AGENDA
A REGULAR MEETING OF THE CREDIT & RISK MITIGATION
COMMITTEE
OF THE BOARD OF INVESTMENTS
LOS ANGELES COUNTY EMPLOYEES RETIREMENT ASSOCIATION
300 N. LAKE AVENUE, SUITE 810, PASADENA, CALIFORNIA 91101
*8:00 A.M., WEDNESDAY, SEPTEMBER 12, 2018

The Committee may take action on any item on the agenda,
and agenda items may be taken out of order.

CALL TO ORDER

APPROVAL OF MINUTES

A. Approval of the Minutes of the Special Meeting of March 5, 2018.

PUBLIC COMMENT
CONSENT ITEMS
NON-CONSENT ITEMS

A. Recommendation as submitted by James Rice, Principal Investment
Officer. That the Committee approve the 2019 Hedge Funds 2019

Investment Plan.
(Memo September 12, 2018)

B. Recommendation as submitted by James Rice, Principal Investment
Officer. That the Committee approve the 2019 Hedge Funds
Obijectives, Policies & Procedures.

(Memo dated September 12, 2018)
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C. Recommendation as submitted by Jude Perez, Principal Investment
Officer and Ted Wright, Principal Investment Officer: That the
Committee approve the Cash Overlay Manager Search Minimum
Qualifications and Scope of Work.

(Memo dated September 12, 2018)

VI. REPORT ON STAFF ACTION ITEMS

VII. GOOD OF THE ORDER
(For information purposes only)

VIIl. ADJOURNMENT

*The Board of Investments has adopted a policy permitting any member of the Board to attend a standing committee
meeting open to the public. Members of the Board of Investments who are not members of the Committee may attend
and participate in a meeting of a Committee but may not vote on any matter discussed at the meeting. The only action
the Committee may take at the meeting is approval of a recommendation to take further action at a subsequent meeting
of the Board.

The Chair of the Board of Investments may appoint alternate voting members if absences result
in less than 3 voting members.

Documents subject to public disclosure that relate to an agenda item for an open session of the Board of
Investments that are distributed to members of the Board of Investments less than 72 hours prior to the meeting
will be available for public inspection at the time they are distributed to a majority of the Board of Investments
Members at LACERA'’s offices at 300 N. Lake Avenue, Suite 820, Pasadena, CA 91101, during normal business
hours of 9:00 a.m. to 5:00 p.m. Monday through Friday.

Persons requiring an alternative format of this agenda pursuant to Section 202 of the Americans with Disabilities
Act of 1990 may request one by calling Cynthia Guider at (626) 564-6000, from 8:30 a.m. to 5:00 p.m. Monday
through Friday, but no later than 48 hours prior to the time the meeting is to commence. Assistive Listening
Devices are available upon request. American Sign Language (ASL) Interpreters are available with at least three
(3) business day notice before the meeting date.
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Tim Filla, Vice President

l. CALL TO ORDER

The meeting was called to order at 8:00 a.m., in the Board Room of the

Gateway Plaza.
. APPROVAL OF MINUTES
A.  Approval of the Minutes of the Regular Meeting of January 10, 2018.

Mr. Santos made a motion, seconded by Mr. Kelly
to approve the minutes of the regular meeting of
January 10, 2018. The motion passed
unanimously.

I1. PUBLIC COMMENT

There were no requests from the public to speak.

IV. CONSENT ITEMS

There were no items to report.
V. NON-CONSENT

A. Recommendation as submitted by James Rice, Senior Investment Officer:
That the Committee approve the Fund of Funds Guidelines.
(Memo dated February 22, 2018)

Mr. Kelly made a motion, seconded by Mr. Santos
to approve the Hedge Fund of Funds Guidelines.
The motion passed unanimously.

B. Recommendation as submitted by VVache Mahseredjian, Principal
Investment Officer: That the Committee approve the Cash Program
(including Cash Sweep).

(Memo dated February 23, 2018)
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Mr. Santos made a motion, seconded by

Mr. Green to approve the Cash Program Review
(Including Cash Sweep). The motion passed
unanimously.

VI. GOOD OF THE ORDER
(For information purposes only)

There was nothing to report.

VII. ADJOURNMENT
There being no further business to come before the Committee, the meeting

was adjourned at approximately at 8:20 a.m.
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August 31, 2018

TO: Each Member
Credit and Risk Mitigation Committee

FROM: James Rice, CFA J
Principal Investment Officer

FOR: September 12, 2018 Credit and Risk Mitigation Committee

SUBJECT: 2019 HEDGE FUNDS ANNUAL INVESTMENT PLAN AND THE
OBJECTIVE, POLICIES, AND PROCEDURES

RECOMMENDATION

1. Advance the 2019 Hedge Funds Annual Investment Plan to the Board of Investments for
approval.

2. Advance the 2019 Hedge Funds Objectives, Policies, and Procedures to the Board of
Investments for approval.

BACKGROUND

LACERA’s Hedge Funds Program ("Program") is governed by LACERA’s Investment Policy
Statement (“IPS”) and two documents: The Hedge Funds Annual Investment Plan (“HFAIP”)
(Attachment 1) and the Hedge Funds Objectives, Policies, and Procedures (“OPP”)
(Attachment 2). Both a redline version with changes from last year and a clean version are
attached for each document.

The OPP defines the Program’s objectives and its high level parameters, stipulates the detailed
policies that govern the Program, establishes the Program’s risk management practices, spells out
the procedures to be followed, and delineates the responsibilities of the various parties involved.

The HFAIP describes and guides capital planning for investments over the next few years,
including direct hedge fund investments. Both the OPP and HFAIP address the Program broadly,
but have an emphasis on the addition of a direct portfolio as this component is undergoing the most
change.

DISCUSSION

In the HFAIP, the capital investment for 2019 is approximately $985 million to be invested in
direct hedge funds. This will bring the Program to 4% of the Total Fund by 4Q 2019, in line with
LACERA’s asset allocation policy approved in May 2018. There will also be a reduction in
allocation to the diversified hedge fund of funds portfolio in 4Q 2019 by $250 million, the amount
to be invested into the direct portfolio during that same quarter.

There is an effort underway to streamline and standardize the LACERA level Investment Policy
Statement with a separate Procedures document that could include the various OPP’s for the
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private market asset classes. The OPP and HFAIP documents under consideration today have not
been modified to reflect any changes in Fund level policies and procedures documents given the
time frame these documents are required for approval and the early stage of the LACERA level

efforts.

In the OPP and AIP, the documents have been updated to propose the following notable changes:

The removal of the Credit Hedge Fund of Funds portfolios from the Program. Credit Hedge
Fund of Funds will be re-categorized under a new sub-category called Illiquid Credit within
a new asset category called Credit.

Subject to the Board of Investments’ approval at the September 12" meeting, updating the
Program’s benchmark to be in line with the General Consultant’s capital market
assumptions. The proposed primary benchmark of the Diversified Hedge Fund Program is
an annualized return of 250 basis points greater than an index of 3-month United States
Treasury bills ("T-bills")!.

An updated capital allocation plan regarding building the direct hedge funds portfolio, and
eventually moving allocations from the diversified hedge fund of funds to direct hedge
funds.

Consideration of adjustments to the mandates over time of the two diversified hedge fund
of fund managers, Grosvenor Capital Management and Goldman Sachs Asset
Management, possibly to an emerging manager mandate and/or more targeted hedge fund
strategies.

Consideration of the outstanding search for a hedge fund Consultant.

Elsewhere, in both documents, figures have been updated to reflect current values and a number
of phrasing changes are proposed that intend to clarify the language in the documents. The
proposed language changes are not intended to materially alter the way the Program is governed.

CONCLUSION

Staff has modified the OPP and the HFAIP, the two documents that will govern the Hedge Fund
Program and recommends the Committee advance both of these to the Board for approval.

Attachments

Noted and Reviewed:

W

Jonathan Grabel
Chief Investment Officer

JR:jr:mm

! This benchmark has been 500 basis points greater than an index of 3-month United States Treasury bills ("T-bills")
since the inception of the program.
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LOS ANGELES COUNTY EMPLOYEES RETIREMENT ASSOCIATION
HEDGE FUNDS ANNUAL INVESTMENT PLAN

INTRODUCTION

The 201482019 Hedge Funds Annual Investment Plan (“HFAIP”) will guide hedge fund
investment activities of the Los Angeles County Employees Retirement Association (the
“Fund” or “Total Fund”) during the 26482019 calendar year .- It outlines the near term efforts
towards meeting the long term objectives identified within LACERA’s Hedge Funds
Objectives, Policies, and Procedures ("OPP").

The Fund is currently invested in diversified fund of funds-and, credit fund of funds—, and
direct hedge funds. As of June 30, 28472018, approximately 2.72% of the assets of the Total
Fund are allocated to hedge-Diversified Hedge Fund Investments. These are comprised of
diversified fund of funds and direct hedge funds, which isare below the 3-4% target-allocation-
new policy allocation to Diversified Hedge Funds in the asset category Risk Mitigating and
Inflation Hedges adopted by the Board in 2018. The interim target allocation to theDiversified
Hedge Funds investmentProgramlinvestments is proposed to be 3% as of 2Q19 and
mcreases m—a—steppeel—manner—to 54% at the end of 2948—Th|s—HFAI-ILand—ﬂqe—Gl2llwm

Separately, LACERA has 0. 7% of the Total Fund mvested in Credlt Hedge Fund of Funds

which are now part of the rextcalendaryear—Much-of-this-document-addresses-thisplanto
reach-the-6%Credit allocation targetand no longer part of this Investment Plan.

This HFAIP and the OPP will guide LACERA’s investment in a direct hedge fund portfolio to
reach the 4% target for Diversified Hedge Funds over the next calendar year. Much of this
document addresses this plan to reach the 4% allocation target. This document sets forth a
capital plan for LACERA’s Diversified Hedge Funds lavestment-Programlinvestments (the
“Program,” “Hedge Funds,” or “Hedge Funds Program”).- Additional details on the Program
are broadly outlined in LACERA's Investment Policy Statement (“IPS”) and further detailed in
the OPP, which provides the blueprint that guides the structure and administration of the
Program and its underlying portfolios. -The OPP also delineates the responsibilities of the
Board of Investments (the "Board"), LACERA staff(“Staff");, the Hedge Funds Advisor(s)
("HFA"), the hedge funds portfolio administrator(s);) (“Administrator”), LACERA’s custodian;
(“Custodian”), and LACERA’s general consultant: (“General Consultant”).

SECTION | - PROGRAM OBJECTIVES
1. Introduction

The Board has determined that, over the long term, inclusion of diversified hedge fund
investments will enhance the risk/return characteristics of the Total Fund. —TheAs
established in the Investment Policy Statement (“IPS”), the Hedge Funds-lavestment
Program has an objective to reduce the volatility of the Fund without materially
decreasing Fund returns. —Primarily, the Hedge Funds Program enhances the
diversification of the Total Fund portfolio.- This objective is achieved through investing
in targeted strategies that have low to moderate correlation with public global equity
returns, and have historically exhibited moderate return volatility.- Hedge funds have
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2.

3.
The

historically had greater volatility than fixed income markets while having less than half
the volatility of public global equity markets.

Role of Hedge Funds in the Total Fund

The IPS states that the Program objective—to reduce Fund volatility without materially
decreasing Fund returns—should be measured and evaluated by the Sharpe ratio".
The Program is expected to improve the Sharpe ratio of the Total Fund. -Even modest
improvements in the Sharpe ratio benefit the Fund’s ability to compound returns over
the long run.

Investment decisions regarding the Program’s primary objective of reducing volatility
while maintaining returns are guided by the following separate objectives: (i)
generating returns that exceed a target annualized return of 500250 basis points?
greater than an index of 3-month United States Treasury bills ("T-bills"), (ii) achieving
realized volatility of 63-8% as measured by the annualized standard deviation of
monthly returns, and (iii) maintaining a Program beta® of 0.25 or lower to public global
equity markets as measured by the Morgan Stanley Capital International (“MSCI”) All
Country World Index.

Hedge Funds Asset Allocation

In May 2018, the Board established a long-term target allocation to thediversified
Hedge Funds Pregramof 4%. This allocation is part of a newly-created Risk Reduction
and Mitigation asset category that also includes investment grade fixed income and
cash. Previously the asset allocation target for all hedge funds, including credit hedge

funds of funds was 5% of the Total Fund asset value —T—hrs—5—Aa—taFget—a4Jreea¥+en—was

Additionally, the new May 2018 policy re-categorized credit hedge fund of funds
strategies, previously categorized under the Hedge Funds Program, to a new sub-
category called llliquid Credit within a new asset category named Credit. The credit
hedge fund of funds portfolios that-are-comprised 0.7% of the Total Fund as of June
30, 2018. The new policy allocation to llliquid Credit is 3%. The allocation to llliquid
Credit includes other investments apart from Credit hedge fund of funds and will be

managed by external-fund-offunds-managers—the Credit team and will continue to be

'Sharpe ratio is a measure of the excess return of the program over cash divided by program volatility as
measured by standard deviation of returns.

2 Subject to Board Approval. Benchmark review scheduled for September 12, 2018 BOI Meeting.

3 Portfolio equity beta is a measurement of a portfolio’s volatility relative to equity market returns. A portfolio
with a beta of 1.0 has the same volatility as the equity market. Mathematically, historical beta can be
viewed as the slope of the regression line of portfolio returns against market returns. The Morgan Stanley
Capital International All Country World Index is used as the global equity market reference against which
to measure equity beta realized by the Program.
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overseen by the Credit and Risk Mitigation Committee (formerly Fixed Income/Hedge
Funds Commodities Committee).

This Plan excludes any future investments in llliquid Credit Hedge Funds as they will
be overseen via a separate allocation process managed by the Credit team which
looks at Credit Hedge Funds relative to all illiquid credit opportunities. Any reference
to the Diversified Hedge Funds Investments (the “Program,” “Hedge Funds,” or
“‘Hedge Funds Program”) herein will exclude credit hedge fund of funds investments.

As of June 30, 20472018, the actual Hedge Funds Program allocation is 2.7%efthe

Total-Fund*—Additionally—there remained-$6-million-of unfunded®-commitments—to

represents0-:042% of the Total Fund-asset-value-

6. As the actual allocation is currently below the long-term target allocation, which is
planned to be reached in Q4 20648;2019, an interim target allocatiensallocation for
Diversified Hedge Fund Investments is being recommended at the September BOI
meetlng to be 3 0% at the beglnnlng of 2Q19 The D|ver3|f|ed Hedge Funds have—leeen

allocation meFeasmgumeFemtha#yLaHheeneLeﬁeaeh—yearls planned to change in the
following quarters as shown in Table- 1 en-the-nextpage-below.

FABLETable 1
Target Hedge Funds Allocation by Quarter

Calendar Target Diversified Hedge Funds
Quarter Allocation
Current 342.2%
Q4-20147Q2 4:23.0%
2019
Q4 20182019 54.0%

The Total Fund asset allocation policy in the IPS limits the actual Hedge Funds
allocation to a range around the target allocation whereby the minimum allocation is
the lower of 30% or 4% less than target, and the maximum allocation is 2% greater
than the target-allecation—. Thus, at the eurrentproposed 3-4% target allocation, the
hedge funds allocation range is 0-4% to 5-4%-%. At the final 5:04% target allocation,
the allocation range will be 2:0% to 70%-6%.

