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INVESTMENT POLICY STATEMENT, OBJECTIVES, AND GUIDELINES
FOR
THE PENNSYLVANIA PUBLIC SCHOOL EMPLOYEES' RETIREMENT BOARD

|. Definitions

A. Alternative Investments: Investments in limited partnerships, limited
liability companies, and other entities that invest in private debt, private
equity, or venture capital.

B. Asset Allocation: the decision of selecting appropriate weights between
broad asset class categories (Alternative Investments, bonds, cash,
commodities, stocks, etc.) in order to produce the desired risk and return
profile for a total fund portfolio. The Asset Allocation decision is the most
important investment strategy issue for an investment program.

C. Benchmark: a standard against which the performance of a security,
index, or portfolio can be measured.

D. Board: The Pennsylvania Public School Employees’ Retirement Board.
E. CIO: Chief Investment Officer.

F. Commingled Fund: a type of fund consisting of assets from several
accounts that are blended together. Sometimes called a pooled fund.

G. Commission Recapture Agent: the party responsible for administering
the Commission Recapture Program on behalf of a fund. See Exhibit A
for the System’s current Commission Recapture Agent.

H. Commission Recapture Program: a program whereby a pension fund
receives “credits” resulting from transactions incurred by the fund’s
investment managers on their behalf. These transactions may be from
commissions (equities) or spreads (fixed income).

I. Commonwealth: Commonwealth of Pennsylvania.

J. Custodian Bank: an institution that keeps custody of stock certificates,
fixed income securities, and other assets. The System’s Custodian Bank
has a contract with the State Treasurer, the legal custodian of the
System’s assets. See Exhibit A for the System’s current Custodian Bank.

K. DAI: Director of Alternative Investments.



. Developmental Fund: a program established by the Board to assist
emerging minority-owned, women-owned, and Pennsylvania-based
investment management firms. The Developmental Fund is administered
internally by the DFM.

. DEPM: Director of External Public Markets, Risk & Compliance.
. DFM: Developmental Fund Manager.

. DJ/AIG Commodity Index: a rolling commodities index composed of
futures contracts on 19 physical commodities traded on U.S. exchanges.
The index serves as a liquid and diversified benchmark for the
commodities asset class.

. DJ Wilshire 5000 Index: a market capitalization-weighted index
composed of over 6,000 publicly traded companies that meet the following
criteria: a. the companies are headquartered in the United States; b. the
stocks are actively traded on an American stock exchange; and, c. the
stocks have pricing information that is widely available to the public.

. DJ Wilshire Real Estate Securities Index: a market capitalization-
weighted index composed of publicly traded real estate securities, such as
Real Estate Investment Trusts (REITs) and Real Estate Operating
Companies (REOCs).

. Derivative: a security, such as a futures, option, or swap contract, whose
value depends on the performance of an underlying security.

. EPRA: acronym for the European Public Real Estate Association. EPRA

is a common interest group that promotes, develops, and represents the
European public real estate sector.

. Exchange Traded Funds (ETFs): trust—issued receipts that represent
beneficial ownership of a specified group of stocks. ETFs allow the holder
to benefit from the ownership of the stocks or bonds in a particular
country, industry, sector, group, etc. ETFs include HOLDRS, iShares,
SPDRs, etc.

. External Portfolio Manager: an individual or firm with whom the Board
has a contract to manage an investment portfolio.

. Frictional Cash: cash that is held by a portfolio that is not benchmarked
to the asset allocation category of cash. For example, cash held in an
S&P 500 index fund would create a performance drag vs. the S&P 500
index.



W. FTSE: a company co-owned by The Financial Times and the London

Stock Exchange that specializes in index calculation.

FTSE EPRA/NAREIT Global Real Estate Index: a free-float index

BB.

CC.

DD.

EE.

FF.

GG.

HH.

designed to track the performance of listed real estate companies and real
estate investment trusts worldwide.

Hard-dollar Fees: fees or payments paid to brokerage firms in return for
their services.

HOLDRS: acronym for Holding Company Depositary Receipts. HOLDRS
are EFTs issued by Merrill Lynch & Co., Inc.

IAASP: Investment Accounting Application Service Provider. This
represents the outside service provider retained by the Board to provide
investment accounting and technology services to the System. See
Exhibit A for the System’s current IAASP.

IA: Investment Accounting.

