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Chapter I: Legal Authority and Fiduciary Responsibilities

A. Introduction

The Employees Retirement System of Texas (“ERS” or “the System”) was created by an amendment to the
Texas Constitution in 1946 and is administered in accordance with the Constitution, as well as applicable
laws and administrative rules. ERS provides retirement, disability, and survivorship benefits for state
employees, law enforcement and custodial officers, elected state officials, and two classes of judges. The
System administers trust funds, with a fiduciary obligation to the members and retirees of the System who
are its beneficiaries.

The overall objective of the Investment program of ERS is to invest prudently in securities at a reasonable
and predictable cost to deliver performance that supports the current and future provision of earned benefits
for members, retirees, and beneficiaries (Beneficiaries) of the Trust funds managed by the System.

This Investment Policy Statement (Policy) applies to the funds of the retirement plans administered by ERS
and described in this section, which shall collectively be known as the Trust. As the purpose of this Policy
is to provide guidance to fiduciaries responsible for investment decisions, this Policy:

l. Defines legal authority and fiduciary responsibility;

Il. Defines the Trust’s investment philosophy and objectives;

lll.  Describes the governance structure;

IV. Discusses the Trust’s asset allocation parameters, as well as liquidity and rebalancing policies;
V. Describes implementation, including permissible investments and risk management;

VI.  Describes the processes for monitoring and reporting; and

VIl. Includes a Code of Ethics.

This Policy was created as a framework for the management of the Trust, and the statements contained in
this Policy are intended to allow for sufficient flexibility in the investment process to capture opportunities
yet ensure that prudence and care are maintained in the execution of the investment program. The ERS
Board of Trustees (Board) may amend this Policy at its discretion.

B. Legqal Authority and Obligations

ERS is a constitutional trust fund established by the Texas Constitution and described in Article XVI, § 67,
thereof. ERS is further organized pursuant to Title 8, Subtitle B, Texas Government Code, as well as Title
34, Part 4, Texas Administrative Code. Under Texas Government Code § 815.101, the Board is responsible
for the general administration and operation of the Trust. The Board may establish committees as
necessary to assist in performing its duties in accordance with Texas Government Code § 815.509.

The Employees Retirement System of Texas plan, the Law Enforcement and Custodial Officer
Supplemental Retirement Fund (LECOS) plan, and the Judicial Retirement System of Texas Plan 2 (JRS
2) plan are the single-employer defined benefit pension plans administered by the System. For investment
purposes, as provided by Texas Government Code § 815.301, the assets of these pension plans are
commingled, but separate accounting records are maintained.

Pursuant to the Texas Insurance Code, the Board also administers all funds within the Texas Employees
Group Benefits Program (GBP). In accordance with Texas Insurance Code §§ 1551.406 and 1551.407,
ERS may manage, invest, and reinvest GBP funds along with the retirement funds so long as separate
accounting is maintained. This Policy therefore also applies to GBP funds managed by the System,
including as specifically outlined in Chapter VIII.

The assets of ERS are held in trust for the exclusive benefit of the Trust's Beneficiaries and may not be
diverted, as provided by Article XVI, § 67, of the Texas Constitution. This “exclusive benefit” rule shall be



followed when making all investment decisions. Moreover, Trust assets shall be invested and reinvested
without distinction as to their source in accordance with Article XVI, § 67.

Investments shall be made in “securities,” as defined in Texas Government Code § 815.301(f), and
evaluated using a prudent person standard as provided by Article XVI, § 67. Every investment made is
subject to thorough due diligence. Pursuant to Texas Government Code §§ 815.3016, the Board shall
approve alternative investments over 0.6% of the total market value of the Trust’'s assets as reported in the
most recent ERS Annual Comprehensive Financial Report, an amount that is known as the “Board Approval
Threshold” for the purposes of this Policy.

A determination of whether prudence has been exercised with respect to an investment decision shall be
made taking into consideration the investment of all assets of the Trust or all assets of the collective
investment vehicle, as applicable, over which the Board has management and control, rather than
considering the prudence of a single investment of the Trust. This “whole portfolio” approach, in addition
to the exclusive benefit rule, shall be the basis upon which investment decisions are made prospectively.

Consistent with the foregoing requirements, the Board shall establish investment policies, objectives, and
strategies for obtaining the optimal return on Trust portfolios in keeping with the assumption of prudent
levels of risk.

C. Fiduciary Responsibility

The Board and its officers and employees shall:

e Manage the assets for the exclusive benefit of the Beneficiaries;

o Define investment objectives and strategies;

e Adopt a long-term asset allocation;

e Seek to maximize investment returns while minimizing the risk of loss;

e Provide for short-term liquidity needs while investing for the long term;

o Diversify the Trust’s investments to reduce risk of loss;

¢ Diligently monitor investment performance;

o Efficiently manage the costs associated with investment of the Trust’s capital; and
¢ Adhere to the ethical standards set forth in Chapter VIl of this Policy.

Investment decisions with respect to individual assets shall be evaluated not in isolation but in the context
of the Trust as a whole and as a part of an overall investment strategy that has risk and return objectives
reasonably suited to the Trust.

D. Delegation

Under Texas Government Code §§ 815.202, the Board is responsible for the general administration and
operation of the Trust. Subject to the limitations on approval of certain alternative investments contained
in Texas Government Code §§ 815.3016, the Board may specifically delegate any right, power, or duty
imposed or conferred on the Executive Director by law to another ERS employee. If not so specifically
delegated and subject to the limitations on approval of certain alternative investments contained in Texas
Government Code §§ 815.3016, the Executive Director may delegate to another ERS employee any right,
power, or duty assigned to the Executive Director.

E. Review of Policy

The Board, with the aid of staff and the General Investment Consultant, shall formally review this Policy at
least annually to ensure that it continues to reflect the Board’s objectives. This Policy may be modified, in
whole or in part, by the Board at any point in time. If the Executive Director believes any revision to this
Policy would be prudent in light of a variance previously granted, the Executive Director shall inform the
Board of such suggested revision, and the Board may vote to amend this Policy accordingly.



F. Interpretation of Policy

This Policy shall be construed and administered to comply with all applicable federal and state laws and
regulations. The Executive Director is authorized to approve from time to time variances from this Policy
as deemed to be in the best interest of the System and consistent with its fiduciary duties, the purpose and
scope of this Policy, and applicable law. The Executive Director shall report any variance to the Board at
the next quarterly meeting.



Chapter II: Philosophy and Objectives

A. Investment Philosophy

The investment beliefs of the Board are based on the mission of the System to offer competitive benefits
that enhance the lives of its Beneficiaries by contributing to their financial security and overall well-being.
These statements represent the core values and principles that form the basis of the investment program.

e The Board takes a long-term perspective. Since ERS is an institutional investor with significant
liability duration, such an approach is consistent with the duration of the financial obligations of the
retirement plans. Even so, the Trust will experience significant net outflows for the foreseeable
future such that maintaining adequate levels of liquidity to meet its near-term payment obligations
shall also be a significant consideration.

e The most important decision the Board makes is setting the parameters of the long-term
asset allocation. Asset/Liability Studies should regularly assess the trajectory of the Trust's
liabilities, its risk tolerance and liquidity profile, and the probability of achieving its long-term return
goals. However, the cyclical nature of the economy means asset classes and investment strategies
may be more or less attractive relative to each other in given economic environments.

o Staff is tasked with implementation through prudent and sound strategic decisions. Staff
has defined flexibility within Board-approved asset allocation parameters to preserve Trust assets
and capitalize on market cyclicality within prudent risk constraints. Periods of significant negative
asset returns will impair the chances of achieving long-term funding objectives for the Trust. As
such, short-term drawdown risk shall be attentively managed when developing the long-term asset
allocation and when shifting or rebalancing the portfolio.

e The Board supports a culture that builds upon the input, skills, and talents of Staff. The
success of the investment program benefits by leveraging the competitive advantages of the
investment program, including the use of internal management for an appropriate portion of Trust
assets. Short-term performance differences in asset classes, strategies, styles, and managers will
occur, and Staff should focus on achieving consistently positive long-term performance on long-
term investment horizons while taking on appropriate levels of risk.

o It is the allocation of risk that drives portfolio returns. While returns receive a great deal of
focus, they are in fact the result of this process for which risk-allocation decisions are the primary
input. Understanding and balancing risks across asset classes as an integral part of the portfolio-
construction process improves the consistency of returns for a given level of risk. Investment risk
cannot be avoided, and it is in fact necessary to assume an appropriate level of risk to achieve a
desired level of return.

e Portfolio diversification is critical because the future is uncertain. Effective portfolio
diversification requires a fundamental understanding of the economic drivers of risk and return.
Therefore, it is critical to construct and maintain a portfolio that is positioned for various economic
conditions, including preserving Trust assets during deflationary downturns for equities and
inflationary environments for bonds.

e Costs matter and need to be managed actively and prudently. Investment decisions shall
carefully consider the potential to earn incremental returns that exceed the associated costs to
maximize investment returns. The interests of the System are best served when alignment of
interests and financial transparency exist in contractual relationships with investment managers.



B. Performance Objectives

The strategic objective of the Investment program is to deliver performance that supports the current and
future provision of earned benefits for Beneficiaries of the Trust funds managed by the System. That is,
the Investment program aims to provide for long-term obligations of the retirement plans while also meeting
its short-term payment obligations. The first goal is achieved by delivering long-term investment returns
that are consistent with the Assumed Rate of Return (ARR), while the second goal is achieved by
maintaining sufficient liquidity to ensure that benefit payments are made regularly.