6$1.23 billion asset value of Hedge Funds and $56.0 b|II|on Total Fund asset value.
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4. Program Benchmark Return

A recommendation to the Board of Investments is being made at the September 2018
meeting which, consistent with the General Consultant’s capital market assumptions,
would make the primary Diversified Hedge Fund Program benchmark is—thean
annualized return of 250 basis points greater than an index of 3-month United States
Treasury Bills-plus-5%per-annum;bills ("T-bills")’. The benchmark is used to evaluate
the performance of the Program over three to seven years.- When measuring realized
returns against this objective, the returns are net of all fees charged by underlying
hedge funds and any fund of funds managers.

Program returns are also measured against a universe of similar hedge fund
strategies, as provided by a reliable third party source such as Hedge Fund Research,
Inc. (“HFR”). -By measuring performance over three to seven years, the Program’s
performance relative to a fund —universe can be considered. -Table 2 identifies
benchmarks for each portfolio type within the Program. -A description for each portfolio
type follows in Section 5 of this HFAIP.

FABLETable 2
Fund Benchmarks by Type

Portfolio Type B:;::rll:ranr:rk Secondary Benchmark
Diversified Hedge Fund of Funds HFRX Global Index®
Credit Hedge Fund-of Eund 3 month HERX-Fixed-lhcome—Credit

T-bills plus Index®

Direct Hedge Funds** 600250 bps | HERX-Globalindex
Total Diversified Hedge Funds annualized®
Portfolio

5. Investment Structure

The Fund currently invests in two diversified portfolio types in the Program (dwersiﬂed
hedge fund of funds and A i
type-{direct hedge funds).

" This benchmark has been 500 basis points greater than an index of 3-month United States Treasury bills
("T-bills") since the inception of the program.

8 Subject to BOI approval.

9The HFRX Global Hedge Fund Index is designed to be representative of the overall composition of the
hedge fund universe. -It is comprised of all eligible hedge fund strategies, including but not limited to
convertible arbitrage, distressed securities, equity hedge, equity market neutral, event driven, macro,
merger arbitrage, and relative value arbitrage. —The strategies are asset weighted.
Source Hedge Fund Research Inc
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The Fund currently deploys capital to two Hedge Fund of Fund ("HFoF") managers te
invest in the two existing portfolio types. The first manager,- Grosvenor Capital
Management (“Gresvenors),—+unrs—-GCM”) and Goldman Sachs Asset Management
(“GSAM”). GCM and GSAM each run a diversified HFoF portfolio and-for the Program.

GCM also runs two credit HFoF portfolios—The-second-manager—Goldman-Sachs
AssetManagement {(*{GSAM™}, runs-adiversified HFoF portfolio.— which, as previously

mentioned, are categorized under the llliquid Credit sub-category in the Credit asset
category.

As the Program implementation moves forward, direct hedge fund investments will
beare used for the advantages they provide to the Fund, namely that they are not
subject to the additional layer of fees paid to fund of funds managers, they facilitate
direct relationships with hedge fund managers, and they allow the Fund to have
greater control over its Program.

In addition to their existing fiduciary role in investing the fund of funds portfolios, the
HFoF managers have also agreed contractually to serve as HFAs, acting as a
fiduciary, to support LACERA investing directly in hedge funds. Fhe-HFEAs-will provide
these-services-as—a-fiduciary—The roles and responsibilities of the HFA are further
described in the OPP. LACERA issued a Request for Proposal for a Consultant(s) in
the Hedge Funds, Credit and Real Assets categories. When and if LACERA selects a
separate Hedge Fund Consultant, the Consultant will act as an HFA.

Hedge Fund Program Portfolio Types

1. Diversified Hedge Fund of Funds: HFoF portfolio managed by an external HFoF
manager who invests across majer-hedge fund strategies.- HFoF managers have
discretion to construct portfolios consistent with the Hedge Fund section of
LACERA’s Investment Policy Statement and any individual portfolio guidelines.
Each HFoF manager identifies, selects, and monitors these investment strategies
as part of a diversified portfollo 12

3:2. Direct Hedge Funds: Pertfelio— Diversified portfolio of hedge funds invested
across majer-hedge fund strategies, with LACERA selecting the hedgefunds:

2The Fund’s contractual relationship with Goldman Sachs Asset Management regarding the diversified
HFoF portfolio is through a discretionary investment management agreement rather than a fund
agreement in part because those underlying funds are held directly in the Fund’s name.
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managers and strategies. LACERA retains discretion to construct and maintain
a portfolio consistent with the Program policies including the OPP and this HFAIP.
As additional resources, the HFAs provide independent due diligence and
technical assistance to LACERA in support of areas including market research,
managerinvestment due diligence, operational due diligence, portfolio
construction, and risk aggregation.

SECTION Il - FUTURE INVESTMENT ACTIVITY
6-1. Hedge Funds Investment Pacing

The Program value and allocation as a percentage of the Total Fund are expected to

increase over the coming quarters due to ehanges-intwo-portfolios—Thefirst Credit
HFoF portfolio-is-expected-toreturn-nearly-allcontinued build out of itsremaining-$193

milien—{as-of June 30, 2017} in capital-in- 2017 -and-in-early 2018 as-its five-year
scheduledife-comes-to-an-end-the direct portfolio. LACERA willbeginbegan investing
capital in a direct portfolio in 20474—2018.

While these changes will result in an increase in the expected allocation to 3.0% of
the Total Fund at year-end-2047the beginning of Q2 2019, this is below the 4.20%
target hedge fund allocation at year end 20472019 shown in Table 1.

LACERA has a target to reach a 54.0% diversified hedge fund allocation by year-end
2648-the beginning of Q4 2019. Table 3 summarizes expected quarterly investment
pacing of the Program over the 20482019 calendar year.

TABLE

While this section describes a pacing model for the continued implementation of the
direct hedge fund portfolio, other considerations for the Hedge Fund program priorities
may also affect or delay the timing of this plan. These include the selection and
implementation of a new Hedge Fund Consultant, implementation of a separately
managed account platform for hedge fund strategies, market conditions, and the
implementation of an emerging manager program.
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Table 3
EXPECTEDINVESTMENTPACING

Investment Pacing — Direct Hedge Funds Portfolio

Investme| Redempti| Estimate
B on from d Reductio
S et Investme nin ExpectedEstima
e Lot ntin Diversifie ted Ending
Calenda e e Direct d HFoF Value of
r Hedge | Portfolio Diversified % of
Time Funds Hedge Funds Total
Period Portfolio ($ millions) Fund®
3Q183Q47 6%$25 { {) $1,374255 2.62%
e 79 | g250 $1,550505 | 3.02.7%
e 824 | g250 $1,776755 3.41%
1 92Q $250 $2,026005 3.96%
3Q19 $235 $2,240 4.0%
4Q;§3@ $250 | ($250) $2,276240 4.30%
4Q18 ($20) sare | $462 50
Aggregate 20182019 $985 ($44250) $1.121

2. Future Investment Structure by Portfolio Type

Table 4-on-thenext-page shows the current allocation to the portfolio types within
LACERA’s Hedge Funds Program and defines the allowable allocation range for the
Program. -With the planned pacing described in Table 3, the expected allocation to the
threetwo portfolio types at the end of calendar year 20147,-2018-and, 2019 and 2020 is
also shown in Table 4-

The allocation to a direct portfolio is expected to move from 6%21% as of June 30, 2018
to 5268% of the Program by the end of calendar year 2648--2019. Diversified HFoFs
are expected to decline from 6479% of the Program to 35%and-eredit-HFoFs—are
expected-to-declinefrom-36%-to-13%of the Program-32%. Allocations by portfolio type

are expected to stay in the allowable allocation ranges during the next two years.

'3 Estimate based on June 30, 20472018 Total Fund asset value, excluding any investment return from
Hedge Funds and Total Fund subsequent to June 30, 26472018.
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Table 4
LACERA HEDGE FUND CURRENT-AND
ALLOWABLE-ALLOCATION BY PORTFOLIOTYPE

LACERA Hedge Fund Current And
Allowable Allocations By Portfolio Type

Asset Expect
Value as | Allocat ed
of ion % Deec.
Junedun as of 31, Expected
30,2047 | Junedu | 2047 Expected Estimated
Portfol 2018 n 30, | Alloecat Estimated Dec- 31,
io ($ 201720 | jon% | Dec-31,2018 2019 Allowable
Type | millions) 18 Allocation % | Allocation % | Allocation Range |
Diversi 3
fied 2
Hedge | 9499 o o 353 & o
Fund 74 6479% 6065% 20, 150-90%
of
Funds
. 1
Credit
4 0-
pedge | s 36% 24% 13% | 3 | 4
Eund % 5
%
Direct 5
Hedge | *9% 021% | po | 2 68% 0-75100%
Funds ° Yo

LACERA'’s achievement of its Hedge Funds Program objectives requires an ability to
adjust portfolio allocations across various hedge fund strategy categories since each
may respond differently to prevailing market environments. —The Program-level
investment category constraints (shown in Table 5) limit strategy category exposures
in order to promote diversification across strategy categories while also being flexible
enough to allow for tactical shifts in and out of strategies based on their relative
attractiveness and the market environment.
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The constraints for each of the six investment strategy categories (defined and
discussed below) are measured on a look-through basis.'* —Additienally;
ipdividualindividual fund of fund portfolios have investment guidelines that are
consistent with or more limiting than these Program-level constraints.

Definitions for the categories generally draw from the index definitions created by
HFR.- HFR’s definitions of the first four categories in the table are objective and follow
predetermined rules which place all eligible hedge funds in their Global Index into one
of these four categories. -However, solely using these four definitions arecan be
limiting to broad portfolio construction, and LACERA has broadened the strategy
categories to include Hedged Credit and Multi-Strategy.- While the six categories are
commonly used, they do not represent an exhaustive list that covers all possible hedge
fund investments. The Program may invest in some funds that are not well
categorized- described by one of these strategiesstrategy definitions if they otherwise
meet the-otherbroad objectives and constraints established for the Program-

Additionally, LACERA may consider investing in “hedge fund premia” or replication-
type strategies that seek to obtain systematic exposures to investment themes used
by hedge funds—ermarket-exposures, but at a lower cost. -These strategies are
expected to fall within the six strategy categories shewnidentified below.

Table 5
TOTAL-PROGRAM- Diversified Hedge Funds
Investment Allocation Constraints

by Strategy Category
Estimated
Current Target Overall
Look- Allocation | Allocation at
Strategy Through of Direct year end
Constraint Allocation Portfolio 20182019
Event Driven Maximum 40% 712% 7.5% 811%
(excluding Credit)
Relative Value Maximum 60% 1312% 15% 15%
Hedged Equity Maximum 40% 1620% 15% 1720%
Hedge
Macro Maximum 50% 1816% 15% 18%
{Birectional/Tactical)
Trading
Hedged Credit Maximum 60% 4211% 7.5% 2010%
Multi-Strategy Maximum 60% 429% 40% 2326%

"4Look-through basis for the Hedge Funds Program is defined as the total strategy category allocation
based on the underlying portfolios in the Program, viewed independently of their portfolio structure.
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The table includes the target aIIocatlon for the dlrect portfolio when it is fuIIy mvested

estlmated strategy allocatlon at calendar year end 29482019 is shown in the final
column, with the assumption that the direct portfolio is invested at its target allocation
at the end of 20482019.

LACERA recognizes the opportunistic nature of investing in these strategies and will
allow Staff-and-the HFoFmanagers-latitude regarding the lower and upper limits of
allocation constraints and targets. -In the short term, as LACERA buildssequentially
ramps up its allocations in the direct portfolio to reach the §4% Total Fund target
allocation, some individual fund allocations may cause large changes in the strategy
allocation weights in the direct portfolio. -Thus, these strategy constraints might not be
met during the ramp up phase.

4. Portfolio Guidelines and Risk Parameters

The Hedge Fund Program and direct portfolio guidelines and risk parameters set forth
in the OPP, such as liquidity, will be maintained when the direct portfolio is
constructed. —Program-level compliance for the portfolio guidelines and risk
parameters will be reported quarterly to the Board of Investments in a section of the
quarterly performance book.

5. Geographic Allocation

LACERA does not currently categorize managers by geographic concentration, as
there is not a stated objective to allocate capital by region. -Managers are given
flexibility to invest where they find opportunity based on where they have
demonstrated ability to add value, regardless of whether the region includes the United
States or not. -A relatively small number of managers invest solely in markets outside
the U.S. -Some invest on a global basis and many invest solely or mostly in U.S.
markets.- Staff will monitor regional and country exposures on a look-through basis so
that significant unintentional regional or country exposures de—net-arise—can be
managed.

6. Manager Concentration

Allocation limits to individual investment management organizations or funds are set
by guidelines for the hedge fund of funds managers. -For the Direct Hedge Funds
portfolio, investment in an individual fund is limited to 20% of the market value of the
direct portfollo
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SECTION IIl — 20472018 INVESTMENT ACTIVITY

1. Calendar year 26472018 Investment Activity
e
LACERA began-investing-has invested $285 million in its-second-creditthree separate

direct hedge fund-of funds vehicle,hamed-San-Gabriel 3—LACERA committed-$300

million-to-thisfive-year-fund-vehiclethrough August 2018.This portfolio is described in
late- 2015 As-of June 2017,-$294 million-of the commitment-has-beenfundedregular
quarterly Hedge Fund reporting and $6-millionremains-unfunded-

Alsenew fund cash rows are mcluded in 294—6—8&n¢@abnel—2—aﬁeped#—hedgeﬁfundef

Sa#@abnel—Z—had—ret&medﬂ%&@mHmthe monthly CIO letter. -
SECTION IV — NEAR TERM AND FUTURE PRIORITIES

1. Near Term and Future Priorities

This HFAIP and the OPP recommend a pace of investing that will result in an-allecation
to—reachreaching the 54% target allocation by endbeginning of ealendar2048—-Q4
2019. Much of the capital pacing in this HFAIP reflects new-allocations to newly
approved managers to eenstruetbuild up the direct hedge fund portfolio.

After the full 4% strategic target allocation to Hedge Funds is reached (expected by
Q4 20182019), allocations will be moved from diversified hedge fund of funds to direct
hedge funds, so that each diversified hedge fund of funds portfolio will be reduced to
an approximate net asset value of $250 million. -$250 million was the initial amount
allocated to each HFoF manager at their inception.- Such an allocation is expected to
maintain the level of services required to support their role as a Hedge Fund Advisor.
Beyond 206482019, approximately 20622% of the Program would be in diversified
HFoFs after LACERA reaches its 54% strategic allocation target and after the
diversified HFoFs are brought down to $250 million each.'®

Once each diversified HFoF portfolio is brought down to approxmately $250 million,
LACERA may re-evaluate the role of its HFoF managers

At that time, LACERA may consider alternative structures for the Program that
eliminate one or both HFoF managers-and-consider. LACERA is currently soliciting for
the retention of ana HFA that acts in a purely advisory capacity— which provides
flexibility to eliminate one or both diversified funds of funds structures entirely if
desired.

