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Final Report and Recommendations

Figure 79: Estimated Potential Cost Savings for Centralized Investment Office

CONSOLIDATION
IN THOUSANDS OF DOLLARS

% REDUCTION IN

SAVINGS SUM COSTS

30 YEARS

1) ELIMINATION OF REDUNDANCIES

Personnel -33% 4,384
Consultants -44% 3,490
General -50% 703
Private Equity -50% 1,793
Real Estate -50% 295
Hedge Fund 0% 700
Proxy Voting Advisor -50% 136
Actuary -33% 354
Subscriptions -33% 716
Total 9,080 897,170
Equities -43% 1,562
Fixed Income -22% 308
Total 1,870 185,790
Private Equity -T% 10,194 1,007,350
Total 21,144 2,090,310

Source: Systems Budget Books, CAFR, RCI Report

Source: Estimates based on data in Systems’' Budget Books, CAFRs, and Monk et al. chapters of this report.
2. Diluted scale results in competing and inferior terms with asset managers.

PSERS and SERS retain separate, yet duplicative investment staff to implement asset allocation, meaning to
execute the activities of investment management relating to the selection, management and monitoring of
managers who provide access to the capital markets and strategies identified in the asset allocation. The two
systems’ experience in US Equities, a familiar asset class, shows that despite shared beliefs about the asset class,
the two systems do not use their scale to reduce operational cost. Both systems have chosen to index a significant
portion of their US public equity allocations. Yet SERS engages external, third party asset managers to invest
assets in index-based strategies to whom the System pays $1.8 million annually®® while PSERS endeavors to
manage internally an index strategy. To reduce costs, a shared investment office could use its scale to negotiate
the smallest cost with one external asset manager or deve

Worse than missing out on an opportunity to take advan
each other for partnership with the best external asset n
active fund raising by managers, both systems were in tl

%) See tables “Public Equity Assets under Active Management v. Investe
316 Management v. Invested in Indices at SERS” in Chapter IV: Active and



Public Pension Management and Asset Investment Review Commission: Consolidation of Investment Operations

portfolios. Services such as Bloomberg provide a list of which managers are “in market” with funds, and
include details of fund size and close dates. A well-known manager marketed their next in a series of large
buy-out private equity fund. Both SERS and PSERS invested in the fund, one paying a 1.5% management

fee and 20% performance fee subject to an 8% hurdle, while the other has a management fee of 1.4% which
stepped down every 2 years to 0.75% after year 6. While both systems independently made use of staff, lawyers,
and consultants to evaluate this private equity opportunity, the only risk free way to increase the return of

this particular investment was overlooked - they did not use their combined purchasing power to reduce the
direct costs of this investment even to the extent that it was offered to one of the two systems. The Systems’
consultants report that PSERS pays 138bps in base management fees to its private equity program, while SERS
pays 163bps (Chapter VIII: Cost-Saving Analysis). SERS individual fund commitments also tend to be smaller
than those of the larger fund, PSERS. Applying the lower base management fees to the entire allocation,
collective bargaining power might save $10 million in fees in private equity alone. A consolidated investment
service would use its market power to negotiate the best terms with the managers identified.

Subsequently, PSERS and SERS have recently found opportunities to work together, as Executive Director
Glen Grell testified, “We've had a couple of instances where PSERS and SERS were both looking at the same
deal, so we collaborated. In one case, we were able to use our maybe bigger buying power to negotiate a lower
fee, not for us, but for SERS, but we’re all in the same family, so that was a good outcome. We'd like to do more
of that. But there really are limits to what can be done without statutory change.”**™ In its fee analysis

of the systems, consultant Novarca identified a public securities manager used by both SERS and PSERS

for an identical strategy, but paid different rates irrespective of the scale of the mandate.5® While informal
collaboration appears to have increased in private equity following the 2017 example above, collaboration does
not appear to be systematic or to occur across other asset classes, and would be institutionalized through the
creation of a new, shared investment office for the two systems.

3. Duplicative costs misallocate resources that could be used to improve performance.

Duplication of costs across the two pension systems misallocates resources away from the internal investment
infrastructure that is critical to improving performance, namely, (1) enhanced understanding and managing
risks in portfolios and (2) the developing of internal investing capabilities in order to reduce investment fees
paid to external managers. A large reliance by both Systems’ current staff on external consultants suggests a
lack of prioritization on the tools to manage risk including: front office systems to analyze risk, asset allocation,
attribution, and trading: middle and back office, including an investment book of record (IBOR) operations;

and finance and administration. Front office risk systems such as Bloomberg, BlackRock Solutions, and
FactSet have high but fixed costs. As previously mentioned, they do not cost more for increased assets under
management, as would be expected through investment office consolidation. Moreover, these systems are

also high value, and may provide important portfolio and risk management insight to those systems unable
individually to afford access. A better resourced organization with a greater ability to attract world-class staff
would be better equipped to pay for and utilize these systems. These skilled individuals seek to understand and
manage risks when portfolios have complexity, and know such systems are essential to properly risk controlled
internal investing.