Within this context, the implementation objective for the Investment program as a whole is to obtain overall
investment returns over rolling five-year periods in excess of the adopted benchmark. Such returns are
expected to exceed benchmark returns net of expenses, as well as commensurate with the amount of risk
assumed. Value added by the investment program should be evaluated within a two-step process
framework:

e Strategy: the Strategic Asset Allocation (SAA) process aims to select a set of parameters that will
allow for superior long-term performance relative to a passive mix of publicly traded stocks and
bonds. The expected and realized risk of such a passive mix can also serve as a useful proxy for
the level of market risk implicit in the asset mix. As described in detail in Chapter 1V, this process
is overseen by the Board with collaborative input from the Investment Advisory Committee, staff,
Consultants, and other advisors as deemed appropriate by the Board.

¢ Implementation: the implementation process aims to select a portfolio of investments that will
allow for superior long-term performance relative to a passive implementation of the SAA
parameters. Such decisions will include allocation tilts (i.e., positioning the Trust within Board-
approved ranges) and security selection (i.e., the identification of investments with superior
risk/return characteristics). This process is overseen primarily by staff within the context of this
Policy.

The implementation objective within each asset class is to obtain overall investment returns over rolling
five-year periods in excess of the adopted benchmark returns or stated return objective, with such
performance typically measured using time weighted returns (TWR). Active returns relative to the adopted
benchmark returns are expected to exceed the cost of management and be proportionate to the amount of
active risk assumed. The expected excess returns for public market investments are a function of the active
return expected per unit of active risk, as established in the Active Risk Budget that is detailed further in
Chapter V. Private market investments will be evaluated over rolling 10-year periods or other specified
periods using realized internal rates of return (IRR) and gross realized multiples.



Chapter lll: Governance

A. Roles and Responsibilities

Board of Trustees

The Board is responsible for formulating, adopting, and overseeing the investment policies of the Trust.
The Board shall (i) invest the funds as a single Trust without distinction as to their source and (ii) hold
securities purchased with such funds collectively for the proportionate benefit of ERS, LECOS, and JRS 2.
Separate investment objectives, investment guidelines, investment strategy, and accounting are used for
GBP assets. Pursuant to Texas Government Code §§ 815.3016, Board approval is required for alternative
investments that exceed the Board Approval Threshold as defined elsewhere in this Policy. The Board
exercises its fiduciary responsibility to invest Trust assets by delegating authority to Staff to implement
investment strategy according to this Policy while maintaining oversight of the investment of Trust assets.

Executive Director

As provided for in Chapter 1, Section D, of this Policy and in accordance with Texas Government Code §
815.301(b), the Board has delegated to the Executive Director (ED) full authority and responsibility to invest
and reinvest any of the Trust’s assets, subject to Board policies, rules, regulations, and directives consistent
with constitutional and statutory limitations. The Executive Director shall employ professional investment
staff, including a Chief Investment Officer (CIO), to provide expert advice and assistance for the purpose
of prudently and efficiently executing the responsibilities set forth in this policy. For purposes of this Policy,
references to the responsibilities of “Staff” in this Policy should be generally construed to mean that such
responsibilities are further delegated to Investment Staff, or other relevant ERS staff as provided for by the
ED, subject to the procedures and controls established by the ED as well as Board policies, rules,
regulations, and directives consistent with constitutional and statutory limitations.

Investment Advisory Committee

The Investment Advisory Committee (IAC) assists the Board in carrying out its fiduciary duties with regard
to the investment of the Trust and associated responsibilities. The IAC reviews investment strategies and
related policies of ERS to provide comments and recommendations to assist the Board in adopting prudent
and appropriate investment policies. In addition, from time to time, together with Staff and investment
consultants or advisors, the IAC may make recommendations to the Board regarding the Trust’s asset mix,
portfolio strategy, investment policies, and permissible securities.

The IAC is established at the discretion of the Board pursuant to Texas Government Code § 815.509 and
34 Texas Administrative Code § 63.17(b), with the committee composed of at least five and not more than
nine members. IAC membership is further described in Texas Government Code § 815.5091. IAC
members serve at the pleasure of the Board for staggered terms of three years, with their compensation
and reimbursement rates set at reasonable amounts determined by the Board. The IAC members select a
chair and vice chair to serve as liaisons to the Board and to preside over IAC meetings for two-year terms.
A quorum of the IAC consists of a majority of eligible members at the time of the meeting.

The Board shall at least annually review the eligibility status of IAC members pursuant to Texas
Government Code 5093. It is grounds for removal from the IAC if a person is (a) not qualified for
appointment to the IAC under Texas Government Code §§ 815.5091 and 815.5092; (b) unable to discharge
duties because of illness, disability, or other personal circumstances; or (c) absent for more than half of the
scheduled meetings of the IAC.

Asset Class Investment Committees

Each asset class shall have an Asset Class Investment Committee (ACIC), as detailed in Addendum VI, to
review prospective investments within the respective asset class to ensure that they meet the investment
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objectives outlined in this Policy. Each ACIC shall review investment recommendations prepared by Staff
and, if applicable, the asset class consultant. At a minimum, each ACIC shall approve or deny the
investment recommendation based on information provided, as well as investment information available to
ACIC members based on their respective professional expertise. If the proposed investment amount is
equal to or under the Board Approval Threshold, then the ACIC shall approve or deny the decision. If the
proposed investment amount exceeds the Board Approval Threshold, then the ACIC shall review the
investment and provide its recommendation, if any, to the Board (if the investment is presented to the Board
for consideration and approval).

Chief Investment Officer and Investment Staff

The Chief Investment Officer (CIO) reports to the Executive Director and directs the investment program
consistent with this Policy, and within applicable state and federal laws. The CIO has supervisory and
oversight authority over all investment staff in the implementation of this Policy. The CIO is accountable
for the investment process in pursuit of strong performance, cost effectiveness, appropriate diversification,
and risk management for the overall portfolio. The CIO also advises and informs the Executive Director on
investment matters and keeps the Executive Director apprised of situations that merit attention.

At the Trust level, Staff responsibilities include review and monitoring of external investment consultants
and their recommendations as well as maintenance of the ERS Proxy Voting Guidelines. Additional
responsibilities will include the development, recommendation and implementation of this Policy, as well as
asset allocation, portfolio construction, advisor/consultant selection, and oversight of the custodian, general
plan consultant (Investment Consultant) and other advisors/consultants with whom ERS contracts.

Within internal management, these responsibilities include portfolio management, investment analysis and
research, monitoring of external advisors and their recommendations, trade execution, and voting of
proxies. Within the context of externally advised mandates, these responsibilities will include portfolio
construction, performance measurement, and manager selection. Within private markets, these
responsibilities include sourcing and underwriting opportunities in funds, co-investments, and secondaries;
preparing investment memoranda; actively monitoring and managing existing portfolios; developing capital
plans; and performing operational due diligence.

Investment Compliance

The Executive Director shall create an Investment Compliance function with responsibility for the overall
monitoring, testing, and reporting related to compliance. ERS Investment Compliance is responsible for
the overall monitoring, testing, and reporting related to compliance with this Policy and each of the Asset
Class capital plans, which are annual reports submitted by each asset class detailing guidance for
investment implementation over the medium term. Investment Compliance shall notify the Executive
Director, the CIO, and any other relevant staff of any suspected or actual violations of the Policy. All actual
violations of the Policy shall also be reported to the Board. On a periodic basis not less than annually,
Investment Compliance shall present to the Board the results of compliance activities performed during the
review period and any material compliance issue(s). Investment Compliance also shall develop and
maintain internal policies and procedures related to the ERS compliance program.

Investment Consultants

ERS may periodically retain professional investment consultants to assist and advise the Board and Staff
in connection with the investment of Trust assets.

The General Investment Consultant selected by the Board advises the Board on the management of the
Trust overall. This may include, but is not limited to, recommending appropriate strategic policy and
implementation structure, conducting manager due diligence, and assisting with manager searches and
selection. The General Investment Consultant also aids the Board in performing its oversight function and



adhering to the guidelines of this Policy, and makes recommendations regarding the prudence of proposed
revisions.

Consultants may be retained to provide industry expertise within specific asset classes. They may provide
investment recommendations and conduct diligence on specific investments.

Retirement Actuary

The Board selects and retains a pension actuary for the purpose of forecasting asset and liability growth
and the many complex factors included in estimating future pension costs. These factors include, but are
not limited to, interest rates, inflation, salary growth, mortality rates, and employee turnover. The actuary
also assists the Board in setting the assumed rate of return (ARR), which is informed by the asset allocation
parameters of the Trust and the expected outlook for the capital markets. These actuarial assumptions are
reviewed every four years during the actuarial experience study and are used as inputs for the
Asset/Liability Study.

Custodian

The Board selects the Trust's custodian subject to the statutory procurement process and with a
recommendation from Staff. The custodian’s primary function is to hold in custody all investments of the
System, other than certain interests in limited partnerships, limited liability companies, and other illiquid
investments that may be held directly by ERS and are typically only accounted for by the custodian. The
custodian also calculates investment performance and benchmark comparisons.

Investment Managers

Staff is responsible for managing the Trust in the best interest of the Beneficiaries by making prudent
investment decisions, adopting investment strategies, and reporting investment results to the Board. Staff
may both internally manage assets and elect to use external management when appropriate. When the
term “Investment Managers” is used in this Policy, it is intended to include both internal and external
managers unless otherwise specified.