Caes

5 Based on current total fund asset value of $52-556 billion.
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LACERA may also consider alternatives to the full-5%-allocation-is—reachedcurrent
mandates for the fund of funds managers. For example, LACERA may wish to
consider changing the mandates to be more targeted to a specific strategy, manager
profile, or geographic region where a fund of funds manager may be better resourced
than LACERA to accomplish.

In 2019, LACERA will also eensider-its-optionsexplore strategies through Committee
and Board discussions for constructing an emerging manager hedge fund portfolio.
Such strategies may include converting all or a portion of an existing Diversified HFoF
portfolio mandate to an Emerging Manager HFoF portfolio mandate or working with a
new non-discretionary HFA to build a direct Hedge Fund Emerging Manager Program.
This portfolio would follow thenew policies and objectives for emerging manager
portfolios that already exist in LACERA’s other asset elassescategories.

SECTION V — MARKET OUTLOOK
1. Market Outlook

The following pages describe the current outlook for hedge fund strategies from
LACERA'’s hedge fund advisors, GSAM and Gresvenor—GCM. Neither HFA currently
expresses a significant view towards or against any individual hedge fund strategy
category. -LACERA will generally invest in a balanced manner across the various
strategies with-an-emphasis-enincluding multi-strategy managers who have the ability
to invest tactically across strategies.

GSAM'’s current viewmarket outlook includes mainly neutral views across hedge funds

with positive views for select sub strategies in balanced-hedged-equities,—volatility
trading-in-tactical trading, including trading and-select-credit-strategies-inleveraged
learsmonetary policy, emerging marketereditmarkets and private—ecredit—volatility.
Their view is cqecbrpoc o om oo prneco cbndogiee hes vo on £ poe oo
eqwtles—mestneutral overaII for event- drlven strategies, and—deve\leped—maﬂ(ets

-most
segments of the credit markets, and equity long/short.

Grosvenor’s market outlook and investment focus includes strategic allocations across
all major strategy categorles with volatlllty tradlng the most favorable. —'Faetlea4

stFategre&Thelr views are mixed/neutral for equmes and commodltles/currency trading.
Their views are mixed/unfavorable for credit and rates trading.
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SUMMARY STATEMENT

This document outlines the near term capital plan for LACERA’s Hedge Fund Program as its
structure transitions from one invested entirelyprimarily in discretionary diversified fund of
funds to one which alse-includes—a-directhy-investedprimarily consists of direct hedge fund
pertfolio-investments. Subject to future modifications by the Board, this document establishes
the investment pacing for the Program over the next calendar year as LACERA increases its
investment in hedge funds to reach its 54% strategic allocation target (which is expected by
the beginning of Q4 26482019).

This Investment Plan will be updated annually to meet the evolving needs of the Hedge Fund
Program. -Updates concerning progress or meaningful challenges will be communicated or

discussed W|th the Emed—tneeme%Hedge—Emds%GemmedmesRlsk Reduction and Mltlgat|on
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APPENDIX
Descriptions of six main Hedge Fund Strategy Categories

Event Driven Strategies

Event Driven ("ED") strategies invest in securities of companies undergoing or
expected to undergo corporate transactions, including mergers, restructurings,
financial distress, tender offers, shareholder buybacks, debt exchanges, security
issuance, or other capital structure adjustments. -Security types may include equities;
senior, junior, or subordinated debt; and derivatives.- ED investments may include
exposure to equity markets, credit markets, and idiosyncratic, company-specific
developments. -Investment ideas are typically fundamental rather than quantitative
and are generally realized around developments affecting a specific company rather
than the general market.

The underlying sub-strategies may include activist, credit arbitrage,
distressed/restructuring, merger arbitrage, private issue/Regulation D', or special
situations.

Relative Value Strategies

Relative Value ("RV") strategies may invest across equity, fixed income, derivative, or
other security types in order to realize an identified valuation discrepancy between
securities. -Managers’ investment ideas may use fundamental and/or quantitative
techniques.— Fixed income RV strategies are typically quantitative and identify
attractive opportunities based on value discrepancies or risk adjusted spreads
between instruments. —RV may invest in corporate transactions based on the
realization of a pricing discrepancy between related securities, but as opposed to ED,
these investments are not based on the outcome of a corporate transaction.

The underlying sub-strategies may include fixed income—convertible bond arbitrage,
fixed income—sovereign, statistical arbitrage, option volatility arbitrage, or yield
alternatives.

Hedged Equity Hedge-Strategies

Hedged Equity Hedge{("EH("HE") strategies maintain long and short'” positions
primarily in equity and equity derivative securities. -A wide variety of investment
processes can be employed to arrive at an investment decision, including use of both
quantitative and fundamental techniques. -The range of processes may include a
multi-portfolio manager platform or single portfolio manager structure, a broadly
diversified approach or narrow sector or thematic focus, net equity exposures from
100% short to 100% long, use of zero to high levels of leverage, short-term to multi-

6 Regulation D securities are private placements whereby smaller companies can raise equity or debt
capital without registering these securities with the Securities and Exchange Commission.

"“Long” positions benefit from asset price increases while “short” positions benefit from asset price
decreases.
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year holding periods, regional to global geographic market focus, growth to value
styles, and small to large market capitalization focus.

The underlying sub-strategies may include equity market neutral, fundamental growth,
fundamental value, quantitative directions, sector specific sub-strategies, or short bias.

Macro (Birectional/Tactical) Strategies

Macro strategies may invest in equity, fixed income, currency, and/or commodity
markets in order to benefit from ideas on economic variables and their impact on
market movements, or the market movements themselves. -Managers employ a
variety of techniques including these: discretionary and systematic analysis, top-down
and bottom-up ideas, quantitative and fundamental approaches, and long-term and
short-term holding periods. -Macro strategies are distinct from RV strategies in that
the primary investment ideas are based on predicting future market movements rather
than realizing valuation discrepancies between securities. -In a similar way, while both
Macro and Equity Hedge strategies may hold equities, Macro equity positions are
based on investment ideas that predict market movements and their effect on security
prices based on macroeconomic variables, as opposed to EH, where company
fundamentals are more important for development of investment ideas.

The underlying sub-strategies may include active trading, commodity (including its
subsectors of agriculture, energy, and metals), discretionary currency, systematic
currency, discretionary thematic, or systematic diversified.

Hedged Credit Strategies

Hedged Credit strategies may include investment in all credit securities as well as
equities, credit derivatives, sovereign bonds, commodities, currencies, or other hybrid
securities. -Investment ideas are based on valuation discrepancies between credit
instruments, or between credit securities and other security types. Hedged Credit is
distinguished from the fixed income RV strategies in that Hedged Credit includes a
significant component of investment ideas based on evaluation of credit quality of
underlying instruments rather than based on sovereign debt or interest rate exposures.
Also, relative to fixed income RV strategies, Hedged Credit generally has more net
exposure in credit markets, is less hedged, and is less leveraged.

The underlying sub-strategies may include corporate, emerging market sovereign,
distressed, mezzanine debt, structured credit—residential mortgages, structured
credit—commercial mortgages, other asset-backed, bank debt, direct lending, and
capital structure arbitrage.
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Multi-Strategy

Multi-Strategy managers invest across some or all of the five main strategy categories
and may make tactical shifts among strategies at any given time. —-Multi-Strategy
managers are not expected to have a dominant, consistent weighting to any one
strategy and instead are expected to have significant investment in more than one
strategy category.
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INTRODUCTION

The 2019 Hedge Funds Annual Investment Plan (“HFAIP”) will guide hedge fund investment
activities of the Los Angeles County Employees Retirement Association (the “Fund” or “Total
Fund”) during the 2019 calendar year. It outlines the near term efforts towards meeting the
long term objectives identified within LACERA’s Hedge Funds Objectives, Policies, and
Procedures ("OPP").

The Fund is currently invested in diversified fund of funds, credit fund of funds, and direct
hedge funds. As of June 30, 2018, approximately 2.2% of the assets of the Total Fund are
allocated to Diversified Hedge Fund Investments. These are comprised of diversified fund of
funds and direct hedge funds, which are below the 4% new policy allocation to Diversified
Hedge Funds in the asset category Risk Mitigating and Inflation Hedges adopted by the Board
in 2018. The interim target allocation to Diversified Hedge Funds Investments is proposed to
be 3% as of 2Q19 and increases to 4% at the end of 2019. Separately, LACERA has 0.7%
of the Total Fund invested in Credit Hedge Fund of Funds which are now part of the Credit
allocation and no longer part of this Investment Plan.

This HFAIP and the OPP will guide LACERA’s investment in a direct hedge fund portfolio to
reach the 4% target for Diversified Hedge Funds over the next calendar year. Much of this
document addresses this plan to reach the 4% allocation target. This document sets forth a
capital plan for LACERA’s Diversified Hedge Funds Investments (the “Program,” “Hedge
Funds,” or “Hedge Funds Program”). Additional details on the Program are broadly outlined
in LACERA’s Investment Policy Statement (“IPS”) and further detailed in the OPP, which
provides the blueprint that guides the structure and administration of the Program and its
underlying portfolios. The OPP also delineates the responsibilities of the Board of
Investments (the "Board"), LACERA staff, the Hedge Funds Advisor(s) ("HFA"), the hedge
funds portfolio administrator(s) (“Administrator’), LACERA'’s custodian (“Custodian”), and
LACERA's general consultant (“General Consultant”).

SECTION | - PROGRAM OBJECTIVES
1. Introduction

The Board has determined that, over the long term, inclusion of diversified hedge fund
investments will enhance the risk/return characteristics of the Total Fund. As
established in the Investment Policy Statement (“IPS”), the Hedge Funds Program has
an objective to reduce the volatility of the Fund without materially decreasing Fund
returns. Primarily, the Hedge Funds Program enhances the diversification of the Total
Fund portfolio. This objective is achieved through investing in targeted strategies that
have low to moderate correlation with public global equity returns, and have historically
exhibited moderate return volatility. Hedge funds have historically had greater volatility
than fixed income markets while having less than half the volatility of public global
equity markets.
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2.

3.

Role of Hedge Funds in the Total Fund

The IPS states that the Program objective—to reduce Fund volatility without materially
decreasing Fund returns—should be measured and evaluated by the Sharpe ratio.
The Program is expected to improve the Sharpe ratio of the Total Fund. Even modest
improvements in the Sharpe ratio benefit the Fund’s ability to compound returns over
the long run.

Investment decisions regarding the Program’s primary objective of reducing volatility
while maintaining returns are guided by the following separate objectives: (i)
generating returns that exceed a target annualized return of 250 basis points? greater
than an index of 3-month United States Treasury bills ("T-bills"), (ii) achieving realized
volatility of 3-8% as measured by the annualized standard deviation of monthly
returns, and (iii) maintaining a Program beta® of 0.25 or lower to public global equity
markets as measured by the Morgan Stanley Capital International (“MSCI”) All
Country World Index.

Hedge Funds Asset Allocation

In May 2018, the Board established a long-term target allocation to diversified Hedge
Funds of 4%. This allocation is part of a newly-created Risk Reduction and Mitigation
asset category that also includes investment grade fixed income and cash. Previously
the asset allocation target for all hedge funds, including credit hedge funds of funds
was 5% of the Total Fund asset value.

Additionally, the new May 2018 policy re-categorized credit hedge fund of funds
strategies, previously categorized under the Hedge Funds Program, to a new sub-
category called llliquid Credit within a new asset category named Credit. The credit
hedge fund of funds portfolios comprised 0.7% of the Total Fund as of June 30, 2018.
The new policy allocation to llliquid Credit is 3%. The allocation to llliquid Credit
includes other investments apart from Credit hedge fund of funds and will be managed
by the Credit team and will continue to be overseen by the Credit and Risk Mitigation
Committee (formerly Fixed Income/Hedge Funds Commodities Committee).

This Plan excludes any future investments in llliquid Credit Hedge Funds as they will
be overseen via a separate allocation process managed by the Credit team which
looks at Credit Hedge Funds relative to all illiquid credit opportunities. Any reference
to the Diversified Hedge Funds Investments (the “Program,” “Hedge Funds,” or
“Hedge Funds Program”) herein will exclude credit hedge fund of funds investments.

'Sharpe ratio is a measure of the excess return of the program over cash divided by program volatility as
measured by standard deviation of returns.

2 Subject to Board Approval. Benchmark review scheduled for September 12, 2018 BOI Meeting.

3 Portfolio equity beta is a measurement of a portfolio’s volatility relative to equity market returns. A portfolio
with a beta of 1.0 has the same volatility as the equity market. Mathematically, historical beta can be
viewed as the slope of the regression line of portfolio returns against market returns. The Morgan Stanley
Capital International All Country World Index is used as the global equity market reference against which
to measure equity beta realized by the Program.
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As of June 30, 2018, the actual Hedge Funds Program allocation is 2.2% of the Total
Fund*. As the actual allocation is currently below the long-term target allocation, which
is planned to be reached in Q4 2019, an interim target allocation for Diversified Hedge
Fund Investments is being recommended at the September BOI meeting to be 3.0%
at the beginning of 2Q19. The Diversified Hedge Funds policy allocation is planned to
change in the following quarters as shown in Table 1 below.

Table 1
Target Hedge Funds Allocation by Quarter

Calendar Target Diversified Hedge Funds
Quarter Allocation
Current 2.2%
Q2 2019 3.0%
Q4 2019 4.0%

The Total Fund asset allocation policy in the IPS limits the actual Hedge Funds
allocation to a range around the target allocation whereby the minimum allocation is
the lower of 0% or 4% less than target, and the maximum allocation is 2% greater than
the target. Thus, at the proposed 3% target allocation, the hedge funds allocation
range is 0% to 5%. At the final 4% target allocation, the allocation range will be 0% to
6%.

4. Program Benchmark Return

A recommendation to the Board of Investments is being made at the September 2018
meeting which, consistent with the General Consultant’s capital market assumptions,
would make the primary Diversified Hedge Fund Program benchmark an annualized
return of 250 basis points greater than an index of 3-month United States Treasury
bills ("T-bills")°. The benchmark is used to evaluate the performance of the Program
over three to seven years. When measuring realized returns against this objective, the
returns are net of all fees charged by underlying hedge funds and any fund of funds
managers.

Program returns are also measured against a universe of similar hedge fund
strategies, as provided by a reliable third party source such as Hedge Fund Research,
Inc. (“HFR”). By measuring performance over three to seven years, the Program’s
performance relative to a fund universe can be considered. Table 2 identifies
benchmarks for each portfolio type within the Program. A description for each portfolio
follows in Section 5 of this HFAIP.

4$1.23 billion asset value of Hedge Funds and $56.0 billion Total Fund asset value.
5 This benchmark has been 500 basis points greater than an index of 3-month United States Treasury bills
("T-bills") since the inception of the program.
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Table 2
Fund Benchmarks by Type
. Primary Secondary
Hetriiels s Benchmark Benchmark
Diversified Hedge Fund of Funds 3 month
Direct Hedge Funds T-bills plus 250 | HFRX Global Index’
Total Diversified Hedge Funds Portfolio | bps annualized®

5. Investment Structure

The Fund currently invests in two diversified portfolio types in the Program (hedge
fund of funds and direct hedge funds).

