson, Jane. S. B. 20, Legislative Session: 84(R), http://www.legis.state.tx.us/tlodocs/84R/billtext/doc/SB00020F.doc 



HealthSelect Program Overview 

As a comprehensive healthcare program, HealthSelect offers significant benefits to participants 
throughout Texas and the United States. HealthSelect has a two-tiered structure, including coverage both 
in-area and out-of-area. The HealthSelect network service area, referred to as “in-area,” covers the state 
of Texas. The “out-of-area” plans cover retirees and active employees residing or working outside of the 
state of Texas. 

As a result of House Bill 966 which passed during the 84th Texas Legislative Session, ERS created  a 
consumer-driven health plan, known as Consumer Directed HealthSelect, effective September 1, 2016. 
This consumer-driven health plan consists of both a high deductible health plan (administered by 
UnitedHealthcare) and a Health Savings Account (administered by Optum Bank.) 

The ERS Board of Trustees (“Board”) awarded the following contracts associated with the HealthSelect 
plan: 

• Administration of the HealthSelect medical program was awarded to UnitedHealthCare
Services, Inc., covering an initial contract term of February 21, 2012 - August 31, 2016, and
a one-year extension through August 31, 2017.

o As a reminder, in the December 2016 Board of Trustees meeting, the Board
awarded a six year initial contract term for the administration of the HealthSelect
Plans to BlueCross BlueShield of Texas, covering a period of September 1, 2017 -
August 31, 2023.

• Administration of the HealthSelect Prescription Drug Program (HealthSelect PDP) was
awarded to Caremark Rx, L.L.C, covering an initial contract period of September 1, 2008 -
August 31, 2012, and two extension periods through December 31, 2016.

o During the May 2016 Board of Trustees meeting, the Board awarded a five year and
8 month initial contract for administration of the HealthSelect Prescription Drug
Programs to UnitedHealthcare Services, Inc. (also known as OptumRx) covering a
period of January 1, 2017 - August 31, 2022. More information regarding the
monitoring of this program will be provided in December 2017.

Program Enrollment 

Overall, enrollment within the HealthSelect of Texas plans continues to remain stable year over year. 
Approximately 82% of GBP health plan members are enrolled one of the HealthSelect Plans. Fiscal year 
2017 year-to-date HealthSelect of Texas Plan enrollment is approximately 439,410 participants. 

Enrollment for the HealthSelect of Texas medical plans over the last five years is shown in the chart below: 

HealthSelect of Texas In-Area and Out-of-Area Enrollment 
September 1, 2012 to September 1, 2016 

FY13 FY14 FY15 FY16 FY17 YTD % Change 
FY16–FY17 

  Members 248,785 249,845 254,506 254,390 256,992 1.0% 

  Dependents 187,754 185,834 184,131 181,678 181,749 0.0% 

  Total 436,539 435,679 438,637 436,068 438,741 1.0% 

Exhibit A 



While ERS has seen very low enrollment in the new Consumer Directed HealthSelect Plan, enrollment 
continues to grow. 

Consumer Directed HealthSelect 
Enrollment 

As of September 1, 2016 

FY17 YTD 

Members 343 

Dependents 326 

Total 669 

Enrollment in the HealthSelect Prescription Drug Program remains stable and is shown below. 

HealthSelect Prescription Drug Program Enrollment 
September 1, 2012 to September 1, 2016 

FY13 FY14 FY15 FY16 FY17 YTD % Change 
FY16–FY17 

  Members 286,370 233,439 243,481 235,504 238,825 1.4% 

  Dependents 197,657 184,424 182,535 177,772 178,245 0.3% 

  Total 484,027 415,863 426,016 413,276 417,070 .9% 
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15. Executive Director Agency Update 

February 22, 2017 

 

Legislative Update - The 85th Session of the Texas Legislature convened on Tuesday, January 10th. ERS 
staff began analyzing new bills as part of the Legislative Analysis Group (LAG) process. The LAG meets 
every Thursday, and it is an opportunity for ERS staff to discuss the effects of proposed legislation on ERS 
operations and programs.  

ERS staff also prepares a report of bills that could have a significant impact on the agency, our members, 
and our retirees. The most recent version is included in your notebooks. The bills listed on this report are 
also posted to the ERS public webpage, and anyone who is interested can sign up to get an email update 
whenever the webpage is updated. Bills of interest include proposed limits on trust fund  investments, the 
possibility that one elected board member could be a retiree, and various bills involving ethics and open 
records. 

The House and Senate have filed their introductory budget proposals. Encouragingly, both chambers 
maintain the 9.5% state contribution to the trust fund that was established in 2015. Thanks to the hard work 
of the Board and ERS, the legislature understands that funding the trust on an actuarially sound basis is an 
important long-term commitment. 

On the health insurance side, the proposed budgets fund the base request, as well as part of the estimated 
cost trend for the 2018-19 biennium. The remainder of the cost trend will be funded through a partial draw-
down of the GBP Contingency Fund, a structure proposed by ERS in its Legislative Appropriations Request 
(LAR) last August. 

