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SENATOR ROBERT GORDON, CHAIRMAN
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Tom Bruno, Chair
NJ Public Employees’ Retirement System
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Good Moming Chairman Gordon, Vice Chair Weinberg and members of this Committee.

First, allow me to thank you for the invitation to speak before you on the issue of NJ’s Public
Pension and in particular, the concerns stated by the PERS Board of Trustees relative to the
condition of the Fund, the need for a forensic audit of the management fees, the need for an
actuarial study of the Pension Task F orce’s recommendation to freeze the current level of the
Pensions and create a new pension, the conspicuous absence of any of the elected Trustees on the
Task Force, and the attempts by the Administration to obstruct our efforts to carry out our
fiduciary responsibilities in collecting the money due the Fund and in securing an independent
forensic analyst and special actuary for the aforementioned audits,

The condition of the Fund has been adversely impacted by a confluence of events over the past
two decades. The improper borrowing from the Fund by Governor Florio nearly cost us our tax
exempt status, but the failure to make the normal payments into the Fund beginning with
Governor Whitman in the mid 1990’s, along with her change to the actuarial smoothing method
of valuation instead of the market valuation method (as is now required by the GASB 67) and
her use of the profits of the Fund rather than leaving the profits there to cover those economic
downturns and market corrections such as those experienced in 2001 and 2008-2009 were the
ingredients needed to brew the calamity before us now. Add a dash 0f2001°s Chapter 133
which changed the pension formula from a denominator of 60 to 55 resulting in a 12% increase
to all active employees forward and al] retirees as far back as 1955 and you have the perfect

storm.

Still, in 2001, lawmakers knew that their actions would upset the delicate balance of assumptions
and solvency, so they created the Benefit Enhancement Fund to offset the added benefit.
Unfortunately, when Governor McGreevey took office, he was faced with a $9 Billion deficit
and utilized the Benefit Enha.nc¢ment Fund to make his payments.

So that is a quick synopsis of what led us to the dire circumstances we find ourselves today. In
2010 and 2011, so-called Pension Reforms were passed in an effort to stabilize the Fund.
Employees were asked to decrease their benefits by more than 34% including a loss of COLA’s
for retirees and asked to pay an additional 40% in contributions. This followed repeated
increases from 3% up to the 5.5% at the time the Reforms were passed. In exchange for that, the
Governor and the Legislature agreed to pay BOTH the normal costs AND the Unfunded Accrued
Liability payments. After making two payments, the Governor decided the law he virtually
authored and literally signed into law Wwas unconstitutional and refused to make the FULL
payment. He then took the extra employee contributions and used the employees’ own
contribution to cover the State’s obligation. Given that the Courts have held that public pensions
are deferred compensation of wages already earned, it is repugnant at its core to have the
employees essentially pay themselves their wages in this manner.

In an effort to carry out our fiduciary responsibilities, the Board of Trustees voted to enforce the
unambiguous language found in the statutes of P.L. 2011 Chapter 78 and litigate the Governor
for the money due the Fund. For nearly 1 full year, the Administration refused to pay the
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independent attorney that THEY required we retain since the Attorney General’s office claimed
a conflict. Even after the judge’s order to do so, they claimed the order did not apply to Amicus.
But this is just ONE area where the Board of Trustees have 2a RESPONSIBILITY to carry out,

but lack the AUTHORITY to do so.

For example, at our April Board meeting, the Board voted to commission a forensic audit of the
management fees being charged to our Fund and to commission an actuarial audit study of the
Task Force recommendations found in the “Roadmap to Resolution.” Our reasons are apolitical.

In the first instance, the State Investment Council’s Annual Report was replete with new
terminology for what appears to be fees. When compared to the last three years, we found some
terms no longer used, some appear to have been combined in the past but are listed separately
and on different pages of the report now, while still others seem to be all new terms that industry
leaders have said to me that they have no idea what the terms mean since they are not industry
standard. Efforts to get information from the SIC has been met with cooperation sometimes
while other times we are informed that you can’t compare apples to apples where fees are
concerned. .. a fact that was particularly disconcerting to the elected Trustees. An additional
concern for the elected Trustees was the disproportionate costs to manage our Fund. Of the $82
Billion in the Fund, roughly 26% is alternative investments managed by private firms at a cost of
over $600 Million as best as we can tell from the convoluted way the fees are presented;
however, the remaining 74% of that $82 Billion is managed in-house by state workers at a cost
of $10 million!" That includes their salaries and benefits and all overhead.

In the second instance, the Task Force, which did not have a single stakeholder from the
beneficiaries’ side on the panel, came out with a recommendation to freeze the pension at its
current level and start a new one managed by unions. The way the pension system works is best
described as a bucket with a hole in the bottom and a spigot flowing on the top. The hole on the
bottom allows a certain amount out (to pay for beneficiaries benefits) and the spigot flows at a
rate that is designed to slightly exceed the rate of loss from those payments. If the spigot is
“frozen,” logic would dictate that the bucket will run out much faster. Creating ANY pension
means startup costs. These recommendations don’t pass the smell test and the Trustees voted to
have an independent actuarial study focus on those aspects of the recommendations as we
believe implementation would place the Fund in peril. '

The Trustees specifically asked the Deputy Director of Finance of the Division of Pension and
Benefits, John Megariotis for his advice and assistance in securing an independent forensic
analyst and an independent actuary for the audit study at our Actuarial Valuation Report public
meeting and we were told that we must ask the State Investment Council (SIC) to do it. Frankly,
the SIC and DOI are potentially compromised. It is their Annual Report which is the source of
the Board of Trustees’ questions regarding fees. The Council is comprised predominantly of
Administration officials with a minority of non-Administration stakeholder positions and would
have NO interest in hiring someone to find what may have been hidden in their own report.
Despite that assumption, the fact remains that the Council has not been formally asked to pursue
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the Trustees’ directive. Again, we have the responsibility but no authority to act. Meanwhile,
public employees, who have NEVER missed a payment into the system, are having their money
pay exorbitant management fees for what appear to be less than average returns, but the
management firms are reportedly contributors to Republican National Committee which give the
beneficiaries the idea that their contributions to their future are being siphoned off to fund
political campaigns.

Two months after the Board voted to have a forensic audit of the management fees done, we are
no closer to securing that than before we met.

The elected Trustees are consistently frustrated with being legally responsible as fiduciaries of
the Fund but without the authority to meet that fiduciary responsibility. Whether it is to verify
that our Fund is not being used politically in unethical pay-to-play scenarios, or to simply ensure
that the fees we are paying are legitimate, properly reported in their entirety and providing the
enhanced rate of return that has been reported to us... we must have the ability to not simply
demand things are done right, but to enforce those demands.

We should, at the very least, be asked for input as stakeholders in any regulatory and legislative
changes to the Pension system, but most importantly, the elected Trustees need to have the legal
authority to complete their fiduciary responsibilities.

Thank you.