The Fund currently deploys capital to two Hedge Fund of Fund ("HFoF") managers -
Grosvenor Capital Management (“GCM”) and Goldman Sachs Asset Management
(“GSAM”). GCM and GSAM each run a diversified HFoF portfolio for the Program.

GCM also runs two credit HFoF portfolios which, as previously mentioned, are
categorized under the llliquid Credit sub-category in the Credit asset category.

As the Program implementation moves forward, direct hedge fund investments are
used for the advantages they provide to the Fund, namely that they are not subject to
the additional layer of fees paid to fund of funds managers, they facilitate direct
relationships with hedge fund managers, and they allow the Fund to have greater
control over its Program.

In addition to their existing fiduciary role in investing the fund of funds portfolios, the
HFoF managers have also agreed contractually to serve as HFAs, acting as a
fiduciary, to support LACERA investing directly in hedge funds. The roles and
responsibilities of the HFA are further described in the OPP. LACERA issued a
Request for Proposal for a Consultant(s) in the Hedge Funds, Credit and Real Assets
categories. When and if LACERA selects a separate Hedge Fund Consultant, the
Consultant will act as an HFA.

Hedge Fund Program Portfolio Types

1. Diversified Hedge Fund of Funds: HFoF portfolio managed by an external HFoF
manager who invests across hedge fund strategies. HFoF managers have
discretion to construct portfolios consistent with the Hedge Fund section of
LACERA'’s Investment Policy Statement and any individual portfolio guidelines.

6 Subject to BOI approval.

"The HFRX Global Hedge Fund Index is designed to be representative of the overall composition of the
hedge fund universe. It is comprised of all eligible hedge fund strategies, including but not limited to
convertible arbitrage, distressed securities, equity hedge, equity market neutral, event driven, macro,
merger arbitrage, and relative value arbitrage. The strategies are asset weighted.
Source: Hedge Fund Research, Inc.
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Each HFoF manager identifies, selects, and monitors these investment strategies
as part of a diversified portfolio.®

2. Direct Hedge Funds: Diversified portfolio of hedge funds invested across hedge
fund strategies, with LACERA selecting the managers and strategies. LACERA
retains discretion to construct and maintain a portfolio consistent with the
Program policies including the OPP and this HFAIP. As additional resources, the
HFAs provide independent due diligence and technical assistance to LACERA in
support of areas including market research, investment due diligence,
operational due diligence, portfolio construction, and risk aggregation.

SECTION Il - FUTURE INVESTMENT ACTIVITY
1. Hedge Funds Investment Pacing

The Program value and allocation as a percentage of the Total Fund are expected to
increase over the coming quarters due to continued build out of the direct portfolio.
LACERA began investing capital in a direct portfolio in 2018.

While these changes will result in an increase in the expected allocation to 3.0% of
the Total Fund at the beginning of Q2 2019, this is below the 4.0% target hedge fund
allocation at year end 2019 shown in Table 1.

LACERA has a target to reach a 4.0% diversified hedge fund allocation by the
beginning of Q4 2019. Table 3 summarizes expected quarterly investment pacing of
the Program over the 2019 calendar year.

While this section describes a pacing model for the continued implementation of the
direct hedge fund portfolio, other considerations for the Hedge Fund program priorities
may also affect or delay the timing of this plan. These include the selection and
implementation of a new Hedge Fund Consultant, implementation of a separately
managed account platform for hedge fund strategies, market conditions, and the
implementation of an emerging manager program.

8The Fund's contractual relationship with Goldman Sachs Asset Management regarding the diversified
HFoF portfolio is through a discretionary investment management agreement rather than a fund
agreement in part because those underlying funds are held directly in the Fund’s name.
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Table 3
Investment Pacing — Direct Hedge Funds Portfolio
Estimated Estimated
Investment in | Reduction in | Ending Value of

Calendar Direct Hedge | Diversified Diversified % of

Time Funds HFoF Hedge Funds Total

Period Portfolio Portfolio ($ millions) Fund®

3Q18 $25 $1,255 2.2%

4Q18 $250 $1,505 2.7%

1Q19 $250 $1,755 3.1%

2Q19 $250 $2,005 3.6%

3Q19 $235 $2,240 4.0%

4Q19 $250 ($250) $2,240 4.0%
Aggregate

2. Future Investment Structure by Portfolio Type

Table 4 shows the current allocation to the portfolio types within LACERA’s Hedge
Funds Program and defines the allowable allocation range for the Program. With the
planned pacing described in Table 3, the expected allocation to the two portfolio types
at the end of calendar year 2018, 2019 and 2020 is also shown in Table 4

The allocation to a direct portfolio is expected to move from 21% as of June 30, 2018 to
68% of the Program by the end of calendar year 2019. Diversified HFoFs are expected
to decline from 79% of the Program to 32%. Allocations by portfolio type are expected
to stay in the allowable allocation ranges during the next two years.

9 Estimate based on June 30, 2018 Total Fund asset value, excluding any investment return from Hedge
Funds and Total Fund subsequent to June 30, 2018.
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Table 4
LACERA Hedge Fund Current And
Allowable Allocations By Portfolio Type

Estimated
Asset Value | Allocation Dec 31,
as of % as of 2018 Estimated Allowable
Jun 30, 2018 Jun 30, Allocation | Dec 31, 2019 Allocation
Portfolio Type | ($ millions) 2018 % Allocation % Range
Diversified
Hedge Fund 974 79% 65% 32% 0-90%
of Funds
Direct Hedge 255 21% 35% 68% 0-100%
Funds
IT,°ta' $1,229 100% 100% 100%
rogram
3. Investment Strategy Categories

LACERA’s achievement of its Hedge Funds Program objectives requires an ability to
adjust portfolio allocations across various hedge fund strategy categories since each
may respond differently to prevailing market environments. The Program-level
investment category constraints (shown in Table 5) limit strategy category exposures
in order to promote diversification across strategy categories while also being flexible
enough to allow for tactical shifts in and out of strategies based on their relative
attractiveness and the market environment.

The constraints for each of the six investment strategy categories (defined and
discussed below) are measured on a look-through basis.'® Individual fund of fund
portfolios have investment guidelines that are consistent with or more limiting than
these Program-level constraints.

Definitions for the categories generally draw from the index definitions created by
HFR. HFR’s definitions of the first four categories in the table are objective and follow
predetermined rules which place all eligible hedge funds in their Global Index into one
of these four categories. However, solely using these four definitions can be limiting
to broad portfolio construction, and LACERA has broadened the strategy categories
to include Hedged Credit and Multi-Strategy. While the six categories are commonly
used, they do not represent an exhaustive list that covers all possible hedge fund
investments. The Program may invest in some funds that are not well- described by
one of these strategy definitions if they otherwise meet broad objectives and
constraints established for the Program

Additionally, LACERA may consider investing in “hedge fund premia” or replication-
type strategies that seek to obtain systematic exposures to investment themes used

“Look-through basis for the Hedge Funds Program is defined as the total strategy category allocation

based on the underlying portfolios in the Program, viewed independently of their portfolio structure.
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by hedge funds, but at a lower cost. These strategies are expected to fall within the
six strategy categories identified below.

Table 5
Diversified Hedge Funds
Investment Allocation Constraints by Strategy Category

Estimated
Current Target Overall
Look- Allocation | Allocation at
Strategy Through of Direct year end
Constraint Allocation Portfolio 2019
Event Driven Maximum 40% 12% 7.5% 11%
(excluding Credit)
Relative Value Maximum 60% 12% 15% 15%
Hedged Equity Maximum 40% 20% 15% 20%
Macro/Tactical Maximum 50% 16% 15% 18%
Trading
Hedged Credit Maximum 60% 11% 7.5% 10%
Multi-Strategy Maximum 60% 29% 40% 26%

The table includes the target allocation for the direct portfolio when it is fully invested
by year end 2019. The estimated strategy allocation at calendar year end 2019 is
shown in the final column, with the assumption that the direct portfolio is invested at
its target allocation at the end of 2019.

LACERA recognizes the opportunistic nature of investing in these strategies and will
allow latitude regarding the lower and upper limits of allocation constraints and targets.
In the short term, as LACERA sequentially ramps up its allocations in the direct
portfolio to reach the 4% Total Fund target allocation, some individual fund allocations
may cause large changes in the strategy allocation weights in the direct portfolio. Thus,
these strategy constraints might not be met during the ramp up phase.

4. Portfolio Guidelines and Risk Parameters

The Hedge Fund Program and direct portfolio guidelines and risk parameters set forth
in the OPP, such as liquidity, will be maintained when the direct portfolio is
constructed. Program-level compliance for the portfolio guidelines and risk parameters
will be reported quarterly to the Board of Investments in a section of the quarterly
performance book.

5. Geographic Allocation

LACERA does not currently categorize managers by geographic concentration, as
there is not a stated objective to allocate capital by region. Managers are given
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flexibility to invest where they find opportunity based on where they have
demonstrated ability to add value, regardless of whether the region includes the United
States or not. A relatively small number of managers invest solely in markets outside
the U.S. Some invest on a global basis and many invest solely or mostly in U.S.
markets. Staff will monitor regional and country exposures on a look-through basis so
that significant unintentional regional or country exposures can be managed.

6. Manager Concentration

Allocation limits to individual investment management organizations or funds are set
by guidelines for the hedge fund of funds managers. For the Direct Hedge Funds
portfolio, investment in an individual fund is limited to 20% of the market value of the
direct portfolio.

SECTION IIl — 2018 INVESTMENT ACTIVITY
1. Calendar Year 2018 Investment Activity

LACERA has invested $285 million in three separate direct hedge funds through
August 2018.This portfolio is described in the regular quarterly Hedge Fund reporting
and new fund cash flows are included in the monthly CIO letter.

SECTION IV — NEAR TERM AND FUTURE PRIORITIES

1. Near Term and Future Priorities

This HFAIP and the OPP recommend a pace of investing that will result in reaching
the 4% target allocation by beginning of Q4 2019. Much of the capital pacing in this
HFAIP reflects allocations to newly approved managers to build up the direct hedge
fund portfolio.

After the full 4% strategic target allocation to Hedge Funds is reached (expected by
Q4 2019), allocations will be moved from diversified hedge fund of funds to direct
hedge funds, so that each diversified hedge fund of funds portfolio will be reduced to
an approximate net asset value of $250 million. $250 million was the initial amount
allocated to each HFoF manager at their inception. Such an allocation is expected to
maintain the level of services required to support their role as a Hedge Fund Advisor.
Beyond 2019, approximately 22% of the Program would be in diversified HFoFs after
LACERA reaches its 4% strategic allocation target and after the diversified HFoFs are
brought down to $250 million each.

Once each diversified HFoF portfolio is brought down to approximately $250 million,
LACERA may re-evaluate the role of its HFoF managers. At that time, LACERA may
consider alternative structures for the Program that eliminate one or both HFoF
managers. LACERA is currently soliciting for the retention of a HFA that acts in a

M Based on current total fund asset value of $56 billion.
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purely advisory capacity which provides flexibility to eliminate one or both diversified
funds of funds structures entirely if desired.

LACERA may also consider alternatives to the current mandates for the fund of funds
managers. For example, LACERA may wish to consider changing the mandates to be
more targeted to a specific strategy, manager profile, or geographic region where a
fund of funds manager may be better resourced than LACERA to accomplish.

In 2019, LACERA will also explore strategies through Committee and Board
discussions for constructing an emerging manager hedge fund portfolio. Such
strategies may include converting all or a portion of an existing Diversified HFoF
portfolio mandate to an Emerging Manager HFoF portfolio mandate or working with a
new non-discretionary HFA to build a direct Hedge Fund Emerging Manager Program.
This portfolio would follow new policies and objectives for emerging manager portfolios
that already exist in LACERA’s other asset categories.

SECTION V — MARKET OUTLOOK

1. Market Outlook

The following pages describe the current outlook for hedge fund strategies from
LACERA’s hedge fund advisors, GSAM and GCM. Neither HFA currently expresses a
significant view towards or against any individual hedge fund strategy category.
LACERA will generally invest in a balanced manner across the various strategies
including multi-strategy managers who have the ability to invest tactically across
strategies.

GSAM’s current market outlook includes mainly neutral views across hedge funds with
positive views for select sub strategies in tactical trading, including trading monetary
policy, emerging markets and volatility. Their view is neutral overall for event driven
strategies, most segments of the credit markets, and equity long/short.

Grosvenor’s market outlook and investment focus includes strategic allocations across
all major strategy categories with volatility trading the most favorable. Their views are
mixed/neutral for equities and commodities/currency trading. Their views are
mixed/unfavorable for credit and rates trading.

10
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LOS ANGELES COUNTY EMPLOYEES RETIREMENT ASSOCIATION
HEDGE FUNDS ANNUAL INVESTMENT PLAN

SUMMARY STATEMENT

This document outlines the near term capital plan for LACERA’s Hedge Fund Program as its
structure transitions from one invested primarily in discretionary diversified fund of funds to
one which primarily consists of direct hedge fund investments. Subject to future modifications
by the Board, this document establishes the investment pacing for the Program over the next
calendar year as LACERA increases its investment in hedge funds to reach its 4% strategic
allocation target (which is expected by the beginning of Q4 2019).

This Investment Plan will be updated annually to meet the evolving needs of the Hedge Fund

Program. Updates concerning progress or meaningful challenges will be communicated or
discussed with the Risk Reduction and Mitigation Asset Committee or Board, as appropriate.

16
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APPENDIX
Descriptions of six main Hedge Fund Strategy Categories

Event Driven Strategies

Event Driven ("ED") strategies invest in securities of companies undergoing or
expected to undergo corporate transactions, including mergers, restructurings,
financial distress, tender offers, shareholder buybacks, debt exchanges, security
issuance, or other capital structure adjustments. Security types may include equities;
senior, junior, or subordinated debt; and derivatives. ED investments may include
exposure to equity markets, credit markets, and idiosyncratic, company-specific
developments. Investment ideas are typically fundamental rather than quantitative and
are generally realized around developments affecting a specific company rather than
the general market.

The underlying sub-strategies may include activist, credit arbitrage,
distressed/restructuring, merger arbitrage, private issue/Regulation D'?, or special
situations.

Relative Value Strategies

Relative Value ("RV") strategies may invest across equity, fixed income, derivative, or
other security types in order to realize an identified valuation discrepancy between
securities. Managers’ investment ideas may use fundamental and/or quantitative
techniques. Fixed income RV strategies are typically quantitative and identify
attractive opportunities based on value discrepancies or risk adjusted spreads
between instruments. RV may invest in corporate transactions based on the
realization of a pricing discrepancy between related securities, but as opposed to ED,
these investments are not based on the outcome of a corporate transaction.

The underlying sub-strategies may include fixed income—convertible bond arbitrage,
fixed income—sovereign, statistical arbitrage, option volatility arbitrage, or yield
alternatives.

