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ALL BOARD MEMBERS ARE ENCOURAGED TO ATTEND INVESTMENT 
COMMITTEE MEETINGS 

 
INVESTMENT COMMITTEE: 

Chair: James Dickson 
Members: Vernon Florence, Bill Peacher, Gary Trennepohl 

TEACHERS’ RETIREMENT SYSTEM OF OKLAHOMA 
Investment Committee Meeting 

Tuesday, April 16, 2013 – 3:00 PM 
TRS Administration Board Room 

2500 N. Lincoln Blvd., 5th Floor, Oklahoma City, OK 
 

AGENDA 
 

1. CALL TO ORDER 
 
2. DISCUSSION AND POSSIBLE ACTION ON INVESTMENT CONSULTANT MONTHLY 

REPORT 
 
3. DISCUSSION AND POSSIBLE ACTION ON ASSET ALLOCATION 
 
4. DISCUSSION AND POSSIBLE ACTION ON PORTFOLIO REBALANCING 
 
5. DISCUSSION AND POSSIBLE ACTION ON INTERNATIONAL EQUITY TRANSITION 
 
6. DISCUSSION AND POSSIBLE ACTION ON FIXED INCOME ALLOCATION 
 
7. UPDATE ON DOMESTIC SMALL CAP EQUITY RFP 
 
8. QUESTIONS AND COMMENTS FROM TRUSTEES 
 
9. ADJOURNMENT 
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March 2013 - Market Performance Update
Stocks Close the First Quarter on a High Note

5.1 21.5 17.3 9.9 0.1 7.3 12.5 8.3

Index Last Month Last Year Last 3 Years Last 5 Years Index Last Month Last Year Last 3 Years Last 5 Years

Dow Jones Industrial Average 3.9 13.4 13.3 6.5 BC T-Bills 0.0 0.1 0.1 0.3

NASDAQ (prc chg only) 3.4 5.7 10.9 7.5 BC Long Treasury -0.1 7.3 12.5 8.3

BC US Agg 0.1 3.8 5.5 5.5

S&P 500 cap weighted 3.8 14.0 12.7 5.8

S&P 500 equal weighted 4.4 17.5 14.3 9.2

S&P Mid Cap 4.8 17.8 15.1 9.9

S&P Small Cap 4.2 16.1 15.2 9.2

S&P REIT 2.9 15.2 17.3 6.7

Russell 1000 Growth 3.8 10.1 13.1 7.3

Russell 1000 Value 4.0 18.8 12.7 4.9

Russell Mid Cap Growth 4.0 12.8 14.2 8.0

Russell Mid Cap Value 4.5 21.5 15.0 8.5

Russell 2000 Growth 5.1 14.5 14.8 9.0

Russell 2000 Value 4.2 18.1 12.1 7.3

Russell Top 200 3.7 13.2 12.2 5.3

Russell 1000 3.9 14.4 12.9 6.2

Russell Mid Cap 4.3 17.3 14.6 8.4

Russell 2500 4.4 17.7 14.6 9.0

Russell 2000 4.6 16.3 13.5 8.2

MSCI World Ex US 0.8 10.4 4.8 -0.8

MSCI World Ex US Growth 1.5 10.4 5.9 -0.4

MSCI World Ex US Value 0.1 10.4 3.6 -1.2

MSCI EAFE 0.8 11.3 5.0 -0.9

MSCI Emerging Markets -1.7 2.0 3.3 1.1

Equity Total Returns Bond Total Returns

 

 
Risky assets outperformed less-risky assets by large margins during early 2013, 

despite economic uncertainty.  International equities underperformed domestic 

equities during the month.  Developed markets moved modestly higher while 

emerging markets moved lower.    
 

Domestic equity performance was highly correlated.  Value stocks outperformed 

growth stocks among large and mid caps.  Small cap growth outperformed 

value during March.  Small caps posted the highest returns during the month.  

Trailing year performance dispersion between domestic equity market expanded 

during March.   
 

Trailing one and three year returns for domestic equity remained high.   Since 

year end, five year returns have improved dramatically.  
 

Fixed income returns were modest during March.  Core bonds posted a modestly 

positive return while long duration Treasuries suffered a minor loss.  Money market 

funds produced virtually no income. 

Year to Date Equity Market Sector Returns                                                     

sources: Barclay's Capital, Bespoke Investment Group and Fact Set. 2



Manager Profile - AJO Partners, Mid Cap Core/Value

Notes:

Asset Class:

Status:

Portfolio Size:

Inception Date:

Target Allocation:

Actual Allocation:

Annual Management Fee:

Location:

Structure:

Portfolio Management Team:

Represented by: Founded:  1984

Return Profile Since Inception Last 10 Years Last 5 Years Last 3 Years Last Year Last Quarter Last Month

AJO Partners 10.3 12.5 9.0 15.9 18.0 14.3 5.0

Russell Mid Cap 8.6 10.4 8.4 14.6 17.3 13.0 4.3

Risk Characteristics Number of Holdings Average Mkt Cap Dividend Yield P/E Ratio P/B Ratio

AJO Partners 125 $9,600 1.5% 12.3 2.1

Russell Mid Cap 796 $10,000 1.6% 16.1 2.4

8/1/1998

3.1%

Ted Aronson

Martha Ortiz

Gina Moore

Gina Moore, Principal

Greg Rogers, Principal

Rigorous bottom-up process that blends quantitative investment techniques, 

fundamental security analysis, and thorough attention to trading.

3.4%

0.55%

Philadelphia, Pennsylvania

Note: Started managing international equity portfolios in 2012 and a hedge fund in 2013.