Tom Bruno

e g

JOR



GTOT ‘v dunf
00K H3f

aJnie|si8a7 01 UOIILIUISAUd

S99 pue S3|NS9Yy 1USWISaAU]
pun4 uoisuad 1eis
A3SJa[ M3N JO MIIADY

13y



'9WOJUI 1UBWISaAUL g ZTS pue suolingliiuod asAojdws
d G ¢S /19Ahojdwa g ¢£'/S Suipnpoul ‘g zzs Ag paysiuajdas sem
M "STOC ‘0€ aunr Suipua JeaA |easl) Joj syyauaq ul g 9TS 1no pied pun4
S)29yd a1edidilue saadilal
usym ,249y3 st Asuow,, 1ey3 sa4nsua pun4 paudisap Ajuadoud v «
91e1S9 |BeaJ pue S3IJIPoOWW0d
‘spunj Alinba ajealid ‘spunj a8pay ‘spuoq ‘s}2031s dpn|dul 3say]

"'SW3SAs uoisuad d1jgnd UsA3S 3UIIBA0D ‘S1aSsSEe
JUBWISaAUL Ul uol||iq T8S sey (,pund, ayil) spund uoisuad a1eis N e

|eJaus9)

iy,



ECEINEY
10} pa1eudiSap S19SSE JUSWISIAUI S, pun4 3yl Ydoelle 10UUed SI0UpaLd
$,91e1S Y3 sueaw siy] ,'a10wal Aaydnuyueq,, si pund ayl ‘@ininy

93 ul swajgqoJid uswAedal 1qap 9J9A3S SeY 91e1S 931 J| :1JOJWOD) .

‘2Jnin ayl ul uonesdi|qo

SIy3 ploAe pue Ay Aew Asyi 9|qissod si 1 ‘UDASMOH °||ejiaous e sey

punj uoisuad ay3 JI AJNseals] [eJ9USS WOI) SINUSAI BIIXD dZIIoYlne
0] uol1egd]|qo ue aAey siaAedxe} auniny Jo sueldnijod auning HSIyY e

"JuasaJd ay3 ul papuny Aj@ienbape aq 03 spunj uoisuad Joj Juerioduw] .

|eJauan

15%



‘'si93euew Ajed-pJiyl 01 SUOIIII|SS JUSWISBAUI
_INO0-WJ.), SpUN) 1SO|A "puNy uoisuad 91e1s e J0j [ensnun s
yaiym :dm:o; ul, padeuew aJe $31314NJ3S papeJi-Apignd ayl JO 1SOA

%0071

T€E 49430 %3 S19S5Se SAlleuId] )Y
¥ ysed pue spuoq paspesi-Aplgnd
%SY ~ $)003s papeay-Apiqnd

"JUaWIIWWOI
19SS SAIIRUIB) . JBIABBY 1BYMBWOS B YlIM ‘spuny uojsuad aiels Auew
01 Jejiwis Ajys8nou aJam fTOZ ‘OE 2UNf 1B SUOIIRIO||e 13SSe S, pund dY] e

UOIE20||Y JUSWISSAU| pun4

/lox



'00S d9S 243 91| ‘Sdewydouaq A1undas papedi-Apiignd 1eaq
01 1dwal1e ue ul $83} uo suolj|iq Suipuads ‘sanileulalje 01 INsodxd
paseaJdul aney ‘Assiar maN Suipnjdaul ‘spuny uoisuad 91e1S 1SO|A «

‘'suoljiasse
SJa8euew 3y} Jo jooud [e21403SIY OU JO 311] SI 848y "SpuO(q JO S3201S
papeJl-Aplgnd 01 aAlle[ad ‘sainglJile 934y} || 4O ‘UoI1edl)ISIaAIP
1918348 “IS11 JoaMO| ‘suaniad Jaysiy Juasse Asy] sieseuew puoq

pue 3203S [euollipeJy ueyy s994 Jaysiy a384eyd siaSeuew aAleUIB|Y

'spun} Allpowwod pue spuny 931e1se |ead ‘(spuny 1noAng
padelana| “8'9) Alinba ajeAlud ‘spunj a8pay apnjoul S19SSe SAIIBUIB]|Y

UONBIO||Y JUSWISSAU| pun

7%



'S]0BJIUOD INDJ-OU, JBdA QT 9ABY J311€| 9Y] 9DUIS SIESA 9)e] |[IM UoIled0j|e
Annba a1eaud sy Suinand g ‘Apjdinb sunsodxa puny a8pay aonpau ued pun4

"}nsaJ e se spunj JoAedxe)
J0 9sn Jood e aJam ‘JeaA |easl) yTOZ-0TOZ Y3 J9A0 ‘s394 Ul UOI|[I] ' TS

"uol||Iq 'S BJIXD UE apew aAeY pj[nom pun4 ayi ‘spuny

98pay Jo peaisul Xiw Of-09 pue (Aunbs s1eaud jo peaisul) 00S 43S 24l
Yim paAels pey pund ayi J| "syJewyduaq JUswWiSaAUl [euollipel] Jueas|al
MO[2q Ua3(q aAeY suinial A)inba a1eald pue punjy a8pay s pund ay

"XIW puoq pue 3201s dljqnd [euoilipe.l s Y1m 3onis pey

H JI — sJeaA |easiy aAl) 1Se| ay3 uol||iw 0O9S - Asuow alow apew aAey pjnoM
pund ay] -oljoj1iod A14ndas djignd |eUOIlIpeI] B SNSISA ‘SUIN]SL JUSWISIAUI
S} PaseaJoul 3, usey SaAIleUIR)|E 0] JUSWIIWWOD Pasealdul s pund ay|

[IPM 1IN0 P3SXJIOAA JUSeH
SOAI}eUIa]Y O} JUsWiWWOo) S ,pund ay|

[Rx



%YT°0 %(15°0) %(10°0)  %(T¥°0) CRITEICINTg

[EL 16'2T yZ'0T 8T LT SONL 41YS|IM
%TS L %/ETT %€ 0T %/8°9T Assisr maN
01 S € T

YTOC '0€ oUN[ BUIPUT SIE3A
(@SS) UBIPSIN pund a11qnd SONL SAIYS|IAN “SA ASSIS[ MaN
S99 JO 19N ‘suinlay pazijenuuy v

'sJay10 Auew pue [N Ag pasn yJewyouaq SONL "uolj|iq 8'1TS solew|xoidde
sieaA 9Al) J9AO0 [|BJIIOYS %S0 "PRME]S SaAleUId) (e O] JUBWIHWWOD Jofew uaym
— sseah oAl 1se| dnoJu8 Joad S)l *SA 88eJ9AR MO|9( BJB SUJINIBL JUBWISIAUL pUny »

dnolo) 1984 SA SUIN}eY JUSWISOAU|

/O



.mmwu:umu:_omhmmcm;u mcm ~xm_uc_cmmumu__asvzn_rc_m&mwmcmrc>mcoE
LANISSed,, ‘spuoq Jo/pue (00S d78S “8'9) $3201S JO SUOI1I3|0I PaleUSISaP 4. SIXDPU|

ASsJaf M3 40} w0yl Biax® co_:%cm@u &mm>xm&.mﬁ\v/o suJniat JaysSiy u1 41T

%(2G°T

Xapuj

: 67 8T
"V'N 8YvT ¥6°01 Suneoyday
%LE' L %T6'CT %YT 0T %ST LT SON.L YS|IM

%(1T°2) %(TL°0) %(ZP'T)
Xapu|
"V'N ST ¥6°0T 67°8T Buneoyday
%IS L %LETT %ET 0T %.8°9T Aosiaf maN

01 S € T

¥T0C '0€ ounf BUIpu7 SJEaX
S99 JO JON 'SuUIN1oy 1USWISIAU| pazZijenuuy
dnoJo 1934 PUE A3SISf MaN ‘SA pund Xopu| suredljday JAIsSed

o38e sieaA omi pausisap
xapui Suneoidau ‘anissed e pawdogsadispun yioq uelpaw dnois Jaad S) pue pun4 m.@ _.

