State of New Mexico

STATE INVESTMENT COUNCIL
41 Plaza La Prensa
Santa Fe, New Mexico 87507
Phone: (505) 476-9500
Fax: (505) 424-2510

SUSANA MARTINEZ STEVEN K. MOISE
GOVERNOR STATE INVESTMENT OFFICER

To: SIC Governance Committee and Council

From: SIC Management Team: Steve, Vince, Evan, Brent, Charlie

Subject: The SIC - accomplishments (4/12-3/13) and goals (4/13-3/14)
Date: April 19,2013

SIC Accomplishments from April 2012 - March 2013:

Working together, the Council & staff have accomplished the following during this 12 month
period:

1. Investments:

e Net asset values increased from $15.403B to $16.988B. Peer performance as measured
by TUCS rankings placed the SIC in the top 15% of our peers for CY12, and the LGPF
returned 14.45% for the trailing 12 month period. We ranked in the top third of our peers
for nine of the twelve previous quarters. At the end of the December 2012 quarter, the
three-year performance number for LGPF was in the 47™ percentile, meeting the goal of
maintaining 2" quartile performance over 3 and 5 year horizons. We should feel very
pleased with the three year number, as this was an ambitious goal given the magnitude of
the restructuring. Our five & ten year comparative returns have risen from fourth to third
quartile and the trends are positive. As more of our work since 2011 creeps into that
number, our long-term performance rankings will improve.

e Internal asset management is now under 5%, and is scheduled to be eliminated by fiscal
year end, following a two year concentrated asset re-allocation process by Council &
staff. This includes completion of thirteen RFPs, termination of 20 managers, and the
hiring of a dozen more. A thorough re-structuring of our investment staff was completed
in Q1 13.

e Seven investment-related policies were either adopted or updated by the Council,
including the complete overhaul of the General Investment Policy; updates to National
and New Mexico Private Equity Investment Policies; and the establishment of
Infrastructure, Timber, Farmland and Energy Portfolio Policies.
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A portfolio optimization/oversight program (the “POP”) was designed & implemented in
order to improve our capabilities as a best-in-class institutional investor. The POP
includes the following:
Analyst Contact Network — a structured network of investment professionals with
various areas of expertise that our staff regularly communicates with regarding
investment matters;
Global Heat Map — a view of world markets and investment strategies which
enables us to track & evaluate global investment opportunities; and
Risk Analysis System — a sophisticated quantitative tool that enables the Council
to know & understand the investment risks in our portfolio.

Significant progress has been made particularly at the staff level in investment-related
education. Specific to education/training, Nino completed the CAIA program and is
looking at the Certified Risk Manager program; Susan and Lisa are engaged in the CAIA
program; and Starla has engaged in the CFA program. The Office has demonstrated our
commitment to developing and retaining a highly-qualified professional investment staff
through funding the fees and materials costs for those participating in the programs,
allowing paid time for studying around the time of testing to raise the probabilities of
success on the tests, and by paying the annual dues of those that hold certifications. Nine
out of 11 currently-sitting investment staff have either completed appropriate advanced
certifications (CFA and/or CAIA), or are working their way toward them. Combined
with POP, we’ve taken a huge leap in our collective, structural capabilities to address the
complexities of today’s markets and in managing a very complex investment portfolio,
and to position ourselves, in an absolute sense and against our peers, for future markets
and investment opportunities.

Multiple good-faith attempts at hiring a Real Return Director have been made, but we
have been unable to hire the caliber of person that we have wanted to take on this

role. Diligent and thorough work has been done on getting the appropriate
capacity/budget/permission in place in order to attract the right person. In the meantime,
we are relying more on our consultant, and Vince must spend more time in this area than
normal in the “interim” — until we can get the right investment professional for that spot.
Our ability to hire a suitable Real Return Director as well as a Stable Value Director will
be further delayed by the veto of exempt personnel authorization language in HB2.

