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BACKGROUND: 

One of the FY 2017 priorities of the Investment Division is to better understand how SDCERS is 

compensated for assuming risk within its investment portfolio. To accomplish this, staff initiated 

this review with assistance from the consultant, Aon Hewitt (“AHIC”). The goals of the review 

are threefold: 
1. Determine how SDCERS’ historical and forward-looking risk-adjusted return compares to that of 

other pension plans 

2. Determine if SDCERS has been adequately compensated for the amount of risk assumed within 

each asset class compared to the benchmark used for that asset class 

3. Determine what SDCERS could do to improve the risk-adjusted return going forward  

 

METHODOLOGY: 

This project is based on inputs from two different studies. First, staff asked AHIC to compare 

SDCERS’ risk-adjusted return against different peer-universes. Second, staff performed an 

analysis of the risk-adjusted returns for each asset class and compared them to their respective 

benchmarks. These two studies complement each other in that the AHIC study analyzes 

historical as well as future risk-adjusted returns on the total fund level while the SDCERS study 

analyzes the historical risk-adjusted returns on the asset-class level. This allowed staff to identify 

areas of strength and weakness to determine what could have been done differently, and with the 

assistance of AHIC find ways to optimize the risk-return tradeoff going forward. 

 

SHARPE RATIO: 
For this study we used the Sharpe ratio as it is the most consistently used metric and is widely 

available from most sources for analyzing risk-adjusted returns. The Sharpe ratio is the average 
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return earned in excess of the risk free rate per unit of volatility or total risk. Generally, the 

greater the Sharpe ratio value, the more attractive the risk-adjusted return. A determination can 

be made about whether the investor is being compensated for the riskiness of the asset, or 

portfolio of assets by using the Sharpe ratio, and comparing it to other assets. 

 

One of the benefits of using the Sharpe ratio is that it serves as a standard basis of comparison. 

Strictly comparing the returns of one portfolio with another can be misleading given the potential 

for widely different levels of risk from one portfolio to the next.  The Sharpe ratio eliminates this 

problem, allowing for objective comparison of risk-adjusted returns across portfolios. 

 

Intuitively, as a portfolio becomes more diversified the total risk of that portfolio decreases. 

Portfolios that are more diversified should accordingly possess higher Sharpe ratios assuming the 

same level of return. It is important to note that Sharpe ratios can be calculated for both 

portfolios of assets and for assets themselves.  

 

AHIC ANALYSIS: 

AHIC used their extensive access to peer data to determine how SDCERS’ risk-adjusted returns 

compared to peers on the portfolio level. AHIC’s analysis covered three approaches to looking at 

the risk-adjusted returns and analyzing how SDCERS’ portfolio compares to peers:  

 

1. Historical Review Using Index Returns 

First, AHIC performed a review of SDCERS’ historical returns for the last three, five, 

and ten year periods using index returns to for both SDCERS and their peers. This was 

done due to the limited amount of actual performance data available from many of the 

peer universes. Since the effect of specific manager performance is removed, one 

advantage of using index returns instead of actual returns is that the asset allocation effect 

can be isolated and analyzed.  

 

From the analysis of SDCERS’ and peers’ risk-adjusted returns using historical index 

returns, SDCERS had the highest Sharpe ratio over all time periods. These observations 

show that SDCERS asset allocation has had a positive effect on the total fund in the past.  

 

2. Historical Review Using Actual Returns 

The second part of the review of historical returns was performed using actual returns for 

the last three, five, and ten year periods. As mentioned earlier, the number of peer 

universes shrinks due to the availability of actual returns. AHIC was able to derive actual 

returns from their own client accounts and the RV Kuhns (RVK) peer group. 

Analyzing the actual returns, SDCERS’ Sharpe ratio is in line with other AHIC plans, 

1.04 versus 1.05 over the past three years. Over the past five years, SDCERS’ Sharpe ratio is 

the lowest of the two peer groups. Over that time period, SDCERS risk-adjusted returns were hurt 

by the small cap bias within the domestic equity allocation as well as a larger allocation than 

peers to Emerging Market Debt. Over the last ten years, SDCERS has the highest Sharpe ratio. 
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During the last ten years, a lack of exposure to commodities and hedge funds and a higher 

allocation to real estate and U.S. fixed income helped SDCERS.  

 

3. Forward-looking Review 

Lastly, a forward-looking review of the next ten year period was performed based on 

AHIC’s capital market assumptions, SDCERS long-term policy and current peer 

allocations. Based on the forward-looking review, SDCERS has the highest expected 

Sharpe ratio for the next ten year period. This means that SDCERS’ portfolio is 

positioned to be well-compensated for its level of risk compared to their peers. The key 

differences in the SDCERS portfolio that provide a higher Sharpe ratio include higher 

allocations to Emerging Market Debt, Infrastructure and Real Estate.  

SDCERS ANALYSIS: 

Staff analyzed each asset class within the portfolio to determine whether SDCERS was 

adequately compensated for the risk it took compared to the appropriate benchmark. Staff ran the 

analysis over the latest five and ten year periods. In instances where an asset class within 

SDCERS’ portfolio did not have a track record longer than five years, staff used the longest time 

period available. 

 

U.S. Equity 

During the last five and ten year period, SDCERS has not received a commensurate 

return for the level of risk taken in the U.S. Equity asset class. The main reason for this 

has been the small cap bias in SDCERS’ portfolio which has had a lower Sharpe ratio 

than large and mid-cap stocks over both the five and ten year period ending June 30, 

2016. SDCERS reduced its small cap exposure in 2014 to reflect the diminishing small 

cap risk premium. 