X3
'SA FN/ANOUS) 188 -SUIN}ay JUBWIISOAUJ

0



'SUJN19J JUSWISIAUL Ul UBlpaw 91e1S-aAl) anoge oyl _qu.hOthLQUC: I'N o

‘JUBAS|9J 9.8 353} ABS pINOM 3WOS YSnoyie ‘s394 SUIINSUOD JUSWIISIAUL pue ASo[0uyda3 ‘SUOISSIWLILIOD SPN|IX B|qel dYL Ul $33) YL ()

%150 (UBIP3IA 21815 NI

150 BIUISIIA
SS°0 $139SNYJessen
€L°0 puejAiey
920 aJeme|ad
%8E°0 | eluloyied
%yL0 A3S49f MaN v,
SJOSSY pu3 1BIA JO 1UDIU3d B Se S99 m

¥TOC "0€ 2unf sulpug Jeaj
$91E15 Pa109]oS SNSI9A Soo4 Aled pIIyL

‘Jopea| e se
POPN[OUI BILIOYI[ED * 1S94]UI PLLIED PUB S93) SDUBULIOJISd ‘S334 Paxi] ‘pua-ieah
0 2UN( UM S91e1S Aqieau uey} — S195se JO 1ud243d e se —s33) Jay3Iy pey 'I'N »

S99



SieaA DAl} JOAO g G TS = S994 |e10] »

001 Sort 010¢
9¢1 V16l T10¢
6vl ¢'60¢ ¢10¢
8¥¢ L 86¢E €T0c
8¢v 009 S v10¢
Xopu| Amco____Ev junouwly

0€ aunr ulpug JeaA
JE9A AG Soa4 JogeuelN Axed palyL
pung uoisuad 2115 ASSIof MaN

$19SSe JO %€
01 9%/ T WO.J 950 SaAIlRUID}|E S ‘SuedA DAl 15e| 3yl pa|diil S99} pun «

S99

ISAAN]



o1

*JUSJ3LHP 1BYMBWIOS dJe SJUBWISaAUI SulAlISpuUN "sIeBA [BISI) SAl) 1Se| spuny
a8pay pue Alnba ajeald 1eaq $3201s papel-Apijgnd jo sio8euew 3snoy-ul N e

%(TES) %(9€"Y) %(€8'9) . - SoudJsyIg
G9'ET Y1t 9¢°'9T ($001S %0¥/Spuog %09) pund "S'n
paosue|eq pien3uep
%YE'8 %30°L %ES 0T spun4 a8paH ‘N
%(£5°S) %(€T'S) %(LV°€) RN g
€8'TC 8G°6T 19°LC %€ sn|d 00S d'8S
%0E'9T %GE VT %Y1 T Aunb3 a1eAud ‘1 °N
q € 1 ,

¥T0C 'O€ ouUNnf SUIpUT JBSA
5957 JO 19N — SOH08918) SAITEUIR]Y OML — SUINISY Pazienuuy

SHJEWIYIUDC JUBAS[ JBaq 1,Uplp sieSeuew Aunba a1enlld s [N ‘so1els Auew a7 .

SUIN)aY 1oSSY SAIBUId) Y

A3



1

*J3MO| 18YMBWOS JO ‘%€ Z SEM UJN13J S, puUNng N YL »

‘GTOZ‘0E Y2JBIAl PEPUD SYIUOW SUIU WIIS1UI 3Y) JO) %T € Sem
uol||iq §$ anoge sue|d uoisuad Joy uinias uelpaw SONL YS|IM YL

G10Z ‘0E UoIB -SHNSOY WIS

Al



4% "10el Syl _UQCO_.._.CwE

1UI04J9MOd JOU Jainseal| 3y} JaYuaN 1jold aiow paplirosd aAey pjnom spuny
Xapul 1UBAS|34 “JOAIMOH " TOT [8ISl Ul syjoud 3iq papinosd sanlleuIallY L 98ed

*SUISII SEM 13)JEW 3D03s 9yl 9snNedIaq poo3 }00| SdAljeUl)|e

01 YIYS S,puUn4 ay3 saxew 1 1ng ‘|edidoj|t sl uosledwod siyl os “quauodwod Ayinba

ySiy e aney saAlleuI|Y "L ABIA UO Jaunseal] Syl pIp se ‘(9 28ed) spuoq ape.ss
1USW1SaAUI 01 SUJN1BJ JI9Y3 Saiedwod pund Y3l 49119Q 00| SSAIleUl9} e 4BW O .

'PO03 300| pund

ay3} avew o3 elep ,paydid Auayd,, 1UI04J9MOd aY31 1ey3 s3s988ns Adua1sIsuod Jo

yoe| 8yl ‘siedh OT pue g ‘g ‘T saziseydws Aasnpul ayi usym sooejd omy u| sieaA £

sasn 3| */ZT pue ‘cT ‘TT ‘0T :sdnous 19ad jo sazis d|dwes JuUaJayIp Jnoy Sasn 3 "ETOC

‘0€ aun[ pue ‘4yT0T ‘0E dunf ‘yTOT ‘T€ Jaquwisdad ‘STOT ‘T€ YIJBIN :SUOISNPUOd
s11 Ajlasn{ 031 S91ep 93UB43)3J JUBIBHIP 4N0J S3SN JUI04I9MOd 3y L :8uppoid Ausyd .

G1L0Z ‘Gl [udy ‘Auownsa|
JuUSW)SaAU| Jo Juswieds Jo anbiu)

A%



€T

., ssongd 1s3q,, ,siodeuew Aped-piiyl ays

aJe Alinba a1eAlud 40j SUOIIB|NJ|ED UJIN1DJ-§O-D1kJ 3] OS ‘P|OS 9q 01 19A aney
sjuawisanul Alinbs a1ealsd jo Alsolew syl 1eyl 810U pNOYs 24n1e|sISa| YL

'‘91ndsip 01 SWI3s 3y

YoIiym ‘o8esane ueyl 4aysiy osje S| Juswageuew Japun s1asse 01 S894 S,[N

'‘MaIAaJ Aw uo paseq ‘©3esane anoge Aj3ysi|s si uoiiedoj|e s,IN "SieaA Juadal
Ul UoI1eJ0||B SAIlBUJD]}|E papuedXd aAeY S931e1s 1sow SulAes Ul 1094400 SI BH

‘uollewJloul

apinoad os|e spunj uoisuad 931e1s 01 S||eD *S910U1004 Pale|aJ pue SY4YD

puny uoisuad a1e1s uipead A||njaJed woJ) S33) 1Sow aulwialap Ajjensn

ued JaydJueasad e 1nq ‘saa) Yyons 3uiliodal 1noge saiels adedane ayl ueyl

uado aJowi SI fN ‘S9|nJ 8ulzunodde 031 ulpJodde ‘Sa) ||e aJe ,SiuswAed
1S9J91Ul palLied pue $994 9duewJ0}49d ‘S99) Juswaseuew Asuow paxid, e

SJUSWIISBAU| pun4 uolsuad 0] bune|ay yi/
Ae Jo Auownse | 196png Jainseal] Jo anbiu)

Alox



14"

-uoIsnppuod ausoddo ays sapiroad adueyd siyl ,'sajdde
01 sa|dde, aiow Jo ‘@1elidosdde aiow st xapul AJIND3 J11SSWOP
e SuISN ‘SSAI1RUISY|E JO UOIIBIUSLIO J13SBWOpP AnesY BY1 JO aSNeddq e

‘(91e82433y sAejdieg) xapul puoq di1sawop

e 1ng (SN Suipnjoul ‘[DSIA A1IUNO0d-||7) Xapul }201S [euoi1eulalul
ue sasn pua|q puog/Aunba o€/ 04 S,1 40 @ YL (1) 8uipJe3ay .