Hedged Equity Strategies

Hedged Equity ("HE") strategies maintain long and short'® positions primarily in equity
and equity derivative securities. A wide variety of investment processes can be
employed to arrive at an investment decision, including use of both quantitative and
fundamental techniques. The range of processes may include a multi-portfolio
manager platform or single portfolio manager structure, a broadly diversified approach
or narrow sector or thematic focus, net equity exposures from 100% short to 100%
long, use of zero to high levels of leverage, short-term to multi-year holding periods,

12 Regulation D securities are private placements whereby smaller companies can raise equity or debt
capital without registering these securities with the Securities and Exchange Commission.

3“Long” positions benefit from asset price increases while “short” positions benefit from asset price
decreases.
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Macro

regional to global geographic market focus, growth to value styles, and small to large
market capitalization focus.

The underlying sub-strategies may include equity market neutral, fundamental growth,
fundamental value, quantitative directions, sector specific sub-strategies, or short bias.

(Tactical) Strategies

Macro strategies may invest in equity, fixed income, currency, and/or commodity
markets in order to benefit from ideas on economic variables and their impact on
market movements, or the market movements themselves. Managers employ a
variety of techniques including these: discretionary and systematic analysis, top-down
and bottom-up ideas, quantitative and fundamental approaches, and long-term and
short-term holding periods. Macro strategies are distinct from RV strategies in that the
primary investment ideas are based on predicting future market movements rather
than realizing valuation discrepancies between securities. In a similar way, while both
Macro and Equity Hedge strategies may hold equities, Macro equity positions are
based on investment ideas that predict market movements and their effect on security
prices based on macroeconomic variables, as opposed to EH, where company
fundamentals are more important for development of investment ideas.

The underlying sub-strategies may include active trading, commodity (including its
subsectors of agriculture, energy, and metals), discretionary currency, systematic
currency, discretionary thematic, or systematic diversified.

Hedged Credit Strategies

Hedged Credit strategies may include investment in all credit securities as well as
equities, credit derivatives, sovereign bonds, commodities, currencies, or other hybrid
securities. Investment ideas are based on valuation discrepancies between credit
instruments, or between credit securities and other security types. Hedged Credit is
distinguished from the fixed income RV strategies in that Hedged Credit includes a
significant component of investment ideas based on evaluation of credit quality of
underlying instruments rather than based on sovereign debt or interest rate exposures.
Also, relative to fixed income RV strategies, Hedged Credit generally has more net
exposure in credit markets, is less hedged, and is less leveraged.

The underlying sub-strategies may include corporate, emerging market sovereign,
distressed, mezzanine debt, structured credit—residential mortgages, structured
credit—commercial mortgages, other asset-backed, bank debt, direct lending, and
capital structure arbitrage.

18
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Multi-Strategy

Multi-Strategy managers invest across some or all of the five main strategy categories
and may make tactical shifts among strategies at any given time. Multi-Strategy
managers are not expected to have a dominant, consistent weighting to any one
strategy and instead are expected to have significant investment in more than one
strategy category.

19
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DOCUMENT PURPOSE

The Hedge Funds Obijectives, Policies, and Procedures ("OPP") document sets forth in
further detail certain elements of LACERA’s Diversified Hedge Funds Investment Program
(the “Program,” “Hedge Funds,” or “Hedge Funds Program”) which are broadly outlined in
LACERA’s Investment Policy Statement (“IPS”). -The OPP defines the Program’s objectives
and high level parameters, stipulates the detailed policies that govern the Program,
establishes risk management practices, spells out the procedures to be followed, and
delineates the responsibilities of the Board of Investments (the "Board"), LACERA staff
Staff™);, the Hedge Funds Advisor(s) ("HFA"), the hedge funds portfolio administrator(s)
(“Administrator”), LACERA’s custodian (Custodian”), and LACERA’s general consultant
(“General Consultant”). -In essence, the OPP provides the blueprint that guides the structure
and administratiorimplementation of the Program and its underlying portfolios.

SECTION | - PROGRAM OBJECTIVES

1. Introduction

The Board of Investments of the Los Angeles County Employees Retirement
Association—{the—Fund™—or—Tetal-Fund”}-has determined that, over the long term,

inclusion of diversified hedge fund investments will enhance the risk/return
characteristics of the Total Fund. —Fhe—As established in the Investment Policy
Statement “IPS”, the Hedge Funds-tavestment Program has an objective to reduce
the volatility of the Fund without materially decreasing Fund returns. -Primarily, the
Hedge Funds Program enhances the diversification of the Total Fund portfolio. -This
objective is achieved through investing in targeted strategies that have historicatly-had
low to moderate correlation with public global equity returns, and have historically
exhibited moderate return volatility.— Hedge funds have historically had greater
volatility than fixed income markets while having less than half the volatility of public
global equity markets.

2. Role of Hedge Funds in the Total Fund

e
The IPS states that the Program objective—to reduce Fund volatility without materially
decreasing Fund returns—should be measured and evaluated by the Sharpe ratio’.
The Program is expected to improve the Sharpe ratio of the Total Fund.- Even modest
improvements in the Sharpe ratio benefit the Fund’s ability to compound returns over
the long run.

Investment decisions regarding the Program’s primary objective of reducing volatility
while maintaining returns are guided by the following separate objectives: (i)
generating returns that exceed a target annualized return of 500250 basis points?
greater than an index of 3-month United States Treasury bills; ("T-bills"), (ii) achieving
realized volatility of 53-8% as measured by the annualized standard deviation of
monthly returns, and (iii) maintaining a Program beta of 0.25 or lower to public global

'Sharpe ratio is a measure of the excess return of the program over cash divided by program volatility as
measured by standard deviation of returns.
2 Subject to Board approval. Benchmark review scheduled for September 12, 2018 BOI Meeting.
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equity markets as measured by the Morgan Stanley Capital International (“MSCI”) All
Country World Index.

3. Hedge Funds Asset Allocation

Fhe

In May 2018, the Board established a long-term target allocation to thediversified
Hedge Funds Pregramof 4%. This allocation is part of a newly-created Risk Reduction
and Mitigation asset category that also includes investment grade fixed income and
cash. Previously the asset allocation target for all hedge funds, including credit hedge

funds of funds was 5% of the Total Fund asset vaIue JFhrs%%FgeLaueeatten—was

Additionally, the new May 2018 allocation policy re-categorized credit hedge fund of
funds strategies, previously categorized under the Hedge Funds Program, to a new
sub-category called llliquid Credit within a new asset category named Credit. The
credit hedge fund of funds portfolios that-are-comprised 0.7% of the Total Fund as of
June 30, 2018. The new policy allocation to llliquid Credit is 3%. The allocation to
llliquid Credit includes other investments apart from Credit hedge fund of funds and
will be managed by externalfund-offunds-managers—the Credit team and will continue
to be overseen by the Credit and Risk Mitigation Committee (formerly Fixed Income/
Hedge Funds/ Commodities Committee).

Any reference to the Diversified Hedge Funds Investments (the “Program,” “Hedge
Funds,” or “Hedge Funds Program”) herein will exclude credit hedge fund of funds
investments.

As of June 30, 294—?2018 the actual Hedge Funds Program aIIocatlon is 2. 7—,6—ef—the

e e T T R [ of the Total Fund

assetvalue-®. As the actual allocation is currently below the long-term target allocation,
which is planned to be reached in Q4 20648,2019, an interim target
allecationsallocation for Diversified Hedge Fund Investments is being recommended
at the September 2018 BOI meetlng to be 3. O% at the beglnmng of 2Q19 The
Dlversmed Hedge Funds K

pollcy—Ihe—Hedge

Funds allocation is planned to increase—inerementally—each—quarterchange in the
following quarters as shown in the-tableTable 1 below.

5$1.23 billion asset value of Hedge Funds and $56.0 b||||on Total Fund asset value.
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Table 1
Target Hedge Funds Allocation by Quarter
Calendar Target Diversified Hedge Funds
Quarter Allocation
Current 3:42.2%
Q4-2017Q2 4.23.0%
2019
Q4 201482019 54.0%

Inaddition-to-the-target-allocation-percentages,—theThe Total Fund asset allocation

policy in the IPS limits the actual Hedge Funds allocation to a range ef3%-around the
target allocation whereby the minimum allocation is the lower of 0% or 4% less than
target, and the maximum allocation is 2% greater than the target-alleeation—. Thus, at
the eurrentproposed 3-4% target allocation, the hedge funds allocation range is 0-4%
to 5:4%-%. At the final 4% target allocation, the allocation range will be 0% to 6%.

4. Program Objectives and Parameters
4.1 Program Benchmark Return

A recommendation to the Board of Investments is being made at the September 2018
BOI meeting which, consistent with the General Consultant's capital market
assumptions, would make the primary Diversified Hedge Fund Program benchmark is
thean annualized return of 250 basis points greater than an index of 3-month United
States Treasury Billsplus-5%per-annum;bills ("T-bills")®. The benchmark is used to
evaluate the performance of the Program over three to seven years.- When measuring
realized returns against this objective, the returns are net of all fees charged by
underlying hedge funds and any fund of funds managers.

Program returns are also measured against a universe of similar hedge fund
strategies, as provided by a reliable third party source such as Hedge Fund Research,
Inc. (“HFR”). -By measuring performance over three to seven years, -the Program’s
performance relative to a fund universe can be considered. Table 2 identifies
benchmarks for each portfolio type within the Program. A description for each portfolio
follows in Section 5 of this HFAIP.

6 This benchmark has been 500 basis points greater than an index of 3-month United States Treasury bills
("T-bills") since the inception of the program.
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Table 2
Fund Benchmarks by Type
PortfolioTypePortfolio Type Primary Benchmark Secondary
P e Benchmark
3 month
Diversified Hedge Fund of Funds T-bills plus 500250 bps | 1T X Global
ad? Index8
annualized

Credit Hedge Fund of Funds | [ HERX Fixed Income_Creditndex®
Direct Hedge Funds*® HERX-Global
Total Diversified Hedge Funds Portfolio HERX-Global

4.2 Program Parameters

The Diversified Hedge Funds Program is expected to have volatility greater than that
of fixed income markets but less than that of public equity markets, generally at a level
of less than half of public equity market volatility. -Realized volatility, as measured by
standard deviation of returns, is expected to range from 3-8% over three-year rolling
time periods. -The program is expected to have low to moderate correlation with public
global equities and will be managed by maintaining a portfolio equity beta' of 0.25 or
lower.

5. Investment Structure
The Fund currently invests in two diversified portfolio types in the Program (dwersiﬁee

hedge fund of funds and
type{direct hedge funds).

The Fund currently deploys capital to two Hedge Fund of Fund ("HFoF") managers te
invest-in—thetwo—existing—portfoliotypes—Fhefirst-manager,- Grosvenor Capital

7 Subject to BOI approval.

8The HFRX Global Hedge Fund Index is designed to be representative of the overall composition of the
hedge fund universe. -It is comprised of all eligible hedge fund strategies, including but not limited to
convertible arbitrage, distressed securities, hedged equity-hedge, equity market neutral, event driven,
macro, merger arbitrage, and relative value arbitrage. —The strategies are asset weighted.
Source: Hedge Fund Research Inc

4—9'

"Portfolio eqU|ty beta isa measurement ofa portfol|o S volatlllty relatlve to equﬂy market returns. -A portfolio
with a beta of 1.0 has the same volatility as the equity market.- Mathematically, historical beta can be
viewed as the slope of the regression line of portfolio returns against market returns. -The Morgan Stanley
Capital International All Country World Index is used as the global equity market reference against which
to measure equity beta realized by the Program.



LOS ANGELES COUNTY EMPLOYEES RETIREMENT ASSOCIATION
HEDGE FUNDS OBJECTIVES, POLICIES, AND PROCEDURES

Management (“GCM%,—+uns-") and Goldman Sachs Asset Management (“GSAM”).
GCM and GSAM each run a diversified HFoF portfolio and-for the Program. GCM also

runs two credit HFoF portfolios— Fhe—second—manager—Goldman—Sachs—Asset

Management{“GSAMY),—+uns—a—diversified-HFEoFpertfelio— which are categorized
under the llliquid Credit sub-category in the Credit asset category.

As the Program implementation moves forward, direct hedge fund investments will
beare used for the advantages they provide to the Fund, namely that they are not
subject to the additional layer of fees paid to fund of funds managers, they facilitate
direct relationships with hedge fund managers, and they allow the Fund to have
greater control over its Program.

In addition to their existing fiduciary role in investing the fund of funds portfolios, the
HFoF managers have also agreed contractually to serve as HFAs, acting as a
fiduciary, to support LACERA directh-investing directly in hedge funds. The-HEAs-will
provide-these-services-as—a-fidueiary—The roles and responsibilities of the HFA are
further described in section-ofthisthe OPP. LACERA issued a Request for Proposal
for a Consultant(s) in the Hedge Funds, Credit and Real Assets categories. When and
if LACERA selects a separate Hedge Fund Consultant, the Consultant will act as an
HFA.

Hedge Fund Program Portfolio Types

1. Diversified Hedge Fund of Funds: HFoF portfolio managed by an external HFoF
manager who invests across majer-hedge fund strategies.- HFoF managers have
discretion to construct portfolios consistent with the Hedge Fund section of
LACERA’s Investment Policy Statement and any individual portfolio guidelines.
Each HFoF manager identifies, selects, and monitors these investment strategies
as part of a diversified portfollo 12

3.2. Direct Hedge Funds: Pertfelie-Diversified portfolio of hedge funds invested across
major-hedge fund strategies, with LACERA selecting the hedge-funds—-managers
and strategies. LACERA retains discretion to construct and maintain a portfolio
consistent with the Program policies including the OPP and this ©RPP-HFAIP. As
additional resources, the HFAs provide independent due diligence and technical
assistance to LACERA in support of areas including market research,
managerinvestment due diligence, operational due diligence, portfolio
construction, and risk aggregation.

2The Fund’s contractual relationship with Goldman Sachs Asset Management regarding the diversified
HFoF portfolio is through a discretionary investment management agreement rather than a fund
agreement in part because those underlying funds are held directly in the Fund’s name.
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feednsle o poce o
Table 3 shows the current allocation to the portfolio types among LACERA'’s entire

Hedge Funds Program and defines the allowable allocation range for the Program. As

efyet;

Table 3
LACERA has-notbegun-investing-in-a-direct-hedge-fund-pertfolio-Hedge Funds Program

LACERA HEDGE FUND
CURRENT AND ALLOWABLE ALLOCATION BY PORTFOLIO TYPE
Current and Allowable Allocation By Portfolio Type

Net Asset
Value-asof | Allocation Allowable
Portfolio Type June-30; % Allocation Range
2017

($-million)
Diversified 919 64%
Hedge Fund of 450-90%
Funds'3
Credit Hedge Fund-of Eunds 524 36% 149'50 ;
Direct Hedge 6 ol o
Funds 0-75100%
Total Program $4.443 | 100% |

6. Investment Strategy Categories

LACERA’s achievement of its Hedge Funds Program objectives requires an ability to
adjust portfolio allocations across various hedge fund strategy categories; since each
may respond differently to prevailing market environments-differently—. The Program-
level investment category constraints (page-6shown in Table 4) limit strategy category
exposures in order to promote diversification across- strategy categories while also
being flexible enough to allow for tactical shifts in and out of strategies based on their
relative attractiveness and the market environment.