Information Ratio: a measure of risk-adjusted excess return used to
evaluate active management strategies. The information ratio is
calculated by dividing a portfolio’s excess return by excess risk.

Internal Portfolio Manager: an individual employed by the Board who
manages an investment portfolio.

Investment Consultant: a third-party firm retained by the Board to
provide advice on various investment issues ranging from general advice
to advice on specialty asset classes (real estate or Alternative
Investments). See Exhibit A for the System’s current Investment
Consultants. The System’s real estate and Alternative Investment
Investment Consultants are hereafter referred to as specialty Investment
Consultants.

Investment Guidelines: an outline of policy or conduct expected in the
management of an investment portfolio.

Investment Office Directors: includes the Director of Alternative
Investments, the Director of Equities, the Director of External Public
Markets, Risk & Compliance, the Director of Fixed Income, and the
Director of Trading.

Investment Manager: includes both Internal Portfolio Managers and
External Portfolio Managers.




JJ.

KK.

LL.

MM.

IOS: Investment Office Staff. |OS includes all individuals in the CIO’s
department.

iShares: ETFs issued by Barclays Global Investors.

Lehman Brothers Aggregate Bond Index: an index of U.S. government
securities, mortgage-backed securities, asset-backed securities, and
corporate securities to simulate the universe of bonds in the U.S. fixed
income market. The maturity of the bonds in the index is over one year.

Lehman Brothers Global Aggregate Bond Index: an index of U.S. and
non-U.S. government securities, mortgage-backed securities, asset-
backed securities and corporate securities to simulate the universe of
bonds in the global fixed income market. The maturity of the bonds in the
index is over one year.

Lehman Brothers Global High Yield Index: an index of U.S. and non-

NN.

U.S. below investment grade fixed income securities.

Lehman Brothers Multiverse Index: a broad-based index that provides

00.

PP.

a measure of the global fixed income market. The index represents the
union of the Lehman Brothers Global Aggregate Bond Index and the
Lehman Brothers Global High Yield Index.

Lehman Brothers U.S. TIPS Index: an index of U.S. Treasury Inflation
Protection Securities (TIPS) to simulate the universe of U.S. TIPS.

Lehman Brothers U.S. Universal Index: an index that covers U.S. dollar

QQ.

RR.

denominated, taxable fixed income securities that are rated either
investment grade or below investment grade.

Long-term: in the context of the System, long-term represents perpetuity.

Modern Portfolio Theory (MPT): theory of trust investment and portfolio
management that looks more toward the portfolio as a whole and less
toward the prudence of a single investment in the portfolio. MPT assumes
that investors: a. use a portfolio approach to evaluate investments; b. are
risk-adverse; c. behave rationally; and, d. make unbiased forecasts.



SS.

1T.

MSCI ACW Index ex. U.S.: acronym for Morgan Stanley Capital
International All-Country World Index excluding the United States. Itis an
index of non-U.S. equity securities used to simulate the universe of stocks
in the non-U.S. equity market.

NAREIT: acronym for the National Association of Real Estate Investment

uu.

VV.

WW.

XX.

YY.

Trusts. NAREIT is a trade association that represents U.S. Real Estate
Investment Trusts (REITs) and publicly traded real estate companies
worldwide.

NCREIF Index: acronym for National Council of Real Estate Investment
Fiduciaries Index. Itis an index of real estate partnership portfolios used
to simulate the universe of real estate partnerships.

Outside Service Providers: External Portfolio Managers and Investment
Consultants.

Policy Index: a Benchmark used by the Board to measure the
investment performance of the System.

Prudent Expert Standard: the exercise of that degree of judgment, skill
and care under the circumstances then prevailing which persons of
prudence, discretion and intelligence who are expert in such matters
exercise in the management of their own affairs not in regard to speculation,
but in regard to the permanent disposition of the fund, considering the
probable income to be derived therefrom as well as the probable safety of
their capital.

Prudent Investor Standard: as articulated in the Board’s enabling
legislation, the Public School Employees’ Retirement Code, “the exercise
of that degree of judgment, skill and care under the circumstances then
prevailing which persons of prudence, discretion and intelligence who are
familiar with such matters exercise in the management of their own affairs
not in regard to speculation, but in regard to the permanent disposition of the
fund, considering the probable income to be derived therefrom as well as the
probable safety of their capital.” 24 Pa. C.S. §8521(a).