Investments shall be made and managed by one or more Investment Managers who meet the requirements
of Texas Government Code §§ 802.203 and 802.204. Managers shall construct and manage one or more
portfolios of investments consistent with the investment philosophy and strategy they are hired to implement
in compliance with this Policy and any agreement(s) they execute with the System. The Investment
Implementation Policy (lIP) will establish specific processes and procedures with respect to manager
selection, monitoring, and retention.

In public asset classes, external management may be carried out by External Advisors where oversight of
the trade approval process is retained by Staff. External Advisors are selected, in accordance with
applicable laws, by the appropriate ACIC for inclusion in a Select Pool. From within the Select Pools, Staff
will recommend External Advisors for funding or de-funding to the CIO in consultation with the Executive
Director. Private asset classes may use external managers that may exercise full investment discretion
with respect to buying, managing, and selling assets within the terms of the applicable securities and the
approved guidelines in order to achieve pertinent objectives.

Investment Managers shall act as fiduciaries of the Trust and exercise prudence, care, skill, and due
diligence in the course of selecting investments to buy or sell for the Trust. Investment Managers are
responsible for adhering to the contractual terms of their agreements with ERS, as well as all relevant
provisions of this Policy and all applicable laws. Staff shall monitor all Investment Managers for compliance.

Emerging Managers

In selecting managers, advisors, consultants, and other private financial service providers, the Board shall
make a good faith effort to evaluate qualified emerging fund managers as potential contractors and service



providers as set forth in Texas Government Code § 815.301(g), (h), and (i). An “emerging fund manager”
is defined as a private professional Investment Manager with assets under management of not more than
$2 billion.

In establishing an emerging manager program, Staff shall seek to find smaller Investment Managers that
can benefit the Trust by enhancing risk-adjusted returns, net of expenses. The Board expects that over the
long term, inclusion of emerging managers as part of external investment management will enhance the
Trust's expected investment performance by serving to complement the Trust's internal investment
management. Such relationships shall exhibit strong alignment of interest with investors and seek to
provide ERS with long-term access to the next generation of talent. The ERS emerging manager program
is to be integrated within each asset class.

Staff shall report to the Board annually on the methods and results of efforts to hire emerging fund managers
in accordance with Texas Government Code § 805.301(i), including data disaggregated by race, ethnicity,
gender, and fund size, and the extent to which the emerging manager program has fulfilled the expected
benefits described above.

CHART 1 — ROLES AND RESPONSIBILITIES

Investment Governance Structure
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TABLE 1 - POLICY LEVEL INVESTMENT RESPONSIBILITIES

Consultant /

Investment Responsibility Actuary (as
applicable)
Investment Policy Statement A* R R R R
Asset Allocation Parameters A R R R R
Permissible Asset Classes A R R R R
Performance Benchmarks A R R R R
Decisions about Deviations from Policies A R A** R R
Selection of General Plan Consultant® A N/A R R N/A
Selection of Asset Class Consultants A N/A R R N/A
Selection of Custodian Bank* A N/A R R R
Selection of Securities Lending Agent* A N/A R R R
Selection of Assumed Rate of Return A R R R R
Proxy Voting Policy A R R R R
Selection of Proxy Agent -- -- A R N/A
Selection of IAC Members A N/A R R N/A

A = Approves, R = Provides Recommendation, O = Provides Oversight

* Approval is required by law. ** Approval when timing does not allow for presentation to the Board and
such action is in the best interest of the System, which shall be followed by reporting to the Board and IAC.

TABLE 2 - IMPLEMENTATION LEVEL INVESTMENT RESPONSIBILITIES

Consultants

Investment Responsibility (as
applicable)

Approve Alternative Investmen ver

ngrg :pp:gvaffl'h?eshglsdt ”e ts Ove A R R R R R
Approve External Advisors (o) (o) A R R R
e Ta® B o o A A R ®
Funding/Defunding of External Advisors (0] (0] (0] (0] A R
Contract Execution** 0] N/A N/A A R N/A
Rebalancing/Asset Overlays (0] R N/A (0] A R
Derivatives — Internally Managed (0] (0] N/A (0] A R
Derivatives — Externally Managed (0] (0] A (0] R R
Risk Management 0] R R 0] A R
Proxy Voting (0] (0] (0] (0] A R

A = Approves, R = Provides Recommendation, O = Provides Oversight

* Approval is required by law. **Oversight for contract negotiation and execution is provided by OGC.
+ - Pursuant to Texas Government Code §§ 815.3016, Board approval is required for alternative
investments that exceed the Board Approval Threshold.
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B. Proxy Voting

The right to vote proxies for securities held by the Trust has economic value, and ensuring the propose
exercise of this right is part of the Board’s role as a fiduciary. In voting proxies, ERS shall consider only
those factors that relate to the economic value of the Trust, and votes shall be cast in accordance with the
Trust’'s economic best interest as further detailed in the ERS Proxy Voting Policy attached as Addendum 1.

C. Scrutinized Investments

Applicable state and federal laws may limit the authority of the System to invest in, and require the System
to divest from, certain designated securities. Staff will follow the procedures set forth in the Scrutinized
Investments Policy (attached as Addendum Il) to ensure compliance with applicable law, including Texas
Government Code Chapters 2270 and 808, regarding securities subject to divestment.

D. Securities Litigation

As an institutional investor with a large, diversified portfolio, ERS frequently holds securities that may be
the subject of class-action securities litigation or may provide a basis for other litigation. The Board
recognizes that when such litigation appears to have merit, there can be a number of options available.

Staff shall manage the Trust’s interest in securities litigation as an asset of the Trust and shall review the
materiality of any underlying financial loss. Staff shall consider the costs and benefits of the options
available in accordance with its fiduciary obligations to the Trust.

In most cases, the Trust’s interests in securities claims may be adequately addressed through participation
by ERS as a class member, rather than by taking a lead plaintiff's role or pursuing litigation individually. In
such cases, the filing of claims usually shall be handled primarily by the Trust’s custodian on behalf of the
Trust, at the direction and with the oversight and approval of Staff. To the extent that the custodian does
not provide these services or another firm appears to be better able to represent the Trust’s interests, other
firms may be retained to handle claims.

In securities matters where financial loss to the Trust is exceptional or where it is determined that the
Board'’s fiduciary obligations require active participation or individual pursuit of claims, Staff shall work with
the ERS Office of the General Counsel (OGC) to refer the matter to appropriate outside counsel for further
evaluation and prosecution.
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Chapter IV: Asset Allocation

A. Asset Allocation Parameters

The most important component of an investment strategy is the asset mix, which is the resource allocation
among the various types of securities available to the Trust for investment purposes. The Board shall set
long-term asset allocation targets that can be expected to generate returns sufficient to fund required benefit
payments. The Board has set these ranges with an expectation that Staff will be tactical in its
implementation decisions in order to manage risk prudently and to maximize the expected return given the
risk budget. The Strategic Targets and Tactical Ranges are outlined below.

TABLE 3 — STRATEGIC TARGETS AND TACTICAL RANGES

Strategic Tactical Tactical
Asset Class Target Minimum Maximum
Return Seeking Assets 80% 70% 88%
Global Equity 51% 42% 60%
Public Equity 35% 25% 45%
Private Equity 16% 11% 21%
Global Credit 12% 6% 21%
Public Credit 9% 4% 14%
Private Credit 3% 0% 8%
Real Assets 17% 12% 22%
Public Real Estate 3% 0% 13%
Private Real Estate 9% 4% 14%
Private Infrastructure 5% 0% 10%
Risk Reducing Assets 20% 12% 28%
Liquidity Assets 14% 8% 20%
Rates 12% 7% 17%
Cash 2% 1% 3%
Diversifying Assets 6% 4% 10%
Hedge Funds 6% 0% 11%
Special Situations 0% 0% 5%

Global Total 100%

The Board has found it prudent to diversify both across and within the major asset classes in order to
construct a highly efficient portfolio (i.e., one that delivers strong compound returns on a long-term, risk-
adjusted basis). Each of the asset classes and sub-asset classes outlined above provides a distinct and
purposeful role within the Trust, and careful attention should be paid to the correlations between them so
that high levels of diversification are maintained as market conditions change and regime shifts occur.

B. Establishing/Reviewing Parameters

The Board, with advice from Staff and the General Investment Consultant, is responsible for establishing
the Strategic Asset Allocation (SAA) process and parameters for the Trust. SAA refers to the establishment
of the Strategic Targets and Tactical Ranges for the included asset classes (i.e., securities sharing certain
fundamental and risk-based characteristics), which will determine the distribution of investments within the
Trust. The SAA process is intended to optimize expected returns net of expenses for the Trust within the
established risk budget over a long-term horizon by maintaining a prudent and well-diversified portfolio.
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The actuarial experience study will be conducted every four years pursuant to Texas Government Code §
815.206(c). The General Investment Consultant will conduct formal Asset/Liability studies in connection
with the actuarial experience study. Such studies also shall include a detailed review of the asset allocation
parameters and a comprehensive assessment of the liquidity needs of the Trust as compared to the
potential trajectories of the asset base. These periodic studies shall provide the primary basis upon which
significant changes may be made to the SAA parameters for the Trust.

At least every three years (or more frequently if warranted by a material change in either the liability profile
of ERS, the contribution policy, and/or the capital markets) the Board will engage the General Investment
Consultant conduct an asset allocation study. This process will review risk-return assumptions, correlation
of returns, and implementation styles using applicable benchmarks and other relevant data.

