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Oregon Investment Council Operational Review

Executive Summary
Audit Results

The Oregon Investment Council (OIC) and Oregon State Treasury (OST) oversee the investment of state
funds — a major responsibility covering nearly $73 billion in public funds. This audit, conducted by OST
Internal Audit Services in response to state law, addresses two key aspects of the current governance
and management practices of the OIC and OST in connection with the investment funds investment
program.

e Are the practices prudent — that is, do they comply with state requirements and with accepted
fiduciary standards?

e Do the practices promote effectiveness — that is, do they compare favorably to accepted
industry guidance and best practices?

With regard to the first question, based on audit work performed, our opinion is that the OIC and OST
have managed the investment program prudently. In all respects, current practices complied with the
requirements of state law; moreover, current practices also compared favorably with most aspects of a
set of nationally accepted fiduciary standards, though some opportunities for improvement exist to
clarify various policies and improve manager oversight.

With regard to the second question, we found that in many respects current practices also compare
favorably to industry guidance and best practices for effectiveness. We commend the OIC and OST
staff for seeking to be a leader in public pension fund management. While current practices matched
many industry best practices, we did identify opportunities for improvement in the best practice areas
studied. Specifically:

e Investment council structure and authority — Opportunities exist to improve the OIC’s
autonomy, expand orientation and related educational programs for its members, and develop
a skills matrix to use in ensuring Council membership reflects a wide range of experience and
expertise.

e Investment policies and transparency — Opportunities exist to clarify policies and ensure
compliance with these policies, improve public disclosure, and enhance ethics policies and
reporting.

e Investment risk management — Opportunities exist to clarify and enhance internal risk
management efforts as well as risk reporting to the OIC.

e Investment operations management — Opportunities exist to reduce the operational risks to
the fund by enhancing in-house operations around enterprise risk management, compliance
activities, segregation of duties, performance measurement, and data governance.

For many of these improvement opportunities, the limited staffing levels at OST present a challenge to
successful implementation. For example, in our analysis of similar-sized (in terms of assets under
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management) public pension funds, we found that OST had about a quarter of the FTE supporting
operations relative to peer plans. Specifically, average peer plan staffing was 96 FTE compared to OST’s
25 FTE. Additional details on our staffing analysis can be found starting on page 32.

We recognize that current staffing limitations present a challenge to effective implementation of our
recommendations; nonetheless, we believe the risks and opportunities associated with the above
listed issues still warrant OIC and OST attention. Additionally, some of our recommendations will
require legislative action because the OIC and/or OST lack(s) the requisite authority to implement
these recommendations independently changes on their own.

The goal of our recommendations is to keep oversight of the state’s investment program strong —and
where possible, improve oversight — especially during the significant membership changes the OIC
faces in the near future. Specifically, three of the four appointed OIC members will “term out” in 2014
under current legislative requirements. As this is the second term for all three members, they are
ineligible for re-appointment. In our assessment, we considered the types of on-going support and
education new members would need to ensure OIC governance continuity and continued long term
investment success.

The “Summary of Opportunities for Improvement” in Appendix A provides an overview of each
opportunity for improvement, our corresponding recommendation, and our estimate of the relative
degrees of risk associated with inaction.

Internal Audit Services would like to thank the OIC members and OST staff for their participation in this
effort. Their assistance and support during our audit was highly beneficial and greatly appreciated.

Management Response

To address the findings noted within this report and the associated management letter, the Deputy
State Treasurer has provided the following management response:

“In general, management agrees with the recommendations. We will work with the Council to evaluate
individual recommendations and determine appropriate action, recognizing that many of the
recommendations require staffing and resources that are currently not available to Treasury.”
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Investment Funds Operation Review Report

Background and Audit Approach

Who Oversees State Investments, and What Monies are Involved?

Oversight of state investments is carried out by the following entities:

The Oregon Investment Council (OIC). State statute (ORS 293.706) established the OIC to serve
as an independent oversight body of the state’s investments managed by the Office of the State
Treasurer. The OIC ensures that money in the funds is invested and reinvested as productively
as possible, subject to the standards of prudence. The OIC is a six-member board made up of
four gubernatorial appointees and the State Treasurer as voting members. The Executive
Director of the Public Employee Retirement System holds the sixth position, in an ex-officio and
non-voting capacity. Each gubernatorial appointee serves a four-year term with a two-term
limit. The chair and vice chair are elected by the Council biennially. No one individual may be
the chairperson for more than four years in any twelve-year period.

The Oregon State Treasury (OST). The State Treasurer is the financial leader of the State and
sets goals and strategies to help the State and individual Oregonians better manage and invest
money. OST’s Investment Division manages funds on behalf of Oregonians to achieve returns
for current and future public retirees, for Oregon schoolchildren, for worker’s compensation
claims and for other purposes.

The two entities oversee and administer the investment of state funds, nearly $73 billion in total. This
number consists of the following:

The Oregon Public Employee Retirement Fund (OPERF). This is by far the largest fund, at
roughly $55 billion. OPERF is the 14™ largest public pension plan in the US and the 20™ largest
US pension plan of any type, public or private. The fund invests in a diversified portfolio of
public equity securities as well as private equity, real estate and fixed income instruments
around the globe. Compared with peer funds it has a heavy allocation to alternative equity
strategies. The funded status of the pension fund is approximately 82 percent as of December
31, 2011.

The Oregon Short Term Fund (OSTF). The OSTF is an $11 billion short-term investment pool
used by State Agencies and over 1,000 local governments. By pooling moneys from across the
state and prudently managing the fund, OST is able to provide agencies and local government a
stable value on their investment and returns that often exceed other short-term deposit or
investment options.
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e Other Funds under OIC Oversight. These include the $4 billion State Accident Insurance Fund
trust fund, the S1 billion Common School Fund, and a number of investments for state agencies
totaling just over $1 billion.