‘UIM A|SNOIACO ||IM SAIIEUID]|E ‘19)JEeW 3201s SulSlI B U] "W odUul

paxi} ueyl Juauodwod Aunba Jaysiy ydnw e aney SaAlIeuISlY
'so8ueJo 03 sa|dde,, si uosiiedwod (1) 3yl yum wajqoid ay] e

‘5948€ 01 SW23s Jainseal] ayl "STOT ‘TE Yd24eN papua siedh
A1} 91 J9A0 ‘OA0QE Y3 S91LIIPUI JUSWISIAU| JO JuswWLIedaq 3yl »

pus|g puog/Aunb3 og/0. (1) pue ‘ewodu|
paxi{ (1) Jeag suin}ay aAlBuIB)Y

AN



ST

ot Tofe ol [ of [ofe | olF | ofe 10/ o |-

S
@ TIvd1004 &

L & FOOTBALL &

1 4 c 1216 .m_o
R

e

@ Can Stock Photo

¢U31J0 aJow ] e 2402s 03 3ul03 S| OYM\ ‘S€
1e sye)s xapul dljgnd ajiym ‘aull paeA gz syl uo suels puny ad/a8paH .

‘pUNJ Xapul YHUM %66 “SA “14om 01 1nd s| Asuow s,J031S9AUL DY)
40 %G8 Ajuo 0s ‘saa) Ul %GT 51502 puny ad/adpay e jo Suip|oy JesA-QT .

'9|qissod s spunj xapui otjgnd yum puny ad/a8pay e ,Suiuo|),, «

Wa|qold dIseg— MaIA JO JUIod S.JO}SOAU]

AR



o1

9yl M3IABJ 01 O]D — 14V Aasiar maN AQ paulelay luswadeuew Asuow ul a8eSua
JOU S0P XOOH "IN 'S'g Uuad ‘VgIN uorieypn ‘4ayaseasal Adjjod aijgnd ‘aoyine
}00( 2Jukul} “43puad| |[euoiInisul ‘©AI1ndaxa Alinba 91eAlid “Jayueq 1USWISAAU| .

punolbyoeg a)00H yor

AN



Analysis of
New Jersey State Pension Funds:
Investment Returns and

Investment Fees

June 4, 2015

Jeffrey Hooke
Chevy Chase, MD 20815

A



Table of Contents

I.  Executive Summary
II.  Investment Allocation, Description

and Styles
III. Investment Returns
IV. Fees

V. Alternative Asset Returns

V1. U.S. Public Stocks — In House

VIL. Reducing Alternatives

VIIL. Interim Results

IX. Recent Testimony by Division
of Investment

X. Background of Jeff Hooke



. EXECUTIVE SUMMARY

® General: The New Jersey aggregates seven public pension systems (the “Fund”) for
reporting purposes. The Division of Investment under the direction of the State
Investment Council (collectively the “Fund staff””) manages most of its publicly-traded
stock and bond portfolios “in-house”. The in-house U.S. stock portfolio returns closely
tracked the S&P 500 index during the five fiscal years ending June 30, 2014.

* Higher Exposure to Alternative Assets: Like many state pension funds, the Fund has
increased its exposure to alternative asset managers like hedge funds and private equity
over the last five fiscal years. The Fund’s exposure is likely above-average in comparison
to the average state fund.

* Fund Investment Returns Underperform Peers: The Fund’s investment returns have
underperformed its peer group median the last 1, 3 and 5 fiscal years. Over the last five
fiscal years, the shortfall cost the fund close to $2 billion in income.

* Money Management Fees Higher, But Returns Below Average: The Fund’s third
party management fees (as a percent of assets) have grown over 300% in the last five
years. Most of these fees are attributable to hedge funds and private equity funds. Fees
for fiscal 2014 and the five years ending June 30, 2014 were $600 million and $1.5
billion, respectively. As noted, the Fund’s performance fell below its peers’ median.

* Alternatives Didn’t Beat Benchmarks: Despite the high fees, the hedge funds and
private equity fund returns beat neither (i) the in-house equity managers nor (ii) the
associated benchmarks, so the shift to alternatives was not productive. The in-house
managers (i.e., publicly-traded stocks) invest in slightly different underlying corporate
assets.

* Indexing Would Have Made $2.4 Billion More: The Fund could earn more money by
replacing alternatives with passive benchmarks, based on the historical record. For
example, substituting (i) the S&P 500 for private equity funds; and (1) 60%/40% U.S.
stock and bond portfolio for hedge funds would have produced $2.4 billion more income
the last five fiscal years.

* Using Traditional Investments Would Have Seen $600 Million More Income: Simply
putting the private equity/hedge fund money into New Jersey’s traditional stocks and
bonds would have produced $600 million more over the last five fiscal years.

* Reducing Alternatives is Possible: Liquidating hedge fund exposure (and dedicating the
proceeds to in-house managers or to an index fund) is a relatively painless process.
Selling interests in private equity funds is more complicated since the fund managers are
given 10 year “no cut” contracts.
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Il. INVESTMENT ALLOCATION, DESCRIPTION AND STYLES

As of June 30, 2014, the Fund held $81 billion in investment assets, according to the State
Investment Council 2014 Annual Report. The Fund staff segments the investment portfolio as

follows.

Table 1
New Jersey State Pension Fund
Investment Asset Allocation
At June 30, 2014

Amount % Managed By
U.S. Publicly-traded Stocks $21.6 - 26.6% Staff
International Publicly-traded Stocks 15.2 18.7 Mostly Staff
Publicly-traded Bonds (Invest. Grade) 11.8 14.5 Staff
Cash and Short-Term Equivalents 5.4 6.7 Staff
Publicly-traded Bonds (Junk Grade) 1.7 2.1 Mostly Staff
Subtotal- Traditional $55.7 68.6%
Global Credit Hedge Funds $2.3 2.8 Third Party
Hedge Funds 8.9 11.0 Third Party
Private Equity 7.3 9.0 Third Party
Real Estate 4.1 5.0 Third Party
Commodities 2.0 v 2.5 Third Party
Police/Fire Mortgages 0.9 1.1 N.A.
Subtotal- Alternative $25.5 31.4%
Total $81.2 100%

The Fund allocation to alternatives is likely higher than the average state pension fund.

The Fund staff manages most of the Fund’s assets “in-house,” with direct responsibility for the

majority of traditional publicly-traded stocks and bonds.

The Fund outsources alternatives management.
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Definition of Investment Categories

The categories can be divided into (i) traditional investments; and (ii) alternative investments.
Traditional:

U.S. Publicly-traded Stocks: Common stocks of companies based in the U.S. and listed on a U.S.
stock exchange, like IBM and McDonald’s.

International Publicly-traded Stocks: Firms based in foreign countries, such as Germany, France
and China. (e.g., Nestle and Alibaba).

Publicly-traded Bonds (Investment Grade): Publicly-traded bonds of companies (or
governments) with high credit ratings (BBB or better).