The likelihood of superior long-term investment performance the arising out of the SAA process depends
greatly on the accuracy of the assumptions used to establish its parameters. As such, these assumptions
should be monitored continually and revisited regularly by Staff with the results reported to the Board at
least annually.

Reviews of the adopted SAA parameters using updated capital market assumptions and other market-
related inputs shall also be provided to the Board by Staff at least annually. These reviews shall discuss
the alignment of the asset allocation parameters with the assumed rate of return and shall discuss how the
implementation plan supports the long-term strategic objectives of the program.

Within each asset class, the CIO, in consultation with the Executive Director, shall adopt portfolio
implementation strategies and investment styles to meet the overall investment objective of each asset
class. Staff shall present to the Board at least annually an overview of each asset class, including a long-
term capital plan with a forecasted 12-month tactical plan.

C. Transition Period for Asset Allocation

This section shall apply during any period following significant changes in the asset allocation parameters.

Recognizing that changes in exposures to illiquid asset classes cannot be implemented immediately, such
changes shall be implemented over time at the discretion of Staff in a manner that minimizes risk and
maximizes expected return. Implementation by Staff of any asset allocation decision by the Board is always
a work-in-progress and shall be executed prudently. Staff shall manage implementation of any new or
revised asset allocation based on available investment opportunities and the liquidity needs of the Trust.

The calculation methodology for benchmarks associated with the above-referenced asset classes during
the transition period shall be established by Staff in advance of each fiscal year and once implemented,
shall not be modified during the applicable fiscal year. During the implementation of any new or revised
Strategic Target, the actual weight of the asset class at the end of the prior month may be used as the
weight of the relevant asset class to calculate the Policy Benchmark.

Given that there may at times be no allocation within Special Situations, the Policy weight of the Special
Situations asset class for calculating the Policy Benchmark shall be the actual weight of the asset class at
the end of the prior month, up to the Tactical Maximum for the asset class. The offsetting weight shall be
subtracted from the weight of other established asset classes as specified by Staff, after consideration of
the current market environment and investment opportunity set.

D. Rebalancing

The purpose of rebalancing is to position the Trust within the Board-approved asset allocation parameters
in order to maintain a risk/return profile that is consistent with the objectives in this Policy. In exercising its
authority to conduct such rebalancing, Staff shall ensure conformity with the asset allocation parameters
established by the Board by formally reviewing the positioning of the Trust at least monthly.
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When conducting rebalancing activities, the Board expects Staff to operate prudently under the following
principles:

To implement the investment strategy, Staff may act to position the Trust nearer to or farther away
from the Strategic Targets, but the asset class positioning of the Trust shall remain within the
approved Tactical Ranges unless a temporary exception is made by the Board.

Rebalancing activities may include reallocation between approved Investment Managers within the
Select Pool(s) and the management of overlay portfolios that facilitate the positioning of the Trust
and its constituent asset classes.

Rebalancing activities may include the routine redemptions from liquid investments to make
required benefit payments and to meet other cash flow obligations of the Trust, including the timely
funding of capital calls.

When the positioning of the Trust drifts outside of the parameters of the Board-approved asset
allocation due to market movement or other factors, Staff shall initiate rebalancing transactions
those parameters or promptly seek Board approval to remain outside the prescribed ranges.

Less liquid private asset types (such as real estate, private equity, and infrastructure) may not be
able to be managed within Tactical Ranges at all times, but those allocations shall be prudently
managed to the Strategic Targets over time through distributions and strategic new investments.

Any aspect of Trust positioning that is outside of the Board-approved asset allocation parameters
as of any month’s end shall be reported to the Board at the next regular meeting.

The intent of this Policy is to implement the Trust's investment strategies within the asset allocation
parameters at a reasonable cost, recognizing that overly precise management of Trust positioning can
result in transaction costs that are not economically justifiable. As such, the evaluation of decisions related
to rebalance the Trust shall include consideration of the expenses that can be reasonably expected to occur
as a result.
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Chapter V: Asset Classes, Leverage, Risk, and Securities Lending

A. Permissible Investments

The Trust may be invested only in “securities,” as that term is defined in Texas Government Code §
815.301(f) and set forth in Addendum II. In determining whether to invest in a security, the following factors
shall be considered in determining whether such investment is appropriate and prudent for the Trust:

a) whether the investment is consistent with Policy and portfolio objectives, including diversification at
the portfolio and Trust levels;

b) Staff and/or Investment Manager competency in evaluating, managing, and trading the investment;
c) The expected effect of the investment on Trust liquidity; and
d) The expected costs of the investment.

Securities shall be screened by Staff to ensure that they meet the above standards, and OGC shall be
consulted regarding any questions about the definition of “securities.”

Investments may be held in separately managed accounts, as well as commingled funds. If held in a
commingled fund or mutual fund, the prospectus, organizational document, or Declaration of Trust
(including the associated list of permissible investments) takes precedence over this Policy solely to the
extent of any conflict with this Policy unless provided otherwise in a written agreement between ERS and
the Investment Manager. If held in a collective investment trust, the terms of the relevant group trust
governing such collective investment trust shall be incorporated by this reference and become a part of this
Policy solely with respect to the management of the assets held by such collective investment trust.

B. Asset Classes

Overarching Asset Allocation Expectations

The Trust shall be managed in accordance with the guidelines and structure adopted during the most recent
Asset/Liability Study (A/L Study). Implementation within each asset class shall be aligned with the
fundamental assumptions used to determine its risk return profile during the A/L Study, as well as the risk
return profile of the overall investment program. The following sections provide a description of the
diversification framework used during the A/L Study and provides a table with a high-level description of
each asset class, its primary benchmark, a description of its role within the Trust, its primary risk control,
and its management style. Further details on investment implementation for each asset class shall be
included within the capital plan that is presented for approval by the Board on an annual basis.

Return Seeking/Risk Reduction Framework

The Board has adopted the asset allocation parameters reflected in this Policy to improve the long-term
expected return and Sharpe ratio of the Trust relative to a traditional mix of passive liquid assets. This
framework for the asset allocation between return seeking and risk reduction/liquidity assets provides
broader diversification and improved returns in disparate economic cycles. This framework sets forth two
broad categories of asset classes: a category that seeks returns (which includes growth-oriented assets
and real assets) and a category that provides risk reduction, diversification and/or liquidity as needed.

Performance Benchmarks

Staff and consultants shall review performance benchmarks with the Board periodically to confirm that the
benchmarks remain appropriate for the investment strategy. Policy benchmarks shall be specified in
advance of their adoption, consistent with the portfolio objectives, measurable, unambiguous, investable,
and reflective of current market conditions. Since the available benchmarks for private market asset
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classes often lack many of these characteristics, Staff shall recommend for Board adoption those that are
best suited for the portfolio construction and strategy within the asset class. In all instances, Staff and the
applicable Investment Consultant shall provide the Board with analysis supporting the conclusion that each
adopted benchmark is prudent and appropriate for the applicable asset class and the Trust overall.

TABLE 4 — ASSET CLASSES, BENCHMARKS AND RISK BUDGET

RETURN SEEKING ASSET CLASSES

GROWTH-ORIENTED ASSETS

Benchmark MSCI ACWI IMI with USA Gross Total Return index (M1WDWSGI)
Reference Indices* Domestic Portfolio: MSCI USA Total Return Index (NDDUUS)
International Portfolio: MSCI ACWI IMI ex-USA Total Return Index (M1WDUIM)
Role Growth, Alpha
Primary Risk Control 150 bps Tracking Error Target / 300 bps Tracking Error Limit
Benchmark Description A capitalization-weighted index of large, mid, and small cap stocks representing developed

and emerging market countries. The index is the broadest measure of the aggregate global
stock market, covering approximately 99% of the global equity investment opportunity set.

Management Style Active and Passive
Expected Information Ratio 0.25

Private Equity
Benchmark Median of Wilshire Associates Trust Universe Comparison Service’s (TUCS) Total Private
Equity Return of Master Trusts for Public Plans > $5 Billion

Reference Indices* Pubic Market Equivalent (PME), Burgiss Peer Universe

Role Growth, Enhanced Returns, Illiquidity Premium

Primary Risk Control Pacing, Regional Diversification, Strategy Diversification

Benchmark Description The portfolio will benchmark against the median performance of public pension plans with
greater than $5 billion in assets.

Management Style Active

Additional Information The portfolio will be implemented with diversification across partners, strategies,

geography, and industry. Strategy exposures include Venture Capital, Buyouts, Distressed
Debt, Mezzanine, Natural Resources, and Secondaries.

Benchmark Bloomberg US High Yield 2% Issuer Capped Cash Pay Total Return Index (LF89TRUU)

Role Yield, Diversification

Primary Risk Control 200 bps Tracking Error Target / 300 bps Tracking Error Limit

Benchmark Description An index composed of non-investment grade corporate debt denominated in U.S. dollars.

The issues have to have an outstanding par value of $150 million or greater and at least one
year of maturity remaining.

Management Style Active
Additional Information May tactically allocate loans, emerging market debt, and riskier investment grade bonds to
enhance returns.

Expected Information Ratio 0.35
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Private Credit

Benchmark

S&P/LTSA Leveraged Loan Total Return Index (SPBDAL) + 150 bps

Role

Yield, Diversification, Illiquidity Premium

Primary Risk Control

Pacing, Regional Diversification, Strategy Diversification

Benchmark Description

An index designed to mirror the investable universe of the U.S. Dollar denominated
leveraged loan market (senior secured floating rate bonds).