Employee owned

Mid Cap Domestic Equity

In Compliance

$400,121,166

As of March 31, 2013
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Manager Profile - Shapiro Capital, Small Cap Core/Value

Notes:

Asset Class:

Status:

Portfolio Size:

Inception Date:

Target Allocation:

Actual Allocation:

Annual Management Fee:

Location:

Structure:

Portfolio Management Team:

Represented by: Founded:  1990

Return Profile Since Inception Last 10 Years Last 5 Years Last 3 Years Last Year Las Quarter Last Month

Shapiro Small Cap 9.7 15.1 12.0 12.9 15.3 11.9 7.3

Russell 2000 Value 8.0 11.3 7.3 12.1 18.1 11.6 4.2

Risk Characteristics Number of Holdings Average Mkt Cap Dividend Yield P/E Ratio P/B Ratio

Shapiro Small Cap 29 $17,829 1.0% 13.0 1.6

Russell 2000 Value 1406 $990 2.3% 15.2 1.3

4.0%

Deep value individual stock selection with special attention paid to 

undiscovered value and management.  Shapiro will work with company 

management to unlock value to shareholders.  Special expertise in spin-offs and 

other difficult to understand coprorate structures.  Portfolio will be concentrated 

among approximately thirty holdings that Shapiro know very well.

5.3%

0.80%

Atlanta, Georgia

Employee owned

Small Cap Core/Value Domestic Equity

In Compliance

$622,402,342

2/1/1998

Sam Shapiro

Mike McCarthy

Sam Shapiro

Mike McCarthy

As of March 31, 2013
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Monthly Asset Allocation Review

Asset Class  Total Market Value  Current Percentage Target Percentage Difference Notes

All Cap/Large Cap 2,558,647,874             21.9% 17.5% 4.4% Excess allocation bound for Private Equity

Mid Cap 1,606,066,563             13.8% 12.5% 1.3%

Small Cap 1,098,096,197             9.4% 10.0% -0.6%

Total Domestic Equity 5,262,810,635             45.1% 40.0% 5.1%

Large Cap International Equity 1,290,671,798             11.1% 12.5% -1.4%

Small Cap International Equity 422,841,797                3.6% 2.5% 1.1%

Total International Equity 1,713,513,595             14.7% 15.0% -0.3%

Core Fixed Income 2,403,780,674             20.6% 25.0% -4.4%

High Yield Bonds 619,786,825                5.3% 5.0% 0.3%

MLPs 723,984,177                6.2% 5.0% 1.2%

Private Equity 215,716,549                1.8% 5.0% -3.2%

Real Estate 503,167,304                4.3% 5.0% -0.7%

Opportunistic Assets 128,032,167                1.1% 0.0% 1.1%

Total Non-Core Assets 2,190,687,022             18.8% 20.0% -1.2%

Cash 97,092,739                  0.8% 0.0% 0.8%

Composite 11,667,884,665     100.0% 100.0% 0.0%

As of March 31, 2013
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Total Fund + Asset Class Composite Summary
As of March 31, 2013

Market Value Inception Date  Time Since Inception 

(Years) 

Since Inception 10 Years 5 Years 3 Years 1 Year Fiscal YTD Last Quarter Last Month

Total Fund (Gross of Fees) 11,667,884,665           12/1/1991 21.3 9.5 10.2 7.4 11.3 13.5 16.4 7.9 3.0

Total Fund (Net of Fees) 9.2 9.9 7.1 10.9 13.2 16.1 7.8 2.9

Allocation Index - - - - - - - -

Actuarial Assumption 8.0 8.0 8.0 8.0 8.0 6.6 1.9 0.6

Total Domestic Equity 5,262,810,635             4/1/1990 23.0 10.5 10.8 7.5 12.8 14.9 20.8 12.6 4.9

S&P 500 45.1% 9.2 8.5 5.8 12.7 14.0 17.2 10.6 3.8

Total All Cap Equity 722,471,776                9/1/2006 6.6 5.2  - 6.3 11.8 12.1 16.4 11.4 4.2

Russell 3000 6.2% 5.4  - 6.3 13.0 14.6 18.3 11.1 3.9

Total Large Cap Active Equity 844,441,790                1/1/1995 18.3 9.8 9.2 5.7 13.3 15.8 20.0 12.7 5.2

S&P 500 7.2% 9.0 8.5 5.8 12.7 14.0 17.2 10.6 3.8

Total Mid Cap Equity 1,606,066,563             11/1/1998 14.4 9.5 13.4 9.8 14.3 15.6 22.9 14.1 4.8

Russell Mid Cap 13.8% 9.1 12.3 8.4 14.6 17.3 22.7 13.0 4.3

Total Small Cap Equity 1,098,096,197             2/1/1998 15.2 8.6 11.9 8.5 10.6 14.1 23.0 12.0 6.1

Russell 2000 9.4% 6.8 11.5 8.2 13.5 16.3 20.5 12.4 4.6

Total International Equity 1,713,513,595             2/1/1998 15.2 8.9 11.2 0.8 6.0 10.5 19.2 4.5 1.0

MSCI ACWI ex-US 14.7%  - 11.4 0.1 4.9 8.9 17.6 3.3 0.3

Core Fixed Income (ex- High Yield) 2,403,780,674             4/1/1990 23.0 7.6 6.7 8.3 9.1 7.7 3.8 0.1 0.2

Barclays Aggregate 20.6% 5.2 5.0 5.5 5.5 3.8 1.7 -0.1 0.1

Master Limited Partnerships 723,984,177                12/1/2008 4.3 20.0  -  -  - 29.0 34.8 21.6 6.4