We continue to focus on restructuring current private equity and real estate investments,
in concert with efforts to implement real return strategies. Within private equity, we’ve
determined our “legacy” portfolio and divided that further into funds that we would sell
for the right price, and funds that we will just hold and let run off. Until very recently,
the market has not provided the opportunity for us to enter the secondary market, and we
are presently exploring ways to make secondary sales now that the markets have
recovered and there are “bids” for some of our funds. In real estate, we have made some
sales, we’ve made significant commitments to both core and non-core funds, and capital
is being drawn now that the new investments are beginning to compete, in terms of
impact, with the older investments. In Real Return, we’ve made commitments to Timber,

[2]



The SIC - accomplishments (4/12-3/13) and goals (4/13-3/14)

Infrastructure and Energy funds, and are just finishing up the Bank Loans RFP to begin
filling-out the financial assets portion of that allocation. We’ve made very good progress
here.

e Due to the restructuring of the domestic equity portfolio and the reduction in size from
over $2.5 billion to about $480 million of the internally-managed portfolio (which has
now been re-purposed), we abandoned the goal of implementing a commission
committee as it became significantly less of an issue.

e After a cost/benefit analysis, we determined that receiving daily pricing from JPM would
not be as beneficial as initially hoped, and left this in its present configuration of monthly
pricing.

e We completed an in-depth analysis of investment management & consulting fees. That
project, much bigger than any of us contemplated it being, was completed over the
winter.

Contributions & distributions from our permanent funds April 2012-March 2013 were:

Land Grant Permanent Fund ($1000s):

Distributions: $ 533,490
Contributions: $ 512,340
Severance Tax Permanent Fund ($1000s):
Distributions: $177,986
Contributions: $ 103,888

Tobacco Settlement Permanent Fund ($1000s):
Distributions: $ 39,320
Contributions: $ 39,407

Water Trust Permanent Fund ($1000s):
Distributions: $4,000
Contributions: $0

2. Governance & Committees:

The SIC’s Investment, Audit, Governance and Litigation Committees met on a monthly
or even more frequent basis as needed.

e Investment Committee — The Council appointed new investment committee members
Lynn Hoffman and Gene Sanger in May 2012, and both provided valued insight and
important contributions to the committee’s vetting process for the Council.

e Audit Committee — Paul Orzech moved out of state, but member Jim Goodwin
continues to play a crucial role in audit oversight, and led the way in helping to
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implement the SIC’s new General Ledger system.

e Governance Committee — Implemented 72 of 82 EnnisKnupp & Hewitt EnnisKnupp
fiduciary recommendations regarding best practices (see the two attached HEK memos);
others are being considered.

e Private Equity Investment Advisory Committee — Assisted with updating the New
Mexico Private Equity investment policy, which significantly increased the level of
monthly reporting to the Council regarding the NM PE program. The Council now sees
all NM program capital calls and distributions on a monthly basis, in addition to more in-
depth quarterly updates.

e Council & Committee education sessions — The following education sessions were
provided to the SIC, CIC or PEIAC in the previous 12 months:
0 Economic Regimes (May 2012)
Real Return: Infrastructure 101 (June 2012)
Real Return: Energy 101 (July 2012)
TIPS Education (September 2012)
Timber Investing (September 2012)
Real Return: Floating Rate Debt (December 2012)
Real Estate: Tactical Investments (Feb 2013)

O 0000 Oo

3. Human resources:

Several critical HR issues remain unaccomplished due to bureaucratic impediments,
including compensation adjustments for two key members of our management team
(request initiated in the fall of 2011), the need to recruit & hire a Real Return Director
(request initiated June 2012), a Stable Value Director (request initiated September 2012),
and a Deputy General Counsel (request initiated August 2012). The Council continues to
seek authorization to recruit and competitively compensate investment professionals &
other key staff.

Staff performance evaluations and position descriptions will be fully updated prior to the
close of the fiscal year.

4, Legal:

¢ Negotiated & implemented approximately 30 investment management contracts to allow
the Council to properly deploy $10B+ to activate new asset allocation strategies. Our
contracts with investment managers/funds focus on defining fiduciary duties, strategy
compliance, heightened standards of care, transparency & reporting, risk mitigation, &
ethical return optimization.

e We settled our pay-to-play-related claim against VVanderbilt Asset Management for
$24.25M ($20M to the SIC — escrowed with JPM pending satisfaction of several
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conditions - and the SIC facilitated a $4.25M recovery for the ERB). This was the second
largest such pay-to-play settlement nationwide.

e We have secured $900k in Marc Correra-related assets in Maryland, pending a court
judgment against him in our favor.

e We attained dismissal of bankruptcy/trustee matters with more than $40M at risk, in
addition to previously obtaining ~$200M settlements & judgments in mortgage-backed
securities & real estate — related litigation.

