March 22, 2005 Agenda item 3.0

San Mateo County Employees’ Retirement Association
Minutes of the Investment Committee

January 24 2005- Investment Committee Agenda

PuBLIC SESSION— The Committee met in Public Session at 10:05.A.M
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Call to Order

Roll Call

Approval of the Minutes for the Investment Comn@tideeting

Oral Communications From the Committee

Oral Communications From the Public

Investment Management Services of the Investmeniritee

6.1 Acceptance of Monthly Portfolio Performance &ep

6.2 Acceptance of Strategic Investment SolutiongdReon Capital Market Assumptions
6.3 Approval of Amendment Number One to INVESCOO_Agreement
6.4 Approval of Futures Agreement — Goldman SactsefAManagement
Other Business

Investment & Finance Manager’'s Report

Adjournment

MINUTES OF SAMCERA's Investment Committee

1.0

2.0

3.0

4.0

5.0

6.1

Call to Order: Mr. Lewis called the Public Session of the Investitr@ommittee of the Board of Retirement to
order at 10:05 a.m. January 24, 2005, in a Frafldimpleton meeting room in Building 920 at One klian
Parkway San Mateo.

Roll Call: Mr. Bryan, Mr. Lewis, Ms. Salas (excused), and Mashman.Board Members in Attendanckts
Stuart (10:30 a. mAlternate Board Membemone.Staff: Mr. Bailey and Mr. CliftonConsultant:Strategic
Investment Solutions - Ms. Jadallah and Mr. Tho&d&ublic Pension Professionals — Ira Sumntéublic: none.
Retireesnone.

Approval of the Minutes: The members of the Investment Committee approvednihutes of September 28,
2004, October 25, 2004, and November 23, 2004.

Action: The Investment Committee approved the minutes of $ember 28, 2004, October 25, 2004, and
November 23, 2004.

Oral Communications From the Committee:None

Oral Communications From the Public: Ms. JadallahSamCERA'$nvestment Consultant, informed the
Committee that subsequent to the departure of Rateters Barclays Global Investors is restructudrnmprtion of
its organization. BGI will combine its Client $@es and Client Relationship Groups. This type of
reorganization is typical for BGI and should notafty impactSamCERA

Acceptance of Monthly Portfolio Performance Mr. Clifton presented the monthly performance tfee period
ending December 31, 2004. He noted the performeepmt’s slightly different format due to the ioslon of the
Association’s new active managers. He repoBathCERA'sIotal Fund Return, 3.06% for December 2004 out-
performed the Total Plan Policy Benchmark returr2 &6% by 20 basis points. The Fund’s Fiscal Yeddate
return, 8.43%, is 451 basis points ahead of thaida@l Discount Rate of 3.92%. Ms. Tashman nobed assets
had exceeded $1.6 billion for the first time in fe&sociation’s history.

As they worked through the report, the trusteegesiegd enhancements to the new format. Those Simue
will be implemented in future reports. Mr. Lewistad that when the committee begins work on amenttie
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Investment Plarmve should address the rebalancing ranges thabappepage seven of the report.

The table presented below shows the compositenstur

December 31, 2004 One Month Trailing Trai.ling Trailing

Three Six Twelve

Months Months Months
Equity Aggregate $1,087,264,12( 4.16% 12.29% 10.33%|  15.43%
Equity Composite Benchmark 3.67% 11.75% 10.28% 14.75%
Variance 0.49% 0.54% 0.05% 0.68%
Fixed Income Aggregate $457,005,408 0.94% 1.00% 4.32% 4.88%
Fixed Income Composite Benchmark 0.92% 0.95% 4.18% 4.34%
Variance 0.02% 0.05% 0.14% 0.54%
Real Estate Aggregate (1) $54,967,034 5.07% 5.07% 12.20% 18.04%
NCREIF (one quarter lag) 4.90% 4.41% 8.27% 14.52%
Variance 0.17% 0.66% 3.93% 3.52%
Cash Aggregate $4,986,409 0.23% 0.61% 1.18% 2.35%
91 Day Treasury Bill 0.21% 0.48% 0.85% 1.33%
Variance 0.02% 0.13% 0.33% 1.02%
Total Fund Returns $1,604,222,97( 3.06% 8.38% 8.43% 11.67%
Total Plan Policy Benchmark 2.86% 8.06% 8.37% 11.65%
Variance 0.20% 0.32% 0.06% 0.02%