Why We Did this Audit

Oregon Revised Statute 293.776 requires the OIC to provide for an audit of the investment program at
least once every four years. To accomplish this, by policy the OIC has directed Internal Audit Services to
perform an operational review of the investment portfolio and its practices as compared and
contrasted to the investment portfolio practices of similarly managed investments at least once every
four years. This work and report thereon fulfill the requirements stated in ORS 293.776.

In compliance with this requirement, we have completed an audit of the operations of the OIC and OST
oversight of the investment funds investment program for the year ended December 31, 2011. This
audit was conducted in conformance with Generally Accepted Government Auditing Standards and the
International Standards for the Professional Practice of Internal Auditing. Those standards require that
we plan and perform the audit to obtain sufficient, appropriate evidence to provide a reasonable basis
for our findings and conclusions based on our audit objectives. We believe that the evidence obtained
provides a reasonable basis for our findings and conclusions based on our audit objectives. The results
of this audit, including auditor observations and recommendations, have been included in this audit
report.

Audit Objective, Scope, and Methodology
This audit had the following two specific objectives:

1) Determine if the policies and activities of those charged with governance of the investment
funds have managed the funds to make them as productive as possible in a prudent manner.

2) Compare current practices to current guidance literature and best practices in the following
four areas to determine if they promote effectiveness:

A) Governance structure and authority

B) Investment policies and transparency

C) Investment risk management

D) Investment operations management

The audit covered the period from December 31, 2008 through June 30, 2012. The work consisted
primarily of a review of OPERF-related investments and policies. When we use the phrase “the fund” in
this report, we are referring to OPERF unless specifically stated otherwise. All investment funds were
subject to other audits during this period. We reviewed the findings of those audits as part of our work.
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To address the first objective, auditors used the framework “Prudent Practices for Investment
Stewards” (fi360, 2006), written by fi360, a fiduciary education group, with technical review by the
American Institute of Certified Public Accountants (AICPA). The framework contains twenty-two
practices substantiated by legislation, case law, and/or regulatory opinions. The specific sources
include federal law (the Employee Retirement Income Security Act, or ERISA), and three model laws
promulgated by the Uniform Law Commission - the Uniform Prudent Investors Act (UPIA), Uniform
Prudent Management of Institutional Funds Act (UPMIFA), and Uniform Management of Public
Employee Retirement Systems Act (UMPERSA). While none of these elements are legally binding on
the OIC and investment operations except UPIA, they do provide a useful yardstick for the evaluation
of management and governance of investment funds. A summary of these practices has been included
in Appendix B, titled “The Periodic Table of Global Fiduciary Practices.”

To address the second objective, we used current guidance from a number of sources, including the
following:

e The Committee on Fund Governance Best Practice Principles, issued by the Stanford
Institutional Investor’s Forum, and also known as the Clapman Report (hereinafter the
“Clapman Report”).

e Governance of Public Employee Post-Retirement Benefits Systems, issued by the Government
Finance Officers Association (hereinafter the “GFOA Governance Guidelines”).

e The Organisation for Economic Co-operation and Development (OECD) Guidelines for Pension
Fund Governance, issued by the OECD Working Party on Private Pensions (hereinafter the
“OECD Governance Guidelines”).

e The Canadian Association of Pension Supervisory Authorities’ Pension Governance Guidelines
(hereinafter the “CAPSA Governance Guidelines”).

e Model laws established by the Uniform Law Commission, including The Uniform Prudent
Investor Act (UPIA), 1994 and The Uniform Management of Public Employees Retirement
Systems Act (UMPERSA), 1997.

e National Conference on Public Employee Retirement Systems Best Governance Practices for
Public Retirement Systems, March 2012 (hereinafter “NCPERS Best Governance Practices”).

Auditors also retained a number of consultants to provide additional detail, benchmarking, and
practice comparisons.
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Objective 1: Evaluation of Practices for Ensuring Prudent
Investment Management

Oregon Revised Statute 293.726 requires that the OIC manage the investment funds as a prudent
investor. In Oregon, the Uniform Prudent Investor Act (UPIA), a model law developed by the National
Conference of Commissioners on Uniform Laws, is codified in ORS 130.750 through 130.775. This
language contains Oregon’s basic requirements for managing funds prudently. The requirements in
UPIA are not as robust as the legal requirements and case law for private-sector pension plans. To
ensure we were looking at a robust set of criteria, we supplemented our evaluation criteria with
private-sector guidance as well. The additional guidance we chose was the publication “Prudent
Practices for Investment Stewards”, written by fi360, a fiduciary education group, with technical review
by the American Institute of Certified Public Accountants (AICPA). The framework contains 22
practices. While not all of these elements are legally binding on OIC and investment operations, they
do provide a robust framework for evaluating management and governance of investment funds. The
22 practices are organized into four steps: organize, formalize, implement, and monitor. Appendix B
contains a table of the practices. Our analysis focused on the policies and practices of the OIC as they
relate to the Oregon Public Employee Retirement Fund (OPERF).

We discuss each practice separately below, under the step to which it applies. Overall, we found
existing policies and procedures are sufficient to fully comply with, or conform to, most of these
practices, but we also noted some areas for improvement.

Step 1 -Organize

1.1 Investments are managed in accordance with all applicable laws, trust documents, and written
investment policy statements (IPS).

Our finding: fully conforms. We reviewed the applicable laws, trust documents, and IPS and found
no instances of non-compliance with the requirements established in these documents.

1.2 The roles and responsibilities of all involved parties (fiduciaries and non-fiduciaries) are defined,
documented, and acknowledged.