ERS appeared before the Senate Finance committee on Wednesday, February 1st, to testify about our LAR.  
In addition, the Finance Committee held a brief panel with ERS, TRS, HHSC, and TDCJ to discuss rising 
health care costs. Senator Jane Nelson, the chair of the Finance committee, announced at the committee’s 
organizational meeting that she was forming a special workgroup to discuss rising health care costs and 
make recommendations about how to contain those costs. Senator Charles Schwertner is the chair of the 
health care cost workgroup. On Friday, February 3rd, ERS appeared before the workgroup to testify. The 
Senate Finance workgroup dedicated to the ERS LAR is chaired by Senator Joan Huffman, and includes 
Senators Kelly Hancock, Juan “Chuy” Hinojosa, Lois Kolkhorst, and John Whitmire. 

House Committees were announced on Thursday, February 9th. Representative Dan Flynn will continue to 
serve as the Chair of the House Pensions committee, and Representative Roberto Alonzo will remain Vice-
Chair. The other members of the Pensions committee are Representatives Rafael Anchia, Cole Hefner, Dan 
Huberty, Dennis Paul, and Justin Rodriguez. ERS will testify before the committee on Monday, February 
27th at 2 PM.  

Representative John Zerwas is the new chair of the House Appropriations committee. The Subcommittee on 
Articles I, IV, & V is chaired by Representative Oscar Longoria. The other members of the Subcommittee are 
Representatives Rick Miller, Giovanni Capriglione, Scott Cosper, and Toni Rose. ERS appeared before the 
Subcommittee yesterday, February 21st, to discuss the LAR. 

Sunset Update - The Texas Sunset Advisory Commission (Sunset) has taken no official actions related to 
their review of the Employees Retirement System of Texas since their November 10, 2016 public hearing to 
adopt final report recommendations. ERS staff updated the Board of Trustees on adopted recommendations 
during the December 2016 quarterly meeting. Sunset staff is working with the Texas Legislative Council to 
draft legislation for implementation of adopted recommendations requiring statutory changes. The final bill is 
expected to be filed in late February or early March. 



ERS staff continues to work toward implementation of recommendations adopted by Sunset as 
management actions (directives to an agency to implement actions that do not require statutory change). 
Most of these activities can be completed by staff without Board action, such as clarifying member 
communications and improving member interaction with application and appeal processes/operations. For 
example, the annual Cost Management and Fraud Report, providing performance statistics and operational 
data on the HealthSelect of Texas plan, was expanded this year to provide a more comprehensive look at 
the full Group Benefits Program, as requested by the Sunset recommendations. 

One of the Sunset adopted management action directives, requires input and action by the Board of 
Trustees. Recommendation 2.2, adopted by Sunset on November 10, requires ERS to establish an advisory 
committee to obtain regular stakeholder and expert input on benefits provided through the Group Benefits 
Program. The ERS Board of Trustees currently maintains the statutory authority to establish advisory 
committees it considers necessary to performing its duties, under Government Code § 815.509. In future 
meetings, ERS staff will be presenting proposals for the composition and operation of the type of advisory 
group envisioned by the recommendation to trustees for consideration and action. The goal is to begin 
meetings of the GBP Advisory Committee during 2018.   

2017 Board of Trustees Election Update – ERS certified four candidates for the 2017 Board of Trustees 
Election on February 15. The name and representing agency of each candidate is listed below: 

• Catherine A. Melvin, Texas Department of Public Safety 
• Morgen Ashley Cuming, Texas Board of Professional Engineers 
• Benito Ybarra, Texas Department of Transportation 
• Jacqueline “Jackie” A. Dickerson, Texas Department of Criminal Justice 

Candidates will answer voter questions as part of the Candidate Forum - to be held March 9 in the ERS 
auditorium. The forum is an opportunity for ERS members and retirees to ask questions and hear the 
candidates’ positions on state employee benefits and retirement issues. The forum will be live-streamed for 
members unable to attend in person. A recording will also be made available on our website. Voting runs 
March 10 through April 14. Election results will be announced on May 10. The term for the new Trustee-
elect will begin September 1. 

Board Web Portal Service – ERS will use a web service beginning in May to effectively and securely 
share and manage Board meeting agenda items, exhibits and minutes. The BoardDocs Pro solution will 
reduce the reliance on paper-based Board materials by offering an easy to use interface to view materials 
electronically. -. The new system reduces paper for board members and staff and streamlines meeting 
preparation and documentation. 

Staff are working with the vendor to implement the new service. ERS plans to use the new service 
beginning with the May 2017 Board meeting. All users will receive training on using the service prior to the 
May meeting. 

ERS Website Redesign and Other Changes to ERS’ Online Presence – ERS is in the process of 
redesigning the member website, as it does every few years. As with past redesigns, we’ve worked with an 
outside firm that specializes in website design and online communications to evaluate the site and make 
recommendations for improvements. The ultimate goal is to make information easier to find and understand. 