Performance versus SamCERA'’s Actuarial DiscouneRat

Total Fund Returns 3.06% 8.38% 8.43% 11.67%
Actuarial Discount Rate 0.64% 1.94% 3.92% 8.00%
Variance 2.42% 6.44% 4.51% 3.67%

The table below shows portfolio market values argdt weightings versus actual allocations

Asset Allocation Allocation Percentage Rebalance
As of 012/31/2004 Market Value | Current Target | Off Target Range

Barclays Global Investors R1 Alpha Tilfs ~ $327,589,243  20.42% 20.00% 0.42%
Barclays Global Investors Russell 100( $313,343,667 19.53% 20.00% -0.47%
Brandes Investment Partners $48,509,471 3.02% 2.50% 0.52%
Chartwell Investment Partners $47,173,182 2.94% 2.50% 0.44%
Goldman Sachs Asset Management $93,650,930 5.84% 5.00% 0.84%
Barclays Global Investors Russell 200( $8,157 0.00% 0.00% 0.00%
Julius Baer Investment Management $129,316,134 8.06% 7.50% 0.56%
Mondrian Investment Partners $127,673,337 7.96% 7.50% 0.46%
Total Equity $1,087,264,120  67.78% 65.00% 2.78%

Barclays Global Investors US Debt $152,142,420 9.48% 9.66% -0.18%
Deutsche Asset Management, Inc. $159,230,353 9.93% 9.67% 0.26%
Western Asset Management Company $145,632,635 9.08% 9.67% -0.59%
Total Fixed Income $457,005,408  28.49% 29.00% -0.51%
INVESCO Realty Advisors $54,967,034 3.43% 6.00% -2.57%
Cash $4,986,409 0.31% 0.00% 0.31%

Total $1,604,222,970 100.00% 100.00%
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6.2

Mr. Clifton noted a discrepancy in the Julius Besturns versus the Custodian’s calculated retunesta the
timing of a corporate action (News Corporation)e \ent on to explaiSsamCERA'process for reconciling
Investment Manager to Custodian reports. The cdteenbriefly discussed the fact that transitiorfirmgn a
primarily passive portfolio to one with increaseiive management necessitates a substantiallyreliffevorkflow
for staff. Finally, the committee noted the mowtrdport has a great deal of information, includigiods longer
than one month. The trustees reiterated that gleoidds are not the appropriate measure of a nealsag
performance. Although, the short term plays it @associations monitoring practices, longer tremdsnore
valuable. Perhaps the monthly report could focasenon the trailing three and twelve-month returns

Quarterly, the committee receives a supplementggrt that illustrates the components of the BGI#Bt Fund.
This report was originally requested by Mr. Lewible stated, and the committee agreed, that thetregpno
longer required.

Mr. Bailey inquired into the method that the coniggtuses to approve action items. He noted tlzause the
Committee makes recommendations to the board.b®aed may find it useful to be able to hear or réesd
committee’s motion and vote. After a brief dissios the committee by consensus agreed to seekiammo
second and vote on all action items brought before

Action: Motion by Bryan, second by Tashman, carried unanimosly, to acceptthe monthly performance
report and recommend that the Board of Retirement acept the report

Acceptance of Strategic Investment Solutions Repodn Capital Market Assumptions. Strategic

Investment Solutions’ Margaret Jadallah and Paffickmas presented their report on Capital Market
Conditions andsamCERA’®ortfolio Asset Allocation. Public Pension Prafiesals’ IRA Summer was
present to discuss differences between an investooasultant's assumption and those of an actuary.