Publicly-traded Bonds (Junk Grade): Publicly-traded bonds rated BB or lower.

Alternatives:

Hedge Funds: Investment pools that generally invest in publicly-traded stocks and bonds, or
derivatives thereof. Some funds also invest in currencies and commodities. Hedge funds also
have the authorization from their investors to “short” securities, i.e., to bet that the value of a
security will decline. “Shorting” is considered more risky than buying “long.” Hedge funds
purport to make profits in both “good” and “bad” stock markets, although historic evidence is
lacking to support this premise.

Private Equity: This category is principally represented by leveraged buyout funds (“LBO
funds™). LBO funds acquire U.S. companies, for the most part, using large amounts of borrowed
money. By “buying right”, improving the acquisitions, and selling the investments after a 5-10
year holding period, the LBO fund hopes to provide its investors with a return substantially
higher than the S&P 500 index over the matching time period. The past evidence to support this
assertion through 2015 has yet to be documented, and at this writing, roughly 60% of LBO
investments have yet to be sold, according to Prequin, the private equity database firm. Private
equity returns (including those of the Fund) are thus “guesstimates.”

Real Estate: Commercial office buildings, industrial parks, apartment buildings and similar
assets. '

Commodities and Real Assets: Copper, silver, oil, timber and similar assets.
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Diversification Myth: In written testimony before the Assembly Budget Committee (May 6,
2015), the State Treasurer mentioned the “diversification” benefits of alternative assets being
included with traditional publicly-traded stock and bond portfolios. This statement shows a lack
of understanding about alternatives. .

Hedge funds, as noted, principally invest in publicly-traded securities. For example, Pershing
Square hedge fund, run by Bill Ackman, has sizeable positions in Valeant (long), Air Products
(long) and Canadian Pacific Railway (long), and Herbalife (short).

Private equity funds, in contrast, acquire mainly securities in privately-owned corporations.
However, the underlying issuers of such private securities have economic attributes that are
similar in many ways to their publicly-traded counterparts. That’s hardly “diversification.”

Third Party Management

A third party “investment manager” hired by the Fund is allocated a certain amount of the Fund’s
monies, and the Fund allows the manager to buy and sell investments with these monies on the
Fund’s behalf. The principal objective of this arrangement, which is prevalent in the institutional
money management industry, is for the third party manager to use its acumen to exceed certain
“benchmark returns” established by the industry for the asset category that the manager has been
assigned. For example, a manager buying and selling international stocks may be measured
against the MSCI Index (ex U.S.).

For these investment selection services, the Fund compensates the managers, much like the retail
holders of a Fidelity mutual fund pay Fidelity a fee to select investments for the holders within
preset criteria.

The third party managers hired by the Fund are called “active managers.” Depending on their
category, they research investment opportunities, negotiate investment prices, structure
transactions, monitor investments, and then make the eventual sell decision.

In the area of publicly-traded stocks and bonds, there is also an investment style called “passive
management.” Here, the manager does little or no analytical work regarding the assets. Instead,
the manager simply maintains a portfolio that replicates a benchmark measurement index, like
the S&P 500 U.S. index. In this way, the passive portfolio is guaranteed to match the returns of
the index. Countless academic studies have illustrated that “active managers™ are unable to beat
consistently their benchmark index. Morningstar, the mutual fund research firm, produces an
annual study that typically shows 80% of mutual funds (trading public securities) failing to beat
their respective indexes. This pattern has furthered the growth of index funds, which copy
benchmark indexes on their investors® behalf, and charge lower fees than active managers.

The Fund, like most state pension funds, relies heavily on the active management style, and it
pays a significant amount of third party investment manager fees as a result.



I INVESTMENT RETURNS

Peer Group: The institutional investment industry generally looks at 1, 3, 5 and 10 year return
periods for comparison purposes. For the 1, 3 and 5 year periods, the Fund’s investment returns
were lower than its peer group median ($5 billion plus), as measured by Wilshire TUCS, the blue
chip consulting firm (the State Investment Council also uses TUCS in some of its reports). The
Fund’s 10-year return was slightly higher. See Table 2.

Table 2
Annualized Returns, Net of Fees
New Jersey vs. Wilshire TUCS Median
Years Ending June 30, 2014

1 3 S 10
New Jersey 16.87% 10.23% 12.37% 7.51%
Wilshire TUCS 17.28 10.24 12.91 7.37
Difference (0.41)% (0.01)% 0.54)% 0.14%

Table 2 suggests that the management fees paid by New Jersey aren’t producing the desired
result. Note the shortfalls over 1, 3 and 5 years. The 10 year return reflects beginning assets
before alternatives increased. Assuming a $70 billion portfolio average size over five years, the
0.54% shortfall amounts to $1.9 billion in foregone income.

The pension funds in the Wilshire TUCS index use active management for the bulk of their
assets (Nevada is the only state that has committed to 100% indexing, to my knowledge). Their
asset allocations, for the most part, are roughly similar to New Jersey. New Jersey may be
slightly above average in the percent of monies dedicated to alternative assets.

Replicating Index: In a pro bono study for the Maryland Public Policy Institute (published in
2013) and featured in the Wall Street Journal, among other publications, I worked with an
institutional money manager to design a multi-index, passive portfolio (of publicly-traded stocks
and bonds) that replicated the asset allocations of the typical state pension fund. The replicating
portfolio returns beat the average state pension fund using active managers.

For this study, the passive portfolio returns were updated for June 30, 2014, the end of the latest
fiscal year. See Table 3.



Table 3
Passive Replicating Index
vs. New Jersey and Peer Group
Annualized Investment Returns, Net of Fees
' Years Ending June 30, 2014

1 3 5 10

New Jersey 16.87% 10.23% 12.37% 7.51%

Replicating Index 18.29 10.94 14.48 N.A.D
(1.42)% (0.71)% (2.11)%

Wilshire TUCS 17.28% 10.24% 12.91% 7.37%

Replicating Index 18.29 10.94 1448 N.A.D
(1.01)% (0.70)% (1.57%

™ One of the replicating portfolio components does not go back 10 years.

Table 3 suggests that New Jersey (and other state funds) should consider reducing active
management and converting their funds to the passive style. This conversion would produce
higher returns, partly in the form of lower fees.

Two percent (i.e., 2.11%) in higher returns over five fiscal years for New Jersey would have
meant $7 billion in additional income for the Fund.

Nearby States: As one illustration, Table 4 compares New Jersey returns to those of nearby states
(with a June 30 year-end) as well as to CALPERS, the larger California pension fund often
considered a leader. Judging by 5 and 10 year returns, New Jersey is in the “middle of the pack.”
I selected nearby states, so as to avoid a “cherry-picking” accusation, as the small project budget
precluded a 50-state review. New York, Pennsylvania and Connecticut do not have June 30 year
ends.
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Table 4
New Jersey Investment Returns
vs. Selected States, Net of Fees
Annualized, Year Ending June 30, 2014

1 3 5 10

New Jersey 16.87% 10.23% 12.37% 7.51%
California 18.40 10.40 12.50 ' 7.20
Delaware 17.50 10.00 13.60 8.50
Maryland 14.37 8.30 11.70 6.50
Massachusetts 17.53 9.79 12.80 7.92
Virginia 15.70 9.50 12.30 N.A.

