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The Initial State

Capital Market Assumptions & the Efficient Frontier

Implementation Discontinuities
— Undisciplined Rebalancing
— Active Long Only Risk & Results

Derivatives = Risk

Blending Market & Active Risk
Volatility Dominated by Equity
Open to “Maverick” Risk

Third Quartile Performance



The Road to Portable Alpha

e Targeting Total Portfolio Risk
— The Role of Funding Policy
— Clarity of Objectives
— Tracking error to funding rate

 Managing Market Exposures
— Rebalancing via Futures
— Tactical Asset Allocation

e Understanding and Measuring Active Risk
— Focus on Plan & Policy Benchmarks
— Information Ratios
— Manager Beta’'s & Alpha’s



The Road to Portable Alpha

e Transporting Long-only Alpha
— Rebalance
— But Retain Consistent Alpha

* Applying Leverage to Manage Risk
— More equities
— Or leveraged bonds

e Active Risk Diversification
— Uncorrelated alpha sources
— Leveraging alpha



Fairfax County Employees' Retirement System
Target Asset Allocation

Commodity
Futures
Other °.0%
Alternatives
10.0%

Large Cap
30.0%

REITs
10.0%
High Yield
6.5% / Small Cap
5.0%
_ \Int'l Dev.
Core Fixed 7 0%

Income '
23 50 Int'l Emg.

3.0%



Fairfax County Employees' Retirement System
Sources of Alpha by Target %

Commodities 5%
5% Overlay

Other Alternatives 10%
10% Overlay

Large Cap 30%
15% Long Only
15% Overlay

REITs 10%
Long Only

High Yield 6.5%
Long Only

Small Cap 5%
Long Only

Core Fixed 23.5% EAFE 7% Long Only

4.7% Overlay

Emerging 3%
2% Overlay




Fairfax County Employees' Retirement System
Allocation by Sources of Volatility at Total Plan Level

Commodity  Manager Alpha

Futures 5 9%
Other Alternatives 2.6%
3.7%
REITs
8.3%

High Yield
4.3%

Core Fixed
Income
0.9%

Int'l Emg.
6.8%

Large Cap
48.2%

Int'l Dev.
13.4%

Small Cap
8.8%
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