5. Legislative:

The 2013 Legislative session produced mixed results.

e The Council achieved a critical milestone by seeking a FY14 budget increase of more
than 50% and getting it approved, along with a supplemental appropriation for FY13 and
additional FY14 BAR authority language in HB 2. This was an unprecedented increase
in budget for FY14, and was requested to address the increased use of best-in-class
managers at competitive rates, but not to improve staff’s ability to properly steward
investments.

e The veto of language authorizing the change of three vacant classified positions to
exempt status severely restricts our ability to hire qualified personnel to oversee hundreds
of millions of dollars of investments.

e While our effort to get a constitutional amendment lifting the current 15% international
investment cap from the LGPF failed on the House Floor, we have a much better
understanding of the strategy, education and relationship efforts we must pursue in the
interim with legislators and the public to hopefully be successful next year. This was the
second straight year in which this effort failed to pass after clearing all committees.

e We were successful in convincing many that increasing distributions from the LGPF
would put the fund at great risk. This was a challenge, given the well-organized and
well-funded proponents of this legislation. We should expect this initiative to continue in
the next session as well.

6. Accounting & operations:

e Our FY14 appropriation request was submitted on a timely basis with follow-up
comments provided promptly.

e A new audit firm (CliftonLarsonAllen) was selected through an RPF process. The
unqualified FY12 Audit was completed well before the December 15th deadline.

e Aninternal GL summary-type system was implemented to augment both the state’s
SHARE system and the Investment Holdings Report (IHR).
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e The new client/JPA billing system was fully implemented and brought current.
e REDW completed the initial phase of our internal audit.

e Victoria Edwards was hired as an Administrative Accountant. She is working to improve
ongoing education and training, particularly in the accounting area.

7. Communications & public relations:

e The media plan to continue excellent press relations & increase public awareness of SIC
progress resulted in many successes, both here in NM and nationally. The number of
positive stories and supportive editorials we were able to secure were unprecedented for
the SIC, and certainly “against the grain” in today’s media where positive stories are
typically the exception. We also experienced a very few negative articles last year due to
ongoing efforts to promote the reform and recovery narrative (notably, ABQ Journal did
not like our handling of the Fontis settlement). Positive investment performance and
legal recoveries were a big plus in giving reporters good subject material. The SIC’s
benefits from this media coverage helped to improve and reinforce positive public
perception and trust of the SIC, while also improving our reputation among the
legislature.

e Specific highlights:

o Promoted positive working relationships with the press, including local print &
broadcast (ABQ/regional/NM papers, wire services, NM TV & radio), national
industry/trade publications (WSJ, P&I, Reuters, other specialty investment press),
blogs and & activist “new” media (NM Watchdog, Monahan, etc)

o0 Improved internal weekly communication with the Council & committee
members

o Improved communications with community leaders (Albuquerque & Roswell
Rotary, Albuguerque Economic Forum public speaking engagements)

o Improved look, content and accessibility of reports to interim legislative
committees

o Improved communication with LFC & DFA analysts

0 Worked collaboratively with Governor’s Communication Office, resulting in
Governor’s quotes in WSJ and Pensions & Investments articles

o0 Permanent Fund White Paper released in June

o FOG Transparency Award — received by Charlie Wollmann, the first ever for a
government communications professional

e Some top headlines & stories from the year in the following local, national and
international publications:
0 SIC succeeds where others have failed (ABQ Journal Al: 5/30/2012)
o Journal Editorial: State Fund Turnaround an SIC Success Story (11/14/2012)
o Journal Editorial: Success boosts costs for SIC (11/24/2012)
0 NM Fund marks progress, plots more reform (Pensions & Investments: 11/26/12)
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o Journal Editorial: SIC may bankroll Venture Capitalists (11/26/12)

o Journal Editorial: Raids take permanent out of NM’s funds (2/10/13)

o0 Pay to Play Pact Yields $24 Million for New Mexico (Wall Street Journal
2/22/13)

o Private Equity International: NM State Investment Council (March 2013 profile
w/focus on SIC turnaround)

SIC Goals for April 2013 - March 2014

The Council & staff will work to achieve the following goals in the 12 month period
ahead. Members’ input regarding our goals will be greatly appreciated:

Investments:

Continued commendable investment performance

Source & hire Real Assets Director, Stable Value Director, & Deputy General Counsel
Complete re-allocation of portfolio assets per 2011 plan