Mr. Thomas described the asset mix optimizatiort@ss. He reminded the committee that Strategic
Investment Solutions is somewhat contrarian, wihibelieves in reversion to the mean. The threeits
for optimization in order of importance are i) Retgeometric annual growth rate), ii) Risk (stamida
deviation around expectation), and iii) Correlat{degree to which assets move together). Thesgsnp
should be used to help with strategic thinking aatito get caught up in market timing. The CAPM
projections should be for a period covering twéhi@e market cycles, which may vary over time:ibut
considered to be ten to twenty years. The output the optimization is the efficient frontier (thovest
level of risk per unit of return or highest avallbeturn per unit of risk.

The Investment Committee and SIS worked througtcépetal market expectation methodology illustrated
in the following table.

Capital Markets Expectation Methodology

Asset Class Derivation
Inflation Consensus of Economists’ Forecasts, TIPS
Cash Inflation + 1 to 2% Premium
US Large Cap CAPM, 3 to 6% Equity Premium, Macroeconic DDM
US Fixed Yield to Worst on Aggregate (Compare tetétic
Bond Risk Premium, Adjust if Necessary).
US Small Cap CAPM, (Beta of ~1.2)
Private Markets CAPM, (Beta of ~1.6)

International Equity Weighted Sum of Local Markefuity Premium + Local Risk-Free Rate
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International Bond

Real Estate
High Yield

US Fixed Return, Adjusted fora@y and Duration (Potential currency

effects based on PPP)

Historical Behavior of Equity REITsrf@nt Appraisal Cap Rate, CAPM
Historical Ratio: Spread of High Yield over US &tkincome: Spread

of Large Cap over US Fixed Income

The above methodology wasnployed to determine the inflation and capital kets projections
summarized in the table that follows:

Capital Market Expectations

GECIED  EECTED st
U.S. Large Cap Stocks 8.4% 15.7% 0.312
U.S. Small Cap Stocks 9.2% 22.0% 0.259
U.S. Fixed Income 4.6% 5.0% 0.220
Intl Developed Markets Stocks 8.9% 19.4% 0.278
Intl Emerging Market Stocks 9.9% 32.0% 0.200
Intl Fixed Income 4.6% 9.5% 0.116
Private Markets 11.4% 35.0% 0.226
Real Estate 6.8% 14.0% 0.229
High Yield 5.7% 8.0% 0.275
Emerging Market Debt 6.5% 13.5% 0.222
Cash 3.5% 1.3% 0.000
Correlations
LAUR%E Sl\;IJ/-\SLL US FIXED |glg\|; EMERG Fl:\)l(-ll-ELD PRIVATE REAL HlIJGSH EM:?G
CAP CAP INCOME MKT MKT INCOME MKTS ESTATE | YIELD DEBT

U.S. Large Cap Stocks 1.00

U.S. Small Cap Stocks 0.78 | 1.00

U.S. Fixed Income 019 019 1.00

Intl Developed Markets 075 0.65 0.17 1.04

Stocks

Intl Emerging Market 0.65 0.62 0.17 0.6% 1.0

Stocks

Intl Fixed Income 0.10 0.08 0.40 0.3 0.1 1.00

Private Markets 0.60 0.68 0.10 0.5¢ 0.57 0.10 1.0(

Real Estate 0.50 0.53 0.40 0.4% 0.4(1> 0.24 0.44 1.00

High Yield 0.56 0.62 0.46 0.49 0.40 0.40 0.6 op0 1,00

Emerging Market Debt 0.53 0.50 0.31 0.4¢ 0.65 0.40 0.57 0p0 045 1,00
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The table below shows unconstrained pre-tax opétium results using SIS projections. Inserted th&d
table are the previous and projected expectatiams $amCERA'#sset Allocation.