Our finding: roles and responsibilities can be clarified, and documentation can be improved. The
OIC has ultimate responsibility for the investment funds. Consistent with the prudent person
standard, the OIC has determined that it is reasonable to delegate a significant portion of the
responsibility for carrying out the day-to-day operations to a number of OST staff, external
advisors, investment managers, and the custodian bank. Many of the roles and responsibilities are
contained within the OIC Statement of Fund Governance. This document outlines the
responsibilities retained by the Council, those delegated to OST staff, and those delegated to
investment professionals. We compared this document to peer funds and found that, for the most
part, peer documents contained the same elements. However, we noted two opportunities for
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improvement. First, the OIC has not established the role and responsibilities of the OIC Chair.
Second, for the documented roles, there is not a formal written acknowledgement by all parties of
their duties and responsibilities. Requiring written acknowledgement ensures that all parties are
clear regarding their duties, and it decreases the chances that a party is unaware of its role or the
role of another party. A documented, detailed analysis of the roles and responsibilities of each
party helps ensure that each group is fulfilling its duties. If one party begins operating in an area for
which another is responsible, the effectiveness of both groups decreases. Adding additional detail
to the current roles and responsibilities will help ensure all necessary functions are performed.
Having all parties review this document on an annual basis will help reduce any potential
misunderstandings.

Recommendation: The OIC should add language to existing policies outlining the roles
and responsibilities of the OIC Chair.

Recommendation: The OIC should establish a formal process to document the
acknowledgement of duties and responsibilities by all involved parties on an annual
basis.

1.3 Fiduciaries and parties in interest are not involved in self-dealing.

Our finding: opportunities exist for better ensuring compliance with ethics policies. UPIA, the
model law codified in Oregon law, requires that fiduciaries invest and manage trust assets solely in
the interest of beneficiaries. The act states that trustees have a duty to abstain from self-dealing.
State law also provides additional requirements and guidance, and the OIC has ethics policies in
place for the OIC and a policy for OST staff. Overall, we found that the current policies are relatively
comprehensive, with the OIC policy having 15 of 19 applicable elements and the OST staff policy
containing 17 of 18 applicable elements. We identified no instances in which OIC members or OST
staff did not comply with the ethics policy or required quarterly filings with the Attorney General or
annual filings with the Oregon Government Ethics Commission. However, we did note that annual
training regarding the ethics program is not required. Likewise, no annual written or verbal
acknowledgement of the policy and attestation of compliance is required.

Recommendation: OIC members should consider attending annual training on current
applicable ethics laws and policies.

Recommendation: The OIC should establish a formal process to document the Council’s
acknowledgement of and compliance with ethics policy on an annual basis.

1.4 Service agreements and contracts are in writing, and do not contain provisions that conflict with
fiduciary standards of care.

Our finding: compensation arrangements can be better documented and disclosed. Our review of
a sample of contracts showed that, in many respects, this practice was being met. For example,
legal counsel from the Department of Justice had reviewed all investments managers’ contracts,
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OST management signed the contracts after approval by the OIC, and OST staff reviewed all
invoices to ensure that amounts paid to managers agreed with the contracted amounts. Although
investment staff are aware of the fees paid to managers and what fees are typical in the industry,
after a manager is hired no formal process exists for reviewing the ongoing reasonableness of costs
in light of the current market rates for similar services. Ensuring the reasonableness of fees is
important due to the lack of predetermined contract length for many investment managers.
Instead, the OIC has contracted with CEM benchmarking, a consulting firm, to conduct an
evaluation and comparison of costs at the portfolio and asset class level. Contracts with the
investment advisors cover an initial three year period with up to two, two-year extensions —a
timeline that ensures advisory fees remain competitive with the marketplace for services.

We also noted that the process for disclosing compensation arrangements could be strengthened.
Effective July 1, 2012, the federal Employee Retirement Income Security Act (ERISA, §408(b)(2))
requires service providers to provide plan fiduciaries a disclosure that includes a description of
services, their status as a fiduciary, direct and indirect compensation, and other relevant
information. The service providers contracted by the OIC are not required to comply with ERISA
requirements for their work with the OIC. However, the rule does provide the OIC with an easy
reference point to help document these arrangements. Many of the service providers are subject
to ERISA with other clients, and likely have a standard report to provide. We obtained one such
report from a current investment manager. This level of reporting will help ensure that all parties
are clear on the duties and responsibilities of each entity, the service provider’s receipt of direct or
indirect compensation, any potential or actual conflicts of interest, and that this information is
documented in a clear and transparent manner.

Recommendation: The OIC should establish a formal process to periodically evaluate
and document the reasonableness of investment fees paid to each manager and service
provider.

Recommendation: The OIC should consider requiring an annual disclosure of
compensation arrangements and affiliations for each service provider as well as a formal

acknowledgement of their fiduciary status.

1.5 Assets are within the jurisdiction of appropriate courts, and are protected from theft and
embezzlement.

Our finding: fully conforms. The OIC has established State Street Bank (SSB) as the custodian for

the funds. SSB is a US company and within the jurisdiction of US courts. Legal Counsel reviews all
investment contracts for legal sufficiency.

Step 2 — Formalize

2.1. An investment time horizon has been identified.
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Our finding: opportunity to better document liquidity requirements and cash flows.
Understanding the sources, timing, distribution, and uses of cash flows helps to ensure that the OIC
has established a time horizon appropriate to match the investments to the necessary cash flows.
During the asset/liability study, consultants perform an analysis comparing the timing of cash flows
in and out of the fund. This study provides the OIC with valuable information regarding the cash
flows that OPERF will experience in the long run. Consistent with the long time frame of the
pension liabilities, the OIC has set a long-term time horizon on the pension investments. Formal
documentation does not exist for shorter-term cash flows that affect the pension fund. Our
discussions with investment staff showed they are aware of typical cash flows and have plans for
providing cash when needed. However, formal liquidity requirements have not been established.
Doing so would help ensure that disruptive trading is minimal.

Outside of OPERF, cash flow documentation is limited. The need for additional cash flow
documentation is especially important for the Oregon Short Term Fund (OSTF). As the cash fund for
the state and many local governments, the OSTF requires both highly liquid positions for
immediate cash needs, as well as longer one- to three-year positions to help to prudently maximize
the yield on the fund. Effective cash analysis helps ensure that the maximum and average duration
of the fund match the most accurate cash flow expectations possible. This analysis will ensure that
the investment team maximizes the return on investment for the fund.

