Improving ERS Investment Performance, | Hope You Do Something
By Stuart Greenfield, Ph.D.

In 1977 | was hired by Mr. Bullock to work in Revenue Estimating as Chief Economist and Revenue
Estimator. One thing that was instilled in everyone who worked for Mr. Bullock was that what you do
should be to benefit the people of Texas. This philosophy underlaid the work | did throughout my career
at the state.

It appears from their performance, documented below that neither the ERS Board nor the investment
staff had or have this simple philosophy. This philosophy, your actions should be to benefit the people
of Texas, does not seem to underlie the investment activities associated with the ERS trust fund.

Two years ago, Scott Burns analyzed the performance of state and local pension funds. Using data from
the Comptroller’s Office, Mr. Burns compared the performance of various state and local pension funds
to his “couch potato” portfolio that is replicated by Vanguard’s VBIAX fund.

Mr. Burns’ analysis showed that none of the public pension funds performed as well over ten years
(FYO7-FY17) as the Vanguard fund. Over the ten-years, the differential ranged from -0.96 percent per
year for the Teacher’s Retirement System to -2.23 percent for the Texas County & District Retirement

System.
Table 1: The ERS and TRS Pension vs. Vanguard Balanced Index Admiral Shares
) Vanguard Balanced
Period ERS TRS Admiral Shares

1 3.04% 6.40% 8.24%

3 8.19 9.5 8.04

5 6.03 6.7 7.25

10 8.20 9.9 9.94

Source: ERS, page 102; TRS, page 110; Vanguard

Had ERS invested the corpus and contributions made by both state employees and by the state over the
last ten years in VBIAX, the overall return on assets would have been 18.8 percent greater. This increase
would have increased the actuarial value of ERS assets by 3.8 billion to $31.9 billion. This increase in
assets would also reduce the Unfunded Accrued Liability (UAL) from $11.7 billion to $7.9 billion, a 32.5
percent decrease. The funded ratio would have increased from 70.2 percent to 82.8 percent. While
having a positive impact on the system, this change would not be enough to allow ERS to either provide
a 13" check or a cost-of-living adjustment (COLA).

Fortunately, there would have been a way to eliminate the unfunded liability, and it was right in front of
the ERS investment advisors and staff eyes. The way is presented on page 103 of the ERS, 2019
Comprehensive Annual Financial Report (2019 CAFR), which is shown below.



https://couchpotatoinvesting.com/couch-potato-investing-versus-texas-state-pension-funds/
https://comptroller.texas.gov/application.php/pension/search
https://www.morningstar.com/funds/xnas/vbiax/betaquote.html
https://www.ers.texas.gov/About-ERS/Reports-and-Studies/Reports-on-Overall-ERS-Operations-and-Financial-Management/2019-CAFR.pdf
https://www.trs.texas.gov/TRS%20Documents/cafr_2019.pdf
https://www.ers.texas.gov/About-ERS/Reports-and-Studies/Reports-on-Overall-ERS-Operations-and-Financial-Management/2019-CAFR.pdf
https://www.ers.texas.gov/About-ERS/Reports-and-Studies/Reports-on-Overall-ERS-Operations-and-Financial-Management/2019-CAFR.pdf

Table 2: Time-Weighted Rates of Return, ERS

TimeWeighted Rates of Return (Note A)

3 Year 5 Year 10 Year
2015 2016 2017 2018 2019 {2017-2019)  (2015-2019) {2010-2019)
% % % % % % % %
Fixed Income
ERS 1.29 514 349 119 657 373 352 345
Index 113 g.50 1.34 (0.93) 10.08 339 355 431
Domestic Equities
ERS 1.55 843 15.81 20.89 (001} 11.87 905 13.04
Index 049 1254 1587 20.06 1.72 12.27 986 1342
International Equities
ERS (9.86) 144 19.38 372 (2.96) 631 1.90 527
Index {12.35) 2492 18.88 318 (327 587 137 471
Alternative Investments
ERS 7.89 676 11.26 12.50 G647 10.03 594 11.50
Index RPN [ A [ A [ A RPN EN [ A RPN
Cash Equivalents
ERS 271 076 1.91 272 216 227 185 077
Index 003 023 062 152 236 1.50 045 052
ERS Owverall
ERS 049 532 1215 958 304 .19 603 820
Index {1.03) 723 11.08 T.94 306 7.3 557 789
Change in CPI 021 087 1.74 3.0 1.81 219 153 1.78