Mix Mix SamCERA | SamCERA Mix Mix

1 2 Expected Previous 3 4
U.S. Large Cap Stocks 20.2% 22.4% 40.0% 40.0% 25.7% 27.2%
U.S. Small Cap Stocks 2.4% 3.9% 10.0% 10.0% 5.0% 6.4%
U.S. Fixed Income 48.0% 41.7% 29.0% 29.0% 29.5% 24.6%
Intl Developed Markets Stocks 13.4% 16.8% 15.0% 15.0% 18.6% 22.4%
Intl Emerging Market Stocks 0.1% 0.8% 0.0% 0.0% 2.0% 3.3%
Intl Fixed Income 2.5% 1.6% 0.0% 0.0% 4.0% 0.7%
Private Markets 2.0% 4.1% 0.0% 0.0% 5.7% 3.1%
Real Estate 4.1% 5.7% 6.0% 6.0% 7.4% 9.8%
High Yield 4.1% 0.1% 0.0% 0.0% 0.2% 0.0%
Emerging Market Debt 3.1% 2.9% 0.0% 0.0% 1.8% 2.5%
% Equities 423% | 53.6% | 71.0% 71.0% | 64.4% | 72.2%
Total Pre-Tax Return 7.04% | 7.58% | 7.81% 8.23% | 8.11% | 8.64%
Total Pre-Tax Risk 8.74% | 10.33% | 11.56% | 11.74% | 12.08% | 13.94%

In response to a question from Mr. Bryan, Mr. Therstated that the significant disparity of 42 basis
points between SIS’ previous and current expeatatiorSamCERMA projected portfolio in the report
was mainly due to the length of time since thosbezaxpectations were made (18 months to date).

The Committee discussed the actuarial assumptten8#%, as it relates to SamCERA'’s expectedmetur

7.81%. They opined that erring on the conservatigie probably benefits the association and the pla
sponsor. Mr. Summer reminded the Committee tmeimal assumption rate is approximately 7.85%,
which with semi-annual compounding equates to 8.0%.

The committee agreed that the assumption ratdé2005-2006 fiscal year is set at 8.0%. Howehery
wished to be proactive in establishing a “conseéveatate for fiscal year 2006-2007. The trustageeed
that timely CAPM projections from the investmenhsoltant will aid in the consideration of the
appropriate rate. Strategic Investment solutiewssits the CAPM projections semi-annuallgamCERA
will receive those projections in November and Majhe May projections should be timely for
consideration when establishing assumptions foatheary to incorporate in the June 30 Actuarial
Valuation.

Mr. Bryan noted that the Board of Supervisors (B@Xponsidering issuance of a Pension Obligation
Bond. The trustees discussed the associationdirfgrratio, assumption rate, and possibility ofeedaing

the assumption rate. These should all be congidesafor the BOS when they determine the amount of

bond to float.
Action: Motion by Bryan, second by Tashman, carried unanimosly, to acceptthe monthly
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6.3

performance report and recommend that the Board oRetirement accept the report

Approval of Amendment Number One to INVESCO LLC Agreement. The Investment Committee
discussed the origin of the proposed amendmenthaiias a request made by SamCERA prior to trangitip
assets to the INVESCO Core Real Estate — U.S.Ad luiseptember 2004. At that time the Board exqeeés
concern regarding the possible departure of INVESE@ior partners and the Association’s ability xa ¢he
Fund under those circumstances. When approachsthffy INVESCO provided an attestation letter diyug

the existence of two-year employment contracts eebMNVESCO Institutional (N.A.) or its affiliatesd the
six INVESCO Real Estate Global Partners — DavidldgidDavid Farmer, Max Swango, Paul Michaels, Scott
Dennis and Joe Rodriguez. Further to the attestaiNVESCO provided a side letter to all “Founding
Investors”, which states, “The Manager will prongptind in no event later than sixty (60) days dtterdate of
the Initial Closing, present to the Members forithvete an amendment to the Operating Agreements(jant to
Section 17.6 thereof) providing that the Lock-OupEation Date shall occur upon the earlier of: @@ date
when the Net Asset Value of the Fund reaches $50i@mand (b) the date upon which three (3) or enof the
following individuals, who are Global Partners, are longer employed by and associated with INVESCO
Institutional (N.A.), Inc. and its Affiliates: DagiRidley, David Farmer, Paul Michaels, Joe Rodrigugcott
Dennis and Max Swango.”