Private asset valuations & continued independent verification of AUM

Achieve fiduciary and UPIA-compliant, Council-overseen personnel & budget
responsibility & flexibility

Governance:

Compensation adjustments for 2 key management staff and others as appropriate
Legislative appointment of new Council Member

Succession planning

Adequate liability protections for Council & staff

Risk management (investment, accounting, IT & other)

Council strategic planning

Policies and procedures:

Update policies
Further systems development (filing, contract administration, procurement, policies,
client services & reporting)

Legal:

Investment-related contract enhancements

Additional pay-to-play recoveries

Implement compliance best practices (Deputy General Counsel)
Client-related JPA updates

Legislative:
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2014 legislative agenda:

0 Remove asset caps
UPIA applicable to LGPF
Merge PEIAC with CIC — neither should be statutory
Budget flexibility
Staffing/compensation flexibility
Increase severance tax inflows to STPF
Other safeguards to protect the corpus of the funds
Obtain approval for critical exempt personnel
Remove any potential for inappropriate political involvement with the permanent
funds

O O0O0O0O0O0O0O0

Accounting & operations:

Complete the FY audit before November 22"

Keep the SHARE system updated in accordance with DFA agreed-upon deadlines
Ensure client billings are timely submitted

Complete a physical/fixed asset inventory within the fiscal year

Submit the FY 15 appropriation request before the deadline

Assist in completing a compliance checklist

Work with the AC in developing private asset valuation procedures

Provide the AC support in directing REDW to specific internal audit areas to be
examined, with reasonable expense controls

Communications & public relations:

Website upgrades

Annual report

Maintain IPRA requests

Continued expansion of public trust through educational, public outreach & media efforts
Explore meeting efficiency, streamlining and automation possibilities

Media Plan & guidelines for Council

Social media — expansion in this area via Twitter & Wikipedia as part of legislative &
public outreach

The last three years have required significant effort and focus by the Council to restructure the
investment practices, governance and direction of New Mexico’s permanent endowment. The
results, however, have proved to be worthwhile, with the fund’s corpus growing from $13.998B
on 3/31/10 to $16.987B on 3/31/13, which does not include the more than two billion dollars in
beneficiary distributions during that time.

In the months ahead, in addition to the goals outlined above, staff will continue to work to
improve collaboration, collegiality and professionalism, to instill a commitment to the values and
actions requisite to achieving our mission and vision, and to ensure we provide the support and
tools necessary to allow the Council to excel. The Council & staff, our advisors & managers are
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working together to firmly establish the foundation for responsible, successful performance
designed to serve New Mexico well into the future. Support, cooperation & shared vision from
the Legislature & the Executive will be critical to the success of the Council’s efforts.

Thank you — your staff sincerely appreciates the extraordinary commitment and numerous
contributions of our Members.
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Hewitt ennisknupp

To:

From:

Date:

Re:

An Aon Company

Memo

Governance Committee of the New Mexico State Investment Council
Steve Moise, SIO

Nancy A. Williams
Scott A. Miller

April 5, 2013

Progress on Fiduciary Review Recommendations

In 2010, EnnisKnupp (now Hewitt Ennisknupp (“‘HEK”) completed a Fiduciary Review of the New
Mexico State Investment Council (“SIC”) for the New Mexico Legislative Council Service and the
State Board of Finance. In the Review, we made 82 recommendations for improvements and
enhancements to the SIC’s governance and operations. At that time, we anticipated that the vast
majority of recommendations would be accepted by the Council but also realized that some might not
be because of cost, personnel constraints, statutory impediments or factors over which the SIC has
little or no control.

From a fiduciary standpoint, we believe what is most important is that each recommendation be
considered, but not necessarily accepted and implemented. It is, however, best practice to document
rationale behind the decision to reject certain recommendations.

We reported progress on the recommendations in a May 18, 2012 memao. In this memo we update
that information and assess the progress to date. Please note that from our past experience with
other public funds, we have found it often takes from three to five years for a governing body, staff
and consultants to address so many recommendations. Given this, we consider the progress made
by the SIC to be quite impressive, especially in light of the staffing matters, legislative activity, and
portfolio transitions the Council and staff have dealt with in the past three years.

Our assessments are based on conversations and materials provided to us by the SIC staff and its
general investment consultant, R.V. Kuhns.