Alerian MLP Index 6.2% 16.3  -  -  - 23.1 25.9 19.7 5.4

High Yield Fixed Income 619,786,825                2/1/2009 4.2 18.4  -  - 11.6 14.4 13.2 3.6 1.1

ML High Yield II 5.3% 20.0  -  - 10.9 13.1 11.1 2.9 1.0

Core Real Estate 503,167,304                4/1/2011 2.0 - - - - - - - -

NCREIF 4.3% - - - - - - - -

Cash 97,092,739                  4/1/1990 23.0 - - - - - - - -

91 Day T-bill 0.8%  - 1.7 0.3 0.1 0.1 0.1 0.0 0.0

As of March 31, 2013

6



Equity Portfolios Summary
As of March 31, 2013

Market Value Inception Date  Time Since 

Inception (Years) 

Since Inception 10 Years 5 Years 3 Years 1 Year Fiscal YTD Last Quarter Last Month

Hotchkis & Wiley Large Cap 433,276,809                4/1/1990 23.0 10.5 9.8 6.0 12.9 18.4 23.8 13.5 5.9

Russell 1000 Value 3.7% 9.8 9.2 4.9 12.7 18.8 21.4 12.3 4.0

Sawgrass 411,164,981                7/1/2006 6.8 6.7  - 7.2 14.2 13.3 16.2 11.8 4.6

Russell 1000 Growth 3.5% 6.9  - 7.3 13.1 10.1 14.7 9.5 3.8

ARI All Cap 366,403,963                9/1/2006 6.6 4.5  - 6.6 12.3 14.1 17.2 12.3 4.4

Russell 3000 Value 3.1% 5.4  - 6.3 13.0 14.6 18.3 11.1 3.9

EPOCH All Cap 356,067,813                9/1/2006 6.6 5.8  - 5.8 11.3 10.1 15.4 10.5 4.0

Russell 3000 Value 3.1% 5.4  - 6.3 13.0 14.6 18.3 11.1 3.9

NT Cap Weighted Passive 490,814,197                4/1/2012 1.0 15.2  -  -  - 15.2 17.1 10.6 3.8

S&P 500 Cap Weighted 4.2% 14.0 8.5 5.8 12.7 14.0 17.2 10.6 3.8

SSGA Eq Weighted Passive 500,920,112                4/1/2012 1.0 19.3  -  -  - 19.3 22.3 12.4 4.4

S&P 500 Equal Weighted 4.3% 17.5 12.0 9.2 14.3 17.5 N/A 12.5 4.4

Frontier Capital 407,495,661                6/1/2002 10.8 9.6 13.8 9.2 13.6 15.1 18.4 11.7 4.0

Russell Mid Cap Growth 3.5% 8.4 11.5 8.0 14.2 12.8 19.5 11.5 4.0

Wellington Management 336,758,944                9/1/1998 14.6 9.5 11.7 6.1 8.9 2.8 18.1 11.6 3.1

Russell Mid Cap Growth 2.9% 8.2 11.5 8.0 14.2 12.8 19.5 11.5 4.0

AJO Partners 400,121,166                8/1/1998 14.7 10.3 12.5 9.0 15.9 18.0 23.8 14.3 5.0

Russell MidCap 3.4% 8.6 10.4 8.4 14.6 17.3 22.7 13.0 4.3

Hotchkis & Wiley Mid Cap 461,690,792                8/1/2002 10.7 13.8 15.4 15.0 18.7 26.6 30.5 17.8 6.5

Russell MidCap Value 4.0% 11.0 12.6 8.5 15.0 21.5 25.6 14.2 4.5

Shapiro Capital Management 622,402,342                2/1/1998 15.2 9.7 15.1 12.0 12.9 15.3 23.7 11.9 7.3

Russell 2000 Value 5.3% 8.0 11.3 7.3 12.1 18.1 21.8 11.6 4.2

Legacy Small Cap 475,693,855                - - 23.1  -  -  -  -  - 12.0 4.5

4.1% - - - - - - - -

Causeway Capital 455,394,308                5/1/2003 9.9 10.4  - 1.6 7.1 10.4 19.2 2.5 0.2

MSCI ACWI Ex US 3.9% 10.0 11.4 0.1 4.9 8.9 17.6 3.3 0.3

Brandes 402,704,949                2/1/1996 17.2 10.2 11.3 -0.4 3.5 6.7 16.6 5.1 2.0

MSCI ACWI Ex US 3.5%  - 11.4 0.1 4.9 8.9 17.6 3.3 0.3

Thornburg 432,572,541                12/1/2005 7.3 6.5  - 1.5 6.1 7.9 15.5 2.6 0.2

MSCI ACWI Ex US 3.7% 4.5 11.4 0.1 4.9 8.9 17.6 3.3 0.3

ARI Small Cap International 104,283,872                12/1/2011 1.3 20.2  -  -  - 16.4 23.0 5.6 -0.4

MSCI EAFE Small Cap 0.9% 20.1 13.2 2.1 8.4 13.3 24.0 8.4 1.9

Epoch Small Cap International 102,032,986                12/1/2011 1.3 17.4  -  -  - 12.5 23.0 7.5 2.1

MSCI EAFE Small Cap 0.9% 20.1 13.2 2.1 8.4 13.3 24.0 8.4 1.9

Wasatch Small Cap International 111,113,861                12/1/2011 1.3 34.9  -  -  - 29.1 32.6 12.7 4.2

MSCI EAFE Small Cap 1.0% 20.1 13.2 2.1 8.4 13.3 24.0 8.4 1.9

Wellington Small Cap International 105,403,899                12/1/2011 1.3 25.4  -  -  - 15.4 25.0 7.5 1.8