 

Non-U.S. Equity 

After analyzing the managers that made up the Non-U.S. Equity asset class during the 

last ten years, SDCERS has not been adequately compensated for the risk taken. There 

were two factors that contributed to the majority of this shortcoming. First, SDCERS did 

not have a meaningful allocation to Emerging Market Equity during 2009 when managers 

in that space were having a banner year. The second factor was adverse manager 

selection, specifically an allocation to Globeflex Intl Small Cap which significantly 

underperformed its peers on a risk-adjusted basis when it was held within SDCERS’ 

portfolio. Globeflex was terminated in 2013.  

Over the most recent five year period, the Non-U.S. asset class had a higher Sharpe ratio 

than the index, indicating that SDCERS was well compensated for the amount of risk 

taken within the asset class over that time period, mainly due to favorable manager 

selection. 

 

Global Equity 

Global Equity exhibits a slightly lower risk-adjusted return than the benchmark as 

measured by the Sharpe ratio since inception in mid-2012. This is mainly due to adverse 
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country selection within GMO’s allocation. Staff and the Consultant still believe GMO’s 

investment process is sound and should provide positive excess returns over the long-

term. 

 

Private Equity  

SDCERS’ allocation to Private Equity is invested with an opportunistic approach. This 

results in a portfolio that does not look like any index. The most widely used index is the 

Burgiss PE index. This index is a broad index of mostly primary funds. SDCERS does 

not have as large an exposure to primary funds as the index and is more heavily weighted 

to secondaries and co-investments. The result of the PE program having a different 

composition than the index is that it is not a perfect apples to apples comparison; 

however, it is directionally accurate. From examining the risk-return relationship 

compared to the benchmark, we can conclude that SDCERS has been well-compensated 

for the risk taken in the PE program. This has mainly been due to favorable manager 

selection, the opportunistic nature of the program, and mitigating the J-curve. 

 

Real Estate 

SDCERS’ Real Estate allocation has provided a return slightly higher than that of the 

NFI-ODCE benchmark over the last ten years. Due to a higher level of risk in the asset 

class versus the benchmark, the Sharpe ratio is somewhat lower than that of the 

benchmark. The reason the risk in SDCERS’ real estate portfolio is higher than the NFI-

ODCE benchmark is due to differences in composition. The benchmark is 100% core real 

estate, while SDCERS’s real estate portfolio has roughly a 29% exposure to the value-

add and opportunistic real estate segments which traditionally have a higher volatility. 

 

Emerging Market Debt 

In the Emerging Market Debt allocation, SDCERS has a favorable risk-adjusted return 

since inception, mostly due to manager selection. Collectively, these managers 

outperformed as a result of being overweight U.S. Dollar denominated sovereign bonds 

in 2011-2013. 

 

U.S. Fixed Income 

Over the last ten year period, SDCERS’ domestic fixed income allocation has generated a 

return higher than the benchmark, but the risk assumed was also higher. On a risk-

adjusted basis, SDCERS was not compensated adequately for taking the increased risk 

compared to the benchmark. The two main factors were manager selection and market 

turmoil. Staff identified 2008 as a year where the standard deviation of the domestic fixed 

income portfolio doubled, while at the same time its return was lower than the benchmark 

return. Due to the large increase in volatility during 2008, the risk-adjusted return was 

negatively impacted.  Over the last five year period, SDCERS is in line with the 

benchmark on a risk-adjusted return basis.  
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CONCLUSION: 

While the results of the AHIC review are mainly focused on the effects of SDCERS’ asset 

allocation as compared to peers, the results of SDCERS’ review puts more emphasis on each 

asset class’ risk-adjusted returns as compared to their respective benchmarks.Based on AHIC’s 

historical review, we can conclude that SDCERS’ strategic asset allocation had a higher Sharpe 

ratio than its peer universes over the three, five, and ten year periods.   

 

AHIC’s historical review of actual returns compared to peers showed some weaknesses over the 

recent past. As mentioned earlier, much of this can be attributed to the small cap bias, as well as 

the Emerging Market Debt allocation that underperformed the Global Fixed Income alternative 

that most peer plans used.  

 

Based on AHIC’s forward-looking review, SDCERS appears well positioned compared to their 

peer universes. This is mainly due to greater allocations to real estate, infrastructure, and 

Emerging Market Debt.  

 

Staff’s historical analysis was able to clearly identify many of the issues that had an effect on the 

historical risk-adjusted return of each asset class. Several of those issues have been addressed by 

the Board in the past few years. For example, the Board voted in 2014 to approve a reduction in 

the small cap bias within U.S. Equities and in the Non-U.S Equity asset class. The Board also 

voted to build a meaningful allocation to Emerging Market Equity in 2011 and to terminate an 

underperforming international small cap manager in 2013. All those decisions helped improve 

the Sharpe ratios.  

 

Staff and AHIC continue to look for opportunities that add return to the portfolio on a risk-

adjusted basis. One example of this is the Allianz strategy that was approved at the September 

Board meeting; over the last five year period, Allianz Structured Alpha US 500 would have 

improved the Sharpe ratio of the U.S. Equity asset class from 0.817 to 0.825. 

 

 

Attachments: 
1. Investment Staff’s Analysis 

2. AHIC’s Analysis 

Cc: Liza Crisafi 

 Mark Hovey 