When invested to reach the 54% strategic asset allocation Total Fund target, 2022% of the Hedge Funds
Program would be approximately $500 million (at a $5056 billion Total Fund valuation). -LACERA’s initial
allocation to its two HFoF managers was $250 million each.- This minimum level of investment is necessary
for LACERA to continue to receive HFA services as part of its agreements with the HFoF managers.
20Approximately 22% of the Program is the longer- term target for the diversified HFoFs after LACERA
reaches its 54% strategic allocation target.
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The constraints for each of the six investment strategy categories (defined and
discussed below) are measured on a look-through basis*—Additionally-individual.’®
Individual fund of fund portfolios have investment guidelines that are consistent with
or more limiting than these Program-level constraints.

Definitions for the categories generally draw from the index definitions created by
HFR. -HFR’s definitions of the first four categories belewin the table are objective and
follow predetermined rules which place all eligible hedge funds in their Global Index
into one of these four categories. -However, solely using these four definitions arecan
be limiting to broad portfolio construction, and LACERA has broadened the strategy
categories to include Hedged Credit and Multi-Strategy.- While the six categories are
commonly used, they do not represent an exhaustive list that covers all possible hedge
fund investments. —The Program may invest in some funds that are not well
categorized-described by one of these strategiesstrategy definitions if they otherwise
meet the-otherbroad objectives and constraints established for the Program.

Additionally, LACERA may consider investing in “alternative-betahedge fund premia”
or replication-type strategies that seek to obtain systematic exposures to investment
themes used by hedge funds—er—market-exposures, but at a lower cost. ~These
strategies are expected to fall within the six strategy categories shoewnidentified below.
R
Table 4
Diversified Hedge Funds Investment Allocation
Constraints

by Strategy Category
Target
Allocation
Strategy of Direct
Strategy Constraint Portfolio
Event Driven Maximum 40% 7.5%
(excluding Hedged Credit)
Relative Value Maximum 60% 15%
Hedged Equity Hedge Maximum 40% 15%
Macro-(Birectional/Tactical) | Maximum 50% 15%
Trading
Hedged Credit Maximum 60% 7.5%
Multi-Strategy Maximum 60% 40%

The table includes the target allocation for the direct portfolio when it is fully invested
by year end 2019.

15Look through baS|s for the Hedge Funds Program |s deflned as the totaI strategy category aIIocat|on
based on the underlying portfolios in the Program, viewed independently of their portfolio structure.
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LACERA recognizes the opportunistic nature of investing in these strategies and will
allow Staff-and-the-HFoF-managers-some-latitude outsideregarding the lower and
upper limits of the—ranges—allocation constraints and targets. In the short term, as
LACERA buildssequentially ramps up its allocations in the direct portfolio to reach the
5%4% Total Fund target allocation, some individual fund allocations may cause
materiallarge changes in the strategy allocation weights in the direct portfolio. -Thus,

these strategy constraints maymight not be met while-thedirect-portfoliois—being
constructed-throughduring the feurth-quarterof 2048-—ramp up phase.

6.1 Event Driven Strategies

Event Driven ("ED") strategies invest in securities of companies undergoing or
expected to undergo corporate transactions, including mergers, restructurings,
financial distress, tender offers, shareholder buybacks, debt exchanges, security
issuance, or other capital structure adjustments. -Security types may include equities;
senior, junior, or subordinated debt; and derivatives.- ED investments may include
exposure to equity markets, credit markets, and idiosyncratic, company-specific
developments. -Investment ideas are typically fundamental rather than quantitative
and are generally realized around developments affecting a specific company rather
than the general market.

The underlying sub-strategies may include activist, credit arbitrage,
distressed/restructuring, merger arbitrage, private issue/Regulation D, or special
situations.

6.2 Relative Value Strategies

Relative Value ("RV") strategies may invest across equity, fixed income, derivative, or
other security types in order to realize an identified valuation discrepancy between
securities. -Managers’ investment ideas may use fundamental and/or quantitative
techniques.— Fixed income RV strategies are typically quantitative and identify
attractive opportunities based on value discrepancies or risk—adjusted spreads
between instruments.— RV may invest in corporate transactions based on the
realization of a pricing discrepancy between related securities, but as opposed to ED,
these investments are not based on the outcome of a corporate transaction.

The underlying sub-strategies may include fixed income—convertible bond arbitrage,
fixed income—sovereign, statistical arbitrage, option volatility arbitrage, or yield
alternatives.

6.3 Hedged Equity Hedge-Strategies

Hedged Equity Hedge("EH("HE") strategies maintain long and short'® positions
primarily in equity and equity derivative securities. -A wide variety of investment

8“Long” positions benefit from asset price increases while “short” positions benefit from asset price
decreases.
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processes can be employed to arrive at an investment decision, including use of both
quantitative and fundamental techniques. -The range of processes may include a
multi-portfolio manager platform or single portfolio manager structure, a broadly
diversified approach or narrow sector or thematic focus, net equity exposures from
100% short to 100% long, use of zero to high levels of leverage, short-term to multi-
year holding periods, regional to global geographic market focus, growth to value
styles, and small to large market capitalization focus.

The underlying sub-strategies may include equity market neutral, fundamental growth,
fundamental value, quantitative directions, sector specific sub-strategies, or short bias.

6.4 Macro (Birectional/Tactical) Strategies

Macro strategies may invest in equity, fixed income, currency, and/or commodity
markets in order to benefit from ideas on economic variables and their impact on
market movements, or the market movements themselves. -Managers employ a
variety of techniques including these: discretionary and systematic analysis, top-down
and bottom-up ideas, quantitative and fundamental approaches, and long-term and
short-term holding periods. -Macro strategies are distinct from RV strategies in that
the primary investment ideas are based on predicting future market movements; rather
than realizing valuation discrepancies between securities. -In a similar way, while both
Macro and Equity-HedgeHedged equity strategies may hold equities, Macro equity
positions are based on investment ideas that predict market movements and their
effect on security prices based on macroeconomic variables, as opposed to EH, where
company fundamentals are more important for development of investment ideas.

The underlying sub-strategies may include active trading, commodity (including its
subsectors of agriculture, energy, and metals), discretionary currency, systematic
currency, discretionary thematic, or systematic diversified.

6.5 Hedged Credit Strategies

Hedged Credit strategies may include investment in all credit securities as well as
equities, credit derivatives, sovereign bonds, commodities, currencies, or other hybrid
securities. -Investment ideas are based on valuation discrepancies between credit
instruments, or between credit securities and other security types. Hedged Credit is
distinguished from the fixed income RV strategies in that Hedged Credit includes a
significant component of investment ideas based on evaluation of credit quality of
underlying instruments, rather than based on sovereign debt or interest rate
exposures. -Also, relative to fixed income RV strategies, Hedged Credit generally has
more net exposure in credit markets, is less hedged, and is less leveraged.

The underlying sub-strategies may include corporate, emerging market sovereign,
distressed, mezzanine debt, structured credit—residential mortgages, structured
credit—commercial mortgages, other asset-backed, bank debt, direct lending, and
capital structure arbitrage.
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6.6 Multi-Strategy

Multi-Strategy managers invest across some or all of the five main strategy categories
and may make tactical shifts among strategies at any given time. —-Multi-Strategy
managers are not expected to have a dominant; consistent weighting to any one
strategy and instead are expected to have significant investment in more than one
strategy category.

SECTION Il - PROGRAM POLICIES

Policies for the Program are designed to allow access to returns available in flexible
investment strategies that target returns from sources other than equity markets, as equity
market risk is the most significant risk in LACERA’s Total Fund, while controlling for risks that
may lead to large losses.- In the Program, controlling risk, limiting downside losses, and
dampening overall volatility by diversifying the Total Fund away from general market risks are
as important as seeking returns.- LACERA adheres to prudent risk management practices by
establishing guidelines that mitigate the main sources of risk in the Hedge Funds Program.

1. Risk Management

Hedge fund strategies generally entail a number of identifiable risks that are distinct
from or heightened compared to traditional public market strategies. -These include
both investment-related and operational risks.- It is LACERA's policy that the key risks
particular to a hedge fund investment strategy be identified and understood. -The
HFEoF—managers/HFAs—aidHFA(s) aids LACERA in identifying, understanding, and
monitoring risks in their portfolios and aggregated risks across the pregramProgram,
including inthe-other HEoF-managers-portfolioall fund of funds and EACERA’s-direct
pertfelio—portfolios.

The types of risks are summarized in the following five main areas: illiquidity,
transparency, leverage, quantitative risk, and operational risk. LACERA's methods for
mitigating these risks are supplied below. FeStaff shall manage risk by applying these
risk management practices to the entire Program.

As it relates to transparency risk, to the extent that a hedge fund'’s risks are opaque
and cannot be sufficiently understood or identified, LACERA will not undertake an
investment. -If risks increase to a level beyond what is allowable in this OPP, LACERA
will seek to redeem or reduce mvestments to brlng the Program |nto compllance

10



INVESTMENT RISK

1. lligquidity — llliquidity may
originate from the form of the
assets or securities held by
the underlying hedge funds as
well as terms of the
investment vehicle that delay
investors’ receipt of cash
proceeds from their
investments, e.g., lock-up
periods, redemption periods,
notification periods, or gates.
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METHOD OF MITIGATION

LACERA generally funds only those hedge
funds that are-expected-to-invest primarily in
liquid assets.- Additionally, the majority of the
Program asset value is in hedge funds that
have a lock-up period of one year or less and,
after expiration of the lock-up period, a
majority of Program asset value is in funds
that provide for full or partial redemption at
least quarterly. —Beyond the initial lock-up
periods, a liquidity schedule is maintained
such that the majority of Program asset value
is liquid within one year. While-the- Program-in
total-complies ”'t.l' t.l"s pell|ey H |s.|eesgn|zeel
_tlnat the O ppsltun_stle_ e|_ed|t portiolio-generaty
".“EStS..“' loss |IG|H. id—pvastments H'.a“ the
_dne_ |_S|I|ed pentlehes_ and may |_||elude
I|_||el|_=||dual IH'_'dS that-Rvest-prmariy—A-less

2. Transparency — Many
hedge funds may not fully

disclose current position-level
holdings.

LACERA requires ongoing disclosure of either
position-level data or risk-exposure-level data
from the hedge funds. —Position-level data
includes all of a fund’s security holdings and
their amounts. —Examples of risk-exposure-
level data include net and gross equity
exposure, sector level net equity exposure,
and net fixed income allocation by sector and
credit quality category. -Additionally, frequent
communication with the hedge funds is
undertaken by Staff erand the HFA to
understand the largest positions in the fund.

3. Leverage — The underlying
hedge funds may use
leverage, which enables them
to gain financial exposure
greater than invested capital.

LACERA does not permit excessive use of
leverage in the Program. —Appropriate
leverage levels are dependent on the type of
strategies used, the degree to which positions
have offsetting risks, and the volatility of the
assets held in the fund. -The leverage ratio at
the strategy level is not permitted to exceed
4.0x for hedged credit, event driven and
hedged equity-hedge, 5.0x for multi-strategy,
8.0x for relative value, and 20.0x for macro
and other tactical trading strategies. -Portfolio-
level leverage is monitored to manage the
overall risk level of the Program.— Only
leverage derived from hedge fund managers’
positions is permitted and no additional
leverage will be added at the portfolio level.

11
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4. Quantitative Risk — Hedge
funds are exposed to a
number of quantifiable market
risks (e.g., beta and volatility

LACERA’s HFAs measure quantitative risks in
the Hedge Funds Program through the use of
their risk measurement system(s). —Risk is
evaluated at both the manager level and

levels). portfolio level to comply with this policy.- The
system(s) are used to identify unintentional
risks in the portfolio which can be reduced
through diversification and to identify portfolio
changes which would reduce undesired risk
levels while maintaining Program objectives.
Other risk analyses used include scenario
analysis to determine how the portfolio might
behave in certain unfavorable market
environments and value-at-risk analysis to
identify the potential for losses in severe
downside cases.

LACERA invests only in hedge funds where

5. Operational Risk — Hedge

fund investments are made an operational due diligence review
through separate legal determines that the funds’ control and
structures such as limited compliance environments are sufficient for
partnerships. —Therefore, investment. -LACERA invests in funds that are

additional operational risk can
arise when assets leave
LACERA'’s custody.

administered by independent third parties,
have assets that are held in custody by third
parties, and are audited by reputable third
parties. -The valuation policies of the hedge
funds are reviewed periodically to make sure
that they are sufficiently strong.

2. Investment Exposure Parameters

At the portfolio level, measurable parameters are employed to mitigate some of the
risks that might lead to portfolio losses.

For HFoF portfolios, risks are managed by investment guidelines in place for each
portfolio.- Though not included in this document, they are consistent with or more strict
than the Program-level risk constraints in Section Il, Subsection 1, Risk Management,
of the OPP.

For LACERA’s direct hedge fund portfolio, risk management will be governed by the
risk parameters appearing below. -Note that this portfolio may be out of the range of
these parameters temporarily as LACERA builds its direct hedge fund portfolio to
reach the 54% target allocation by the fourth quarter of 2048-—2019.

Additionally, beyond the time when the 4% allocation is reached, fund notification
period and redemption terms may prevent LACERA from immediately remediating an
exposure outside of these parameters. -LACERA will take prompt action to remediate
any exposures outside the parameters.

12
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LACERA Direct Hedge Fund Portfolio Risk Parameters

Risk Limits:
Estimated portfolio equity beta'” Not to exceed 0.20%
Target range of standard deviation 3-8%

Portfolio-level rate of Return at

- (o)
Severe Case Loss'® >-10%

Maximum Leverage by Investment Strategy Cateqory:

Event Driven (excluding Credit) 4x
Relative Value 8x
Hedged Equity-Hedge 4x
Macro (Directional/Tactical) 20x
Hedged Credit 4x
Multi-Strategy 5x

Number of Investment Managers: The direct portfolio is expected to have between
eight and 20twenty individual hedge funds.

Size of Investments: The minimum size of a hedge fund investment will be $5 million,
while the maximum size of investment made will be 20% of LACERA’s direct hedge
fund market value. -For the purposes of this policy, uninvested amounts that bring
LACERA'’s total direct hedge fund investment up to the 5§4% strategic policy allocation
target shall be considered when determining the maximum investment.

Partnership/Investment Management Organization Limits: LACERA's share in a single
hedge fund partnership or other entity structure will not exceed 35% of that
organization’s total commitments from all limited partners.

LACERA will limit maximum expesureProgram investments to any investment
management organization such that the aggregate investment with that organization
across multiple funds is not greater than 20% of LACERA's direct hedge fund portfolio
market value. —For the purposes of this policy, uninvested amounts that bring
LACERA’s total direct hedge fund investment up to the §4% policy target shall be
considered when determining the maximum investment.

"As-measuredBased on forward looking estimates or realized performance measures relative to the MSCI
All Country World Index.