Recommendation: The OIC should formalize liquidity requirements for each fund.

Recommendation: OST staff should work to create formal documents outlining the
source, timing, distribution, and uses of cash flows for each fund.

2.2 A risk level has been identified.

Our finding: effects of a worst-case loss scenario can be better documented. Oregon Revised
Statute 293.726 requires that the investment strategy incorporate risk and return objectives
reasonably suited for each investment fund. Consistent with best practices, the OIC has
incorporated a risk framework into the Investment Policy Statement. This framework has two
parts: (1) the investment risk management system used by the OIC to manage the risks to each
investment fund at the portfolio level, and (2) the investment risk management system used by
OST staff to manage the risks to each investment at the operational level. Our evaluation focused
on the first part of the framework. The “Practices Related to Investment Risk Management” section
of the report contains additional detail in this area, but in general, the level of review necessary for
an evaluation of staff investment risk management systems is beyond the scope of this review. The
level of detail needed by the investment staff is considerably greater than the level needed by the
OlIC.

For the most part, the OIC’s risk management framework appears sound. The risk management
framework used by the OIC should be sufficiently granular to allow for the management of relevant
risks to the portfolio, but not so complex as to require the Council to operate at the level of
investment staff. In evaluating the OIC’s risk management framework for prudence, we looked at
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two components. The first component was the documentation of requirements. For the OIC, these
requirements are contained in the investment policy statement. We reviewed this document and
found it contained the standard risks managed by fiduciaries. The second component was how the
Council monitored compliance with the established policies. The OIC receives a quarterly
performance report that contains the elements outlined in the policy statement. This allows the
Council to ensure that the risk levels are appropriate. At each meeting, the Council also receives
reports on the asset allocation as well as manager performance versus their benchmarks.

One item that was not included in the current risk management framework was a formal analysis of
the fund’s liquidity in a significant loss event, and the impact of such an event on the portfolio. No
formal requirement for this analysis exists, but the financial crisis of 2008 served as a test of the
fund in this area. While the funding status of the plan declined in this period, the fund did not
encounter significant liquidity problems. Despite having a significant asset allocation to illiquid
private market securities, the fund did not have to sell private market securities to meet short-term
cash needs. However, the fund did have to sell public market assets at depressed prices for short-
term cash needs. Going forward, performing and documenting an analysis of liquidity will help to
ensure that all fiduciaries have a better idea of the impacts to the portfolio in the event of another
significant loss. During the asset-liability study, the investment consultant did prepare for the OIC
an analysis of the impact of various return environments on the 5- and 7-year liquidity of the fund.
The current investment policy does not identify formal targets and requirements regarding
liquidity.

Recommendation: The OIC should establish a formal process to document the effects on
the portfolio and liquidity of the portfolio in a worst-case loss scenario.

2.3 An expected, modeled return to meet investment objectives has been identified.

Our finding: fully conforms. For OPERF, the expected return over the next two to three market
cycles is 8.4%. The model return provides a 50% chance that the funds will meet the pension fund’s
assumed investment rate of return of 8%. The role of the assumed investment rate of return and
the portfolio expected rate of return presents a chicken-and-egg challenge. The OIC sets the asset
allocation to a level that will allow a reasonable probability of reaching the assumed investment
rate of return. The PERS board uses the asset allocation to model an expected rate of return to
establish the assumed investment rate of return. As long as both variables reset to match the
other, the target will continue to be 8%. The State Treasurer recently encouraged the PERS board
to revisit the assumed investment rate of return. Given the economic pressures the investment
program will face in the next few years, a discussion about the modeled return would help to
ensure that the expected return values are reasonable.

2.4 Selected asset classes are consistent with the risk, return, and time horizon.
Our finding: asset allocation study requirements can be better documented. Based on the time

horizon, risk tolerance, and assumed rate of return for the fund, the OIC has worked with its
general investment consultant, Strategic Investment Solutions (SIS), to develop an asset allocation.
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The OIC reviews the asset allocation as part of the asset-liability study that is conducted every
three to five years. Staff reviews the asset allocation with SIS annually and presents any necessary
updates during the April policy update meeting. However, the amount of information required and
the divisions of responsibility for preparing and documenting this information are not contained in
policy. Doing so would help to ensure that asset allocation practices are consistent across time and
that all parties are aware of their responsibilities.

Recommendation: The OIC should work with OST staff and consultants to establish a
policy documenting requirements for the preparation and presentation of the asset
allocation study.

2.5 Selected asset classes are consistent with implementation and monitoring constraints.

Our finding: additional staffing can improve efficiency and reduce operational risks. In reviewing
implementation and monitoring constraints, auditors evaluated two topics—(1) the staff assigned
to implement and monitor investment decisions, and (2) the processes used to implement and
monitor those decisions. With regard to the first topic, OST has done a good job of attracting
qualified staff. Staff possess the knowledge to carry out the investment strategy determined by the
OIC. However, as the fund size and complexity has grown, staffing levels have not kept pace. This
has caused an increasing reliance on external service providers and investment consultants. The
limited staffing levels significantly affect the ability of staff to handle more internal management of
funds, or to appropriately implement many of the recommendations in this report. With regard to
the second topic, the processes in place to implement and monitor the investment decisions are
generally sound. Each year we review a portion of the investment program and its processes. These
reviews have not identified significant breakdowns in the current processes. We have previously
provided all suggestions from these reviews to management and to the OIC. Additional details on
some of the operational risks faced by the fund are included later in this report in the “Practices
Related to Investment Operations Management” section.

Recommendation: The OIC and OST staff should continue to work with the legislature to
obtain additional staffing to allow the fund to continue to effectively manage the funds
and to implement best practices and cost saving measures.

2.6 There is an Investment Policy Statement which contains the detail to define, implement, and
manage a specific investment strategy.