Our website is a critical communications channel with our members and other audiences. For many, it’s their 
first source of benefits information. In Calendar Year 2016, more than 1.1 million visitors had nearly 8.8 
million page views on the ERS website. The site currently has 683 pages and 452 PDFs. So much 
information can be overwhelming, and we are committed to streamlining the website and simplifying the 
online flow of information as much as possible. 

The consulting firm, Austin-based TradeMark Media, did a thorough review of our website and talked 
extensively with ERS employees about goals for the site. They also spoke with a variety of users – including 
retirees; state employees at the beginning, middle and near-end of their careers; and benefits coordinators – 
about their experiences on the website. Following this evaluation, TradeMark made recommendations for 
redesigning the site and presenting the information. ERS’ Benefits Communications and Information 



Systems Divisions are in the process of implementing the suggested changes. The redesigned site will have 
a very different look and some significant navigational changes. In addition, it will have a responsive design 
enabling the page to adjust for different-sized screens, allowing for a better experience on smartphones and 
tablets. 

At the same time as the redesign, we’re working on moving to a new content management system (CMS), 
which is the platform that supports the site. We’re making this change after determining that our current 
CMS no longer adequately meets our needs. The new CMS will cost less than the current one and should 
be easier to manage.  The current CMS also supports the current Board site.  It will be decommissioned as 
part of the CMS transition, and moved to BoardDocs Pro. 

Another component of this project is a new domain name for ERS, from ers.state.tx.us to ers.texas.gov. 
Several years ago, The Texas Department of Information Resources requested all state agencies change 
their domain names, although currently only about half have changed. With the website redesign, it seemed 
a good time to change the domain name, to consolidate communications efforts. 

We are planning for all three transitions – the website redesign, the new CMS and the ers.texas.gov domain 
name change – to take place simultaneously around April 26. If we cannot meet this deadline, we’ll delay all 
three until August, after Summer Enrollment. We have an extensive communications plan in place to 
educate people on the new web design and how to find information on the site and to notify people about 
ERS’ new web and email addresses. The current domain name will redirect for at least one year after the 
transition, so anyone using the current web or email addresses will automatically be redirected to the new 
addresses. 

Although website redesigns can be disruptive to users, we believe the new site ultimately will provide clearer 
communications and a better overall experience for our members and other audiences. 

2017 Everything’s Fitter in Texas Challenge - This is the time of year state agencies participate in the 
statewide physical activity challenge. The challenge requires participants to log 150 minutes of physical 
activity for at least six weeks during a 10-week period. 

When Michelle Sneed, ERS’ Health Promotions Administrator, received word that the annual statewide 
physical activity challenge would not happen in 2017, she sprang into action. Michelle partnered with the 
Department of State Health Services to offer an alternative for state agencies to engage in a friendly fitness 
competition in early 2017. Kudos to Michelle for going the extra mile to make fitness a priority for State 
employees! 

This year the statewide Challenge has a new (albeit temporary) moniker: 2017 Everything’s Fitter in 
Texas Challenge! This is the same annual statewide challenge with a new name, a new look, and a much 
more friendly user website. The Challenge started on Feb. 6 and ends on April 16. 

Why the change? The challenge administrator, Department of State Health Services (DSHS), is developing 
a new website in response to feedback from previous years. The new website will not be ready until 2018. 
ERS offered to partner with DSHS to continue the Challenge during the transition in order to maintain the 
momentum and continuity of an annual statewide challenge; thus, Everything’s Fitter in Texas. 

 More than 17,000 state employees registered for the Challenge – setting a record participation! Last year, 
some 16,000 state employees participated in the Challenge, up from 12,000 in 2015. (BTW, this year’s logo 
was designed by ERS’ very own Mike Martinez.) 

ERS Director Retirement – As announced previously, Rob Kukla, Director of Benefit Contracts will retire at 
the end of March. This is Rob’s last Board of Trustees meeting.  During his tenure, Rob has vastly improved 
the Group Benefits Program.  Among his accomplishments are an internal underwriting and data analysis 
team, robust financial program reporting, significant cost savings through bids, enhanced dental benefits, 
Medicare advantage medical programs and increased federal revenues through the Medicare Rx program 
and other innovations.  ERS has engaged a -search firm to - assist with the process of filling his position.  
We wish him the best of luck and thank him for his many years of service. 



PUBLIC AGENDA ITEM - #16 

16. Set Date for the Next Joint Meeting of the ERS Board of Trustees and Investment
Advisory Committee, the Next Meeting of the Board of Trustees and the 

Next Meeting of the Audit Committee 

February 22, 2017 

2017 Meeting Dates: 

Wednesday, February 22, 2017 

Wednesday, May 17, 2017 

Wednesday, August 23, 2017 

2 Day Workshop: 
Tuesday – Wednesday, December 12 & 13, 2017 



PUBLIC AGENDA ITEM - # 17 

17. Adjournment of the Board of Trustees

February 22, 2017 
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