Four State Median 17.50% 9.79% 12.50% 7.56%

Difference (0.53)% | 0.44% (0.13)% (0.05) %

Source: Comprehensive Annual Finance Reports (CAFRs) of the following state funds: New
Jersey (combined), California (CALPERS), Delaware (DPERS), Maryland (SRPS),
Massachusetts (PRIM) and Virginia (VRS)
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IV. FEES

New Jersey paid $600.2 million in third-party management fees for fiscal 2014. Over 90% of
these fees were paid to alternative investment managers.

Alternative fee managers are paid a fixed fee each year. This fixed fee is based on either (i) a
percentage of the assets under management; or (ii) a percent of the Fund’s dollar commitment to
a fund (usually private equity) even if the commitment has not been spent. The Fund’s fixed fees
in this regard are 1.5% per year on its alternatives portfolio, according to the Division of
Investment‘s April 15 presentation.

In addition, alternative asset managers are paid a performance fee (sometimes called a “carried
interest”) that is typically 20% of profits over a preset return, such as 8% annually. The problem
with this “performance” arrangement is that (i) the manager often doesn’t share in the losses, if
any; and (ii) if the market goes up through no fault of the manager, the manager stands to benefit
handsomely. The Fund takes most of the risk.

As a percent of year-end funds under management, the Fund’s fees were 0.74% in fiscal 2014, as
indicated in the next table. Fixed fees, performance fees and carried interest are included per
audited CAFRs.

Table 5
New Jersey State Pension Fund
Third Party Fees Versus Selected States
Year Ending June 30,2014
Fees as a Percent of Year End Assets

New Jersey 0.74%
California ' 0.38%
Delaware 0.26
Maryland 0.73
Massachusetts 0.55
Virginia 0.51

Five State Median‘" 0.51%

® Delaware and Massachusetts do not report performance fees or carried interest separately, but include them in
total. Massachusetts is average assets. The fees in the table exclude commissions, technology and investment
consulting fees, although some would say these are relevant.

As reflected in Table 5, and Tables 2 and 3, the Fund’s fees are relatively high, but, ironically, its

1, 3 and 5 year performance is below the Wilshire TUCS median and replicating indices.
8
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The Fund’s fees have increased over 300% in the last five years. See the next table. The five year
total is $1.5 billion.

Table 6
New Jersey State Pension Fund
Third Party Manager Fees by Year
Year Ending June 30

Amount

(millions) Index
2014 $ 600.2 428
2013 398.7 248
2012 . 209.2 149
2011 191.4 136
2010 140.5 100

As noted, over 90% of these fees went to alternative investment managers, principally to hedge
funds and LBO funds.

The Fund’s allocation to alternatives rose from 17% of assets in 2010 to approximately 31% in
2014.
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V. ALTERNATIVES ASSET RETURNS

Neither the hedge fund nor private fund categories exceeded relevant benchmarks, so one might
conclude that the alternative approach failed. See the next table.

Table 7
New Jersey State Pension Fund
Annualized Returns — Two Alternatives — Net of Fees
Year Ending June 30,2014

1 3 5
N. J. Private Equity 24.14% 14.35% 16.30%
S&P 500 plus 3% 27.61 19.58 21.83
Difference 3.47)% (5.23)% (5.53)%
N. J. Hedge Funds 10.53% 7.08% 8.34%
Vanguard Balanced '
U.S. Fund (60% Bonds/40% Stocks) 16.36 11.44 13.65
Difference (5.83)% (4.36)% 53D)%

Because of the equity orientation, high leverage and limited liquidity of leveraged buyout funds,
many institutional investors believe the S&P 500 index plus 3% is an appropriate benchmark.
Others use the Russell 2000 plus 3%, or something similar. The New Jersey private equity
portfolio has not met the benchmark, despite the high fees.

The appropriate benchmark for hedge funds is less clear because of the varying styles of New
Jersey hedge funds, which, as noted, buy and sell many different investment vehicles. Because
hedge funds are not 100% equity, this report uses a 60/40 U.S. mutual fund’s returns as a
comparator.

Interestingly, the U.S. public stock portfolio (witﬁ cash and hedges) managed by the in-house
Fund staff has outperformed the third party, private equity managers (i.., mostly LBO’s) over
the last five years. During this time, the private equity managers were paid over $300 million in
fees. See the next table.
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Table 8

New J érsey State Pension Fund

Private Equity Versus In-House U.S. Public Equity

Annualized Returns

Years Ending June 30, 2014

1 3 5
N. J. Private Equity Managers 24.14% 14.35% 16.30%
In-House - U.S. Public Equity 25.45 16.46 19.36
Difference 1.31)% (2.11)% (3.06)%

The comparison in Table 8 has an “apples to oranges” quality because the companies in private
equity (LBO) portfolios are somewhat different than the broad, publicly-traded stock market.
The LBO portfolios are dominated by mid-sized, low tech, consistent earnings businesses (before
applying the added LBO debt). Such firms represent perhaps 30% of the broad public market. A
pension fund can increase its exposure to LBO-type businesses, on a low fee basis, by selecting

them in the public markets.

The New Jersey private equity managers compared favorably with the four of the five states that
(i) provided private equity returns; and (ii) were part of our small sample. See the next table.

Table 9

New Jersev Private Equity — Annualized Returns

Versus Selected States’ Private Equity

Years Ending June 30,2014

1 3 5

New Jersey 24.14% 14.35% 16.30%
California 20.00 12.80 18.70
Maryland 19.56 12.81 15.32
Massachusetts 26.75 17.23 18.86
Virginia 23.20 15.10 16.00

Median 21.60% 13.96% 17.35%

Difference 2.54% 0.39% 1.05%

Again, these returns, for the part, are unrealized (the underlying investments are unsold and
unlisted), so the percentage returns are reasonable “guesses” by the private equity firms.

11
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Hypothetical Replacement of Alternatives With Traditional Assets Last Five Years Provides
Extra Income

Assume the average private equity fund and hedge fund balance over the last five fiscal years
was $5 billion and $6 billion, respectively. The five year returns for the S&P 500 and Vanguard
60-40 were 18.83% and 13.65%, respectively (vs. 16.30% and 8.34% for New Jersey private
equity and hedge funds).

If the Fund had invested in (i) an S&P 500 index fund instead of private equity funds; and (ii) a
60-40 US equity-bond fund instead of hedge funds, the Fund would have had (iii) $760 million
and (iv) $1.6 billion more income, or $2.4 billion combined.

Or, if the Fund had zero private equity and hedge funds, and put the money into its traditional
investments (managed in-house), the Fund would have earned an extra $600 million over the five
fiscal years ended June 30, 2014.
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VL. U.S. PUBLIC STOCKS — IN-HOUSE
As noted, the in-house New Jersey managers of U.S. public stocks achieved better returns than
the private equity funds and hedge funds employed by the Fund. The comparisons are tainted
somewhat by the different attributes of the three investment styles.
The in-house U.S. public stock portfolio closely tracks the S&P 500 index, and many of the
Fund’s public stocks are the same as those in the S&P 500.
VII. REDUCING ALTERNATIVES
The Fund should be able to decrease its exposure to the global credit, hedge fund and’ commodity
asset classes within 6-12 months. The Fund should have contracts with the managers allowing
for the short-term redemption of the Fund’s assets. The underlying portfolios are highly saleable
assets.
Private equity funds, on the other hand, involve the Fund signing long-term, non-cancellable
contracts for 10-12 years with the managers. A small secondary market exists for private equity

fund interests; and, thus, selling the Fund’s investments in this sector will require substantial
time and uncertainty.