Our finding: opportunity to clarify existing policies. A number of investment policies supplement
the Investment Policy Statement (IPS) for OPERF. Taken together these policies contain the
elements necessary to effectively define, implement, and manage the investment strategy. The
creation and oversight of the IPS is the most critical function an investment fiduciary performs. It
clearly articulates to all parties involved the philosophy and structure of the investment funds. The
IPS should have sufficient detail to allow a third party to implement the strategy laid out by the
fiduciary. It should also include the rationale supporting the approved strategy. The IPS should be
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supplemented with an investment operations manual that provides the granular detail necessary
to carry out the process.

At present, however, the investment policies approved by the OIC contain many operational
procedures and practices that should be separated from the investment policies. It is prudent for
the OIC to delegate the maintenance and performance of these operational procedures to
investment staff. Removing them from OIC policies will clarify which responsibilities the OIC retains
and which responsibilities it delegates to investment staff. Those policies that expand upon or
clarify the IPS should be incorporated by reference. We reviewed the current IPS for OPERF against
a list of subject areas to identify potential areas for clarification. The results of this analysis are
included in Appendix C.

Recommendation: The OIC should work with staff to separate current Council-level policies
from operational policies and practices.

Recommendation: The OIC should work with OST staff and consultants to review the current
Investment Policy Statement to ensure it contains all of the elements that would assist a third
party in executing the approved strategy.

2.7 The IPS defines appropriately structured, socially responsible investment (SRI) strategies (where
applicable).

Our finding: not applicable. The trust documents have not outlined specific targets for socially
responsible investments. State law has restricted investments in Sudan. Accordingly, staff does not
specifically search for social investing opportunities, and investments in Sudan are restricted.
Current OIC policy limits the consideration of investments to a judgment on the expected risk-
adjusted returns, seeking to obviate politically motivated investment initiatives. The Council has
done a good job of maintaining its required duty of loyalty to invest solely in the interest of the
beneficiaries. However, the fund could be subject to political pressures. The Uniform Prudent
Investor Act clarifies that social investing (for example, accepting below-market returns in favor of
other benefits to a particular social cause) is not consistent with the duty of loyalty. It does not,
however, prohibit the analysis of collateral benefits that an equally returning investment may offer.
ERISA opinion Letter No. 98-04A provides guidance on reviewing these collateral benefits. Social
factors can place pressure on either approving or rejecting an investment proposal. Due to the
sensitive legal issues, clear policies on the topic and documentation of individual investments will
assist in supporting the prudence of any decision made by the Council if a legal challenge should
arise. Similar issues exist around economically targeted investing.

Step 3 — Implement

3.1 The investment strategy is implemented in compliance with the required level of prudence.
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Our finding: fully conforms. Treasury has adopted an open-door policy regarding potential
investment opportunities. Investment officers receive new investment ideas from these meetings,
from their own research, and from recommendations made by consultants. Each asset class has its
own due diligence process. Multiple processes are needed because of the differing types of
investments in the different asset classes. We reviewed the initial due diligence process and found
it to be generally sufficient. The investment officers meet with managers from the potential
investment, perform a site visit of their operations, and utilize one of the OIC’s consultants to
perform additional due diligence work as required for the specific type of investment.

3.2 Applicable safe harbor provisions are followed.

Our finding: not applicable. The plan is not an ERISA plan; therefore, ERISA safe harbor provisions
are not applicable.

3.3 Investment vehicles are appropriate for the portfolio size.

Our finding: fully conforms. Based on the asset allocation established by the OIC, the Senior
Investment Officer for each asset class develops a plan to carry out that strategy. Staff selects
specific strategies, including passive versus active investing and the investment style, as well as
selecting specific managers to carry out that specific strategy. Typically, public market investments
utilize separate accounts, with commingled accounts utilized when appropriate for the particular
investment style. The OIC has the final approval over the selection of individual managers and their
mandates. Investments with liquidity limitations and non-readily determinable market values are
used in the private equity, real estate, opportunity, and alternatives portfolios as approved by the
OIC based on their risk and return profiles.

3.4 A due diligence process is followed in selecting service providers, including the custodian.

Our finding: fully conforms. The process for selecting the custodian and service providers is
required to follow statutory purchasing requirements. As these are often large multi-year
contracts, a request for proposal (RFP) is issued to determine the potential vendors. In the most
recent custody search, OST retained a consulting firm to assist in preparing the RFP and in
reviewing the submissions. Proposers submit competitive bids and staff review the proposals. The
State Treasurer then selects the custodian based on this process. All assets held by the custodian
are held in trust. All services provided by the custodian are reviewed, and a determination is made
as to whether it is more cost-beneficial to use the custodian or look for other service providers
instead.

Step 4 — Monitor

4.1 Periodic reports compare investment performance against appropriate index, peer group, and IPS
objectives.
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Our finding: Fully conforms. The OIC has established benchmarks for each asset class in the
portfolio. Based on the asset class benchmarks and the specific style of the individual managers,
each manager is assigned a benchmark. The OIC receives monthly reports prepared by the
custodian showing the actual returns of each manager, the asset class, and the fund compared with
the manager’s benchmarks. For each Council meeting, a report is prepared showing the current
allocation to each asset class, the target allocation, and the allowable range. If an asset class is
outside of the range, the OIC will determine what action is necessary. On a quarterly basis, the
OIC’s general consultant, Strategic Investment Services (SIS), presents a performance review of the
fund to the Council. On an annual basis, each asset class is required to give an update to the
Council on the performance in that asset class. Watch list procedures have been established
against which managers are reviewed. All activity related to the watch list is reported to the OIC on
a quarterly basis through the CIO.

4.2 Periodic reviews are made of qualitative and/or organizational changes of investment decision-
makers.

Our finding: ongoing due diligence can be improved. Once a manager is hired, the investment
officers perform on-site due diligence visits according to the schedule established for each
respective asset class. These reviews are supplemented with on-going calls with each manager to
discuss performance and other qualitative and quantitative factors. For a portion of the period
under review, the compliance unit performed on-site visits of public equity and fixed income
managers to review their middle- and back-office operations.