On November 30, 20045amCERAreceived a consent document and Amendment Numhbert® the Core
Fund’s Operating Agreement. The essence of thendment is that the definition of “Lock-out Expirari
Date” shall be revised as follows (with bold unaest! text being added), effective as of the initiaking.

“Lock-Out Expiration Date” meanthe earlier of: (a) the date when the Net Asset Value of the Feadhes
$500 millionand (b) the date upon which three (3) or more of th following individuals, who are Global
Partners, are no longer employed by and associatetdith INVESCO Institutional (N.A.), Inc. and its and

its Affiliates: David Ridley, David Farmer, Paul Michaels, Joe Rodriguez, Scott Dennis and Max Swango.

The procedure for amending the Amended and Restateited Liability Company Agreement of INVESCO
Core Real Estate — U.S.A., LLC (a Delaware limitéability company) is stated under Article 17 —
Miscellaneous Provisions, 17.6 Amendments . . is“fkgreement may be amended by the Manager only wit
the consent of a majority of the Voting Power;.” .

As of this meeting, the amendment had been apprbyeal 59% of the outstanding shares of INVESCO Core
Real Estate — U.S.A, LLC. Since approval requaassent of 50% of the voting interest, the amendrhad
been incorporated into the LLC. Although SamCERAtseptance of the amendment was not required, staff
recommended that the Board authorize the Chaixézige the consent document so SamCERA may be on
record as in support of the amendment.

The proposed Resolution follows:

SAN MATEO COUNTY EMPLOYEES RETIREMENT ASSOCIATION
Amendment Number One
to the Amended and Restated
Limited Liability Company Agreement
of INVESCO Core Real Estate — U.S.A., LLC
RESOLUTION 04-05-21

WHEREAS, Article XVI, 817 of the Constitution of the Statd California vests the Board wittplenary
authority and fiduciary responsibility for the irstenent of moneys and the administration of theesystand

WHEREAS, Government Code 831595 vests in the Board . exclusive control of the investment of the
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6.4

employees retirement fundghd

WHEREAS, Government Code 831596.1 (d) authorizes the Botardetain investment managets. . in
connection with administration of the Board's inwesnt program . . .;"and

WHEREAS, The Board of Retirement opined that an open-@mingingled fund real estate mandate would allow
SamCERAo achieve the diversity of property type, geopiepl location and range of market values that the
Plan could not achieve with its separate propednaate; and

WHEREAS, Board Resolution 04-05-09 delegates full disoretry authority to the INVESCO Core Real Estate
— U.S.A., LLC Fund to manage the assets of ther&atnt Fund as allocated by the Board in accordance
with the terms of the Amended and Restated Limitéability Company Agreement (the “Operating
Agreement”) of INVESCO Core Real Estate — U.S.A.CL; and

WHEREAS, The Board expressed concern regarding the pesdiégarture of INVESCO senior partners and
wished assurances that the Association could legifund under those circumstances.; and

WHEREAS, INVESCO proposed Amendment Number One to the &gy Agreement revising the definition of
“Lock-out Expiration Date” as follows (with bold darlined text being added), effective as of theidhi
closing. “Lock-Out Expiration Date” meatise earlier of: (a) the date when the Net Asset Value of the Fund
reaches $500 millioand (b) the date upon which three (3) or more of t& following individuals, who are
Global Partners, are no longer employed by and assimted with INVESCO Institutional (N.A.), Inc.
and its and its Affiliates: David Ridley, David Famer, Paul Michaels, Joe Rodriguez, Scott Dennis and
Max Swango; and

WHEREAS, the Board wishes to consent to Amendment Numbse © the Amended and restated Limited
Liability Company Agreement of the Fund dated asSeptember 30, 2004 (the “operating Agreement”).
Therefore, be it

RESOLVED that the Board hereby authorizes the Board Clwmiexecute Amendment Number One to the
INVESCO Core Real Estate — U.S.A., LLC Fund Sulpgiznn Documents.