A new consolidated pension investment operation with appropriate and expert oversight could also improve
performance through bringing additional capabilities and talent to oversight. Given the complexity of
investment strategies available to investors, Dr. Monk counseled, “Sponsors have a legitimate desire and right
to oversee their plans. But that representative instinct has to be balanced with the expertise needed to oversee
increasing complexity.”e===iii Table 3 below summarize

investment boards are staffed, their qualifications, and I

implementation of the complex investment strategies ax

8 SERS is paying lower fees than PSERS (9bps v. 12.4bps) on the same
amount until recently. (See Chapter VIII: Cost-Saving Analysis of this:
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Public Pension Management and Asset Investment Review Commission: Procurement

Approval of Other Financial Professionals. The PSERS
Investment Policy Statement also specifies selection procedures A CLOSER LOOK AT THE DUE DILIGENCE
for two additional categories of external professionals: PROCESS FOR INVESTMENT MANAGERS

+ Securities lending agents facilitate securities
transactions by identifying a borrower and negotiating

The PSERS “Draft External Manager
the loan Fems on behalf of the furEd sponsor (here, Underwriting Policy™ sets forth
the pension system). PSERS lending agents must be the steps to be followed by its
approved by the Board of Trustees and the Finance !“'h°:ls‘°-t'_"""°-5t“"e“‘ ﬁ@fesst'nna'f

in evaluating prospective external
Committee, and the Investment Office Staffis — o?.,se they are identified.
authorized to negotiate and execute appropriate The steps are: sourcing and

identification; manager interviews;
agreements. performance analysis; document

review; public information review;
* QIRs (Qualified Independent Representatives) rﬁferencg calls; review of 1h:| .

s manager’s operations; establishment
facilitate swaps—exchanges of future cash flows. The 2 e
PSERS policy sets forth criteria for the QIRs to be memo of recommendation; Allocation

. . Implementation Committee approval;
used by prospective Swap Dealers and Major Swap operational preparation; Board
Participants. approval; and contracting/legal

negotiations.

The Pennsylvania Auditor General conducted an audit of
PSERS in 2017. The audit report®” states, “During our audit
period, PSERS and the Board appear to have properly procured
investment consultants and external investment managers in
accordance with its written procedures.”s”

B. SERS: Current Investment Services Procurement Practices

Investment Manager Selection. SERS does not issue RFPs for investment managers. The SERS process is
described in their Statement of Investment Policy:

[Members of the Board of Trustees are responsible for] approving the engagement and
termination of investment managers. Staff and consultants will identify potential candidates.
Potential managers will be evaluated based on their ability to achieve the objectives outlined in
the Investment Plan and their demonstrated experience and expertise for the specific mandate.
Board suggestions for potential managers who meet these criteria will be evaluated by staff and
consultants. While individual Board Members may meet with prospective managers, all group
meetings involving a quorum of Board Members for a presentation by prospective managers
shall be through formal Board meetings or Board Committee meetings. Staff and consultants are
jointly responsible for carrying out the research and initial due diligence to identify qualified
candidates. Staff and consultants are also jointly responsible for performing the on-going
monitoring of investment managers and funds. Lastly, all prospective investment opportunities
and/or investment manager terminations which are recommended to the Board must be
supported by a memo from Staff and a memo from the relevant investment consultant.*"™

The Pennsylvania Auditor General conducted an audit of SERS in 2017. The audit report states, “We found that
SERS’ procedures to sufficiently research and hire investment managers and investment consultants appear to
be adequate and were performed in accordance with their written procedures.”®®

®7) The report also states that PSERS failed to document its investor fee negotiations. The topic of investment manager and consultant fees is
covered extensively elsewhere in the PPMAIRC report.
®8) The qudit report also notes that, as with PSERS, SERS failed to document its fee negotiations. 325
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« Fairness: Having not only a well-documented and
disciplined RFP process and deadlines, but also an
informative RFP that contains detail on the scope of the

proposed mandate, minimum requirements and standards,

specific and objective evaluation criteria and weighting.

« Objectivity: Having clear pre-established criteria of
minimum standards. For investment managers, such
standards might include assets under management
(firm-wide and in the specific asset class mandate);
length of track record; and preferences relative to style
(e.g., concentrated or diversified, aggressive or risk-
constrained).