Management Style

Active

REAL ASSETS

Public Real Estate

Benchmark

FTSE EPRA/NAREIT Developed Total Return Tax Adjusted Valuation Index (TGPGHM4U)

Reference Indices*

Domestic: EPRA Nareit US Total Return Index USD (RUUS)
International: FTSE EPRA Nareit Developed ex US Net Total Return Index (TRGXUU)

Role

Diversification, Yield, Potential to Hedge Inflation

Primary Risk Control

200 bps Tracking Error Target / 300 bps Tracking Error Limit

Benchmark Description

-- The FTSE EPRA/NAREIT Index, real estate assets mostly in the four primary property types:
apartments, industrial, office, and retail. Free float adjusted, market capitalization weighted
index of global equity real estate investment trusts (REITs) and real estate operating
companies (REOCs).

-- The NCREIF ODCE Net Index, an index comprised of open-end Core commingled funds
focusing primarily on equity ownership of institutional properties.

Management Style

Active

Additional Information

Investments REITs with U.S. and non-U.S exposures.

Expected Information Ratio

0.30 for Public Real Estate

Private Real Estate

Benchmark

NCREIF Fund Index — Open End Diversified Core Equity (NPPIODCE)

Role

Diversification, Yield, Potential to Hedge Inflation, Enhanced Returns, Illiquidity Premium

Primary Risk Control

Diversification by Vintage Year, Region, Strategy, Property Type

Benchmark Description

-- The NCREIF ODCE Net Index, an index comprised of open-end Core commingled funds
focusing primarily on equity ownership of institutional properties.

Management Style

Active

Additional Information

The portfolio will be implemented with a level of diversification across partners, strategies,
geography, and industry. Investments include core and non-core properties with U.S. and
non-U.S exposures. The portfolio will have a limit of 65% Loan to Value.

Private Infrastructure (Real Assets)

Benchmark

US CPI Urban Consumers NSA Index (CPURNSA) + 400 bps

Role

Diversification, Income-Orientation, Inflation Hedging, llliquidity Premium

Primary Risk Control

Pacing, Regional Diversification, Strategy Diversification

Benchmark Description

Real return target over inflation.

Management Style

Active

Additional Information

The portfolio will be implemented with a level of diversification across partners, strategies,
geography, and industry. Includes non-core and emerging market investments.
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RISK REDUCTION/LIQUIDITY ASSET CLASSES

LIQUIDITY ASSETS

Benchmark Bloomberg US Intermediate Treasury Total Return Index (LTOS8TRUU)

Role Downside Protection, Diversification, Liquidity

Primary Risk Control 50 bps Tracking Error Target / 100 bps Tracking Error Limit

Benchmark Description All publicly issued, U.S. Treasury securities that have a remaining maturity of greater than

or equal to 1 year and less than 10 years, are rated investment grade, and have $250 million
or more of outstanding face value.

Management Style Active

Expected Information Ratio 0.20

Benchmark ICE BofA U.S. 3-Month Treasury Bill Index (G0OO1)

Role Liquidity

Tracking Error Target Not Applicable

Benchmark Description An index that measures the average return of the last three-month U.S. Treasury Bill issues.
Management Style Active

DIVERSIFYING ASSETS

Hedge Funds

Benchmark ICE BofA U.S. 3-Month Treasury Bill Index (G0OO1) + 350 bps

Reference Indices* HFR Indices

Role Downside Protection, Diversification, Low Correlation to Trust

Primary Risk Control Strategy Selection and Diversification

Benchmark Description Real return target over inflation.

Management Style Active

Additional Information Diversified hedge fund portfolio with allocations across many strategy types. Targeted net

return beyond cash/short-term instruments. Objective of portfolio to have a low beta and
limited directionality to the overall market.

*Reference Indices are used to assess performance against other portfolio objectives beyond
relative performance versus the primary benchmark.

C. Special Situations

The Special Situations asset class exists to improve risk-adjusted returns of the Trust with new investment
strategies and mandates that promote prudent innovation and/or enhance diversification. By its nature, the
Special Situations asset class will include a broad range of investment strategies that may fall outside of
traditional asset classes but which may represent attractive additions to the portfolio overall.

This category is intended to comprise a small portion of the Trust, and it may grow as suitable investments
are identified based on extensive due diligence and a high level of comfort and knowledge on the part of
the Staff and Board. Any potential investment that is not aligned with an asset class otherwise included in
this Policy shall require approval by the ACIC deemed by the CIO to be most qualified to assess the
proposed investment.

Special Situations investments may be considered for permanent inclusion in an established asset class
upon the recommendation of the CIO and approval by the ACIC of the asset class in which the investment

18



will be included. Oversight of this asset class, which includes implementation oversight for investment
opportunities that fall outside of traditional asset classes, will be assigned by the Risk Committee within the
lP.

Each investment strategy adopted within the Special Situations asset class will have an explicit benchmark
used for performance evaluation. The primary performance objective for the Special Situations asset class
overall is to achieve a rate of return in excess of the weighted average return of the benchmarks of the
underlying investment strategies.

D. Leverage

Leverage is a condition in which the net potential monetary exposure of an obligation exceeds the value of
the underlying assets supporting the obligation. For the purposes of this Policy, leverage is divided into
two primary types:

e Asset Allocation Leverage reflects any excess allocation to the combined cash and investment
exposures of the Trust that is greater than 100% on a net basis. Asset Allocation Leverage is
distinct from Strategy Leverage and is not permitted under this Policy.

e Strategy Leverage is leverage that is used within an asset class or portfolio to achieve the risk-
return characteristics targeted by a particular investment. The use of Strategy Leverage is
permitted only when documented fully in the Investment Manager’s agreement with the System.

The Investment Division shall monitor risk exposures and leverage on both an individual entity and
aggregate basis. Specifically, gross notional and net exposure levels shall be monitored at the asset class
level and at the Trust level.

E. Risk Philosophy

The Board and Staff recognize there are many types of investment risks. As institutional investors with
significant liability duration, the Board and Staff take a long-term perspective. These statements represent
the core values and beliefs that form the basis of the risk philosophy for the Trust.

The program should consider both systematic risk and idiosyncratic risk.

e Systematic risk is addressed over the long term by focusing on expected returns, volatility, and
correlation of asset classes during the Asset/Liability Study and the adoption of asset allocation
parameters. In the shorter term, systematic risk is addressed in portfolio construction via
positioning the Trust and its asset classes within the Tactical Ranges established by this Policy.

e ldiosyncratic risk is addressed via the maintenance of a well-diversified asset allocation mix and
constituent portfolios. Idiosyncratic risk is also managed via investment guidelines that address
portfolio positioning and the risks specific to asset classes and portfolios.

Some risks are measurable while others are not. For risks that are measurable, Staff shall consider the
various methods for estimating them and incorporate the relevant methods to manage and report these
risks. For the risks that are not measurable (e.g., legal, regulatory, headline, etc.), Staff shall be mindful to
consider these risks within the risk management program and report them to the Board as appropriate.

Risk reporting should be timely, relevant, and understandable. Investment risk can be difficult to
understand because it is multi-faceted. Staff, the IAC, and Investment Consultants shall educate and report
to the Board on risk management at the Trust and asset class levels so the Board can maintain its oversight
of the investment program and make strategic decisions as needed. Such collaboration to understand and
manage risks of the investment program aims to establish discipline across market cycles and regimes.
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F. Risk Allocation

ERS has adopted a risk budgeting and allocation framework to manage active risk, which for these
purposes is defined as the amount of variation in positioning within a portfolio relative to a prescribed
benchmark. The purpose of this framework is to define risk parameters at the Trust level and to provide a
transparent and measurable methodology for allocating that risk to active strategies in an optimal way.

To establish suitable risk parameters for public market asset classes, the Board approves an Active Risk
Budget that includes include tracking error ranges for each asset class. Tracking error is calculated as the
standard deviation of the difference between the portfolio return and the applicable benchmark’s return. It
is recognized that statistical measures such as tracking error are estimates and do not guarantee that
observed performance will occur as expected. Targeted tracking error (typically on a one-year forecast
basis) will be the primary metric for managing active risk prospectively while realized tracking error (typically
on a trailing five-year monthly basis) will be used for retrospective measurement and reporting purposes.

For the private asset classes, risk shall be managed through consistent investment pacing, regional
diversification, strategy diversification, manager diversification, and other metrics particular to each private
asset class. To establish suitable risk parameters for private market asset classes, the Board relies on the
asset class capital plans alongside internal guidelines prepared and maintained by Staff that include
parameters specific to each program such as strategy weights, geographic diversification requirements,
manager and concentration limits, and other metrics as appropriate.

G. Risk Committee

The Risk Committee has been established to oversee the implementation of this Policy. The duties of the
Risk Committee include its responsibilities to:

e Consider relevant information regarding the risk exposures of the Trust;

e Recommend actions that will either minimize negative outcomes or enhance positive outcomes;
o Assure that the risk parameters established by the Board in this Policy are being observed;

o Look both within and across the asset classes to develop a comprehensive view of Trust risk;

e Investigate best practices in the area of risk management; and

o Develop methods and tools necessary to implement strategic decisions.