The Prudent Investor Standard requires a trustee to act prudently and with
caution, discretion, loyalty, and care but does not restrict the assets in
which the Board can invest. Under the Prudent Investor Standard, which
recognizes Modern Portfolio Theory, the Board’s investment and
management decisions respecting individual assets shall be considered in
the context of the portfolio as a whole and as part of an overall investment
strategy, and not in isolation. No specific investment or course of action,
taken alone, shall be considered inherently prudent or imprudent. This
standard recognizes the trade-off between risk and return.
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AAA.
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CCC.
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EEE.

FFF.

PTRES: publicly traded real estate securities.

Securities Lending Program: an investment program designed to
generate incremental income from lending securities to qualified
borrowers who provide collateral in exchange for the right to use the
securities.

Soft-dollar Arrangements: a means of paying brokerage firms for their
services through commission revenue, as opposed to through normal
payments (Hard-dollar fees).

SPDRs: acronym for Standard & Poor’s Depository Receipts; also
commonly known as “spiders.” Each share of a spider contains one-tenth
of the S&P 500 Index. SPDRs are an ETF.

Staff: employees of the System.

State Treasurer: the Treasurer of the Commonwealth of Pennsylvania.

System: The Pennsylvania Public School Employees’ Retirement
System.

GGG.Tracking Error: a measure of relative risk that compares a portfolio’s

HHH

JJJ.

returns to an alternative standard the investor has selected, such as a
passive index. The tracking error measure incorporates the effects of all
active investment decisions and is defined as the volatility or standard
deviation of excess returns.

. Trading Desk: represents the group of individuals employed by the

Board that generally trades equity securities for investment managers
managing U.S. equity portfolios for the Board but can also trade non-U.S.
equity securities, futures, options, forwards, etc.

Unit Investment Trust: a registered trust in which a fixed portfolio of
income-producing securities are purchased and held to maturity.

Venture Economics Median: benchmark for Alternative Investments that
represents the median performance of the venture capital/private equity
industry listed in the Investment Benchmarks Reports on Venture Capital
and Buy-outs produced by Venture Economics.



Il. Investment Policy Statement

Purpose of Investment Policy Statement

The purpose of this Investment Policy Statement (the “Policy’) is to provide clear
guidelines for the management of the assets by or on behalf of the Board. This
Policy establishes policies and guidelines for the investment practices of the Board.
The Board shall endeavor to review and revise the Policy annually and make
changes as necessary. The Policy outlines objectives, goals, restrictions, and
responsibilities to assure that:

1. The Board, Staff, Investment Consultants, Investment Managers, and
the State Treasurer clearly understand the objectives and policies of
the Board and the System;

2. The Investment Managers shall be given guidance and limitations on
the investment of the System’s assets; and,

3. The Board has a meaningful basis for evaluating the investment
performance of individual Investment Managers, as well as for
evaluating overall success in meeting its objectives.

The System shall at all times be managed in accordance with all applicable state
and federal laws, rules, and regulations.

The Board

The Board was established on July 18, 1917, under the provisions of Pamphlet
Law 1043, No. 343. It was most recently established by state law as an
independent administrative board of the Commonwealth, which acts as a board
of trustees, exercising exclusive control and management of the System,
including the investment of its assets. Membership in the System is mandatory
for nearly all qualifying public school employees in the Commonwealth of
Pennsylvania. The Board administers a governmental cost-share multiple-
employer plan that provides retirement allowances and other benefits to
members. As part of the Board’s function, it has the responsibility for the
implementation of investment policy, Asset Allocation, retention of Investment
Managers, and ongoing supervision of investment results. The Board is also
responsible for establishing policies with respect to fees and commissions for all
Investment Consultants, Investment Managers, and agents to the plan assets.
The Board has fifteen members including the Commonwealth’s Secretary of
Education, the State Treasurer, the Executive Director of the Pennsylvania
School Boards Association, two members appointed by the Governor, six elected
members (three from among the System’s certified members, one from among
the System’s non-certified members, one from among the System’s annuitants,
and one from among school board members in Pennsylvania), two members
from the Senate, and two members from the House of Representatives.



Mission of Board

The Board and the employees of the System serve the members and
stakeholders of the System by:

Prudently investing the assets of the System;

Maintaining a financially sound System;

Providing timely and accurate payment of benefits;

Clearly communicating members’ and employers’ rights and
responsibilities; and

« Effectively managing the resources of the System.