The committee noted that the amendment had beerpoiated into the INVESCO Core Real Estate — U,S.A
LLC Fund Subscription Documents and that board @mdrwould reaffirm its desire that the “Lock-Out
Expiration Date” be amended to include the departdikey persons.

Action: Motion by Bryan, second by Tashman, carried unamnously, to recommend that the Board of
Retirement adopt Resolution 04-05-21, which authozes the Chair to execute Amendment Number One to
the INVESCO Core Real Estate — U.S.A., LLC Fund Sufcription Documents.

Approval of Futures Agreement — Goldman Sachs Assé¥lanagement. On October 26 2004, the Board
executed an Investment Management Agreement witldn@&m Sachs Asset Management (GSAM). In
Exhibit C, Equity Investment Objectives, GuidelinBgstrictions and Fee Agreemenijestment in certain
types of securities are specifically permitted. e hgreement states, “When deemed appropriate by the
Investment Manager, the Investment Manager maysirevg@ortion of the Assets in futures contractsltier
purpose of acting as a temporary substitute foesiment in common stocks. GSAM will not engage in
speculative futures transactions.” Goldman SachseAManagement requested the ability to use fitore
equitize the cash iBamCERA’portfolio.

Mr. Lewis noted thaBamCER/Aequitizes cash in the BGI Index Funds. The aa$iodi is not required to
execute a separate futures agreement with BGI. /hyequired with GSAM? Mr. Clifton explainebat
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7.0

8.0

9.0

SamCERA owns units in the BGI Funds, not the acisaéts, while at GSAM, SamCERA is the beneficial

owner of the assets. Ownership of the assets gltive decision regarding in whose name the futures
agreement is executed. Ms. Jadallah stated tigatn§uired with other enhanced index managers. &hos

managers also require a separate futures agreéonéneir separate account clients.

The committee then considered:SgmCERA’s Investment Platates, “The Board Shall . . . Delegate to its
Investment Managers full discretionary investmentharity consistent with the provisions of the
Investment Plan and the individual investment managontracts.” 2) Goldman Sachs Asset
Management’'s (GSAM) mandate frdd@amCERASs to be fully invested in the equity market. G)ldman
Sachs Asset Management wishes to use futuresoas @ tequitize the cash BamCERA’portfolio so that

it may remain fully invested. 4) That removaltbé& drag on cash should incrementally improve retur
but more importantly reduce portfolio risk.

In response to a question from Mr. Lewis, Mr. @liftstated that he and Ms. Carlson had reviewed the
proposed futures agreement. The committee discuisedfact that futures agreements are new to
SamCERA and due to their complexity perhaps #sdaation should seek the opinion of an outsigegx
The committee turned to SIS who stated that theewedocumentation is a little outside of what thuy,

but as a business policy of equitizing frictionakk, they believe that is the correct thing to diowas
determined that an efficient method of reviewing tdocumentation would be to request one of
SamCERA’s Investment Manager to review the document

Action: The Investment Committee, without objection, agred to the execution of the Goldman Sachs
Futures Agreement, permitting the equitization of ash. The committee, however, would like to
forward the agreement to Western Asset Managemenof review by its compliance department to
ensure that the documentation is industry standard.Action on this agenda item will be postponed to
a later board meeting following the results of furher documentation review.

Other Business: None

Investment & Finance Managers Report:

Adjournment: There being no further business Mr. Lewis adjodriiee committee at 11:20 A.M.
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