Source: ERS, 2019 CAFR, pg 102

Before discussing the solution, one needs to have an idea of the time a state employee would be
expected to receive an annuity from the state. If we assume that someone starts working at the state at
age 25 and works 30 years, retiring at age 55, how long should ERS expect to provide a monthly check?
According to the Social Security Administration’s Actuarial Life Table, a male retiring at age 55 would be

expected to live to 80.5 years. A female retiring at the same age would live another 29 years. So the
investment horizon for ERS should reflect the life expectancy of a thirty-year retiree, which would be
between 25 and 30 years.

Given this time horizon, ERS should be focusing its investment on which would provide the highest risk-
adjusted long-term return. As shown in the table above, this would be domestic equities. If ERS
followed their domestic equity “strategy” or just invested in the Index (S&P 1500/S&P 1500 Blend) used
to evaluate the ERS domestic equity portfolio, ERS’s overall rate of return would have increased

substantially. Had ERS invested all funds in their domestic equities index, the ten-year return on
investment would have improved by 4.84 percent per year compared to the 10-year ERS Overall return
of 8.20 percent (13.04 percent — 8.20 percent = 4.84 percent). Had they just purchased the Domestic
Equities Index, there would have been a 5.22 percent per year improvement.

A 4.84 percent per year increase in the rate of return for ten years would have increased the fund’s
actuarial asset value by 60.4 percent. This increase ($17.0 billion) would have resulted in the actuarial
asset value rising to 45.0 billion.

The investment fees associated with purchasing an index fund would be markedly less than the $176.1
million (66 basis points) ERS paid in 2019. The fee for the Vanguard VBIAX is seven basis points.

Reducing investment expenses by 59 bp/year for ten years would increase the fund’s asset value by $1.7
billion (6.0 percent).


https://www.ers.texas.gov/About-ERS/Reports-and-Studies/Reports-on-Overall-ERS-Operations-and-Financial-Management/2019-CAFR.pdf
https://www.ssa.gov/oact/STATS/table4c6.html
https://www.google.com/search?rlz=1C1PRFC_enUS572US576&q=s%26p+1500+growth+index&sa=X&ved=2ahUKEwjxn4ThmcbfAhVLM6wKHePmC8YQ1QIoAnoECAQQAw
https://finance.yahoo.com/quote/VBIAX/performance?p=VBIAX

Increasing returns and reducing investment fees would result in an increase in 66.4 percent in the
actuarial value of assets from $28.1 billion in 2019 to $46.7 billion. As you’ll note from page 117 of the
ERS CAFR, $18.6 billion in additional Actuarial Value Assets would result in your Funded Ratio increasing
from 70.5 percent to 114.8 percent.

Oy Vey, what is required for you to realize that over your investment horizon buying the market and
eliminating a $100 million-plus in investment fees per year is the appropriate strategy. Look at the
recent Scott Burns article evaluating TRS’s performance. As shown in Table 1, TRS’s performance in

FY19 was twice the ERS performance. An article in Monday’s Institutional Investor indicated that private
equity had not been a sterling performer.

While | am not an actuary, | would hope that this Committee has their staff and that the ERS Board have
the ERS investment staff, its actuary, and Investment Advisory Committee review my analysis. Assuming
my math is correct, | would hope this would motivate the Legislature modify Sec 815.3016 so the ERS
board would have to reverse its policy of placing more dollars in alternative investments and allocate

the funds into a market index fund.