Fiduciary Standard

As fiduciaries, the members of the Board and Staff must act solely in the
interests of the members of the System and for the exclusive benefit of the
System’s members. In performance of their duties, the members of the Board
and Staff delegated with investment authority shall be held to the Prudent
Investor Standard.

Outside Service Providers shall be held to the Prudent Expert Standard. The
Prudent Expert Standard shall be reflected in the System’s contracts with
Outside Service Providers.

Investment Objectives

The overall objective of the System is to provide benefits to its members through
a carefully planned and well-executed investment program.

A. Return Objectives — The overall return objective is to realize a return
sufficient to achieve funding adequacy on an inflation-adjusted basis.
Funding adequacy is achieved when the actuarial market value of assets
is at least equal to the System’s projected benefit obligations. The System
has a return objective of meeting or exceeding the actuarial rate (currently
8.5%) over the long-term. In addition, the Board has the following broad
objectives:

1. The assets of the System shall be invested to maximize the returns for
the level of risk taken; and,

2. The System shall strive to achieve a return that exceeds the Policy
Index.



B. Risk Objectives

1. The assets of the System shall be diversified to minimize the risk of
losses within any one asset class, investment type, industry or sector
distribution, maturity date, or geographic location. Failure to do so
could seriously impair the System’s ability to achieve its funding and
long-term investment goals and objectives; and,

2. The System’s assets shall be invested so that the probability of
investment losses (as measured by the Policy Index) in excess of 12%
in any one year is no greater than 2.5% (or two standard deviations
below the expected return).

C. Constraints

1. The assets of the System shall maintain adequate liquidity to meet
required benefit payments to the System’s beneficiaries.

2. The System’s assets shall be invested in a manner that is consistent
with the System’s long-term investment horizon.

3. As a tax-exempt investor, the System’s assets may be invested without
distinction between returns generated from income and returns
generated from capital gains.

Identification of Duties and Investment Responsibilities

The Board relies on I0S, IA, and Outside Service Providers in executing its
investment functions. Each entity’s role as fiduciary are identified below to ensure
clear lines of communication, operational efficiency, and accountability in all aspects
of the System’s operation.

The Board: The Board has the responsibility of managing the investment
process and setting the Asset Allocation. The Board, through the Finance
Committee with the assistance of Staff, contracts with External Portfolio
Managers and Investment Consultants, monitors the performance of
investments; ensures funds are invested in accordance with Board policies;
studies, recommends, and implements policy and operational procedures that
will enhance the investment program of the System; and ensures that proper
internal controls are developed to safeguard the assets of the System.

IOS: IOS is responsible for the day-to-day administration of the investment
operations of the System in accordance with Board policies as well as for
reporting to the Board. Major items included in the day-to-day administration are
working with and monitoring the performance of the outside service providers;
developing, implementing, and monitoring the Asset Allocation plan; direct



investment in and trading of securities; recommendation and oversight of
Investment Managers; reporting of investment results, including both
performance and assets held; oversight of the proxy voting process; and
governmental and regulatory reporting.

IA: 1A is responsible for processing, monitoring, and recording all investment
transactions as well as supporting the day-to-day administration of the
investment operations of the System in accordance with Board policies. |A
prepares daily, monthly and quarterly reports and analysis for IOS and the
Board on cash management, the net asset value of the System, Asset
Allocation, Investment Manager fees and securities class action recoveries.
IA is also responsible for various regulatory and government reporting of
investments, including the System’s Comprehensive Annual Financial Report.
In addition, A is the primary liaison with the State Treasurer’s office on daily
cash movement and treasury operations, oversees the Custodian Bank and
the IAASP and interfaces with the Investment Managers, brokers and
Investment Consultants on investment accounting and operational issues.

Investment Consultants: Investment Consultants shall have the responsibility
of assisting the Board and Staff in managing the investment process. The
Board shall determine their specific responsibilities, which shall be set forth in
their respective contracts with the Board.

State Treasurer: The State Treasurer is the legal custodian of not only the
System’s assets but also those of the entire Commonwealth. The State
Treasurer has subcontracted the custodian function to the Custodian Bank for
the Commonwealth, including the System. The Custodian Bank holds all cash
and securities (except for those held in partnerships, commingled funds, mutual
funds, etc.), and regularly accounts for these holdings to the System.