8Return at Severe Case Loss is determined by applying a consistent measure of an unexpected negative
return event for each fund (e.g., downside returns at a two standard deviation event), while applying some
level of portfolio correlation by strategy (e.g., 0.4) which implies some level of diversification benefit across
strategies.

13
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Liguidity Limits: The portfolio may not invest so that more than 40% of the portfolio
value is in funds that are subject to a remaining “lock-up” period greater than one year.

The portfolio may not invest so that more than 25% of the portfolio value is in funds
that are subject to a remaining “lock-up” period greater than two years.

The portfolio may not invest so that more than 10% of portfolio value is in funds that
are subject to a remaining “lock-up” period greater than three years.

The portfolio may not invest any capital in funds that require a “lock-up” period greater
than five years.

Minimum capital invested as a percent of portfolio asset value in funds where full or
partial liquidity is available within one quarter (excluding notification periods and after
expiration of lock-up periods) is 40%.

Minimum capital invested as a percent of portfolio asset value where liquidity is
available within one year (excluding notification periods and after expiration of lock-up
periods) is 65%.

Side Pocket Investments: The portfolio is prohibited from investing in funds that make
illiquid, “side pocket,'®” or “designated” investments. -Exceptions are allowable in the
following cases:

e When the hedge fund offers investors the ability to opt-out of side pocket
investments, in which case LACERA will make such election.

¢ When the hedge fund documents are silent about the ability to invest in side pocket
investments, but LACERA and the HFA reasonably expect that the hedge fund
manager will not make side pocket investments.

e When the hedge fund documents allow the ability to invest in side pocket
investments, but LACERA and the HFA reasonably expect that the hedge fund
manager will not make side pocket investments.

3

3. Prohibited Investments

Hostile Takeovers: LACERA avoids investment strategies that primarily involve hostile
takeovers, defined as acquisitions opposed by the board of directors of the target
company.

'9Side pocket investments in a hedge fund are usually less liquid than the remainder of the fund and are
therefore accounted for differently. Generally, unlike the remainder of the fund, interests in these
investments are allocated to investors at the time they are made and not to any future investors. Even if
redeeming out of a fund, an investor may not be able to redeem out of its side pocket investments until
those investments are realized.

14
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4.

5.

6.

7.

LACERA Hedge Funds Privatization Policy: LACERA avoids investing in hedge funds
that are dependent on privatization strategies. -LACERA does not aim to promote
privatization of public jobs through its Hedge Funds Program.

When performing due diligence prior to making the initial investment in a fund for the
direct hedge fund portfolio, Staff and/or the HFA, as applicable, will use reasonable
efforts to ascertain the following:

¢ Whether the fund’s main investment strategy includes the privatization of jobs held
by LACERA members, and

¢ Whether other funds operated by the investment management organization, if any,
have invested in companies dependent upon privatization of jobs held by LACERA
members.

Investment Vehicle Guidelines

Limitation of Liability:

LACERA anticipates that its investments in this Program will take place through pooled
investment vehicles that limit its liability to the amount of its capital commitment to the
fund. -LACERA, or its external legal advisors, will review fund documents before
investment to determine that they are governed by the laws of a jurisdiction that
recognizes and preserves investors’ limited liability.

Taxability: LACERA, or its external legal advisors, will also review fund documents
and consider the jurisdictions in which the funds are formed to confirm that they are
“tax neutral.”

Legal

Investments are made, managed, and redeemed in compliance with applicable
federal, state, and local country-specific laws. -Qualified legal counsel selected by the
Legal Office, or Legal Office staff, reviews or negotiates fund documents, side letters,
and other legal documents associated with investments.

Derivatives
Given that hedge fund managers may have discretion to use short selling, leverage,
and derivatives, LACERA’s Derivatives Policy will not apply to Hedge Funds Program
investments.

Fees
LACERA requires fee transparency from its investments in hedge funds, specifying
the amount of management fees and accrued performance fees which affect

LACERA's net performance. -LACERA is complying with new California legislation that
requires disclosure of hedge fund fees.

15
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SECTION Il - PROGRAM PROCEDURES

Investing in hedge funds requires unique investment procedures. -This section defines and
explains the methodologies used when investing in this Program.

1. Capital Planning

beme e
For each calendar year, a Hedge Funds Annual Investment Plan (“HFAIP”), Staff-will
recommend-a-specificestablish a pace of investing that will result in an allocation that
will fall within the target allocation range. -Over the next few years, the focus of the
HFAIP will be on new allocations to managers to fully fund the direct hedge fund
portfollo LACERA Currently mvests in dlverS|f|ed fund of funds and dlrect hedge funds.

2. Sourcing Investments

Currently the HFoF managers source investments through the resources of their
manager research staffs. -For the direct portfolio, StaffLACERA and the HFA{at-Staff's
reguest) will source potential investments and identify those that meet the Program’s
selection criteria and performance goals. -All investment opportunities that meet the

establlshed crlterla and goals will be con3|dered —quummal—phaseeH%ngJeh&éweet

LACERA will avoid undue fund or manager overlap or concentration between
LACERA'’s direct hedge fund portfolio and the underlying HFoF portfolio. -If LACERA
holds or is preparing to hold a fund or manager in its direct hedge fund portfolio,
LACERA may prohibit the HFoF managers from holding or adding that fund or
manager, or may require the redemption or transfer of a fund or manager already held
in a HFoF portfolio.

Methods of sourcing prospective investments include, but are not limited to, the
following:

16
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e Meeting investment managers in LACERA’'s—er, the HFA’s, or investment
manager’s offices,

e Accessing the HFEA’s-market intelligence or databases from the HFA(s) or other
sources,

¢ Referencing funds already approved for investment by an HFA or HFoF manager,

o Meeting with placement agents who represent investment managers,

¢ Attending investment conferences to meet investment managers,

e Reading industry publications to keep abreast of people and fund news.

*

3. Conducting Due Diligence

By conducting due diligence, StaffLACERA and the HFA/HFoF manager pursue
favorable investments and reject those that do not meet the Program’s criteria. -Major

factors to be considered-by-either-Staff-and/orHEA; include, but are not limited to, the

following:
e Experience and cohesiveness of the investment manager or principals involved,

e Depth of resources at the investment management organization, including
personnel and technology-,

e Soundness of the investment manager’s strategy,

Suitability

e Attractiveness of the strategy in the current market environment and the manager’s
ability to capitalize on it,

o Assessment of the expected risk/return profile of the strategy, including volatility
and expected diversification benefits,
Spioocisiepecs

e Fit and appropriateness of the investment for inclusion in LACERA' s portfolio,

e Manager's knowledge of the securities or instruments used in the investment
process,

e Appropriateness of the investment manager’s risk management practices,

e Transparency of manager with respect to the strategy,

17
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¢ Financial health and sustainability of the investment management firm,

e Attribution of the investment manager’s track record to skill rather than market
factors,

¢ Compliance with LACERA's guidelines,

e Compliance with all national, state, and local financial, regulatory, and legal
requirements and evaluation of any audit reports,

¢ Observations and findings of a recent full operational due diligence review by the
HFA or an external provider which includesinvestigates the manager’s operating,
control, and compliance environments,

o Consistently positive references and background checks on the investment
management firm and key personnel,

e Appropriate level of the investment manager's Environmental, Social, and
Governance risk analysis in place-, and

e Approach to diversity and inclusion at the investment manager organization.

4. Addressing Conflicts of Interest

S
LACERA and the HFA will not recommend/make any investment until all identified real
and potential conflicts of interest have been assessed and mitigated to the extent
deemed appropriate.

5. Structuring and Negotiating Key Terms, Provisions, and Fees

Staff will negotiate terms and provisions and structure fees so as to provide maximum
investor protection and value.

0, 0,

LACERA will consider opportunities to lower fees that some managers may offer for
larger allocations, or for extended lock-up terms. -Staff may recommend the Board
approve exceptions to the policies in this document (e.g. limitations on amount of
portfolio value which is subject to remaining lockup periods of greater than two years)
for certain hedge funds in order to receive lower fees. LACERA may also consider fee
arrangements with a lower management fee, but potentially higher performance fee.
LACERA will take into consideration the fee breaks available through its HFA
relationship.

6.- Approving Investments in the Direct Portfolio
Consistent with  LACERA’s current governance model, all direct hedge fund

investments will be recommended by Staffstaff and the HFA and will be subject to
Board approval.
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Any Staffstaff recommendation of a direct hedge fund investment for Board approval
will be accompanied by an opinion memo from an HFA. -This memo will address
investment merit, risks, fit with LACERA’s portfolio, objectives, and constraints, and
an assessment of the fund’s operating, control, and compliance environment.
7 —

7. Rebalancing and Redeeming Funds in the Direct Portfolio

Investments in a direct hedge fund portfolio require the flexibility to rebalance the
portfolio and terminate managers in a timely manner, within the terms of the
notification period and fund redemption schedule for each fund.

In order to rebalance the portfolio to take advantage of changes in market
opportunities or reflect evolving views on a manager, LACERA will need to add to or
partially redeem from certain funds from time to time. -When funds are recommended
for approval by the Board, Staffstaff will propose an initial investment amount and
maximum allocation. -LACERA Staffstaff may add capital to or reduce amounts
invested with already approved managers as long as the value of the new investment
amount remains below the maximum allocation amount. -A summary of fund additions
and redemptions will be reported to the Board periodically- through regular quarterly
reporting and the monthly CIO Letter.

LACERA may also need to take rapid action to terminate an investment manager for
various reasons that include unexplained poor performance, staff turnover, change in
fund strategy, evidence of unethical manager behavior, or the existence of more
attractive opportunities elsewhere. -Staff may terminate funds by requesting a full
redemption at the next available redemption period and will promptly report
terminations to the Board.

8. Monitoring and Reporting Portfolio Performance

Use of Third Party Administrators in Performance Reporting: In order to provide
additional monitoring, independent of reporting provided by HFoF managers, and to
provide specialized accounting services for its direct hedge fund portfolio, LACERA
requires the use of third party Administrators. ~Administrators are responsible for
accounting for all investor-level activity in a hedge fund portfolio, reporting official
independent portfolio valuations and performance on a monthly basis, and reporting
interim monthly valuations as required by Staff or the HFoF manager. -The selection
of Administrators varies by portfolio.

Grosvenor Capital Management (“GCM”) is a HFoF manager that uses partnership
structures to hold underlying funds for its three portfolios and acts as general partner
for its partnerships. —As general partner, GCM is responsible for selecting and
overseeing the Administrator for these partnerships, and that Administrator delivers
valuation and performance reports for each partnership directly to LACERA and its
Custodian.
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For the Goldman Sachs Asset Management (“GSAM”) HFoF portfolio, where LACERA
holds the fund interests directly, the fund of funds manager acts under a discretionary
Investment Management Agreement. -For the GSAM portfolio, LACERA has procured
International Fund Services, LLC (“IFS”), a wholly owned division of State Street,
LACERA'’s Custodian, to act as a portfolio-level Administrator. Staff-intendsforlES+to
actLACERA may also substitute the Custodian as Administrator for the direct
pertfelicand GSAM portfolios or otherwise evaluate alternative solutions.

Reporting to LACERA's Staff: The Administrators track capital flows, measure returns,
and provide monthly portfolio performance reports to Staff-LACERA. Additionally, the
HFoF managers provide monthly and quarterly reporting with analyses regarding the
portfolios they manage for LACERA. -Individual fund managers provide various forms
of monthly, quarterly, or annual reports regarding fund positioning, performance, and
outlook.

Calculation of Composite Returns: LACERA’s Custodian, State Street, receives
portfolio values from the Administrators and calculates multiple portfolio composite
returns and the Hedge Funds Program composite return-in-thereporting-process—.
LACERA’s hedge fund performance is consolidated into the Total Fund performance
on a one-month lagged basis. -This approach allows the Administrator time to capture
the closing period cycle for the underlying hedge funds, which have a valuation cycle
that often exceeds the global custodian’s monthly cutoff for unlagged performance.
LACERA may remove the lag in the future if it can obtain sufficient performance data
for the hedge fund program within its normally monthly closing cycle.

Reporting to the Board: Staff shall issue quarterly portfolio performance reports to the
Board. -In addition, Staffstaff and at least one of the HFAs shall report to the Board at

least annually on the performance and status of investments-held-inthepertfolio-the

Program. Reports shall include, but not be limited to, such items as the following:

Risk and return across the Program and its portfolios,

e Summary of investment portfolio performance and its relation to overall market
performance—,

» Program impact on the Sharpe ratio of the Total Fund-,
e The general investment environment-,
¢ Allocations across different strategies of hedge funds—,

e Capital activity such as new commitments, contributions, redemptions, and
terminations made since the last report—,

e Summary of new investments and redemptions by strategy-, and

Compliance with applicable LACERA policies/risk limitations.
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9.

Monitoring Adherence to Strategy: Staff shall monitor the type, amount, and allocation
of investments to ensure that the strategy set forth in this document is adhered to.
LACERA expects staff and the-HFAand any HFoF managers to strictly adhere to the
ranges set forth in this document, to any other applicable portfolio guidelines, as well
as to the investment guidelines as set forth in the HFAIP or as agreed upon from time
to time by LACERA and the- HEA-—any HFoF managers.

Implementation Using Separate Accounts or “Funds of One”

LACERA will explore the use of structures which include directly managed separate
accounts or “funds of one??” that allow LACERA greater operational control over its
direct hedge fund investments. -The advantages of these structures are that they allow
for greater control over assets, lower operational costs, an enhanced negotiating
position for lower management and performance fees, full transparency, and an
enhanced comfort to take on emerging managers.- The disadvantages are greater
operational complexity for LACERA and an unwillingness of some fund managers to
add to their own operational risk and complexity with these structures. -While these
structures provide some overall improvements to LACERA, a fund manager’s
unwillingness to adopt these structures will be considered but not generally used to
exclude funds from recommendation.

10. Planning for a Hedge Fund Emerging Manager Program

In 2019, LACERA will also explore strategies through Committee and Board
discussions for constructing an emerging manager hedge fund portfolio. Such
strategies may include converting all or a portion of an existing Diversified HFoF
portfolio mandate to an Emerging Manager HFoF portfolio mandate. This portfolio
would follow policies and objectives for emerging manager portfolios that already exist
in LACERA’s other asset categories.

SECTION IV — SUMMARY OF ROLES AND RESPONSIBILITIES

The roles of the Board, Staffstaff, HFA, Hedge Fund of Funds Manager, Administrator,
Custodian, and the General Consultant are summarized below:

1.

Board Responsibilities

¢ Review and approve the Hedge Funds Objectives, Policies, and Procedures-,
¢ Review and approve the HFAIP—,

» Review performance of the Program with the HFA and/or Staffstaff at least
annually

¢ Review and approve direct allocations to externally managed funds and fund of
funds mandates-, and

20A “Fund of One” structure is a customized investment vehicle such as a Limited Partnership for which

LACERA would be the sole limited partner.
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Refer hedge fund investment opportunities to Staffstaff for evaluation, either
directly or with the assistance of the HFA-.