While these procedures are sound, we identified several opportunities for improving overall due
diligence. First, the due diligence work that had previously been conducted by the compliance unit
is not currently being performed due to staff vacancies. Second, the level of review of the
investment consultants and the custodian is not as formalized as it is for investment managers. The
investment officers meet with the consultants regularly, but a formal monitoring system has not
been established. Staff from the custodian bank meet with OST investment staff on an annual
basis, with OST staff visiting the custodian bank on an ad-hoc basis. Third, although the custodian
receives an internal control review performed by an independent audit firm and provides this
report to OST, a process does not exist to review the report and determine if any actions are
necessary based on the information found in the report.

Recommendation: The OIC should instruct OST staff to establish an ongoing operational due
diligence program that covers all asset classes to review the middle- and back-office support
systems of managers.

Recommendation: The OIC should establish a formal review process for work performed by
investment consultants.
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Recommendation: The OIC should instruct staff to establish a formal review process for work
performed by the custodian, including a process to review the internal control reports from the
independent auditors.

4.3 Control procedures are in place to periodically review policies for best execution, "Soft Dollars", and
proxy voting.

Our finding: opportunity to improve oversight of best execution and soft dollar activity. The OIC
has not established policies regarding best execution or soft dollar activity. (Soft dollar practices are
those in which an investment manager receives research or other services that aid the investment
process in exchange for conducting trading with a specific brokerage firm.) Reviewing best
execution entails analyzing the buying and selling of securities within the portfolio to determine if
the trader has minimized the frictional trading costs. In the public equity portfolio, the senior
investment officer has a third party perform a best execution review of all public equity trades on a
quarterly basis. The OIC has retained a firm to coordinate proxy voting and provided it with a policy
on proxy voting. Generally, the firm provides a suggestion on how to vote on a topic, and absent
objection by the investment staff or investment manager, the firm places the votes.

Recommendation: The OIC should develop a best execution policy consistent with the
guidelines in the CFA Institute Trade Management Guidelines.

Recommendation: The OIC should design control procedures that would periodically review
policies for soft dollars at external managers as well as soft dollar practice within the fund that
is consistent with the CFA Institute Soft Dollar Guidelines.

4.4 Fees for investment management are consistent with agreements and with all applicable laws.

Our finding: fully conforms. The OPERF annual financial statements document the investment
management fees paid by the fund. Prior to paying a management fee, OST staff or consultants
review the fee to ensure that it complies with the investment agreement. As mentioned in practice
1.4, additional formal disclosures from managers will help to ensure the consistent recording of all
management fees. The Council has contracted with CEM Benchmarking to provide an annual
review of the cost effectiveness of the fund. For the year ending December 31, 2011, CEM found
that based on the asset allocation selected by the Council, actual costs were lower than the
benchmark costs for the assets by $63 million. For additional discussion on costs, see the “Practices
Related to Investment Operations Management” section of the report.

4.5 "Finder's Fees" or other forms of compensation that may have been paid for asset placement are
appropriately applied, utilized, and documented.

Our finding: fully conforms. OST staff review and record fees paid to third parties. These amounts
are disclosed in the respective annual financial statements of the fund. The OIC also requires that
staff prepare an annual statement documenting any placement agents used by any investment
firms where the firm was recommended for approval, which is also posted on the OST website.
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4.6 There is a process to periodically review the organization's effectiveness in meeting its fiduciary
responsibilities.

Our finding: opportunity to improve OIC self-evaluation. The OIC has three primary ways it
reviews overall organizational effectiveness. The first is the annual policy review, including the
review of the investment policy statements. Staff conduct this review every April and propose
policy changes to the Council. Staff also bring policy changes as needed during meetings the
remainder of the year, but neither the annual review nor the as-needed consideration of changes is
a formalized procedure. The second method is the retention of consultants to review specific topics
on an ongoing or ad-hoc basis. Examples include the annual review of costs performed by CEM and
the governance review recently completed at the request of the OIC by Funston Advisory Services,
an investment consultant. The third method is through the OIC work with Internal Audit Services.
The OIC has established requirements for an internal audit of the investment program on an annual
basis as well as a review that includes additional fiduciary elements every four years. While these
three approaches help provide for a review of the organization’s effectiveness in meeting its
fiduciary duties, the OIC has delegated these reviews to staff and does not perform a self-
evaluation of its performance. Instituting a periodic self-evaluation would establish a process for
OIC members to formally evaluate their effectiveness in meeting their fiduciary obligations.

Recommendation: The OIC should consider developing a process for conducting annual self-
evaluations to review the fiduciary practices under which they operate.
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Objective 2: Evaluation of Practices for Promoting Effective
Operations

The first objective of our audit—determining if the funds are prudently managed—establishes the
degree to which the OIC and OST staff are meeting a baseline of legal requirements. Our second
objective goes beyond this baseline, to ensure that the investment funds are not only managed to
meet minimum legal requirements and standards for prudence, but for maximum effectiveness as
well.

“Investors have greatly increased their clout in the marketplace in the past twenty years. Today,
pension funds and their fund managers are engaged in taking the next steps to fulfill their
fiduciary duty to conduct successful stewardship of companies... Practice what you preach.
Funds cannot credibly demand governance standards of corporations that they will not meet
themselves.” (Davis, Lukomnik, & Pitt-Watson, p. 220)

Evaluating the effectiveness of current practices involves comparing Oregon’s current processes with
peer practices and current industry guidance to identify the degree to which best practices are being
followed. The OIC operates from a unique position within the investment world. Many of the practices
and guidance we looked to come from the private pension world. Yet the OIC does not have the legal
framework that exists for private plans or the responsibility for pension liabilities that public and
private retirement boards have. It also participates in investments and strategies in which private
investment companies have their own practices and guidance. We recognize that looking at elements
from both operating environments is not an exact comparison, but we attempt to draw relevant
aspects as appropriate.