Investment Managers: All External Investment Managers shall be retained
pursuant to written contracts. Investment Managers shall construct and manage
investment portfolios consistent with the investment philosophy and disciplines
for which the Board retained them and their specific investment guidelines, all of
which shall be set forth in their Investment Objectives and Guidelines with the
Board. They shall buy and sell securities and modify the asset mix within their
stated guidelines. The guidelines shall be subject to periodic amendment at the
discretion of the Board and 10S. The Board believes that investment decisions
are best made when not restricted by excessive procedure. Therefore, full
discretion shall be delegated to the Investment Managers to carry out
investment policy within their stated guidelines, as amended. Investment
Managers shall comply with the specific limitations, guidelines, and philosophies
stated herein and within the Addendum(s) to the Investment Objectives and
Guidelines assigned to them, or as expressed in written amendments thereto.
Investment Managers are expected to communicate, in writing, any
developments that may affect the System’s portfolio to Staff within five business

10



days of occurrence. Examples of such events include, but are not limited to, the
following:

A significant change in the Investment Manager’s investment philosophy;
A change in the ownership structure of the firm;

A loss of one or more key portfolio management personnel; and/or,

Any occurrence that might adversely impact the management,
professionalism, integrity, or financial position of the firm.

Asset Allocation

The Board believes that the level of risk assumed by the System is largely
determined by the Board’s strategic Asset Allocation plan. The Board, in
determining its long-term Asset Allocation, shall take the following factors into
consideration:

The System’s investment time horizon;

The demographics of the plan participants and beneficiaries;

The cash flow requirements of the System;

The actuarial assumptions approved by the Board;

The funded status of the System;

The Board’s willingness and ability to take risk; and,

The employers’ (Commonwealth and school districts) financial strength.

In establishing the Asset Allocation for the System, the Board considers capital
market expectations for expected return, volatility, and asset class correlations as
prepared by its general Investment Consultant. The current long-term, top-down
Asset Allocation targets of the Board, based on the market value of the System’s
assets, is attached at Exhibit B.

Monthly, 1A will prepare the Moneyline Report of Investment Asset Values and
post on the Board’s secure intranet web site. The Moneyline Report will present
the month-end Asset Allocation of the System as compared to the Asset
Allocation plan targets approved by the Board.

Policy Index

The current Policy Index is attached at Exhibit C.

Asset Class Rebalancing

The Board is responsible for the System’s Asset Allocation decisions and will
meet to review target allocations at least annually or more frequently as needed
based on market conditions. Until such time as the Board changes allocations, it

will be necessary to periodically rebalance the portfolio as a result of market
value fluctuations. The Board delegates to the CIO the duty of implementing
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such rebalancing. 10S will review the Asset Allocation on a monthly basis. Any
asset class allocation-that falls outside the policy ranges described in Exhibit B
will be rebalanced to within the policy range;-but-in-ne-cases-beyond-the-target
allocation-objective-within a reasonable and prudent period of time by the CIO.
The CIO has the authority to tactically allocate between asset classes as long as
the amount allocated to each asset class is within the policy ranges described in
Exhibit B.

Asset Allocation rebalancing may be accomplished by using the cash markets or
through the use of Derivative securities. Derivative securities may only be used
to implement temporary adjustments. When feasible, index funds will be used to
facilitate rebalancing to minimize the transition time frame and costs to
implement. Any account may be increased or decreased to achieve the
rebalancing objective based on the judgment of the CIO. When a rebalancing is
required, consideration will be given to the unique characteristics of each asset
class, the degree of over/underweight, liquidity characteristics, current market
conditions, and any other relevant considerations to ensure prudence and care.

The purpose of this structured rebalancing policy is to provide a disciplined
approach to Asset Allocation. All rebalancings shall be reported to the Board at
its next scheduled meeting.

Investment Structure

Annually, the general Investment Consultant shall provide the Board with the
investment structure of the System. The investment structure includes, among
other things, the Investment Managers approved by the Board as well as the pro
forma targets as a percentage of the total fund by Investment Manager. These
target percentages represent the portion of the total fund allocated to each
Investment Manager for investment management. 10S shall, when able and
within a reasonable period of time, implement the investment structure within the

tarqet ranges noted in Exhlblt D based—en—me—pmce—feFma—t.a#get—peFeeniages—fe#
pLus—epW—O%—e#ﬂMetaJ—System—assetSAmhweHs—tess—The CIO shall

have discretion in the timing of such implementation and have discretion in

implementing changes-thatareless-than-25basispoints{0-25%}of the total
System-assets, taking into account transactions costs and liquidity.