The Risk Committee is composed of the CIO and senior investment staff appointed by the CIO. lts
functioning shall be further detailed in the Risk Committee Charter as approved by the CIO. To direct the
efforts of Staff, the Risk Committee will develop and maintain the Investment Implementation Plan, which
shall incorporate the asset class guidelines as well as appropriate controls for other investment programs.

H. Liquidity

Liquidity is to be managed diligently as part of risk management at the Trust level and shall be reported to
the Board quarterly. Since the Trust pays out significantly more in benefits each year than it receives in
contributions, the investment program shall maintain an emphasis on liquidity to ensure timely payment of
benefits. Since the liquidity needs of the Trust remain consistent regardless of its performance, the SAA
parameters adopted by the Board shall consider these by maintaining a highly liquid segment within the
asset allocation parameters. Staff shall manage liquidity within the other asset classes prudently and
actively with a view toward maintaining adequate liquidity at the Trust level.

l. Use of Derivatives

Authorized types of derivatives include futures contracts, options, options on futures contracts, forward
contracts, and any other instrument considered to be a security under Texas Government Code §
815.301(f) and commonly used by institutional investors to manage portfolios. Derivative transactions that
are “swaps” or “security-based swaps” may not be entered into directly by Investment Managers unless
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they fall under the definition of “securities.” Investment managers may be permitted to utilize derivatives to
implement their approved investment strategies. Guidelines for each Investment Manager shall generally
specify the permitted amount and type of derivative usage. Derivative usage by Investment Managers shall
be segregated and limited to the underlying portfolio in which the derivatives are approved and shall not be
employed to introduce leverage to the Trust overall. Staff shall establish procedures to monitor compliance
with this Policy by Investment Managers to require prudent investment practice regarding derivative usage,
and to take into account any operational risk associated with various derivatives strategies.

J. Risk Measurement and Management

Risk management is a primary responsibility for Staff, and investment performance shall be reviewed in the
context of risk-adjusted returns. The Risk Management framework is established through (1) the adoption
of this Policy and the strategic asset allocation parameters, (2) the adoption of individual asset class
benchmarks, and (3) the establishment of reasonable risk limits within this Policy for investment
implementation. The strategic goal of risk management is not to eliminate risk but rather to balance risk
and return in pursuit of the objectives set forth in this Policy.

The process of risk management involves monitoring the key aspects of the Trust, including:

e Assuring appropriate diversification of the Trust’s assets;

e Maintaining the volatility of the Trust within acceptable levels based on projected volatility and
correlation of asset classes;

e Managing the liquidity of the Trust such that the Trust can satisfy its payment obligations while
taking advantage of market dislocations to buy securities when valuations are attractive; and

e Stress testing the Trust and its constituent portfolios under different market conditions.

The primary risk measurement for the Trust is based on:

¢ Managing the exposures of the Trust within allowable ranges;

e Managing tracking error and monitoring information ratio (risk-adjusted measure of portfolio active
risk management) of the Trust;

e Reviewing other risk-adjusted measures that address limitations of information ratio, including
Sharpe Ratio (i.e., the average return minus the risk-free rate divided by the standard deviation);
and

¢ Reviewing qualitative and other characteristics demonstrating portfolio diversification of the private
market asset classes.

The CIO is responsible for reporting risk management results to the Board on a regular basis.

K. Securities Lending

The Board may select one or more commercial banks, depository trust companies, or other entities to lend
the Trust's securities under rules or policies adopted by the Board in accordance with Texas Government
Code § 815.303. The securities lending agent shall implement the program in accordance with the contract
and written guidelines. The primary objective of the securities lending program shall be to earn the return
associated with the lending of securities while minimizing the risk associated with the collateral pool.
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Chapter VI: Trust Monitoring and Reporting

The successful delegation by the Board of certain duties to the Executive Director, Staff, and non-
investment staff depends upon accountability and transparency in the implementation of the program.
Accountability comes from clear measurement against well-defined objectives and appropriate
benchmarks. Transparency comes from accurate, timely, and clear reporting to the Board of Trust
positioning, investment returns and risks, portfolio costs, and implementation decisions made by Staff. This
chapter delineates the schedule and content of the core reporting that the Board relies upon to fulfill its
fiduciary duties.

A. Performance Evaluation

Performance evaluation of the Trust is designed to monitor the asset allocation, implementation plan, and
selection decisions related to investment managers and external advisors. The purpose is to test the
continued validity of these decisions and to prompt an analysis of any underperformance or inappropriate
levels of risk.

Performance objectives have been established for the Trust and each asset class in order to guide proper
ongoing diligence with respect to the monitoring and evaluation of managers and strategies, and it is clearly
understood that these objectives are to be viewed over the long term. Rates of return shall be compared
with:

e The risk and return of an appropriate market index;
e The return of an appropriate style benchmark, where applicable; and
e The returns of a universe of comparable investment strategies, where applicable.

Staff, in consultation with the Executive Director, shall provide to the Board in writing, on a quarterly basis,
a summary of the Trust’s performance as calculated by an outside performance measurement service. This
report is prepared by the General Plan Consultant and shall include the return analysis noted above. Itis
expected that reporting for private equity, private infrastructure, and private real estate will lag public
markets reporting by one or more quarters.

At least annually, Staff shall review the valuations applied to all investments for reasonableness. If a
valuation method applied to a material part of any portfolio is deemed to be improper or if Staff believes
that a significantly different valuation should be applied, Staff will follow up with the relevant Investment
Manager. If this challenge process is unable to resolve any differences in opinion of reasonable valuation
for the aggregate portfolio, Staff may pursue independent valuations to the extent it is reasonable and cost-
effective to do so. Procedures to guide activities of Staff under this section shall be set forth in the IIP.

B. Performance Monitoring (Trust)

The primary implementation objective for the investment program is to obtain risk-adjusted net returns equal
to or greater than the adopted benchmark, including incremental returns that are proportionate to the
amount of additional risk (tracking error or other appropriate risk metric) assumed. Benchmark returns for
composite allocations, including those for the Trust overall, are weighted according to the Strategic Targets
set forth in the SAA parameters.

Specifically, the net return of the Trust shall aim to meet or exceed the Policy Benchmark. This benchmark
is intended to reflect a passive implementation of the parameters established by the Board during the SAA
process, and outperformance should represent the value added by investment implementation and risk
management activities. The Policy Benchmark is a composite of the performance benchmarks selected to
track the major asset classes target weighted for the Strategic Targets in the Strategic Asset Allocation.

The performance of the Trust and the Policy Benchmark may also be compared against the Passive Index.
This benchmark is intended to reflect the investment mix prevailing among institutional peer portfolios as
implemented via low-cost passive investable indices. Outperformance relative to this benchmark should
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represent the value added through decisions made in the Strategic Asset Allocation process and should be
evaluated on a risk-adjusted basis. This index shall also serve as a baseline proxy for the market risk of
the Trust to account for the fact that substantial investments in illiquid assets produce a smoothing effect
on performance that tends to understate reported risk metrics such as volatility.

The baseline measurement period for achieving these outperformance objectives is five years, though
shorter and longer time periods should also be considered. Each asset class benchmark should be
reviewed annually for potential adjustment and approval by the Board, with attention paid to the selection
of the constituent indices for continued relevance, applicability, and investability. These benchmarks are
not expected to change frequently, and such changes should reflect substantial changes in the long-term
market environment, composition changes in the benchmarks, and/or implementation changes by the Trust
or its institutional peers.

Similar to the total Trust, the performance objective of the asset class and sub-asset class composites is
to obtain risk-adjusted returns in excess of those of stated objectives and/or peer performance, as
appropriate. Active returns relative to the adopted benchmark returns are expected to exceed the cost of
management and be proportionate to the amount of risk assumed.

C. Performance Monitoring (Asset Classes)

The Board will monitor the performance investment strategies of the Trust through discussions with Staff
and with assistance provided by the General Investment Consultant, as appropriate. Staff shall monitor the
performance of each investment strategy, including relative to strategy benchmarks approved by the
Executive Director, on an ongoing quarterly basis while retaining a long-term focus. Determinations
regarding termination could result from many potential scenarios, including but not limited to:

e Underperformance relative to benchmark over five years or other appropriate time period;
e Underperformance relative to peer group;

¢ Underperformance relative to the level of risk assumed;

e Substantial changes in assets under management (external advisors);

e Material changes to the Policy or objectives previously approved by the Board;

¢ Inconsistency between investment holdings and style; and

e Lack of stability of the organization or high personnel turnover.

Recommendations for termination of an investment strategy shall be made by Staff to the CIO, who will
make a decision in consultation with the Executive Director.

D. Performance Reporting

Regular evaluation of Trust performance by the Board is necessary to monitor the effectiveness of the
investment program in meeting the strategic and implementation objectives of ERS. The purpose is to
assess effectiveness and to prompt a review of underperformance and/or excessive risk. All performance
measurement shall be based on total returns, net of expenses, adjusted for risk, as measured over a
sufficient time period to reflect the benefits of any active decisions (typically a minimum of three years and
preferably over five years or more).

Staff and the General Investment Consultant shall provide to the Board frequent updates regarding Trust
performance, as set forth below. These reports shall include a comparison to established benchmarks as
well as the investment performance of appropriate institutional peers. Such performance attribution
analysis shall quantify the extent to which specific allocations, strategies, and managers added to or
detracted from overall Trust performance.