Another alternative might be considering outsourcing investments to the Nevada PERS. As you’ll note
from the table below, the Nevada PERS over the past five and ten year periods has done 150 bp better
than ERS. One hundred-fifty bp over ten years would have resulted in a cumulative increase of 16.1
percent, not too shabby.

Table 3: Rates of Return, Nevada PERS, through June 2020

Asset Class Sub- Asset Class M(elrl\;le;ti;;asl)ue A]f:zag;:m A]?;E::ilnn ;ﬂz UneYear 3Years 5Years 10 Years Inf;:::nn

1S Stocks  S&F 300 Index § 19,565 42.0% 42.0% 7.4% 74% 107%  107%  140%  102%
Total U.S. Stocks $ 19539  42.0% 42.0% 7.4% 74%  107% 10.7% 14.1%  111%
Market Return 7.5% 75%  107% 10.7% 14.0%  113%

Tnternational MSCI World z US Index § 8208  130% 18.9% 5.0% 5.0% 12%  24%  61% 5.5%
Stocks Total Intl. Stocks $ 8809  18.0% 18.9% 50% 50%  11%  24%  61% 52%
Market Return 54% 54%  08%  20%  S5.7% 4.7%

TS Bond Index $ 12,750  28.0% 27 4% 10.2% 102  55%  40%  37% 519

U.S.Bonds  Total U.S. Bonds $ 12,750  28.0% 27.4% 10.2% 102%  55%  40%  3.8% 7.3%
Market Return 10.2% 102%  55%  40%  3.7% 7.2%

Private Real Estate i 2,116 60% 4.5% 3.6% 3.6% 0% 7A% 10.1% 7.6%

) Private Equity § 2644 6.0% 5.7% 5.5% 5.5% 13.6% 13.9%  146%  127%
PrivateMarkets o | Private Markets $ 4759  12.0% 10.2% 4.7% 47%  104% 106% 123%  9.7%
Market Return 7.4% 74% 99%  105% 132%  7.8%

Cash 3 718 0.0% 1.5%

Total PERS' Fund $ 46,575 100.0% 100.0% 72% 72% 81%  7.7%  96% 93%

Market Return 6.4% 6.4% 76%  74%  95% 9.1%

Source: Nevada Public Employees Retirement System, Investment Performance



https://www.ers.texas.gov/About-ERS/Reports-and-Studies/Reports-on-Overall-ERS-Operations-and-Financial-Management/2019-CAFR.pdf
https://www.merriam-webster.com/dictionary/oy%20vey
https://couchpotatoinvesting.com/texas-teachers-retirement-system-pension-fund-is-it-working-for-teachers-and-taxpayers/
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https://www.nvpers.org/sites/default/files/2020-08/PERS-Investment-Performance.pdf

According to the above, the Fiscal YTD return for the Nevada PERS was 7.2 percent. The 7.2 percent
return compares to the 0.1 percent, YES 0.1 percent total fund return for ERS. Pay more get less is the
hallmark of every public trust fund.

Table 4: ERS Total Fund Performance Detail (Net of Fees)

Market Value($) 3 Mo(%) YTD(%0) Fiscal YTD(%0) 1 Yr{%) 3 Yrs{%) 5 Yrs(%) 10 Yrs{%)
Total Fund 27,435,810,375 6.1 -4.5 0.1 0.3 5.1 5.4 7.8
Total Fund Policy Index 8.9 -1.6 3.6 3.2 5.6 6.0 7.9
Long Term Public Index 15.6 -3.5 4.8 3.6 59 59 8.1

* One-year ended June 30, 2020, the Fund underperformed the policy benchmark by 2.9%.

* The Fund’'s assets decreased to $27.44 billion from $28.67 billion in the last calendar year which
includes an investment gain of $76.49 million for the year.