MSCI EAFE Small Cap 0.9% 20.1 13.2 2.1 8.4 13.3 24.0 8.4 1.9

As of March 31, 2013
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Fixed Income and High Yield Portfolios Summary
As of March 31, 2013

Market Value Inception Date  Time Since Inception 

(Years) 

Since Inception 10 Years 5 Years 3 Years 1 Year Fiscal YTD Last Quarter Last Month

Loomis Sayles 628,361,252                8/1/1999 13.7 7.5 8.1 10.3 9.6 9.6 6.3 0.6 0.3

Barclays Aggregate 5.4% 6.1 5.0 5.5 5.5 3.8 1.7 -0.1 0.1

Lord Abbett 593,820,724                11/1/2004 8.4 6.7  - 8.1 7.7 7.1 4.8 0.7 0.2

Barclays Aggregate 5.1% 5.2 5.0 5.5 5.5 3.8 1.7 -0.1 0.1

Mackay Shields 606,994,404                11/1/2004 8.4 7.0  - 8.4 8.6 8.3 6.2 0.9 0.4

Barclays Aggregate 5.2% 5.2 5.0 5.5 5.5 3.8 1.7 -0.1 0.1

Hoisington 282,446,343                11/1/2004 8.4 9.1  - 9.6 15.7 8.1 -5.1 -3.7 -0.3

Barclays Aggregate 2.4% 5.2 5.0 5.5 5.5 3.8 1.7 -0.1 0.1

Stephens 292,157,952                11/1/2004 8.4 5.0  - 4.6 4.0 3.2 1.4 0.1 0.1

Barclays Aggregate 2.5% 5.2 5.0 5.5 5.5 3.8 1.7 -0.1 0.1

Loomis Sayles High Yield 205,976,086                2/1/2009 4.2 19.0  -  - 11.2 16.5 16.1 3.8 1.2

Merrill Lynch High Yield II 1.8% 20.0 9.9 11.3 10.9 13.1 11.1 2.9 1.0

Lord Abbett High Yield 208,152,093                2/1/2009 4.2 19.1  -  - 12.2 14.2 13.3 3.9 1.3

Merrill Lynch High Yield II 1.8% 20.0 9.9 11.3 10.9 13.1 11.1 2.9 1.0

Mackay Shields High Yield 205,658,645                2/1/2009 4.2 17.2  -  - 11.2 12.3 10.2 2.9 0.9

Merrill Lynch High Yield II 1.8% 20.0 9.9 11.3 10.9 13.1 11.1 2.9 1.0

As of March 31, 2013
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Non-Traditional Portfolios Summary
As of March 31, 2013

Market Value Inception Date  Time Since 

Inception (Years) 

Since Inception 10 Years 5 Years 3 Years 1 Year Fiscal YTD Last Quarter Last Month

Legacy Private Equity Portfolio 73,345,014                  10/1/2008 4.5 - - - - - - - -

Franklin Park Private Equity 142,371,535                4/1/2010 3.0 - - - - - - - -

Total Private Equity % 1.8%

Chickasaw Capital MLP 210,098,117                2/28/2011 2.1 28.3  -  -  - 39.5 45.1 25.4 7.6

Alerian MLP Index 1.8% 16.3 17.8 18.5 21.5 23.1 25.9 19.7 5.4

Cushing MLP Management 180,382,168                2/28/2011 2.1 19.6  -  -  - 28.1 38.8 22.7 7.0

Alerian MLP Index 1.5% 16.3 17.8 18.5 21.5 23.1 25.9 19.7 5.4

FAMCO MLP 333,503,893                2/28/2011 2.1 15.3  -  -  - 23.7 27.1 18.7 5.3

Alerian MLP Index 2.9% 16.3 17.8 18.5 21.5 23.1 25.9 19.7 5.4

AEW Real Estate 168,556,340                5/1/2011 1.9 - - - - - - - -

NCREIF - OEDCE 1.4% - - - - - - - -

Heitman Real Estate 173,735,967                5/1/2011 1.9 - - - - - - - -

NCREIF - OEDCE 1.5% - - - - - - - -

L&B Real Estate 160,874,997                4/1/2011 2.0 - - - - - - - -

NCREIF - OEDCE 1.4% - - - - - - - -

PIMCO Distressed Mortgage I 13,186                         5/1/2008 4.9 - - - - - - - -

Barclays Aggregate 0.0% 5.6 5.0 5.5 5.5 3.8 1.7 -0.1 0.1

PIMCO Distressed Mortgage II 7,670,270                    12/1/2008 4.3 - - - - - - - -

Barclays Aggregate 0.1% 6.5 5.0 5.5 5.5 3.8 1.7 -0.1 0.1

PIMCO BRAVO 120,348,711                3/31/2011 2.0 - - - - - - - -

Barclays Aggregate 1.0% 5.7 5.0 5.5 5.5 3.8 1.7 -0.1 0.1

As of March 31, 2013
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Three Year Risk/Return Preliminary Review - Equity Portfolios

2/29/2012

Manager Market Value 3 Year Return 3 Year Standard Deviation Sharpe Ratio (0% Rf%)-

Hotchkis LCV 433,276,809             13                         21.6 0.59778

Sawgrass LCG 411,164,981             14                         13.1 1.08582

ARI AC 366,403,963             12                         16.5 0.74348

EPOCH AC 356,067,813             11                         18.0 0.6284

Wellington MCG 336,758,944             9                           26.7 0.33383

Frontier MCG 407,495,661             14                         18.1 0.75235

AJO MCV 400,121,166             16                         19.5 0.81478

Hotchkis MCV 400,121,166             19                         27.8 0.67241

Shapiro SCV 622,402,342             13                         23.0 0.56179

Causeway Intl Eq 455,394,308             7                           23.7 0.30059

Brandes Intl Eq 402,704,949             3                           19.9 0.17396

Thornburg Intl Eq 432,572,541             6                           20.1 0.30374
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As of March 31, 2013
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Three Year Risk/Return Preliminary Review - Fixed Income Portfolios

2/29/2012

Manager Market Value 3 Year Return 3 Year Standard Deviation Sharpe Ratio (0% Rf%)-

Please Note - Preliminary report using unaudited data from JP Morgan.