For peer practices, we conducted a benchmarking study of ten peer investment boards. The average
assets under management (AUM) for the peer group were about $64 billion. For industry guidance, as
explained earlier in the methodology section of this report, our comparison is based on multiple sets of
guidance and practices in making this comparison. These sets of guidance and practices differed
enough from one another that we could not structure our discussion around a single set of practices as
we did in objective 1. Instead, our discussion centers on four main areas that the various sets of
guidance and practices have in common: (1) governance structure and authority, (2) investment
policies and transparency, (3) investment risk management, and (4) investment operations
management.

Overall, we commend the OIC and OST staff for seeking to be a leader in public pension fund
management. While current practices matched many industry best practices, we did identify
opportunities for improvement in the best practice areas studied. These opportunities are presented in
the discussion below and in Appendix A.
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Practices Related to the Council Structure and Authority

The OIC Needs Additional Autonomy to Adequately Perform Its Fiduciary Duties

The purpose of the OIC is to manage the investment of state funds. It does this by providing direction
and serving as a fiduciary over those funds. Independence and authority are key parts of carrying out
these fiduciary responsibilities-and of ensuring an effective and empowered OIC.

“Independence is required because it permits trustees to perform their duties in the face of
pressure from others who may not be subject to such obligations. In the absence of
independence, trustees may be forced to decide between fulfilling their fiduciary obligations to
participants and beneficiaries or complying with the directions of others who are responding to
a more wide-ranging (and possibly conflicting) set of interests.” (UMPERSA §5: Powers of
Trustees, Comments section)

While the OIC provides investment guidance, it has no legal authority to direct those who actually
execute this guidance. Legally, the investment officer for the council is the State Treasurer.
Functionally, the OIC delegates much of the investment work to the Chief Investment Officer (CIO).
However, the OIC has no legal authority to hire, fire, and provide input regarding the performance of
the CIO. If the CIO were to decide to ignore OIC guidance, the OIC would not have a direct recourse
allowing the OIC to fulfill its fiduciary responsibility.

The guidance we reviewed and the peer funds we studied both establish a case for greater OIC
autonomy. The Clapman Report (Clapman, p. 8) states that: “Trustees should have authority to select
and dismiss key executive staff.” In our peer comparison, nine out of ten peer boards had the ability to
hire and fire key staff. UMPERSA (UMPERSA §5(a)) outlines three exclusive powers of a trustee: 1) to
establish a reasonable budget to perform the trustees duties; 2) to contract for the necessary services
to perform the trustees duties; and 3) to procure and dispose of goods and property necessary to
perform the trustees duties. The OIC does not have the exclusive power in any of these three areas. A
summary comparison of the Council autonomy versus its peers has been included in Appendix D.

Recommendation: Consistent with published guidance and peer practices, the OIC
should seek additional autonomy to ensure it has the ability to adequately perform its
fiduciary responsibilities. At a minimum, this would include the autonomy and authority
to hire and fire key senior staff, establish a reasonable budget, and contract for goods
and services including legal counsel, investment custodial services, and the external
financial auditor.

OIC Has Fewer Members than Its Peers

The current size of the OIC-five voting and one non-voting member is small relative to recommended
guidelines and to actual practice in other funds we reviewed. The Government Financial Officers
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Association has published best practice recommendations for the Governance of Public Employee Post-
Retirement Benefits Systems. While directed at retirement systems, in many cases the practices are
applicable to investment boards managing public pension funds. In relation to the board size GFOA
guidelines state “The post-retirement benefit system’s board of trustees should be neither so large as
to be unwieldy nor so small that it runs the risk of not being able to get a quorum to make decisions.
Optimal board size is between 7 and 13 members, depending on the size and complexity of the
system.” The OIC’s current size of five voting and one ex-officio member is smaller than these
guidelines suggest. We compared the Council’s size to other public fund investment boards and found
this to be the smallest board among the 11 funds reviewed. The average for the peer group was 10
members, with 16 being the largest. A review of the OIC’s size may help to keep governance
requirements for its increasingly complex portfolio from becoming unwieldy. A larger council would
allow additional members to balance the workload.

Recommendation: The OIC should review its membership to determine if additional members
would benefit the fund, and propose any necessary changes to the legislature for statutory
revisions.

More Attention to Skill Set of OIC Members Could Help Oversight

Oregon Statute requires that all Council members have training and experience in the field of
investment or finance. The Clapman report (Clapman, p. 7) suggests, “A governing body should consist
of appropriately qualified, experienced individuals dedicated to fulfilling their fiduciary duties to fund
beneficiaries. Viewed as a group, the board should be composed of individuals with a portfolio of skills
that allows it to make responsible, informed investment and legal decisions, and to discharge its
fiduciary obligations to fund beneficiaries.” Due to the diverse nature of the portfolio, the significant
size of the assets, and the complexity of the operating environment, it is highly unlikely that any one
individual would have all of the necessary experience. Having Council members with a variety of
experience helps to increase the effectiveness of their oversight.

The current statutory guidelines for qualifications are open for interpretation and could include many
skill sets that would be helpful to the Council. For example, training in economics, law, and accounting
would all provide additional insight into the management of the funds. Requiring at least one
individual to have experience with institutional investments may be beneficial. Within the realm of
investments, a background in portfolio management, investment risk management, or compliance
would all provide a unique perspective. For example, a recent analysis of global pension funds found
that funds that had a board member with experience in probability-based risk systems such as at a
bank, insurance company, or investment firm had two and a half times as many FTE devoted to risk
management as board that did not have this experience.

Developing a formal skills matrix could be helpful in ensuring that the OIC includes members with a
range of expertise, especially when new appointments occur. The list of potential skill sets would be
lengthy, and Council members may not possess all of them. However, creating a skills matrix could
help the Council become more aware of areas for additional training or consulting services. It would
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also provide a framework to potentially help guide the selection of new members. Developing a more
detailed list of beneficial skills could help ensure that new members help fill a particular need.
Reviewing the composition of the Council against the skills matrix on a regular basis and publishing
this evaluation increases accountability to the public. Our review of peer investment board experience
requirements showed a variety of approaches. The consistent theme was experience in the financial
markets.