IOS shall endeavor to invest any underweight in private real estate in public
market real estate securities until such a time as the money is allocated to and
invested by a private real estate fund. In addition, IOS shall invest any
underweight in alternative investments (private debt, private equity, and venture
capital), in public market equities until the money is allocated to and invested by
an alternative investment fund. Should either private real estate or alternative
investments be overweight versus target, then |OS shall reduce the allocation to
the public market real estate securities/public market equities allocation.
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Index Portfolio Rebalancing

Throughout the year, the index portfolios need to rebalance positions to minimize
the tracking error of the portfolios. At times, rebalancing may lead to inefficient
buying and selling of securities. To minimize the costs associated with
rebalancing the portfolios, the ClO shall have discretion to fund the internally
managed index accounts, as necessary, with additional cash consistent with the
Asset Allocation.

Cash

The System currently has cash outflows (primarily benefit payments) in excess of
cash inflows (primarily contributions and investment income received). In
addition, Frictional Cash is minimized in the System through the commingling of
the cash in various investment portfolios and reallocation of excess cash through
the Asset Allocation plan. Therefore, there will be various points in time where
the CIO will need to increase cash through allocation reductions to meet the
liquidity needs of the System. As such, the CIO shall have the discretion to raise
cash from any of the public market equity or fixed income portfolios as he
considers prudent. The CIO shall consider the current positioning of the Asset
Allocation, liquidity, cost, etc. in determining where to raise cash.

Allocation Approval Process

For internal control purposes, all Investment Manager fundings, including but not
limited to those for new Investment Managers, private market investment managers’
capital calls, index portfolio rebalancing, termination of Investment Managers, and
cash flow related activities initiated by the CIO, will be reviewed, audited for
compliance with the Investment Policy Statement, Objectives, and Guidelines, and
approved by IA. Once approved, IA will process and execute all allocations with the
State Treasurer and its Custodian Bank. Monthly, the IA will prepare and post on
the Board’s secure intranet web site a report of allocation changes that will detail
each allocation increase and decrease.

Selection of Investment Managers

The Board delegates to 10S the authority to conduct Investment Manager
searches with the assistance of the appropriate Investment Consultant. All
Investment Managers, excluding Developmental Fund Investment Managers,
shall be approved by the Board prior to execution of a contract. The following
are the selection procedures for public market Investment Managers, private
market Investment Managers (partnerships), and Developmental Fund
Investment Managers.

Public Markets excluding the Developmental Fund
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A search for a public market equity, fixed income, or real estate Investment
Manager is not conducted until there is a need for an Investment Manager. The
following are potential reasons for an Investment Manager search:

o Termination of an existing Investment Manager due to
organizational/personnel changes, change in investment
process/philosophy, or poor performance;

e Expansion of an allocation to an asset class or,

o Addition of a new asset class.

The following are the steps taken to conduct the search:

« The DEPM shall be responsible for public market Investment Manager
searches.

o |OS shall leverage the appropriate Investment Consultant’s research to
develop a list of potential Investment Managers to interview for potential
inclusion in the System in those areas where sufficient data exists. At
times, 10S and the appropriate Investment Consultant will use other
means of searching for Investment Managers to meet the needs of the
System because a comprehensive database of Investment Managers may
not exist (i.e., portable alpha Investment Managers, commodity
Investment Managers, etc.).

e 10S and the appropriate Investment Consultant shall review an initial list of
Investment Managers. The list shall be narrowed to a manageable number
based on the number of Investment Managers needed (short list).

e The Investment Consultant shall prepare a presentation book including a
profile of each Investment Manager on the short list, historical
performance, the appropriate Investment Consultant’s ranking or score, if
any, assets under management of the Firm and product, inception date of
the firm and product, style/size comparison (if applicable), and correlations
of excess returns vs. other potential Investment Managers and existing
Investment Managers in the specific mandate.