Hoisington 282,446,343             16                         18.0 0.8706992

Loomis Core 628,361,252             10                         4.6 2.1074561

Lord Abbett 593,820,724             8                           3.4 2.2764706

Mackay Core 606,994,404             8                           3.3 2.5545455

Stephens 292,157,952             4                           2.3 1.7522124

Loomis Sayles HY 205,976,086             11                         11.7 0.9555175

Lord Abbett HY 208,152,093             12                         9.1 1.3465784

Mackay HY 205,658,645             11                         13.1 0.8613027
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As of March 31, 2013

11



Oklahoma  Teachers’ Retirement System  

Asset Allocation Review 

Spring 2013 
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Project Overview 

Project Goal – Assess the suitability of the Retirement System’s asset allocation of 

accomplishing its long-term return goal of 8.0% per year. 

 

Our asset allocation model, which focuses on assessing the true risk of underperforming 

the return goal, was used.  This is the same analytical tool used since 1996.  It has 

informed the successful asset allocation changes made since Gregory W Group has 

been involved with the Retirement System. 

 

The risk assumptions used in the model were based on the volatility patterns we have 

experienced recently. 

 

The return assumptions used in the model were based on current market valuations 

and are meant to represent potential long term returns.   

 

Asset allocation studies generally take time to complete.  Today can serve as an 

introduction and highlight areas of interest that can be followed up in the very near 

future. 
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Asset Return Assumptions 

• Market indexes are used as proxies for various asset class return characteristics. 

 

• Domestic equity return assumptions are based on current price levels, which are at 

historically normal levels, despite recent market advances.  Although improving recently, 
the investing public’s enthusiasm for equities remains low. 

 

• International equity return assumptions are also based on current valuations.  Enthusiasm 
for international equities is even lower than domestic equities. 

 

• Fixed income return assumptions are based on the yields offered by the various segments 
of the bond markets. 

 

• Equity returns were adjusted marginally higher.  Expected fixed income returns were 

adjusted lower. 

 

• Because the model uses a bootstrapping method to simulate portfolio returns by 
randomly selecting actual historical returns from each asset class randomly, correlations 
are not informative.  The model simulates the widest possible range of potential returns 
from each potential portfolio combination. 
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Risk Factors for Defined Benefit Plans  

Risk Type Source 

Market Risk • Market Risk posed by investments held in the Plan 
that correlate more closely with a market than the 
liability stream – equity volatility, currency risk, 
credit risk, etc. 

• Market risk is assumed to produce greater returns 
over time.  

Interest Rate Risk • For Public Pension Plans, over the short run,  
interest rate risk primarily affects the asset 
portfolio.  Rising interest rates would cause losses 
in fixed income allocation. 

• Interest rates are currently at extremely low levels.  
They should be expected to rise rather than 
decline over intermediate to the long term. 

Demographic Risk In a standard plan, risk posed by beneficiary longevity 
and plan design (e.g. lump sums, early retirements, 
etc.) 

Regulatory Risk Risk of regulatory change from IRS, DOL, GASB, FASB,  
IASB, etc. 

Operational Risk Plan governance and administration 
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Tradeoff:  
Stability Assets vs. Return Enhancement Assets 

Plan Assets 

Stability Assets – Serious 
Challenges Exist 

Risk Factors: Duration, Convexity, Credit 

Can have low returns which increase plan cost 

Fixed Income – However, the “insurance” aspect of 
most fixed income assets could be compromised if 
rates move higher. 

Return Enhancement 
Assets 

Produce Returns Above Actuarial Assumption 

More volatile than the liability 

Uncorrelated and Stable Alpha 

Can Reduce Pension Costs – over the long term 

Equity 
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Major Asset Categories 

• Equity – ownership interest in operating entities. 

 

• Fixed Income – interest paying assets with defined maturities. 

 

• Alternative Assets – illiquid assets.  Also those with both equity 
and fixed income characteristics. 
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Current Equity Portfolio: 

Equity 

Domestic 

Large Cap 

Active 

Large Cap 

All Cap 

Passive 
Mid Cap 
Active 

Small Cap 
Active 

International 

Large Cap 
Active 

Small Cap 
Active 
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Current Fixed Income Portfolio: 

Fixed Income 

Core Plus 

Active Duration 
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Current Non-Traditional Asset Portfolio: 

Alternatives 

High Yield Fixed 
Income 

Master Limited 
Partnerships 

Opportunistic 
Assets 

Private Equity 

Real Estate 
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Long-term Portfolio Strategy:  Thoughts 

• Recent market events prompted a review of the OTRS target asset allocation. 

 

• Thankfully, the Plan’s market value increased dramatically since the 2009 

equity market rally.  We are reviewing the portfolio in order to retain recent 

gains and achieve sufficient risk-adjusted returns going forward. 

 

• The Plan’s total market value was $11,354,064,242 as of February 28, 2013 

versus $6,987,099,897 on December 31, 2008.   

