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ITEM NAME: Revision of the Asset Allocation Strategy Policy  
 
PROGRAM: Asset Allocation 
 
ITEM TYPE: Policy & Delegation – Action  

 
RECOMMENDATION 
Approve the revised Statement of Investment Policy for Asset Allocation Strategy  
(Policy), including the use of interim allocation targets, as shown in Attachment 1 
under Section V.A., Table 1 of the Policy. Consultant opinion letters from Wilshire 
Associates and Pension Consulting Alliance Inc. (PCA) are provided as Attachments 
2 and 3 respectively. 
 
EXECUTIVE SUMMARY 
At the April 14, 2014 Investment Committee (IC) meeting, Agenda Item 5a presented 
information supporting revisions to the Policy which guides the overall strategic asset 
allocation implementation. Discussion between staff and the Board’s Investment 
Consultants, Wilshire Associates and PCA, has continued and appears to have led to 
consensus, including:  
 

 Agreement on the proposed interim asset class targets, originally presented in 
Agenda Item 5a (April 2014 IC) and shown in Table A on page three of this 
agenda item. 
  

 Replacing the pre-defined schedule of adjustment to the interim targets with an 
annual review of the interim targets and market conditions which may underlie 
recommended future adjustments (Section V.A of the Policy). 
 

 Insertion of language requiring a market valuation based analysis at the 
midpoint of the Asset Allocation Strategy cycle, or as needed due to changing 
market conditions or changes to the capital market assumptions (CMAs) 
(Section V.C.1 of the Policy). 
  

 Initiating an IC exploration of benchmarks, their uses and implications, with the 
expectation of completion before the next review of the interim targets.  
 

Staff seeks approval of the revised Policy to codify the strategic asset allocation 
selected by the Board in February 2014, as well as the use of interim targets for the 
Private Equity, Real Estate, and Infrastructure & Forestland asset class segments. 
Changes made to the Policy in follow up to the initial review in April, are denoted with 
yellow highlighting within Attachment 1. 
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STRATEGIC PLAN 
This agenda item supports the CalPERS Strategic Plan goal of improving long-term 
pension and health benefit sustainability.     
 
INVESTMENT BELIEFS 
This item supports CalPERS Investment Belief 6, that strategic asset allocation is the 
dominant determinant of portfolio risk and return. 

 
    BACKGROUND 

Agenda Item 5a (April 2014 IC) provided information regarding the characteristics of 
the private asset classes (Private Equity, Real Estate and Infrastructure & 
Forestland). The preponderance of the information concerned Private Equity and 
included pacing model information from the November 2013 Asset Liability 
Management (ALM) workshop with updates as of March 2014. Based on asset 
pricing characteristics and capacity considerations in the private asset classes, staff 
proposed the use of interim allocation targets. Additionally, Agenda Item 5a proposed 
a schedule for the gradual adjustment of the interim targets. 
 
The information presented in April resulted in a thorough discussion on the 
importance of pricing discipline, responsiveness to market conditions, and the 
implications of policy targets and benchmarks by staff, the IC, and the Board’s 
Investment Consultants. Additional discussion centered on comments from Wilshire 
Associates which raised the potential use of two benchmarks, a long-term policy 
benchmark (effectively the allocation targets adopted by the Board in February 2014), 
and another dynamic benchmark which would adjust to the actual weights for each of 
the illiquid asset classes with the liquid asset classes. This idea of dual benchmarks 
was proposed as an option to increase transparency regarding the returns associated 
with the timing of any variances between the two benchmarks. 

 
ANALYSIS 
Reflecting feedback from the IC and the Board’s Investment Consultants, this item 
recommends: 
 

1. Changes to the Policy, including the use of interim allocation targets. 
 

2. Establishment of the timing expectations regarding a review of benchmarks. 
 
Updated Proposed Revisions to the Policy 
The following are the proposed revisions to the Policy: 

 
1. Section V.A – Asset Class Policy Targets and Ranges – The first edit to this 

section is the insertion of language establishing an annual review of any 
interim targets. Should conditions warrant, such as material changes to the 
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CMAs or market segment valuation, staff shall bring the review forward as 
needed.   
 
The next edits to this section are contained within Table 1 of the Policy (Table 
A below), which specifies both the policy and interim targets along with the 
ranges by which exposure may vary from the targets without further input from 
the IC. The interim reduction in target weight for Private Equity, Real Estate 
and Infrastructure & Forestland is offset by an increase to the Interim weight of 
Global Equity. An additional change to Table 1 within the Policy is the 
separation of the “Real Assets” segment into separate “Real Estate” and 
“Infrastructure & Forestland” lines.  
 