VIIL INTERIM RESULTS

For the nine months ended March 30, 2015, the Wilshire TUCS median return for pension funds
above $5 billion was 3.1%. ,

The Fund’s return was 2.3%.

Slightly lower returns in the short term will not overshadow larger five year trends.
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IX. RECENT TESTIMONY BY DIVISION OF INVESTMENT
I'was asked to review the PowerPoint testimony by the Division on April 15, 2015.
A few comments:

o Cherry Picking: The PowerPoint uses four different reference dates to justify its
conclusions: March 31, 2015, December 31, 2014, June 30, 2014, and June 30, 2013. It
uses four different sample sizes of peer groups: 10, 11, 13, and 17. It uses 7 years in two
places when the industry emphasizes 1, 3, 5 and 10 years. The lack of consistency
suggests that the PowerPoint “cherry picked” data to make the Fund look good.

* To make alternatives look better, the Fund compares their returns to investment grade
bonds (page 6). Since the alternatives have a high equity component, this comparison is
illogical, and it is designed to make the Fund’s shift to alternatives look good because the
stock market was rising.

e Page 7. Alternatives did provide profits in fiscal 2014. However, relevant index funds
would have provided more profit. The PowerPoint failed to mention this fact.

* Page 8. I think a study of all fifty state funds would show New Jersey’s alternative
commitments are slightly higher than average. The chart shows a small $8 billion state
pension fund among others.

® Page 9. The PowerPoint indicates that the Fund’s investment returns are “near the top of
its class.” TUCS data indicates that the Fund underperformed its peer group inthe 1,3 5
year fiscal periods and over performed for 10 years.

* The PowerPoint suggests (page 13) that many state funds (and their independent auditors)
engage in accounting deception by not including performance fees or carried interests in
their accounting statements. My experience is that most account for fees properly, but a
number of states try to hide performance or carried interest fees in accounting footnotes
or obscure language. Supervisory authorities, like the SEC, should, nonetheless, examine
this matter more closely.

e The “carried interest” discussion avoids review of what happens when hedge/private
equity funds (i) lose money; or (ii) fail to beat a preferred return. In these cases, they still
get paid their 1.5% fixed fee. Often the carried interest is not cumulative, so losses in
early years are not counted against future profits, if any. The manager shares in the
“good,” but not in the “bad.” Pension funds need to revise such arrangements.

e In its May 28" report, the Division indicated that alternatives provided much more
income over the five years ended March 30, 2015 than either a (i) fixed income or (ii)
70/30 equity/ bond portfolio. The problem with the comparison is the “apples to oranges”
quality. Alternatives have a high equity component, so they will beat fixed income in a
rising stock market. The Division’s hypothetical 70/30 equity split was 70% international
equity/30% domestic bonds. Most alternatives are domestic in nature. Had the Division
used domestic equities — more ‘apples to apples” -- the opposite conclusion would have
been reached. '
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X. BACKGROUND OF JEFF HOOKE

He is a broad-based finance and investment executive with global experience throughout
the U.S., Europe and the emerging markets of Latin America and Asia. He has negotiated
numerous transactions, including mergers and acquisitions, public offerings, mezzanine
financings, private equity investments, international bank syndications, corporate valuations and
fairness opinions.

He is a Managing Director of Focus Securities, a mid-market investment bank in the
United States. Assignments included M&A advisory, corporate finance and valuation work.

Earlier, Hooke focused on emerging market investment and private equity. At the
Emerging Markets Partnership (1998-1999) a $5 billion private equity group, he was a Director
of the $1.8 billion AIG Asia II fund. Earlier (1991-1997), he was a Principal Investment Officer
of the International Finance Corporation, the $20 billion private sector division of the World
Bank.

His New York investment banking career (1981-1990) covered two major firms:
Lehman Brothers (1987-1990) and Schroder Wertheim (1981-1987). At Lehman he was a Vice
President providing M&A, finance and restructuring services to retailing companies. At
Schroder Wertheim, Mr. Hooke was a generalist banker working with a wide variety of
companies and industries. He began his career as an investment officer in the private placement
department of Metropolitan Life Insurance (1977-1981).

\
Mr. Hooke has an MBA from The Wharton School and a BS degree (cum laude) from the
University of Pennsylvania.

He is the author of three authoritative books on security analysis, M&A and emerging
markets investing, respectively: The Emerging Markets, Security Analysis on Wall Street and
M&A, A Practical Guide to Doing the Deal. A portion of the security analysis book is required
reading for the CFA exam, and the second edition was released in May, 2010. The second
edition of M&A, A Practical Guide to Doing the Deal was released in December 2015. Three of
Mr. Hooke’s books have been used as textbooks at the graduate level.

Mr. Hooke has taught finance, mergers and acquisitions, and business valuation at several
universities. He lectures on these topics at industry forums around the world. He has authored
numerous public policy studies. He is a visiting fellow at the Maryland Public Policy Institute,
and served in 2013 as a research vice president at Committee on Economic Development, a
Washington, DC based think tank.
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June 4, 2015

To: Members of Senate Legislative Oversight Committee

From: Adam Liebtag
NJ AFL-CIO Representative to the State Investment Councll
and CWA Local 1036 President

RE: Testimony on Pension Investment Fees

Thank you for holding what hopefully will be the first of several hearings concerning the
investment of public pension funds and the fees paid by taxpayers and members of the system to
outside hedge fund and alternative investment managers. At the end of the day, all parties — the
State administration, the staff who manage investments, the active members of the systems, and
the beneficiaries — all want the fund to invest wisely and safely with maximum returns and
minimum risk. '

At this time, based on the increasing ratio of alternatives and hedge funds in the overall
portfolio and on the large costs paid in fees and bonuses to outside managers, we are raising
questions about both the expenses and the performance of these alternatxve investments in hedge
funds, private equity and the like.

I'have the honor and privilege of serving as the NJ AFL-CIO representative to the NJ State
Investment Council (SIC). I was appointed in 2011 as a designee of the NJ AFL-CIO, representing
all public sector union members within the various pension systems. In March, I was elected Vice
Chair of the SIC after Tom Byrne was elected as Chair. There has been a history, although not
always consistent, of a labor representative serving in the Vice Chair role. Aside from my role on
the SIC, my full-time efforts are devoted to serving as President of Communications Workers of
America Local 1036, which represents 7,300 mostly public sector workers in state executive
branch, judiciary, county, and municipal government units. Almost every member in our Local is
in the Public Employees Retirement System (PERS).

From a broader perspective, according to the audited financial statements for the Division
of Pension and Benefits as of June 30, 2014, there were:

- 428,000 members in Public Employees Retirement System (PERS)
- 82,000 members in Police and Fire Retirement System (PFRS)

- 248,000 members in Teacher’s Pension and Annuity Fund (TPAF)
- 5,900 members in State Police Retirement System (SPRS)

- 1,200 members in other systems
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(6/30/14 Audited Financial Statement, pg20)

So, there well over 700,000 working families that have paid into their pension over a career,
and whose retirement security depends on the pension system’s survival. The majority of these
hundreds of thousands of members are represented by NJ AFL-CIO affiliates and CWA alone
represents at least 80,000. Therefore, we are deeply concerned about beneficiaries’ access to
transparent and accurate information about pension investments, as well as periodic and fact-
driven review of investment performance and costs.