e Investment Managers on the short list shall be interviewed by 10S (CIO,
DEPM, Compliance Officer, and normally at least one of the other
Investment Office Directors based on the mandate) and the appropriate
Investment Consultant. Based on the qualitative and quantitative
information gathered prior to and during the interview, 10S and the
appropriate Investment Consultant come to a consensus as to which
Investment Manager(s) best compliments the System’s investment
program. The factors which may be considered include, but not be limited
to:

Organizational stability

Investment approach and process

Competence of staff

Expected returns and correlations
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e Integrity

e Quality of reporting
The DEPM shall enter into fee and contract negotiations with each
selected Investment Manager. If DEPM is unable to negotiate an
acceptable contract, the next best choice is selected, and this process
continues until the Investment Manager and the System come to an
agreement on the terms. Once an agreement is reached, the selected
Investment Manager(s) is recommended to the Finance Committee and
Board for approval within the investment structure.

Private Markets, including Private Debt, Private Equity, Venture Capital and
Real Estate

IOS monitors new private market funds coming to the market. The following
steps are taken to hire a new Private Market Investment Manager:

IOS is contacted regarding new fund or receives a referral from the
specialty Investment Consultant.
IOS will perform an initial screening to evaluate the investment
opportunity, including:

e Size of fund

« Strategy of fund

e Fund’s deal terms
If IOS or the specialty Investment Consultant wishes to continue the
evaluation, 10S shall arrange to meet with the general partner of the fund
under consideration.
If IOS wants to move forward with more in-depth due diligence, the
general partner may be required to sign a Model Letter of Understanding
(Exhibit BE) that outlines the following:

o Specific deal terms required by the Finance Committee;

e Indemnification contract language; and,

o Sample side letter language.
The prospective general partner shall also complete an investment
questionnaire for I0S and the specialty Investment Consultant that
includes:

« Performance history of the organization and partners

e Fund strategy

« History of the organization and partners

« References
The prospective general partner shall also meet with the appropriate
specialty Investment Consultant.
Following both meetings, I0S and the specialty Investment Consultant
shall make a determination about whether to proceed.
If it is decided to proceed, then (1) the specialty Investment Consultant
shall perform detailed due diligence into the prospective fund, (2) IOS may
have a follow-up meeting with the general partner, and (3) 10S will
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complete its due diligence, including a meeting at the general partner’s
office.

e The goal of the due diligence process is to determine whether to
recommend that the System invest in the prospective fund based on the
composition of the investment team (including ethical evaluation),
verification of past performance, analysis of the process, style, strategy,
etc. All factors evaluated will be used in assessing the potential strengths
and weaknesses of the prospective fund.

o If 10S decides to invest in the prospective fund, then DAI enters contract
negotiations with the general partner.

e Assuming acceptable terms are agreed upon, DAl will make a
presentation to the Finance Committee. The Finance Committee and the
Board are required to approve the investment prior to entering into a
contract with the prospective fund.

Developmental Fund

The Developmental Fund is administered internally by the DFM. The maximum
number of Investment Managers permitted in the Developmental Fund program
at any one time is 20. The Developmental Fund has a target allocation of 1.5%
of the market value of the System with a policy range of 0.0% to 2.0% of the
market value of the System. A Developmental Fund Investment Manager’s
objectives will determine where the Investment Manager is funded from and
included in the overall Asset Allocation of the System. The Developmental Fund
Program Criteria and Guidelines have been approved by the Board in a separate
document entitled “Developmental Fund Policy of The Commonwealth of
Pennsylvania Public School Employees’ Retirement System” (Exhibit EF).

The DFM is responsible for searching for Investment Managers that meet the
following criteria:

e Firm must be headquartered or incorporated within the Commonwealth;
or,

« The firm must be certified by the Bureau of Minority and Women Business
Opportunities as a minority or women owned investment management
firm.

Firms meeting one of the aforementioned criteria must then also have a three-
year or longer historical performance record verifiable by at least one Investment
Consultant or accounting firm in accordance with CFA Institute standards. The
firm must have at least three distinctly different clients, must have a minimum of
$45 million and no more than $1.5 billion of total assets under management to be
hired and no more than $3 billion of total assets under management to remain in
the program, and at no time can the System ever comprise more than 25% of the
assets of any one portfolio.
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Prospective firms are brought to the attention of the DFM through other
institutional investors, financial publications, word-of-mouth, contact directly by
the Investment Manager, or the results of screening a database. The DFM will
start the due diligence process on firms that meet the System’s required
characteristics and qualifications as follows:

« Contact the Investment Manager to have it give a presentation of its
product;

o Evaluate prospective Investment Manager based on philosophy,
methodology, past performance, ethical standards; and,

o Perform an on-site visit at the Investment Manager’s place of business.