 

• Strong performance in the equity and bond markets has created a challenge 

for investors attempting to balance risk and return in defined benefit plan 

portfolios. 
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Risk/Return Management Strategies 

1. Increase cash exposure – low volatility, low return 

 

2. Options-based hedging strategies 

 

3. Tail risk hedging portfolios – new, but unproven 

 

4. Increase bond exposure – lower risk(?), lower returns 
a) Have bonds lost their “insurance” function?  

b) High yield fixed income – additional yield buffers potential market losses 

c) Global bonds 

d) Loans/Lending 

e) Mezzanine/distressed issues 

 

5. “Alternative” investments 
– Hedge funds 

– Alternative fixed income strategies 
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Current Market Conditions as of March 31, 2013 

Equity Market Valuations Interest Rates 

Key Interest Rates 3/29/2013 3/29/2010 

2 Year Treasury 0.25% 1.04% 

10 Year Treasury 1.87% 3.88% 

30 Year Treasury 3.10% 4.76% 

30 Year Fixed 
Mortgage 

3.79% 5.04% 

3 Month LIBOR 0.28% 0.29% 

Index P/E P/B Dividend 
Yield 

Market 
Cap 

($Billion) 

S&P 500 13.78x 2.36x 2.14% $102.82 

MSCI 
EAFE 

12.82x 1.54x 3.25% $45.63 

MSCI EM 10.61x 1.61x 2.75% $37.78 
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Asset Allocation Model 
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Post Modern Portfolio Theory 

• Tailors portfolios to match or outperform a specific rate of return 

 

• Portfolio needs to earn returns at or in excess of the Plan’s long term return assumption - our 

study used 8.0% as the Minimum Acceptable Return 

 

• Quantifies Downside Risk 

 

• Key Elements 
– Minimum Acceptable Return (expected rate of return) 

– Rigorous simulations (5000 years of monthly returns) 

 

• Returns above the Minimum Acceptable Return are not considered risky 
– This is not the case with other mean/variance asset allocation models which view variance in either direction from 

the average return to be risky 

 

• Our model initially assumes zero added value from all active management 
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Asset Allocation Model Terminology 

• Minimum Acceptable Return - The lowest return a fund must earn to achieve certain objectives. 
 

• Average Underperformance - The average shortfall when the portfolio does not achieve the MAR.  Average 
underperformance measures the magnitude of underperformance when the portfolio fails to achieve the MAR. 

•   

• Downside Probability - The probability that a given portfolio will fail to achieve the minimum accepted return 
(MAR).  It does not take into account how far the return is expected to fall below the MAR.   
 

• Downside Risk - A measure of total portfolio risk.  The Downside Risk measure combines both the frequency 
(Downside Probability) and magnitude (Average Underperformance) of not achieving the minimum acceptable 
return.  Downside risk is unique to the MAR chosen. 
 

• Expected Return - The forecast of the return of an asset class or portfolio over the investment horizon.  It is 
represented by the most likely distribution of possible portfolio or asset class returns.  It is a weighted average of all 
possible outcomes, where the weights are the probability of each outcome.   
 

• Sortino Ratio - A measure of how effectively a portfolio delivers return per unit of downside risk.  Mathematically 
stated, it is the expected return less the MAR, divided by the downside risk score. 
 

• Upside Potential - The average outperformance when the portfolio achieves the MAR.  Upside Potential measures 
the magnitude of outperformance when the portfolio exceeds the MAR. 

•   

• Upside Probability - The probability that a given portfolio will achieve the minimum accepted return (MAR).  It 
does not take into account how far the return is expected to exceed the MAR.  
 

• Upside Potential Ratio - The ratio of upside potential to downside deviation.  
 

• 99th Percentile Return - The return represented by the 99th percentile of the distribution of expected returns.  This 
represents an extreme value, or a worst-case scenario for the portfolios’ returns. 
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Asset Allocation as of December 31, 2012 

21.6% 
17.5% 

13.5% 
12.5% 

9.1% 
10.0% 

11.3% 
12.5% 

3.7% 
2.5% 

21.1% 
25.0% 

5.4% 5.0% 

6.0% 5.0% 

1.9% 5.0% 
4.4% 5.0% 1.2% 

0.8% 

Actual Allocation Target Allocation

Cash

Opportunistic

Real Estate

Private Equity

MLPs

High Yield

Core Fixed Income

Int'l Small Cap

Int'l Large Cap

US Small Cap

US Mid Cap

US Large Cap/All Cap Equity
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Potential Asset Allocation Models 

Current 
Allocation 

Current 
Target 

A B C D Model  
SAFE 

Model X 

U.S. Large Cap 15.5 10.0 10.5 11.0 10.0 9.5 0.0 0.0 

U.S. All Cap 6.7 7.5 8.0 5.0 7.0 6.0 0.0 0.0 

U.S. Mid Cap  13.5 12.5 13.0 13.0 12.0 13.5 0.0 0.0 

U.S. Small Cap 9.1 10.0 11.0 11.0 10.0 12.0 0.0 15.0 

International Large Cap 11.3 12.5 12.0 12.0 10.0 11.5 0.0 0.0 

International Small Cap 3.6 2.5 3.0 5.0 2.0 6.0 0.0 15.0 

Emerging Markets 0.0 0.0 0.0 0.0 5.5 4.0 0.0 15.0 

Fixed Income 21.1 25.0 22.5 20.0 17.5 10.0 50.0 0.0 

Global Fixed Income 0.0 0.0 0.0 0.0 0.0 0.0 10.0 0.0 

High Yield Fixed Income 5.4 5.0 5.0 6.0 6.0 5.0 10.0 10.0 

MLPs 6.0 5.0 5.0 6.0 7.0 7.5 5.0 15.0 

Private Equity 1.9 5.0 5.0 5.0 6.0 7.0 5.0 10.0 

Real Estate 4.4 5.0 5.0 6.0 7.0 8.0 5.0 10.0 

Hedge Funds 0.6 0.0 0.0 0.0 0.0 0.0 10.0 10.0 

Cash 0.9 0.0 0.0 0.0 0.0 0.0 5.0 0.0 

Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 
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Potential Models – Portfolio Characteristics 
Alpha Assumptions Not Included in Expected Returns 