Labor representatives to the Council are not picking individual stocks or lobbying to take
over investment responsibility. However, as beneficiaries, members are deeply concerned about
the sharply rising targeted and actual allocation of hedge funds and alternatives in our overall
investment portfolio and the related hundreds of millions of dollars in fees paid to outside
alternative fund managers.

At every union meeting in the State, active members and retirees are asking about the
$600+ million in fees paid to fund managers in fiscal year 2014, whether this trend will continue,
and whethert this model has really yielded better returns after expenses. Given the rapid increase
in hedge fund commitments and hedge fund fees, we are right to scrutinize these investments. If
we compare the fees paid with state pension funds to outside managers and the returns those fees
paid for, to the performance of the Division of Investment in a more traditional portfolio, we aren’t
convinced hedge funds and alternatives are worth the risk or worth the cost.

Based on the Treasurer’s own data, the non-alternative portfolio outperformed the
alternative portfolio in FY2014. Costs for the Division of Investment to manage their
portfolio in-house were very low, returns exceeded benchmarks, and it outperformed the
alternative portfolio.

Trend of Alternative Investments Since 2010

% of Total
Fund
Alt. Invest Alt Invst Total Pension Managed In In House
FYE $S Fees Funds House Cost Note
6/30/10 $10.5 billion $127 million $66.8 billion ' 80% $10 million
6/30/11 $13.2 billion $174 million $85.2 billion 81% $9.9 million
6/30/12  $17.3 billion $192 mitlion $78.7 billion 74% $10.5 million
6/30/13  $20.3 billion $399 million $83.5 billion 71% $10.7 million
6/30/14 . $23.4 billion $600 million $89 billion 74% $10.6 million  29.5% target allocation
' Total  $1.497 billion Total $51.7 million

Sources: Annual Reports of State Investment Council Y2010 - FY2014
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It is important to note that in FY 2007, the alternative section of the portfolio was targeted
at 10.3%. By FY 2014, the target allocation had more than doubled to 29.5%. Within the last five
fiscal years, the State has paid outside alternative investment managers almost $1.5 billion dollars,
with a steady increase of around $3 billion more each year.

At this point FY15, with a target of about 30% of the portfolio invested in alternatives, this
means our entire pension investment performance is heavily reliant on these outside managers’
performance.

It has been argued that since a large portion of the fees paid to alternative investment
managers is performance-based, i.e. there is a bonus paid to the manager if performance exceeds
a certain hurdle or benchmark, it is a “good thing” for the fund to pay these higher fees. In other
words, if the alternative investment is performing well then the overall pension fund and its
beneficiaries are well-served, and the large performance bonuses paid are indicators of that,

However, this argument doesn’t also recognize that strong market performance
drives all fund performance. In many ways, hedge funds and alternatives are a “hedge” against the
market, so the portfolio managed in house by the Division of Investment also has strong
performance during peak market periods. And this portion of the portfolio does not pay the large
fees and performance bonuses attached to the alternative investments.

The role of the State Investment Council is not to pick stocks or make day to day investment
decisions. Those are the duties of the Division of Investment staff, DOI is underfunded,
understaffed, undercompensated relative to their peers in the investment industry. By way of
comparison to hedge funds, the Division of Investment charges only $10-14 million in
administrative expenses to manage over 70% of the pension fund while hedge fund managers
received $600 million the same year,

As beneficiaries of the system, and as members who are contributing every single paycheck
(we’ve never missed a pension payment, unlike the State), I believe our faith is stronger in the
Division of Investment in-house management than in paying 60 times the cost to an outside hedge
fund manager.

Below is a chart submitted by the State Treasurer in response to OLS questions on the
FY16 budget. It is available on the Legislature’s website:
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Alternative Investment Program (AIP) Performance and Fee Payments to Investment P, irms
Alloration as of FY 2014 FY 2014 FY 2014 FY 2014 Fees FY 2014 3-Year A 5-Year A lized

Asset Class June 30,2014 Management Fees Performnance Fi ees  Total Fees per §1 Invested  Rate of Return  Rate of Return Rate of Return
ALD;
Hedge Funds SE.656.630,0600 SY3.100,000 $143.900,000  $237.000,000 suz? 10.53% T.08% B.33%
Private Equity Funds $2.358,950.0¢0 579,600,000 91300500 $170.900,000 50.023 24.12% 14.35% 16.39%
Real Estate Funds $3.712,320.000 $37.3005.000 $49.100,000 SB6.300,000 30023 H21% 11865 9.23%]
Resl Assets S20R5,020,060 S1L600.00¢ 3900000 523,500,000 hLIEN 26% W.34%% 1246
TOTAL AlP $21,812,920,000 5124500,000 $203.200.000  $517,700,000 $0.024 NA NA NA|
Division of Investment;
Bomestic Equity $21,450,300,000 NA NA NA NA 25.45% 16.465 19.36%
International Equity $15.212,930.000 NA NA NA NA 19.38% 3,70% 8.36%
Fixed Income $15,755,470.0C0 NA NA NA NA 7.66% 8.27% ’ 9.45%|
Cush $6,448.340,060 NA NA NA Na NA NA NA]
Police & Fire Mortgages SR90,000,0¢0 NA NA NA NA NA NA NA
[ Total Pension Fund $81,219,960,000 NA NA NA CoNA 16.87% 10.23% 12.37%
[Camoparative Indices;
Dow Jones NA NA NA NA NA 12.36% 0.67% H.Hjl
S&P 500 NA NA NA NA NA 22.04% 14.07% 16.4115|

The performance of the in house investments compare favorably to the alternative
investment returns from FY14 and historically. In State Investment Council meetings, the
Treasurer’s testimony to the Legislature, and in other public forums, the State compares hedge
fund and alternative performance to market indices or to hypothetical stock-bond blended
portfolios. In these comparisons, it argues that the NJ alternative investments outperform these
benchmarks and have added value to the pension fund. T don’t argue that math, but I do argue
whether these selected benchmarks are the right comparisons. In fact, just comparing alternatives
to the more traditional portions of the NJ portfolio show that in house performance has fared Jjust
as well or better, and at much less cost. Perhaps we should benchmark and analyze performance
of NJ’s alternative investment program against its own non-alternative performance. Then, net of
fees and expenses, we would see the real value of allocating funds to the alternatives.

Given the increasing amount of public funds flowing into the hands of select hedge fund
managers, currently valued at $600 million and growing, there is a growing outcry from
beneficiaries to reduce or limit using hedge funds and outside managers to this degree, and at this
huge expense. The State is limited to no more than 38% of the pension fund being invested in
alternatives, and it currently stands at a 30.05% target for FY'16.

It is a legitimate public policy question: should NJ State public pension funds be a revenue
stream for Wall Street managers with monies paid for largely with public employee and employer

contributions?

To put $600 million in context:



The State’s pension obligation under chapter 78 in FY14 was $1.3 billion and the
Governor only paid $700 million. That’s $600 million short in the same fiscal year that
NJ paid alternative investment managers $600 million in fees.

The entire Department of Agriculture’s budget is $542 million, which includes all
support for Jersey Fresh marketing and aid to farmers, the child nutrition program, and
all other Agriculture staff, operations, and programs.

The much-reported proposed settlement with Exxon for environmental damages is
about $225 million, less than half of the fees paid to alternative investment managers.
The performance of these managers and their fees deserves as much consideration as
an expenditure of public dollars.
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