Table A – Asset Allocation Strategy Policy Targets  

Asset Class 
Approved 

Policy Target 
Interim 
Target  

Policy 
Range 

Relative to 
Target 

Growth    
Global Equity 47% 51% +/- 7% 
Private Equity 12% 10% +/- 4% 
Total Growth 59% 61% +/- 7% 

Income – Global Fixed 
Income 19% 19% +/- 5% 

Real Assets    
Real Estate 11% 10% +/- 5% 
Infrastructure & 
Forestland 

3% 2% +/- 2% 

Total Real Assets 14% 12% +/- 5% 

Inflation 6% 6%    +/- 3% 

Liquidity 2% 2%    +/- 1% 
Total Fund 100% 100% N/A 

 
As noted in Agenda Item 5a (April 2014 IC), staff are working on additional 
tools to aid the achievement of the policy target weights resulting from the 
ALM process.  It is currently anticipated that staff shall bring information to the 
IC before calendar year-end 2014 and recommend a developmental trial of an 
alternative investment possessing characteristics equivalent to the CMAs for 
Private Equity.   
 
Table B on the following page reflects the impact on expected return and risk 
resulting from the use of interim targets (Interim Portfolio).  While the 
expectations for the Interim Portfolio are less optimal than the new policy 
weights (Policy Portfolio) selected in February 2014, they are consistent with 
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the overall direction of reducing expected risk while continuing to support the 
7.5% discount rate.  

 
Table B – Recommended Interim Portfolio Target Effect  

Asset Class Component 
 

New Policy 
Portfolio 

Interim 
Portfolio 
(7/1/2014) 

Prior Policy 
Portfolio 

Global Equity 47% 51% 50% 
Private Equity 12% 10% 14% 

Fixed Income 19% 19% 17% 
Real Estate 11% 10% 9% 
Infrastructure & Forestland  3% 2% 2% 
Inflation Sensitive 6% 6% 4% 

Liquidity 2% 2% 4% 
Expected Compound Return (1-10 yrs.) : 7.15% 7.10% 7.25% 

Blended Return (1-60 yrs.)
1 
: 7.56% 7.52% 7.63% 

Expected Volatility : 11.76% 11.91% 12.45% 
 1 Blended return is the combination of the short-term (1-10 year from CMAs) and the long-term (11-

60 year from Actuarial Office) expected returns after deducting administrative fees. 
 

2. Section V.C.1 – The Policy modification recommended by staff is to insert 
language solidifying the linkage between the work of the Investment Office and 
Actuarial Office in the ALM process.  The review of actuarial methods and 
assumptions currently takes place on a four-year cycle and staff recommends 
using this schedule for the ALM work.  Staff is also recommending the 
insertion of language requiring a valuation-based analysis, to be brought to the 
IC at the midpoint of the ALM cycle or as warranted by changes in market 
conditions.  

 
Continued Exploration of ALM Issues 
Throughout the ALM process, discussions between staff, the IC, and the Board’s 
Investment Consultants have highlighted the importance of a thorough review and 
discussion of CalPERS benchmarks. Staff is committed to beginning an exploration 
of benchmarks by calendar year-end 2014. The current expectation is for this effort to 
be completed prior to the next review of interim targets. The ability to meet this 
expectation is dependent on the breadth and depth of issues and work that arise 
during the benchmark exploration.  
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BUDGET AND FISCAL IMPACTS  
Not Applicable 
 
BENEFITS/RISKS 
The proposed interim targets, included in the revised Policy, will more closely align 
the Public Employees’ Retirement Fund with the new Policy Portfolio while being 
consistent with market conditions and feedback received from the IC throughout the 
ALM process.  
 
Re-evaluating interim asset allocation targets on a yearly basis, or sooner if 
conditions warrant, is expected to provide an evolutionary path to the strategic asset 
allocation adopted in February 2014. This will facilitate the prudent deployment of 
capital while preserving pricing discipline and minimizing the transaction costs of 
implementation.  Retaining sensitivity to current market conditions is the primary 
benefit of the interim targets. 
 
As discussed at the April 2014 IC meeting, the primary risk associated with adoption 
of the interim targets is that the Interim Portfolio is expected to generate a slightly 
lower return and higher volatility than the Policy Portfolio adopted in February 2014. 
Staff expects that the Interim Portfolio will support the 7.5% discount rate. 
 
Maintaining accurate policy documentation is an important mitigation effort for 
managing operational and reputational risks. The other proposed revisions to the 
Policy serve to memorialize the integration of the asset allocation/investment analysis 
with the actuarial analysis within the ALM process. The revisions also clarify the 
implementation process for the new strategic asset allocation targets. 
 
ATTACHMENTS 
Attachment 1 – Revised Statement of Investment Policy for Asset Allocation Strategy  
Attachment 2 – Wilshire Associates Opinion Letter 
Attachment 3 – PCA Opinion Letter 

 
 
 

_________________________________ 
ERIC BAGGESEN 

Senior Investment Officer 
Asset Allocation and Risk Management 

 
 
 
 

_________________________________ 
THEODORE ELIOPOULOS 

Interim Chief Investment Officer 