In the following table, recommendations that have been considered and basically accepted in whole
orin part have a v in the SIC Considered column. Those that have not been considered, addressed
or successfully pursued have an “X” in that column.

Hewitt EnnisKnupp, Inc.
10 South Riverside Plaza, Suite 1600 | Chicago, Il 60606
t312.715.1700 | £312.715.1952 | www.hewittennisknupp.com



April 5, 2013

Governance Committee

New Mexico State Investment Council
Page 2

Of all the recommendations that have not yet been adopted or implemented, we consider #35 and
#41 relating to staffing and budget autonomy and #50 and #52 regarding the Constitutional limitation
on international securities to be the most important.

The circumstances behind the first two recommendations expose the SIC to operational risk if the
Council cannot acquire the resources it needs to fulfill its statutory mandates and fiduciary duties. Our
concern about the lack of autonomy was explained in detail in a previous memo dated July 24, 2012.

The investment constraint behind the second two recommendations has a direct impact on the risk
and rate of return of the overall portfolio. Any concerns that the removal of the 15% limitation would
lead to unreasonably risky behavior should be alleviated because the Uniform Prudent Investor Act,
which the SIC follows, would prohibit the adoption of an imprudent allocation of assets to international
securities. To do so would be a breach of fiduciary duty and expose the decision-makers to potential
liability.

We are available to assist the Council, its committees, and staff with any of the remaining
recommendations they wish to pursue.
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Governance Committee
New Mexico State Investment Council

Page 3
. sic
# Recommendations HEK Comments
Considered
Balance the number of Governor appointees with o
. ) . v Statute changed to have legislative
1 legislative appointees or other ex-officio members .
) appointments
who are not part of the executive branch.
2 Reevaluate public member quorum requirement in v Statute changed “quorum” to a majority of
light of Council composition. the SIC
Allow for the removal of members when Statutory change allows removal if members
3 attendance is below 80%. v miss three consecutive meetings which
essentially accomplished this
recommendation
Limit participation and voting at Council meetings , ,
v Considered not necessary since
4 | by teleconference to no more than once every 12 , i
teleconference meetings have been effective
months.
Evaluate whether an ex-officio member should be
. o v Proposed statute change would allow
5 | allowed to designate a specific person to attend, o )
. i qualified designees
participate, and vote at meetings.
5 Allow the SIC to elect its own Chair and Vice- v Proposed statute change would allow SIC to
Chair. elect Chair and Vice-Chair
Modify the composition of the Council to prohibit Statute removed SIO as a member but does
7 | any NMSIO staff from serving as Council v not otherwise prohibit staff from being
members. appointed. Doubtful any would be appointed.
Require formal orientation and more structured Enhanced and more formal orientations now
8 | ongoing education, including annual fiduciary v take place and fiduciary training in
training. incorporated into discussions at meetings
Provide specialized training for committee Experts on the committees have lessened
9 | members. v the need for formal training and some
training takes place during meetings
Include a definition of fiduciary and explicitly state
o i L P . y Statutory change designates the SIC
the fiduciary status of anyone with discretionary ) )
, , i v members, SIO, investment advisors, and
10 | authority and control over fund assets, including

the SIC, the SIO, and specified staff, in statutes
and the investment policy.

those with discretionary authority or control
over assets as fiduciaries
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sic
# Recommendations HEK Comments
Considered
Examine the intent of the Prudent Investor Act and The Tort Claims Act and the Prudent Investor
its application to NMSIO, and determine whether Act apply. Indemnity provisions are

11 protections provided under the Tort Claims Act or X insufficient and insurance coverage is
other laws providing immunity or indemnification suggested. Additional research into
are appropriate. immunity, indemnification, and fiduciary

insurance coverage is ongoing.

12 | Raise the Constitutional standard of care from For the LGPF it was pursued in legislation
ordinary care to that of a prudent investor to be X that was defeated. However, the staff acts as
consistent with statutes. if the highest standard of care applies.

13 | Expand existing annual disclosure requirements to
all SIC members and high level staff, and ensure v Annual disclosures are made and monitored
that the disclosure statements are being reviewed by the SIC
by the SIC.

14 | Amend the Transparency and Disclosure Policy to
include applicable statutory provisions such as the v . .

) , o ) Policy change added statutory provisions
details regarding the gift limitations, disclosure
requirements, and honoraria.