Current 
Allocation 

Current 
Target 

A B C D Model 
SAFE 

Model X 

Minimum Acceptable Return 8.0% 8.0% 8.0% 8.0% 8.0% 8.0% 8.0% 8.0% 

Expected Return 8.9% 8.7% 9.0% 9.2% 9.4% 10.2% 3.9% 10.9% 

Standard Deviation 
(Quarterly) 

6.5% 6.2% 6.4% 6.5% 6.6% 7.4% 1.6% 7.3% 

Upside Potential 11.3% 10.5% 11.2% 11.4% 11.5% 13.1% 1.4% 13.5% 

Upside Potential Ratio 0.87 0.87 0.89 0.90 0.89 0.93 0.27 0.95 

Upside Probability 55.4% 55.2% 56.3% 55.4% 58.2% 57.9% 9.5% 59.6% 

Downside Potential -10.3% -9.7% -10.0% -10.2% -10.4% -11.3% -4.5% -11.3% 

Downside Probability 44.6% 44.8% 43.7% 44.5% 41.8% 42.1% 90.5% 40.4% 

Downside Risk 13.0% 12.1% 12.6% 12.7% 12.9% 14.1% 5.3% 14.3% 

99th Percentile -29.2% -26.8% -27.9% -28.6% -28.8% -31.6% -11.5% -31.6% 

Sortino Ratio 0.0705 0.0610 0.0772 0.0947 0.1108 0.1557 -0.7727 0.2037 
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Expected Return Ranges 

8.9% 8.7% 9.0% 9.2% 9.4% 
10.2% 

3.9% 

10.9% 

19.3% 
18.5% 19.2% 19.4% 19.5% 

21.1% 

9.4% 

21.5% 

-2.3% -1.7% -2.0% -2.2% -2.4% 
-3.3% 

3.5% 

-3.3% 

-8.0%

0.0%

8.0%

16.0%

24.0%

Current
Allocation

Current Target A B C D Model SAFE Model X

Expected Return Upside Return Downside Return
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Total Return Estimate:  Beta + Alpha 

8.9% 8.7% 9.0% 9.2% 9.4% 
10.2% 

3.9% 

10.9% 
0.8% 0.8% 0.8% 0.9% 0.9% 

0.9% 

0.5% 

1.2% 

Current
Actual

Current
Target

Model A Model B Model C Model D Model Safe Model X

Beta/Market Return Alpha/Manager Return

9.7% 9.5% 
10.1% 

12.1% 

9.8% 

11.1% 
10.3% 

4.4% 
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Conclusion 

• The Retirement Plan’s long-term expected return has been close to its 

actuarial assumption.  However, there is considerable uncertainty or 

volatility around the expected return. 

 

• Strong returns in the equity and bond markets have made this a very 

difficult conversation. 

 

• Consistently reaching  or exceeding the actuarial return assumption is 

vital to the Retirement System’s financial health. 

 

• Multiple sources of Alpha are preferable from the perspective of 

increasing and stabilizing long-term returns. 
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Action Steps 

1. Fixed Income:  Manage the termination of Stephens by liquidating 

and reallocating their portfolio among the Core Plus and Active 

Duration Portfolios. 

2. International Equity:  Manage the termination of Brandes by 

liquidating their portfolio and gaining passive international equity  

exposure while further studying international equity opportunities. 

3. Implement other asset allocation changes as required. 

4. Seek Opportunistic Investments with attractive return attributes and 

buffer the portfolio against rising interest rates. 

5. Monitor and adapt.  Manage asset allocation attentively. 

6. Maintain balance between risk hedging and return seeking – this is a 

long term challenge which is especially challenging in today’s 

environment. 
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Appendix 
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Long-term Return Assumptions for Asset Classes 
Current Study 

Current Allocation Expected Market 
Return (Beta) 

Expected Alpha Expected Total 
Return 

U.S. Large Cap 15.5% 10.0% 0.5% 10.5% 

U.S. All Cap 6.7% 10.0% 0.8% 10.8% 

U.S. Mid Cap  13.5% 11.0% 1.0% 12.0% 

U.S. Small Cap 9.1% 12.0% 1.5% 13.8% 

International Large Cap 11.3% 10.5% 0.8% 11.3% 

International Small Cap 3.6% 13.8% 2.5% 16.3% 

Emerging Markets 0.0% 12.0% 2.0% 14.0% 

Fixed Income 21.1% 1.8% 0.5% 2.3% 

Global Fixed Income 0.0% 2.8% 0.8% 3.6% 

High Yield Fixed Income 5.4% 6.0% 0.8% 6.8% 

MLPs 6.0% 10.0% 0.5% 10.5% 

Private Equity 1.9% 11.0% 0.5% 11.5% 

Real Estate 4.4% 8.0% 0.8% 8.8% 

Hedge Funds (PIMCO DMFs + BRAVOs) 0.6% 5.0% 0.0% 5.0% 

Cash 0.9% 1.0% 0.0% 1.0% 

Total 100.0% 8.9% 0.8% 9.7% 
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Long-term Return Assumptions for Asset Classes  
Winter 2010 Study 