Recommendation: The OIC should consider developing a skills matrix to assist the Governor in
selecting new Council members and the Council in its oversight role.

New OIC Member Orientation and On-Going Training Can Be Expanded

GFOA Governance Guidelines suggest that funds have a new trustee orientation and an ongoing
continuing education program. Currently, the OIC conducts periodic in-house educational workshops,
but does not have a policy around new trustee orientation process or council member education. We
reviewed peer practices related to board education and training to eleven peer investment boards and
have summarized the results in the table below.

Education and Training Practice #in Peer Group | Current
with Practice oIC

Practice

Formal pension orientation is provided to new board members upon 10 v

joining the board

A pension fiduciary handbook or manual is provided to board 10 v

members (paper or electronic)

Educational articles or materials are regularly distributed or made 7 v

available to board members

In-house pension education sessions are periodically provided 11 v

Access to external conferences 9 v

The board has established an education policy setting out parameters 8

of its education program.

An annual special meeting devoted to training/education 8 v

There is a formal process to assess pension education needs of board 2

members

A mentor program 2

Education Reports (summarizing education activities) 4

Recommendation: The OIC should enhance the current education program with an education
policy that outlines the requirements for the fiduciary handbook, new trustee education, and
additional in-house education focused on topics determined by the Council.
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Practices Related to Investment Policies and Transparency

Policy Content and Review Can Be Strengthened

Every April, OST staff conduct a review of the investment policies and suggest changes to the OIC for
approval. Currently over 60 policies are subject to this process. They contain a mixture of information
including investment policy statements, general policies, operational processes, and procedures.
Having this many policies under the oversight of the OIC increases the administrative responsibility
placed on Council members. Splitting OIC policies from operational procedures will help to allow the
Council to focus on its core responsibilities. OST Policies, relevant statutes, and operational procedures
can be amended by reference as needed for clarification.

Our review of current policies showed that, although they generally included topics commonly found in
peer funds, there were three policies common among peer fund that are not currently in place. The
first was an education policy that would define elements of the Council education program, including
training requirements and available resources. The second was a policy addressing monitoring and
reporting that would outline what reports the Council should receive from staff, consultants, and
managers and the timeframes for receiving them. The third was a communications policy that would
establish guidelines for communications between the OIC, Treasury staff, service providers, and
interested stakeholders.

One final matter involves how often policies are reviewed and who approves them. Currently staff
review policies on an annual basis and propose changes to the OIC every year. For policies that may be
less critical, this frequency appears excessive. Reviewing policies too frequently may not allow the OIC
sufficient time and perspective to adequately assess the continued appropriateness of a particular
policy. Additionally, this review does not include a process to ensure compliance with the policy, it
merely determines if the policy is up to date. It also does not clearly identify who approves each of the
policies. Many of the policies approved by the OIC have a header titled “Office of the State Treasurer”.

Recommendation: The OIC should work with OST staff to review the current policies and
determine which policies should remain OIC policies and change the remainder to operational
procedures that do not require OIC approval and oversight.

Recommendation: The OIC should consider establishing one or more policies covering Council
education, monitoring and reporting, and Council communications.

Recommendation: The frequency with which the OIC reviews its policies should be specified in
the policies themselves and may vary depending on the criticality of the policy (e.g., every one
to three years). The OIC should refrain from reviewing policies more frequently unless
circumstances warrant. Finally, all policies and procedures should clearly identify which party
has approved them.
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Recommendation: The OIC should ensure each policy has a required method for staff to
confirm compliance with policies and key procedures that allows the OIC to verify compliance.

Ethics Standards Can Be Expanded and Extended to Additional Parties

The OIC has established an ethics statement to supplement requirements in state statutes and
guidelines issued by the Oregon Ethics Commission. Codes of Ethics adopted by public funds are often
more stringent than governing statutes, because statutory requirements are often general in nature
and do not cover all of the situations that may arise in the management of institutional funds. We
reviewed the OIC’s ethics statements against best practices guidance and current practices from peer
funds. Overall, we found that the current ethics policy has many of the provisions suggested by current
guidance and peer practice. We also found, however, that the OIC could improve ethics related
procedures in several aspects.

The first improvement relates to the reporting process. Current practice requires all Council members
to file an annual Statement of Economic Interest with the Oregon Ethics Commission. This statement
serves as an independent third party check on the activities of Council members, but it does not
provide information to the OIC as a whole to verify compliance. Having each member of the OIC submit
an annual attestation to the OIC would better inform the organization, in addition to the Ethics
Commission, about whether its members are in compliance.

The second improvement relates to augmenting the existing ethics policy to include certain subjects
that currently are not contained. The current ethics statement is a recitation of existing statutes and
requirements. The policy should provide guidance by adding clarifying information to statutory
language. It should reference the existing statutory requirements and provide guidance to help ensure
that the rules are consistently applied. Some of the elements suggested by guidance and found in
other plans include:

- Whistleblowers

- Insider trading prohibitions

- Personal trading disclosures

- Blackout periods during RFPs

- Post-employment restrictions

The third improvement relates to providing additional training. Having all Council members attend
annual ethics training will help ensure that they fully understand their responsibilities.

Finally, several improvements exist regarding extending important ethics provisions for a wider group
of parties involved in investment transactions. A well-defined conflict-of-interest policy is fundamental
to ensuring fiduciaries are not involved in self-dealing, but these policies currently do not apply to all
parties involved. In our review of peer practices regarding ethics, it was common for boards to have
separate policies for trustees and for staff. The majority of funds had personal trading rules for staff,
but only four funds extended this requirement to trustees. Similarly, the trading policy that applies to
OST staff does not extend to the OIC. Three of the eleven funds in the survey extended their ethics
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