15 | Prohibit all gifts from prospective and current
vendors in the Transparency and Disclosure v Policy change added prohibition
Policy.

16 | Require more disclosure from prospective vendors
to decision-makers with regard to conflicts of v . ,

) ) ) i , Policy change added disclosure
interest in the evaluation material to aid
compliance.
17 | Require annual disclosures of gifts, meals,
entertainment above a certain threshold, and all ) ) i
) o ) v Policy requires vendors to provide updates
campaign contributions and charitable L
o within 5 days of any change
contributions made on behalf of the SIC and staff
made by vendors.

18 | Adopt a comprehensive code of ethics that . . )

) , ) o . Code of Ethics covers conflicts of interest
includes conflicts of interest and insider trading v L )

. and insider trading
provisions.

19 | Clarify the SIC’s authority over private equity Statutory change grants the SIC authority
investments. v

over all investments, specifically including
private equity
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# Recommendations SI¢ HEK Comments
Considered
20 | Clearly establish SIC’s authority to bind NMSIO in Statutory change modified statute to provide
major contracts, and its delegation to the SIO to v the SIC authority to enter contracts and
be the signatory. written delegation to the SIO as a signatory
exists
21 | Develop and adopt a Council charter. Statutes include Council responsibilities and
v a thorough description of authority which is a
sufficient substitute for a charter
22 | Discuss what value an accountability matrix may Considered and determined that the roles
have in clarifying and documenting roles and 4 are responsibilities are already clearly
responsibilities. documented
23 | Develop a central governance manual with Policies are well organized online and the
relevant policies. v goal of this recommendation has essentially
been accomplished
24 | Develop and adopt position descriptions for Roles and responsibilities are set forth in
Council members and Council Officers. v charters and various policies which
essentially address this recommendation
25 | Discontinue the PEIAC unless its value can be PEIAC statute was amended and further
established. X statutory changes were pursued but not
passed
26 | Ensure Council receives sufficient reports to fulfill Reports from consultant are very
its duty to provide oversight of delegated duties. v comprehensive and provide valuable
information for the Council in its oversight
role
27 | Engage the State Auditor in discussions regarding The SIO, General Counsel, and two SIC
audit scope. v Audit Committee members met with the
Deputy State Auditor regarding the audit
scope
28 | Develop and adopt a Governance and Audit v Both charters have been completed
Subcommittee charter. plete
29 | Refine statutes to clarify the authority of the v Statute changed to clarify the SIO’s and

Council and the SIO.

Council’s authority
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# Recommendations SI¢ HEK Comments
Considered
30 | Reevaluate the extent of delegations made to the Statute changed some delegations to the
S10 and other investment staff. v SI0 and staff and the Council has
reevaluated delegations as well
31 | Explicitly state in contracts that consultants work v This is in consultant contracts and the
for the Council. Investment Policy
32 | Include fiduciary status and the prudent investor Staff negotiates for fiduciary status and the
standard of care in all applicable contracts. v highest standards. Most contracts have
these provisions except for some alternative
investments
33 | Reference and provide a copy of the Conflicts of The Act is cited in all contracts, and the
Interest Act and the Transparency and Disclosure 4 Transparency and Disclosure Policy is
Policy with all contracts. provided to all vendors
34 | Review NMSIO position descriptions, including o
the SIO’s position description, to ensure they are The human resources function is not .h.andled
comprehensive, accurate, appropriate, and X |ntern.all.y. Some but not all of the position
) . . descriptions have been updated.
consistent with the laws, policies, and procedures.
35 | Seek Council autonomy in setting staff size. The Council has had some recent flexibility
X in adding staff but it does not have sufficient
ability to set staff size and compensation
36 | Evaluate staff size in light of internal management v In 2011, 2012, and 2013 investment staff
and the extensive use of active management. was reorganized and increased
37 | Allow SIC to appoint the SIO. Statute changed to allow the SIC'’s
v appointment of the SIO with the advice and
consent of Senate
38 | Give the SIO the authority in hiring and firing other v NMSA section 6-8-5(D) provides that
staff. authority
39 | Add an internal audit function. v The function is handled by an outside firm
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sic
#r Recommendations HEK Comments
Considered
40 | Develop a formal performance evaluation process . .
) . Considered and partially accepted. All staff
for all staff members that is relevant and specific v )
) ) have annual performance evaluations but
to the agency, and associated with some form of
bonuses are not awarded.
reward.