In 2017, the state of Kentucky adopted legislation®® requiring
open, competitive bidding procedures when hiring inve:
managers for their retirement systems. Essentially, Ken
removed the former exemption for investment manager

them under the standard procurement procedures.

However, other states maintain exemptions for investm

manager procurement. For example, similarly to Penns;

the Rhode Island General Treasurer’s Office exempts th

procurement of investment managers from an open-bid

requirement®™ The Chicago Teachers’ Pension Fund i

to conduct procurement of investment managersandec
sole-
thas
westment
lures, ectxix

asider the
etitive-

retitive-
(PSERS

blish policy

es, and for
sare RFIs

CFA ASSET MANAGER CODE

The CFA Institute is a leading
investment management
organization whose stated
mission is to promote “the highest
standards of ethics, education,
and professional excellence for
the ultimate benefit of society.”™
In 2017, a number of pension
funds including PSERS wrote an
open letter urging investment
management firms to embrace

5. Communicate with clients in a
timely and accurate manner.

6. Uphold the applicable rules
governing capital markets.

The open letter notes that more
than 1,300 firms in more than

50 countries claim compliance
with the code. Former Kentucky
Retirement System board
member Chris Tobe noted in his
book Public Pensions, Secret
Investments that SB2 (the
procurement and transparency
legislation mentioned previously)
additionally requires individuals
and firms managing money for
the system to adhere to the CFA
manager code.*™ He finds,
however, that few alternative
investment managers of the
Kentucky Retirement System
have endorsed the code. See
Appendix for a summary of the
Asset Manager Code.
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Public Pension Management and Asset Investment Review Commission: Diversity

XI. Diversity®®

Research across a multitude of fields and industries has identified the potential economic and social benefits
of diversity. There is ample research confirming that diverse asset managers are competitive across industries
and asset classes. Yet, the asset management industry continues to face challenges with alack of diversity.
Research studies and articles have consistently documented the low level of representation by women and
racial /ethnic minorities among asset managers.

Through intentional, structural adjustments to be more inclusive in the manager selection process,
organizations can do a better job of identifying top-performing diverse managers across all asset classes and
address the structural inequality that exists for women and minorities across the asset management industry.

Representation of diverse-owned firms has increased modestly in recent years among hedge funds, private
equity and real estate. However, assets under management (AUM) with diverse-owned firms has fluctuated
significantly year-to-year.

The universe of asset managers is predominantly white and male. One of the biggest practical barriers to
utilizing diverse asset managers is, quite simply, lack of awareness. When we talk about being more inclusive, it
means making sure those managers who may not be naturally networked are not unintentionally excluded from
managing assets. Unconscious bias affects inclusion.

“Diversifying Investments — A study of ownership diversity in the asset management industry” was
commissioned by the John S. and James L. Knight Foundation in May 2017 and led by Josh Lerner, chair of
the Entrepreneurial Management Unit and the Jacob H. Schiff Professor of Investment Banking at Harvard
Business School, and the Bella Research Group.*™i# The study examined four segments of the industry -
mutual funds, hedge funds, private equity funds and real estate funds - finding that the number of women- and
minority-owned firms ranged from 3 to 9 percent, and AUM ranged from below 1 percent to 5 percent. The
study grew out of Knight’s efforts to diversify its own endowment investments. Knight has moved $472 million
of its endowment - or 22 percent - to management by women- and minority-owned firms in the past decade,
with no compromise on performance. Below is the data collected across asset classes.

Mutual Funds

The research identified 127 women-owned and 107 minority-owned firms as of Q2 2016, managing 572 and
416 mutual funds, respectively. Women- and minority-owned mutual funds represent just 5.2 percent and 3.8
percent of all mutual funds, respectively.

The women-owned mutual funds comprise 288 funds with substantial female ownership (25 to 49 percent)
and 284 funds with majority female ownership (50 percent and higher). Together, these women-owned

funds manage $405.9 billion in AUM, accounting for less than 1 percent of the total industry AUM. Similarly,
minority mutual funds comprise 51 funds with substantial minority ownership and 365 funds with majority-
minority ownership (that is, 50-plus percent minority ownership); all together, minority-owned mutual funds
manage less than 0.5 percent of the industry AUM.

©®) The data, charts, and much of the discussion within this chapter are
Lerner, Ann Leamon, Meagan Madden, and Jake Ledbetter, “Diverse As
commissioned by the John S. and James L. Knight Foundation, May 20.
Instructional Roadmap for Institutional Investors,” Lenox Park, commi
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