Expected Market 
Return (Beta) 

Expected Alpha Expected Total 
Return 

U.S. Large Cap 10.0% 0.5% 10.5% 

U.S. Mid Cap  11.0% 0.8% 11.8% 

U.S. Small Cap 11.8% 1.0% 12.8% 

International Large Cap 10.0% 1.0% 11.0% 

Core Fixed Income 5.0% 0.5% 5.5% 

Global Fixed Income 3.0% 0.8% 3.8% 

High Yield Fixed Income 9.0% 1.5% 10.5% 

MLPs 10.0% 1.5% 11.5% 

Private Equity 10.0% 2.0% 12.0% 

Real Estate 10.0% 2.0% 12.0% 

Cash 2.0% 0.0% 2.0% 
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Fixed Income Portfolio Review 

April, 2013 
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Reallocation Plan 

• Stephens, one of the System’s two active duration managers, was 

terminated last month. 

 

• Their allocation of the Core Plus + Active Duration portfolio was 12%.  

This amounted to $291 million. 

 

• Their portfolio needs to be liquidated and reallocated within the 

Core Plus + Active Duration portfolio. 

 

• The following pages detail two potential fixed income structures. 
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Manager Return History 
Actual Portfolio Returns as of February 28, 2013 

Last 10 Years Last 5 Years Last 3 Years Last 1 Year Last Quarter Last Month 

Loomis Sayles Core Plus 8.1% 10.4% 9.8% 8.7% 0.8% 0.3% 

Lord Abbett Core Plus - 8.2% 7.8% 6.9% 0.8% 0.6% 

Mackay Shields Core Plus - 8.4% 8.8% 7.6% 1.0% 0.5% 

Hoisington Active Duration - 10.1% 14.7% 3.2% -5.8% 1.3% 

BC Aggregate 5.0% 5.5% 5.5% 3.1% -0.3% 0.5% 
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Cumulative Return History 
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Current Fixed Income Allocation Profile 

26% 30% 25% 

25% 
28% 

25% 

25% 

29% 

25% 

12% 

14% 
25% 

12% 

Current Allocation Option 1 -Pro Rata Option 2 - Equal 
Weighted 

ACTIVE DURATION - STEPHENS 

ACTIVE DURATION - HOISINGTON 

CORE PLUS - MACKAY SHIELDS  

CORE PLUS - LORD ABBETT 

CORE PLUS - LOOMIS SAYLES  
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Performance Comparison 
Periods ended February 28, 2013 

8.9% 

10.4% 

9.4% 

7.6% 
8.3% 

11.4% 

9.7% 

7.9% 

3.1% 

5.5% 5.5% 
5.0% 

Last Year Last 3 Years Last 5 Years Last 10 Years 

Option 1 - Pro Rata Option 2 - Equal Weighted Barclays Aggregate 
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Portfolio Comparison 
Risk/Return Statistics – Five Years ended February 28, 2013 

Option 1: 

 Pro Rata  

Option 2: 

Equal Weighted 

Mean Return 9.35% 9.71% 

Standard Deviation 5.49% 6.80% 

Sharpe Ratio 1.59 1.34 

Alpha 0.64 -0.61 

Beta  1.48 1.78 

R2 0.92 0.82 

Duration 6.14 years 8.34 years 
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Portfolio Comparison 
Credit Quality 

Option 1: 

 Pro Rata 

Option 2: 

Equal Weighted 

 AAA 49.84% 56.42% 

 AA 1.27% 1.11% 

 A 3.57% 3.14% 

BBB 10.46% 9.20% 

 BB 2.63% 2.32% 

 B 2.36% 2.07% 

 Below B 0.32% 0.28% 

 Not Rated/Not Available 29.55% 25.47% 
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Portfolio Comparison 
Historical Time Period Returns 

Option 1: 

 Pro Rata 

Option 2: 

Equal Weighted 

 

Best % Worst % Best % Worst % 

Three Months 8.48% -4.74% 9.60% -4.81% 

(Jan 09 – Mar 09) (Oct 08 – Dec 03) (Jan 09 – Mar 09) (Aug 03 – Oct 03) 

One Years 21.65% -1.95% 20.57% -2.67% 

(Jan 09 – Dec 09) (Jan 08 – Dec 08) (Jan 09 – Dec 09) (Sep 05 – Aug 06) 

Three Years 13.67% 3.02% 13.97% 2.84% 

(Jan 09 – Dec 11) (Aug 03 – Jul 06) (Jan 09 – Dec 11) (Aug 03 – Jul 06) 
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Correlation Matrix 
Trailing Ten Year Period 

Hoisington Loomis Sayles  
Core Plus 

Lord Abbett  
Core Plus 

Mackay Shields 
Core Plus 

Hoisington -0.04 0.36 0.14 

Loomis Sayles Core Plus -0.04 0.87 0.95 

Lord Abbett Core Plus 0.36 0.87 0.94 

Mackay Shields Core Plus 0.14 0.95 0.94 
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Conclusions 

• The fixed income portfolio is divided between core + and active duration 

segments. 

 

• The active duration segment is designed to buffer the fixed income portfolio 

from rising interest rates and the equity portfolio from volatility. 

 

• Rising interest rates will decrease the value of the core fixed income portfolio.  

The managers of those portfolios are planning on how to best perform in that 

probable environment. 

 

• The active duration portfolio managed by Hoisington will outperform those 

portfolios in a rising interest rate environment – if Hoisington correctly identifies 
a rising interest trend and repositions their portfolio in very short duration 

portfolios. 
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