41 | Seek budget autonomy, but maintain fiduciary Recently-passed legislation allows some
standards, transparency, and reporting X limited budget flexibility, but the necessary
requirements. level of flexibility has not been achieved

42 | Evaluate the benefit of seeking an operating cost Analysis of SIC operating costs compared to
comparison with a peer group. v peers was performed and shared with the

Council
43 | Formally review the overall asset allocation of the i ,
) . v Asset allocation has been reviewed and
Funds annually with the Council or a sub- ,
. . discussed at least annually
committee of the Council.
44 | Complete an asset allocation study every two . .
) . . An asset allocation study was conducted in
years with the active involvement of the Council, v 2011 and by policy will take place eve
or a subcommittee of the whole, the SIO, NMSIO y policy P v
three years.
staff, and the consultant.

45 | Formally review the Funds’ compliance with the The consultant and the Deputy State
approved asset allocation on a quarterly basis. v Investment Officer review compliance at

least quarterly

46 | Evaluate the best manner in which to incorporate The spending policy is discussed in
the nature and characteristics of the spending v conjunction with the long-term asset
policy into the long-term asset allocation. allocation

47 | Reevaluate the tactical asset allocation authority The Investment Policy limits any tactical
granted to NMSIO staff, and update the policy in v allocation activity to within the rebalancing

place to govern such delegation going forward.

bands, with reporting required after the
activity at the next Council meeting
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SiC

# Recommendations HEK Comments
Considered

48 | Formally discuss and approve at the Council level o .

i . i i The Investment Policy limits any tactical
any tactical decisions that will materially alter the ) . . )

. L L v allocation activity to within the rebalancing
asset allocation policy (i.e., the derivative overlay) . . .
) . L . . bands, with reporting required after the
prior to their implementation, including how their . . .
, . ) activity at the next Council meeting.

costs and benefits over time will be reported.

49 | Ensure the Council receives ongoing education The Council has received education about
and information related to the risks in the v the alternatives portfolio from the consultant
alternatives portfolio. and staff.

50 | Reevaluate current Constitutional restrictions,
especially the limitation on investment in X Change was pursued in legislation on two
international securities, to ensure that prudent occasions, both of which were defeated
portfolio construction is not impaired.

51 | Ensure thorough education and analysis is
presented and discussed with the Council v Education and analysis of sub-asset classes
regarding the sub-asset classes included or has been presented the consultant and staff
contemplated for the portfolio.

52 | Evaluate and adjust the domestic equity policy Change to the Constitutional limit of 15%
(U.S./non-U.S. equity split) to better reflect world X international was pursued twice in legislation
equity market capitalizations. but was defeated, so adjustments cannot be

made

53 | Reevaluate the current rebalancing process as set Rebalancing is addressed in the Investment
forth in the investment policy statement versus v Policy and staff has responsibility for
actual practice. monitoring compliance

54 | Tighten the allowable ranges for each asset class. v The Investment Policy has tighter, more

appropriate ranges

55 | Revise the stated investment objectives in the IPS . L .

, , : i i The investment objectives in the Investment
to include earning an appropriate risk adjusted v i i )
. . Policy address the risk adjusted returns
return compared to the policy portfolio.

56 | Increase the Council’s role in risk budgeting v The Council has had regular presentations
discussions. and discussions about portfolio risk

57 | Complete a comprehensive assessment of the IPS The SIC has assessed the Investment
to identify where deviation from policy currently v Policy. It has been revised and practices

exists.

are now aligned.
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58 | Update and improve the IPS and its sub-policies The Investment Committee working with
with the assistance of the consultant and v staff and consultants has improved the
participation of the Council or a sub-committee Investment Policy and sub-policies
thereof. significantly

59 | Assign the responsibility for monitoring compliance
with the IPS to an independent auditor or v The consultant has assumed the
consultant; any violations should be reported responsibility for monitoring compliance
immediately to the Council.

60 | Periodically review the amount of actual expense v Internal management is now negligible. All
associated with internal management. expenses are monitored by the Council

61 | Ensure the Council is provided sufficient and The consultant has provided unbiased and
unbiased information to periodically assess the v sufficient information to the Council on active
costs and benefits associated with active versus versus passive management
passive management. P 9

62 | Complete a manager structure review across all
asset classes that evaluates the number and types v Staff and consultants have addressed
of managers, as well as any style or market manager structure and continue to assess it
segment biases in the portfolio.