The DFM will, based upon the due diligence work, recommend hiring one or
more Investment Managers. This recommendation is put into writing and must
be approved by both the DAI and the CIO. Upon approval, a contract is
negotiated and the Investment Manager is funded with an initial allocation of $15
million. The Investment Manager is then eligible for two additional fundings of
$10 million each based on satisfactory performance.

Prospective Investment Managers are continually monitored by the DFM for
future investment consideration.

Termination of Investment Managers

The CIO, after receiving concurrence from the Executive Director and the Chair
of the Finance Committee and notifying the Board, has authority to terminate an
Investment Manager, except a Developmental Fund Investment Manager, for any
reason, including, but not limited to, poor performance, personnel changes,
organizational changes, deviation from their investment style, and compliance
violations. Notwithstanding the preceding, any individual Board member has the
right to request to have the termination decision listed on the agenda of the next
scheduled Finance Committee meeting. Pending said Finance Committee
meeting, no action shall be taken by the CIO to terminate the Investment
Manager. The CIO shall inform the Board of the status of the termination at the
next scheduled Board meeting. Upon the termination of any Investment
Manager, the CIO has the authority to reinvest the proceeds from the terminated
Investment Manager with any remaining Investment Manager(s) previously
approved by the Board and/or keep the proceeds in the System’s cash
management account consistent with the Asset Allocation.

Developmental Fund Investment Managers may be terminated for any reason,
including, but not limited to, poor performance, personnel changes, organizational
changes, deviation from their investment style, and compliance violations. In
addition, Developmental Fund Investment Managers whose assets under
management exceed $3 billion are no longer eligible for participation in the
Developmental Fund program and must either be terminated or, with the approval of
the DEPM, CIO, Finance Committee, Board, and General Investment Consultant
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may be transferred out of the Developmental Fund program to the main investment
program. The DFM must receive approval to terminate a Developmental Fund
Investment Manager from the DAI, the CIO, and the Executive Director.

Securities Lending Program

The State Treasurer has entered into a contract with the Custodian Bank to
manage a Securities Lending Program on behalf of the Commonwealth. The
Board approves participation in the Custodian Bank’s Securities Lending
Program subject to the Board approved portfolio specific guidelines, Addendum Z
- Securities Lending Objectives and Guidelines.

lll. Investment Manager Objectives and Guidelines

The following represent general portfolio guidelines that are applicable to all
Investment Manager separate account portfolios.

Adherence to Investment Style

Each Investment Manager is expected to adhere to the investment philosophy
and style that was presented to the Board, IO0S, and Investment Consultant at
the time of its hiring and as set forth in its contract with the Board.
Measurement Process

Passive Investment Managers

Each portfolio shall be measured on a total return basis (yield plus appreciation).
On a one-year and three-year annualized rolling return basis, results will be
judged, net of all manager fees and transaction costs, versus a pre-established
performance band based on the liquidity, volatility, and difficulty in replicating of
the benchmark assigned.

Active Investment Managers

Each portfolio shall be measured on a total return basis (yield plus appreciation).

On a one-year and three-year annualized rolling return basis, results will be
judged as follows, net of all manager fees and transaction costs:
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A. Relative performance versus a relevant peer Investment Manager
universe selected by 10S:

1. Median and above Acceptable
2. Below median Unacceptable; Watch Closely

B. Information Ratio (excess return/excess risk vs. the Benchmark
assigned to the Investment Manager) as follows:

1. Information Ratio > assigned level’ Acceptable
2. Information Ratio < assigned level' Unacceptable; Watch Closely

Quarterly performance shall be evaluated to monitor progress toward
attainment of these goals. It is understood that there are likely to be short-
term periods during which performance deviates from market indexes. During
such times, greater emphasis shall be placed on performance comparisons
with Investment Managers employing similar styles. The 10S, the CIO, and
the Investment Consultant shall monitor firms experiencing poor short-term
performance or disruption at the organizational level. These include changes of
ownership, significant personnel changes and substantial deviation from their
investment style.

Interest, Dividend, and Other Miscellaneous Income Earn