These reports shall also include an annual performance-based review of investment expenses that includes
peer group or industry averages for the Trust, relevant asset classes, as well as by investment strategy
type. Such analysis should include an evaluation of expense levels for comparable internally and externally
managed strategies as well as for comparable actively and passively managed strategies.
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Such information shall be reported in writing to the Board by the Executive Director or a designee and shall

include:

e Monthly Reports

O O O O

A summary of Trust investment performance on an absolute and relative basis;
The balance of all asset classes and any allocation changes during the period;
A summary of Trust positioning across the policy asset classes; and

A summary of investment performance for all asset classes.

e Quarterly Reports

O O O O

A summary of investment performance as described elsewhere this Chapter;
Summary risk metrics at the Trust level;

Summary reports on each private market asset class; and

A report on any violations of or material exceptions to this Policy, if applicable.

e Annual Reports

O O O O O

O

O
O

A summary of Trust performance as described elsewhere this Chapter;

Asset class performance and related capital plans;

A listing of all investment holdings in the Trust;

A year-to-year comparison of the Trust’s investments;

A summary, by broker, of the commissions on all stock transactions, the volume of directed
commission activity and services funded;

A summary, by broker, of all fixed income transactions;

A review of trade costs, including analysis of the impact of commissions, fees, market impact,
and other direct or indirect expenses;

A summary of securities lending performance;

A report on the Trust’s liquidity levels, including the results of stress testing analysis;

A report on methods, efforts, and results of ERS in hiring emerging investment service
providers, including data disaggregated by race, ethnicity, gender, and fund size;

A summary of the proxy voting process for the year including a summary of exceptions to the
ERS Proxy Voting Policy;

A summary of performance for the assets managed on behalf of the GBP; and

A report on this Policy, including changes recommended by Staff, consultants, and the IAC.

All such reporting shall include other information requested by the Board from time to time.

E. Trade Execution and Commission Sharing

Staff shall allocate trades for the benefit and the best interest of the Trust based on the relative ability of
broker/dealers to add value to the Trust through: (A) products or services of benefit to the investment
program, such as research products or portfolio analytics that are used in ERS' investment decision-making
process; (B) trade execution; or (C) a commission sharing arrangement.

Trades allocated to a particular broker-dealer strictly for execution purposes shall be executed at
commission rates acceptable to ERS. All currency and security trade orders shall be placed with firms that
meet all of the requirements listed below, to the extent applicable to the specific firm.

e Firms shall be registered and in good standing with the U.S. Securities and Exchange Commission
(SEC);

¢ Firms and their designated agents shall be members in good standing with the Financial Industry
Regulatory Authority (FINRA);
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o Firms and, to the extent required by law, their designated agents, shall be registered and in good
standing with the Texas State Securities Board,;

e Firms shall demonstrate a proven and effective execution platform for institutional investors that
has been utilized by the firm for a minimum of three years; and

e Firms and their executing brokers and clearing agents shall each have minimum excess net capital
of $2,500,000.

In order for a firm to be approved or to remain approved, all information shall be provided to ERS upon
request and shall be satisfactory to ERS.

Firms used strictly as crossing networks may be exempt from these requirements with the approval of the
CIO. Notwithstanding the above, orders to effect currency exchanges may also be placed with a banking
institution as long as it has (1) at least a five-year history of serving institutional clients in this capacity and
(2) a high short-term debt rating from at least two nationally recognized statistical rating organizations.
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Chapter VII: Code of Ethics

Code of Ethics and Personal Investment Activities

Texas Government Code § 815.213 requires that this Policy include a code of ethics that contains standards
of ethical conduct and disclosure requirements applicable to Trustees and ERS employees in the
administration of the investment program. The broad purpose of this section are to fulfill that obligation by
maintaining integrity in the oversight and management of ERS investments, and by preventing the misuse
of material, non-public information. High ethical standards are essential to the success of ERS and the
fulfillment of its fiduciary duty to its Beneficiaries.

Therefore, all “Covered Persons” shall be governed in their personal investment activities by this Policy as
well as applicable state and federal laws. Covered Persons includes all members of the Board, all members
of the IAC, the Executive Director, the Deputy Executive Director, and all ERS investment-related staff who
the Executive Director determines to have access to confidential ERS investment trading information. ERS
investment-related staff include, but are not limited to, members of the following departments: Executive
Office, Investments, Information Systems, Finance, OGC, Internal Audit, Investment Compliance, and
Records and Information Management. In addition, Covered Persons are subject to the ERS Insider
Trading and Confidentiality Policy. Each such Covered Person shall sign a yearly affirmation of compliance.

The provisions of this Policy regarding personal transactions do not apply to Trustees and IAC members
since they do not participate in the selection of publicly traded securities on behalf of ERS. However, the
Insider Trading and Confidentiality Policy does apply to Trustees and IAC members. To the extent that
Board and IAC members participate in the evaluation, review, and approval of private market investments,
they shall certify that they will not, either for themselves or on behalf of any person or entity, participate in
private market investment transactions in which ERS has invested or for which they received confidential
information regarding such investment.

Pursuant to Texas Government Code § 815.210, except for an interest in the Trust as a Beneficiary, a
Trustee or employee of the Board may not have a direct or indirect interest in the gains or profits of any
investment made by the Board and may not receive any pay or emolument for services other than the
person’s designated compensation and authorized expenses.

A. Standards of Conduct

As it relates to the investment activities of the Trust, Covered Persons will frequently interact with other
ERS employees, Beneficiaries, colleagues within the investment profession, other participants in financial
markets, and members of the public. In these interactions, Covered Persons shall take care to act with the
highest levels of integrity and respect. When engaging in activities related to ERS, Covered Persons should
exercise independent professional judgment and shall adhere to the following principles:

¢ Understand and abide by all applicable laws, rules, and regulations, including ERS policies.

e Actin a manner that is consistent with the mission of ERS and the policies that are established to
support that mission.

e Actin good faith, with loyalty, and in the best interests of ERS Beneficiaries.

e Act with judgment, prudence, and reasonable care.

e Avoid conflicts of interest, refrain from self-dealing, and refuse any gift that could reasonably be
expected to impair one’s loyalty.

o Act with diligence, competence, and skill.

o Review regularly the efficiency and effectiveness of the investment program in meeting its goals
including the performance of service providers such as consultants, and actuaries.
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e Use reasonable care and judgment to achieve and maintain independence and objectivity in
activities related to ERS.

e Deal fairly, objectively, and impartially with all ERS Beneficiaries.

¢ Maintain confidentiality of ERS information as required.

e Communicate with stakeholders in a timely, accurate, and transparent manner.

To support these principles and guide their implementation, standards of conduct tailored specifically to the
ERS investment program and applicable to Staff shall be incorporated by the Risk Committee into the
Investment Implementation Plan.

B. Personal Transactions

The personal transaction requirements included in this Code of Ethics apply only to the Executive Director,
Deputy Executive Director, ERS investment-related staff, and any other staff designated as “Restricted
Persons.” A current list of Restricted Persons shall be maintained by Investment Compliance. In addition
to the annual affirmation, each Restricted Person shall submit a quarterly affirmation of compliance with the
personal trading requirements of this Code of Ethics.

Restricted Persons are required to disclose all applicable personal broker accounts and make all related
trade confirmations and account statements available to ERS Investment Compliance via direct broker
feed, when available, or otherwise by hard copy via U.S. mail. This disclosure requirement includes all
applicable fully managed accounts (i.e., where the broker has the sole discretion to transact and the
Restricted Person or family member has no trading authority). Fully managed accounts will be monitored
but are not subject to pre-clearance requirements.

All Restricted Persons shall obtain the approval of the CIO or a designee appointed by the CIO prior to
making personal trades in applicable securities. Similarly, the CIO, the Deputy Executive Director, and the
Executive Director shall obtain pre-trade approval from Investment Compliance. Pre-trade approvals grant
the Restricted Person permission to buy, sell, or trade options of the requested security from the time of
receipt through the end of following business day.

The pre-clearance requirement described above applies to trades of the following:

e Publicly traded equity and debt securities; and
e Derivative instruments of such securities, including without limitation, swaps, futures, and options.

The pre-clearance requirement set forth above does not apply to personal investments in:

o Certificates of Deposit (CDs);

e Open-end mutual funds;

e Closed-end funds;

e Trusts;

e  Unit trusts;

e Closed-end trusts;

e Exchange-traded funds (ETFs);

e Exchange-traded notes (ETNs);

e Currencies;

e Physical commodities;

e U.S. Government obligations and debt;

e Municipal securities;

e Direct investments in digital assets or cryptocurrencies;

e Derivatives linked to the performance of any of the foregoing; and
e Less than $500.00 of any applicable security transacted over a rolling 30-day period.
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Furthermore, the pre-clearance requirement described above does not apply to any acquisition or
disposition of any security that is not deliberate or willful on the part of the Restricted Person, including
without limitation:

e the purchase or sale of any security that is effected in an account over which a Restricted Person
has no direct or indirect influence or control;

e the acquisition of any security pursuant to a dividend reinvestment program;

o the acquisition of any security through a stock dividend, stock split, reverse stock split, merger,
consolidation, spin-off, or other similar corporate reorganization or distribution that is generally
applicable to all holders of the relevant class of securities;

¢ bona fide employee stock transactions by a family member related to their employment;

e the assignment or transfer of shares or other securities between accounts; and

e trades within fully managed accounts.