63 | Reevaluate the need for certain investment
managers to also perform investment consultant By necessity a local firm serves as
functions and if necessary, clearly delineate roles, v consultant and manager for New Mexico
responsibilities, expectations for transparency, and private equity investments
reporting requirements.

64 | Reevaluate the current level of delegation from the Statute change authorizes SIC, rather than
Council to the SIO and NMSIO staff with respect to v the SIO, to invest assets. Delegation with
the selection and retention of managers. respect to selecting managers has been

discussed and left unchanged.

65 | Incorporate manager selection criteria and process The Investment Policy contains criteria and
within the investment policy statement and v processes for selecting managers and

supporting documentation.

consultants and staff retain supporting
documentation
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66 | Ensure documentation of the search process is . . .
o i i The analysis during the search process is
maintained and analysis presented to the Council . )
. . e v documented, provided to the Council, and
is complete and useful in fulfilling its fiduciary .
) . maintained by both the consultants and staff
oversight responsibility.

67 | Develop and adopt comparable criteria for Internal management has dropped to
selecting and evaluating internal and external approximately 2% of the portfolio. The
managers. v consultant has advised on the criteria to be

used for both internal and external
managers.

68 | Evaluate Investment Office resources available to
perform external manager ongoing monitoring and L

. . , Staff has been added to enhance monitoring
due diligence across all asset classes, including v B
. . . and due diligence
alternatives, and determine whether additional
resources are necessary to ensure full-coverage.

69 | Seek statutory authority to hire and retain the v Statute change added the authority for the
custodian bank. SIC to hire custodian bank

70 | Have NMSIO staff and consultants provide . ,

) . ) . The consultants have provided educational
educational sessions tailored to the Council to ) .
o i . ) v sessions about the expected risk and
highlight the benefits and risks of alternative asset )
i . returns of alternative asset classes
portfolio construction.

71 | Modify the alternatives performance reports to Performance reports from the general and
include sub-asset class exposures to provide a v alternatives consultants contain information
clear picture of asset weightings. on asset weightings

72 | Seek a statutory change allowing for exemption of The SIC complies with open meetings and
discussions and materials to be kept confidential X records laws and relies upon existing law
as related to private market investments or regarding trade secrets to protect certain
proprietary investment strategies. investment information

73 | Increase the Council’s level of involvement in The Council holds benchmark discussions,
setting and periodically reviewing benchmarks, v and the Investment Policy addresses
and making adjustments, when necessary. Council involvement in benchmark reviews

74 | Approve a procedure for creating and changing , o

The consultant has involved the Council in a
benchmarks for each sub-asset class and ensure rocess for setting benchmarks. Those
they match the General IPS, any applicable v P 9 . o

) benchmarks are contained in the Investment
specialty IPS, and subsequent performance . .

Policy and used in the performance reports.
reports.

75 | Evaluate the HFRI Funds-of-Funds Index as the v The benchmark has been considered and it
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benchmark for the absolute return portfolio. is being used along with other relevant
benchmarks
76 | Ensure proper benchmarks are set and actually The consultant has advised on proper
used for the domestic equities portfolio. v benchmarks. They have been adopted and
included in the Investment Policy.
77 | Reevaluate the costs and benefits of placing broad The fee cap has been removed, and a
fees caps on all external investment managers v “reasonableness” standard has been
going forward. adopted
78 | Delegate placement agent qualification review and v The SIC no longer invests with managers
monitoring to an external consultant. that use placement agents for their account
79 | Revise the placement agent policy with the o
. . . The recommendation is no longer necessary
assistance of a private equity consultant and v . . .
i , ) since the SIC does not invest with managers
require an appropriate level of disclosure to the )
, that use placement agents for their account
Council for all placement agent use.
80 | Evaluate whether adding any other elements to The current performance reports are
the performance reports (as outlined in the table) v comprehensive and represent best practices
would be useful to the Council. in the industry
81 | Modify the quarterly performance reports to depict The Council is provided annual or quarterly
returns net-of-fee and include risk-adjusted returns v performance reports with net of fees and risk
for the total fund and each asset class. adjusted returns
82 | Design a comprehensive compliance program for Currently compliance is handled on an ad
the Council’s approval. X hoc basis. The Audit Committee intends to

develop a comprehensive compliance
program for the SIC.