Source https://agendasuite.org/iip/erstexas/file/getfile/1378, pg 86

The members of the Committee should find Scott Burns’s recent analysis of all ninety-nine public
pension funds in Texas. Only three of the 99 were able to beat the Vanguard Balanced Index fund. ERS
ranked 39%. | assume that being in the top forty percent is not something the members find desirable.

Until recently, ERS had specified that an 8.0 percent rate was required for the fund to remain actuarily
sound. In 2017 the board reduced this return to 7.5 percent. The chart below shows the 30-year S&P
500 return, the 30-year S&P 500 dividend return, and the 30-year S&P 500 total return.

ERS was created in 1948. Starting in 1978, | computed the return one would have earned for every 30
years since the creation of ERS, in both the S&P 500 and also the dividend yield. The sum of these is the
total return. As you’ll note, the 30-year total return has exceeded the ERS target return for every year
since 1978.


https://agendasuite.org/iip/erstexas/file/getfile/1378
https://couchpotatoinvesting.com/the-best-and-worst-of-texas-public-pension-managers/

ERS Target Return compared to 30 Year S&P 500
Total Return

14.00% [~ ==
12.00% - -mmmm e
0,
1000% F----N--F-8-coc A m e A - Lo _ _:rP_tgl_Rgt_l‘!rp!_gls_gA’
ERS Target Return,
o 8.00% = %
£ =
» S&P 500, 7.66%
x
< 600% - NS\ AN~ N
4.00% e \ """""""""""""""
2.00% -
Dividend, 1.9%
0.00%

Source: Historical Returns on Stocks, Bonds and Bills - United States

For most of the 21 century, just the S&P 500 returns exceeded the target return. Buying the S&P 500 would
substantially reduce the investment fees that ERS has provided to enrich investment advisors whose performance
is below the S&P 500 return. ERS spending on investment fees would be markedly reduced from the $176.1
million that was spent for underperforming institutions.

When the Legislature enacted Sec. 815.3016, APPROVAL OF CERTAIN ALTERNATIVE INVESTMENTS, you
authorized the pension funds to invest in alternative assets. So please have the ERS Trustees to ask/direct their
Investment Advisory Committee and investment staff to review the “alternative investment” strategy

now in place. To benefit all stakeholders improving returns would be the most beneficial. Had they
invested in the S&P 500, everyone, but the investment advisors would be better off.

With improved returns, the contribution by the state and current employees could be reduced. | would
expect that both parties would be overjoyed with a reduction in their contribution rates. Future retirees
and current retirees younger than me would also benefit from improved performance. Receiving an
annuity adjustment over the 25-30 years, you'll be paying benefits to each retiree would be helpful. And
finally, retirees like me who have not seen an adjustment since the beginning of the century might find a
supplement in their payment.



http://people.stern.nyu.edu/adamodar/New_Home_Page/datafile/histretSP.html
https://codes.findlaw.com/tx/government-code/gov-t-sect-815-3016.html
https://www.ers.texas.gov/About-ERS/ERS-Board-of-Trustees/Members
https://www.ers.texas.gov/About-ERS/ERS-Board-of-Trustees/Investment-Advisory-Committee

Notes:

Burns, https://couchpotatoinvesting.com/couch-potato-investing-versus-texas-state-pension-funds/

Comptroller Pension DB, https://comptroller.texas.gov/application.php/pension/search

Morningstar VBIAX https://www.morningstar.com/funds/xnas/vbiax/betaguote.html

Pew Trust, https://www.pewtrusts.org/en/research-and-analysis/data-visualizations/2018/state-
retirement-fiscal-health-and-funding-discipline#t/state-profiles/texas?year=2016 and

https://www.pewtrusts.org/en/research-and-analysis/issue-briefs/2018/09/state-public-pension-funds-
-investment-practices-and--performance-2016-data-update

Governing, http://www.governing.com/topics/finance/gov-pensions-fees-pew-charitable-trusts-
report.html

S&P 1500, https://etfdb.com/index/sp-composite-1500-index/#dividends&page=1
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