Pursuant to the Insider Trading and Confidentiality Policy, ERS maintains a list of restricted securities (the
“Restricted List”). The Restricted List includes securities of companies about which staff has received
material non-public information. Covered Persons are prohibited from trading in their personal accounts
securities of any issuer on the Restricted List for so long as the issuer remains on the list. It should be
noted that the Restricted List is separate and distinct from ERS’ statutory prohibitions on transactions in
scrutinized companies (see Scrutinized Investment Program Procedures, Addendum ).

"Personal Trades" means:

e atransaction for a Restricted Person's own account, including a retirement or self-directed account
(e.g., an IRA), in which the Restricted Person has direct or indirect influence or control over the
timing of the trade of the security or derivative on a security, and

e a transaction for an account in which a Restricted Person has indirect beneficial ownership (any
interest in which a person indirectly has or shares a pecuniary interest) or direct or indirect influence
or control or discretion over the timing of the trade of the security or a derivative on a security.
Indirect beneficial ownership applies to accounts held by immediate family members. “Immediate
family member” means a Restricted Person’s spouse, minor children, adults residing with such
Restricted Person, and any trust or estate in which such Restricted Person or any other member
of his/her immediate family is a trustee or has a substantial beneficial ownership interest unless
such Restricted Person or other member of his/her immediate family has fully delegated all
authority over such accounts and, therefore, does not control or participate in the investment
decisions of such trust or estate.

To allow for automation of the compliance monitoring process, Restricted Persons may be required to
maintain covered accounts at securities firms that have electronic connectivity with the software system
used by ERS.

Front running is prohibited. For purposes of this section of this Policy, "front running" occurs when a
Restricted Person buys or sells a security or a derivative on a security for personal financial gain or the
financial gain of a third party other than ERS with advance knowledge of a similar ERS decision or
recommendation to buy or sell a security or a derivative on a security. The preclearance requirements for
a personal trade are intended to prevent front running.

Obtaining preclearance for a personal trade does not prevent the transaction from constituting front running
under this Policy if the Restricted Person knows or should have known that a recommendation or decision
for ERS to trade a security or a derivative on the security is pending or has been made but an order to trade
has not yet been communicated to the ERS trading desk. All Restricted Persons assume the risk of a
conflict or violation of this Policy by initiating any personal transaction that may be covered under this Policy
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despite any lack of intent by the individual to violate this Policy. A determination that this Policy was violated
may be based on circumstantial evidence of such intent.

A Restricted Person shall not delay, hinder, modify, or cancel any internal ERS recommendation, decision,
or trading order with the intent to facilitate a personal trade. Restricted Persons also shall not personally
participate in private market investment transactions that benefit from action taken by ERS, including the
purchase or receipt of primary shares in a pending initial public offering (IPO). Exceptions to this rule
include the receipt of IPO shares from a stock dividend on shares already owned, demutualization of a
company in which the individual is already an interested party, and as a result of a family member’s
employment by an IPO issuer.

All Restricted Persons shall report on a quarterly basis regarding all personal investment activities.
Similarly, Investment Compliance shall report to the Internal Auditor, Chief Investment Officer, and Deputy
Chief Investment Officer on a quarterly basis regarding all personal investment activities. An internal
investigation shall be promptly conducted into any questionable trade for technical violations of this Policy.
If a technical violation is deemed material, Investment Compliance shall document the violation in the
quarterly investment compliance status report.

Potential violations of the pre-clearance requirements within this Policy shall be reviewed on a post-trade
basis. As part of this review, any transaction that was placed in a manner that was technically not in
compliance with the above criteria for “broad-based” securities indices shall be flagged, and Investment
Compliance shall determine whether or not said technical violation constitutes a material violation of this
Policy, in consideration of any evidence of front running, insider trading, or intent to violate policy.

If it is determined that a Restricted Person has materially violated this Policy, that individual may be required
to reverse the transaction at their expense and disgorge all profits. The individual may also be subject to
the full range of disciplinary actions under the ERS Personnel Policy and Procedure Manual, may be
excluded from participation in the Incentive Compensation Plan as outlined in the relevant plan document,
and may be reported to applicable regulatory or law enforcement agencies when appropriate.

C. Gifts, Benefits, and Favors

In accordance with Title 8, Chapter 36, of the Texas Penal Code, Covered Persons shall not solicit, accept,
or agree to accept any gift, personal benefit, or personal favor in connection with their employment at ERS.
The terms “gift”’, “personal benefit”, and “personal favor” include, without limitation, anything reasonably
regarded as pecuniary gain or pecuniary advantage, including gifts or other economic benefits to any other

person in whose welfare the Covered Person has a direct and substantial interest.

This prohibition does not apply to the following, which may be accepted:

e gifts of books, pamphlets, articles, and other such materials that contain information directly related
to and used in performing the official ERS duties of the individual (provided that such items are less
than $50.00 in value);

e (ifts of nominal value (non-cash items of less than $50.00 in value), modest items of food and
refreshments on infrequent occasions so long as the donor is present, unsolicited advertising or
promotional material, and other items of nominal intrinsic value;

e afee prescribed by law to be received by an individual or any other personal benefit to which the
individual is lawfully entitled or which is given as legitimate consideration in a capacity other than

the individual’'s position with ERS; or

e a gift or other personal benefit conferred on account of kinship or a personal, professional, or
business relationship independent of the official status of the individual’s position with ERS.
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Investment staff related gifts, personal benefits, and personal favors are managed by the Chief Investment
Officer’s office. Non-investment staff related gifts, personal benefits, and personal favors are managed by
the Executive Office.

Covered Persons shall not accept non-exempt gifts of $50 in value or greater received by mail. Non-exempt
gifts of $50 in value or greater received by mail that cannot be reasonably returned will be donated or
otherwise dispensed by the managing office.

Covered Persons are required to disclose all gifts, personal benefits, and personal favors to the managing
office. Covered Persons are further required to reaffirm all gifts, personal benefits, and personal favors on
a quarterly basis with Investment Compliance.

Notwithstanding the foregoing, absolutely no gifts, personal benefits, or personal favors may be accepted
from Placement Agents, as defined in Addendum IV.

D. Attendance at Business Meetings/Functions

Covered Persons are prohibited from accepting invitations to functions, the costs of which will be borne by
brokers, dealers, corporations, or the Trust's master trust custodian, consultants, or external advisors
(donors) except as provided herein.

o Covered Persons may accept invitations, including meals, transportation, and lodging to seminars
and conferences when such event has a presentation or discussion of topics pertinent to the
investment of the Trust’s assets or relates to the official ERS duties of the individual and is not
otherwise prohibited by law. This exception applies only where the services rendered by Covered
Persons are more than merely perfunctory, such as when Staff speak at or actively plan the seminar
or conference with specific approval from the CIO.

o Covered Persons may accept invitations, including meals and ground transportation, to receptions
and business meals when the donor or a representative of the donor is present and such event has
a presentation or discussion of topics pertinent to the investment of the Trust’s assets or relates to
the official ERS duties of the individual and is not otherwise prohibited by law.

e The prohibition does not apply to the acceptance of meals, transportation, and lodging in
connection with private market advisory committee meetings, seminars, and conferences, where
the services rendered by Staff are more than merely perfunctory.

e Attendance by Covered Persons at events sponsored by donors that may incidentally involve
entertainment or recreation may in some cases be in the best interest of ERS. However, Staff shall
obtain specific approval for their attendance at such events from the CIO. The CIO shall obtain
such approval from the Deputy Executive Director. This approval will not be given for elaborate or
expensive entertainment events.

e All persons to whom this Policy applies shall use reasonable care and judgment not to place
themselves in a situation that might cause, or be perceived to cause, a loss of independence or
objectivity.

E. Conflict of Interest

All Covered Persons who become aware of a personal conflict of interest that affects their duty owed to
ERS have an obligation not only to disclose that conflict but also to cure it. Listed below are examples of
conflicts of interest that shall be avoided:

e Covered Persons may not under any circumstances accept offers, by reason of their service,
relationship, or employment with ERS, to trade in any security or other investment on terms more
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favorable than those available to the general investing public or, in the case of private market
investments, a similarly situated investor.

Covered Persons may not participate in outside employment or business activities where the
activity interferes with the efficiency of the individual’s performance of, or could be considered to
be in conflict with, the individual’s service, relationship, or employment with ERS, unless such
outside employment or business activities have previously been disclosed and approved. The
Executive Director will provide such approval in the case of ERS investment-related staff, the
Deputy Executive Director, and IAC members, and the Board will provide such approval in the case
of the Executive Director or a Trustee.

In accordance with Texas Government Code § 572.054, Trustees and the Executive Director may
not for two years after ceasing to be in their respective positions at ERS (“Former ERS Official”)
make any communication to, or appearance before, an officer or employee of ERS on behalf of the
Former ERS Official or on behalf of any other person or entity with the intent to influence agency
action to benefit the person seeking such action. This restriction does not apply to the Former ERS
Official's merely providing information to ERS so long as such communication is done without the
intent to influence any action by ERS. A violation of this prohibition is a Class A misdemeanor.

ERS may not enter into a contract with a former ERS Executive Director for four years after such
former ERS Executive Director leaves ERS, or with a person or entity that employs such former
ERS Executive Director, unless the Board approves the contract and otherwise complies with
Texas Government Code § 669.003.

In accordance with Texas Government Code § 572.054, Covered Persons may not at any time
represent any person or entity, or receive compensation for services rendered on behalf of any
person or entity, regarding a “particular matter” after such individual leaves his/her position at ERS.
This prohibition applies if, during such individual’s tenure at ERS, that individual “participated” in
the particular matter, either through personal involvement or because the parti