2. Staff Responsibilities

Develop, evaluate, review, and make recommendations to the Board on the Hedge
Funds Obijectives, Policies, and Procedures—,

Review the HFAIP at least annually, recommending changes to the Board as
appropriate—,

Monitor and report on the activities of the HFAs to the Board—,
Conduct searches for HFAs as authorized by the Board-,

Source, screen, evaluate, and recommend investments to the Board in
consultation with the HFAs,

Perform investment due diligence on prospective investment managers and
investment opportunities that potentially fit the objectives and constraints of the
Program,

Review with an HFA the operational due diligence findings for managers
recommended by Staffstaff,

Monitor the investment managers in the direct portfolio on an ongoing basis, and
consider their replacement with other more attractive investment opportunities-,

Ensure that adequate measurement systems are implemented to monitor the
performance and fees of the Program-,

Meet with the HFA and the Board at least annually to review Program performance,
asset-allocation to the various hedge fund portfolios and other parameters, and
other issues that arise—,

Assure that LACERA has appropriate legal counsel resources to work with
Staffstaff to review terms and conditions on all proposed investment vehicles—,

Document due diligence procedures undertaken for recommended investments,
and

Maintain internal processes for administering LACERA’s role in financial
operations of direct and HFoF portfolios.

3. HFA/and Hedge Fund of FundFunds Manager Responsibilities
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Act as fiduciary throughout all phases of the investment process, as overseen by

LACERA—Specific—processes—covered that may include investment sourcing,

consideration, evaluation, recommendation, negotiation, reporting, and monitoring

Assist LACERA Board and Staff in identifying potential investment opportunities,
conducting due diligence, and monitoring investments,

For the direct portfolio, provide a written memo and appear at Board meetings in
reference to potential fund investments recommended by Staff,

For the direct portfolio, provide an operational due diligence report addressing the
operating, control and compliance environment related to funds and investment
management organizations recommended by Staffstaff,

Make investment selections within approved fund of funds mandates,

Serve the interest of the Board in support of its fiduciary obligation to LACERA,
Carry out strategic or portfolio-based initiatives as directed by the Board-,

Review Draft HFAIP—,

Provide portfolio performance reporting and evaluation for discretionary portfolios

’

Meet with the Board and Staffstaff at least annually to review performance of the
hedge fund portfolio(s) and the Program,

Provide the Board and Staffstaff with ongoing educational presentations and/or
materials covering market conditions and developments as requested,

Proactively disclose any perceived or actual conflicts of interest which become
apparent to the HFA, and

With respect to the Grosvenor HFoF: act as general partner in HFoF partnership
structures and oversee third party administration, perform cash management for
fund of funds, and properly oversee all partnership functions.

4. Administrator Responsibilities

Maintain accounting records and provide timely official portfolio positions to the
Custodian, LACERA, and, if applicable, the HFoF manager,

Calculate monthly performance of each portfolio and provide this data to the
Custodian and LACERA,
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¢ Provide interim valuation and performance estimates of each portfolio to LACERA
and, if applicable, the HFoF manager-,

5. Custodian Responsibilities

e Calculate performance of multi-portfolio hedge fund composites and of the
Program over various time periods, and

¢ Provide all Hedge Funds Program performance figures that are consolidated into
LACERA'’s Total Fund performance.

6. General Consultant Responsibilities
¢ Review the OPP and make any recommendations,
¢ Review the HFAIP annually-,
¢ Review Program-level recommendations for compliance with LACERA policy, and

» Report to the Board on any Program issues, as appropriate.

This document establishes the framework and practices by which the Hedge Fund Program
is to be implemented. These objectives, policies, and procedures will be updated annually to
meet the evolving needs of the Hedge Fund Program.
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DOCUMENT PURPOSE

The Hedge Funds Obijectives, Policies, and Procedures ("OPP") document sets forth in
further detail certain elements of LACERA’s Diversified Hedge Funds Investment Program
(the “Program,” “Hedge Funds,” or “Hedge Funds Program”) which are broadly outlined in
LACERA’s Investment Policy Statement (“IPS”). The OPP defines the Program’s objectives
and high level parameters, stipulates the detailed policies that govern the Program,
establishes risk management practices, spells out the procedures to be followed, and
delineates the responsibilities of the Board of Investments (the "Board"), LACERA staff, the
Hedge Funds Advisor(s) ("HFA"), the hedge funds portfolio administrator(s) (“Administrator”),
LACERA's custodian (Custodian”), and LACERA’s general consultant (“General Consultant”).
In essence, the OPP provides the blueprint that guides the structure and implementation of
the Program and its underlying portfolios.

SECTION | - PROGRAM OBJECTIVES
1. Introduction

The Board has determined that, over the long term, inclusion of diversified hedge fund
investments will enhance the risk/return characteristics of the Total Fund. As
established in the Investment Policy Statement “IPS”, the Hedge Funds Program has
an objective to reduce the volatility of the Fund without materially decreasing Fund
returns. Primarily, the Hedge Funds Program enhances the diversification of the Total
Fund portfolio. This objective is achieved through investing in targeted strategies that
have low to moderate correlation with public global equity returns, and have historically
exhibited moderate return volatility. Hedge funds have historically had greater volatility
than fixed income markets while having less than half the volatility of public global
equity markets.

2. Role of Hedge Funds in the Total Fund

The IPS states that the Program objective—to reduce Fund volatility without materially
decreasing Fund returns—should be measured and evaluated by the Sharpe ratio.
The Program is expected to improve the Sharpe ratio of the Total Fund. Even modest
improvements in the Sharpe ratio benefit the Fund’s ability to compound returns over
the long run.

Investment decisions regarding the Program’s primary objective of reducing volatility
while maintaining returns are guided by the following separate objectives: (i)
generating returns that exceed a target annualized return of 250 basis points? greater
than an index of 3-month United States Treasury bills ("T-bills"), (ii) achieving realized
volatility of 3-8% as measured by the annualized standard deviation of monthly
returns, and (iii) maintaining a Program beta of 0.25 or lower to public global equity
markets as measured by the Morgan Stanley Capital International (“MSCI”) All
Country World Index.

'Sharpe ratio is a measure of the excess return of the program over cash divided by program volatility as
measured by standard deviation of returns.
2 Subject to Board approval. Benchmark review scheduled for September 12, 2018 BOI Meeting.
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3.

Hedge Funds Asset Allocation

In May 2018, the Board established a long-term target allocation to diversified Hedge
Funds of 4%. This allocation is part of a newly-created Risk Reduction and Mitigation
asset category that also includes investment grade fixed income and cash. Previously
the asset allocation target for all hedge funds, including credit hedge funds of funds
was 5% of the Total Fund asset value.

Additionally, the new May 2018 allocation policy re-categorized credit hedge fund of
funds strategies, previously categorized under the Hedge Funds Program, to a new
sub-category called llliquid Credit within a new asset category named Credit. The
credit hedge fund of funds portfolios comprised 0.7% of the Total Fund as of
June 30, 2018. The new policy allocation to llliquid Credit is 3%. The allocation to
llliquid Credit includes other investments apart from Credit hedge fund of funds and
will be managed by the Credit team and will continue to be overseen by the Credit and
Risk Mitigation Committee (formerly Fixed Income/ Hedge Funds/ Commodities
Committee).

Any reference to the Diversified Hedge Funds Investments (the “Program,” “Hedge
Funds,” or “Hedge Funds Program”) herein will exclude credit hedge fund of funds
investments.

As of June 30, 2018, the actual Hedge Funds Program allocation is 2.2% of the Total
Fund?. As the actual allocation is currently below the long-term target allocation, which
is planned to be reached in Q4 2019, an interim target allocation for Diversified Hedge
Fund Investments is being recommended at the September 2018 BOI meeting to be
3.0% at the beginning of 2Q19. The Diversified Hedge Funds policy allocation is
planned to change in the following quarters as shown in Table 1 below.

Table 1
Target Hedge Funds Allocation by Quarter
Calendar Target Diversified Hedge Funds
Quarter Allocation
Current 2.2%
Q2 2019 3.0%
Q4 2019 4.0%

The Total Fund asset allocation policy in the IPS limits the actual Hedge Funds
allocation to a range around the target allocation whereby the minimum allocation is
the lower of 0% or 4% less than target, and the maximum allocation is 2% greater than
the target. Thus, at the proposed 3% target allocation, the hedge funds allocation
range is 0% to 5%. At the final 4% target allocation, the allocation range will be 0% to
6%.

3$1.23 billion asset value of Hedge Funds and $56.0 billion Total Fund asset value.



LOS ANGELES COUNTY EMPLOYEES RETIREMENT ASSOCIATION
HEDGE FUNDS OBJECTIVES, POLICIES, AND PROCEDURES

4.

Program Objectives and Parameters

4.1 Program Benchmark Return

A recommendation to the Board of Investments is being made at the September 2018
BOI meeting which, consistent with the General Consultant’s capital market
assumptions, would make the primary Diversified Hedge Fund Program benchmark
an annualized return of 250 basis points greater than an index of 3-month United
States Treasury bills ("T-bills")*. The benchmark is used to evaluate the performance
of the Program over three to seven years. When measuring realized returns against
this objective, the returns are net of all fees charged by underlying hedge funds and
any fund of funds managers.

Program returns are also measured against a universe of similar hedge fund
strategies, as provided by a reliable third party source such as Hedge Fund Research,
Inc. (“HFR”). By measuring performance over three to seven years, the Program’s
performance relative to a fund universe can be considered. Table 2 identifies
benchmarks for each portfolio type within the Program. A description for each portfolio
follows in Section 5 of this HFAIP.

Table 2
Fund Benchmarks by Type
. . Secondary
Portfolio Type Primary Benchmark Benchmark
Diversified Hedge Fund of Funds 3 month
Direct Hedge Funds T-bills plus 250 bps HFIIQ;ESXIngaI
Total Diversified Hedge Funds Portfolio annualized®

4 This benchmark has been 500 basis points greater than an index of 3-month United States Treasury bills
("T-bills") since the inception of the program.

5 Subject to BOI approval.

5The HFRX Global Hedge Fund Index is designed to be representative of the overall composition of the

hedge fund universe. It is comprised of all eligible hedge fund strategies, including but not limited to
convertible arbitrage, distressed securities, hedged equity, equity market neutral, event driven, macro,

arbitrage, and relative value arbitrage. The strategies are asset weighted.

Source: Hedge Fund Research, Inc.
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4.2 Program Parameters

The Diversified Hedge Funds Program is expected to have volatility greater than that
of fixed income markets but less than that of public equity markets, generally at a level
of less than half of public equity market volatility. Realized volatility, as measured by
standard deviation of returns, is expected to range from 3-8% over three-year rolling
time periods. The program is expected to have low to moderate correlation with public
global equities and will be managed by maintaining a portfolio equity beta’ of 0.25 or
lower.

5. Investment Structure

The Fund currently invests in two diversified portfolio types in the Program (hedge
fund of funds and direct hedge funds).

The Fund currently deploys capital to two Hedge Fund of Fund ("HFoF") managers -
Grosvenor Capital Management (“GCM”) and Goldman Sachs Asset Management
(“GSAM”). GCM and GSAM each run a diversified HFoF portfolio for the Program.
GCM also runs two credit HFoF portfolios which are categorized under the llliquid
Credit sub-category in the Credit asset category.

As the Program implementation moves forward, direct hedge fund investments are
used for the advantages they provide to the Fund, namely that they are not subject to
the additional layer of fees paid to fund of funds managers, they facilitate direct
relationships with hedge fund managers, and they allow the Fund to have greater
control over its Program.

In addition to their existing fiduciary role in investing the fund of funds portfolios, the
HFoF managers have also agreed contractually to serve as HFAs, acting as a
fiduciary, to support LACERA investing directly in hedge funds. The roles and
responsibilities of the HFA are further described in the OPP. LACERA issued a
Request for Proposal for a Consultant(s) in the Hedge Funds, Credit and Real Assets
categories. When and if LACERA selects a separate Hedge Fund Consultant, the
Consultant will act as an HFA.

Hedge Fund Program Portfolio Types

1. Diversified Hedge Fund of Funds: HFoF portfolio managed by an external HFoF
manager who invests across hedge fund strategies. HFoF managers have
discretion to construct portfolios consistent with the Hedge Fund section of
LACERA'’s Investment Policy Statement and any individual portfolio guidelines.

"Portfolio equity beta is a measurement of a portfolio’s volatility relative to equity market returns. A portfolio
with a beta of 1.0 has the same volatility as the equity market. Mathematically, historical beta can be
viewed as the slope of the regression line of portfolio returns against market returns. The Morgan Stanley
Capital International All Country World Index is used as the global equity market reference against which
to measure equity beta realized by the Program.
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Each HFoF manager identifies, selects, and monitors these investment strategies
as part of a diversified portfolio.®

2. Direct Hedge Funds: Diversified portfolio of hedge funds invested across hedge
fund strategies, with LACERA selecting the managers and strategies. LACERA
retains discretion to construct and maintain a portfolio consistent with the
Program policies including the OPP and this HFAIP. As additional resources, the
HFAs provide independent due diligence and technical assistance to LACERA in
support of areas including market research, investment due diligence,
operational due diligence, portfolio construction, and risk aggregation.

Table 3 shows the current allocation to the portfolio types among LACERA’s Hedge
Funds Program and defines the allowable allocation range for the Program.

Table 3
LACERA Hedge Funds Program
Current and Allowable Allocation By Portfolio Type

Allowable
Portfolio Type Allocation Range
Diversified Hedge Fund of Funds® 0-90%
Direct Hedge Funds 0-100%
Total Program

6. Investment Strategy Categories

LACERA’s achievement of its Hedge Funds Program objectives requires an ability to
adjust portfolio allocations across various hedge fund strategy categories since each
may respond differently to prevailing market environments. The Program-level
investment category constraints (shown in Table 4) limit strategy category exposures
in order to promote diversification across strategy categories while also being flexible
enough to allow for tactical shifts in and out of strategies based on their relative
attractiveness and the market environment.

The constraints for each of the six investment strategy categories (defined and
discussed below) are measured on a look-through basis." Individual fund of fund

8The Fund'’s contractual relationship with Goldman Sachs Asset Management regarding the diversified
HFoF portfolio is through a discretionary investment management agreement rather than a fund
agreement in part because those underlying funds are held directly in the Fund’s name.

%When invested to reach the 4% strategic asset allocation Total Fund target, 22% of the Hedge Funds
Program would be approximately $500 million (at a $56 billion Total Fund valuation). LACERA’s initial
allocation to its two HFoF managers was $250 million each. This minimum level of investment is necessary
for LACERA to continue to receive HFA services as part of its agreements with the HFoF managers.
Approximately 22% of the Program is the longer term target for the diversified HFoFs after LACERA
reaches its 4% strategic allocation target.

“Look-through basis for the Hedge Funds Program is defined as the total strategy category allocation
based on the underlying portfolios in the Program, viewed independently of their portfolio structure.
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portfolios have investment guidelines that are consistent with or more limiting than
these Program-level constraints.

Definitions for the categories generally draw from the index definitions created by
HFR. HFR’s definitions of the first four categories in the table are objective and follow
predetermined rules which place all eligible hedge funds in their Global Index into one
of these four categories. However, solely using these four definitions can be limiting
to broad portfolio construction, and LACERA has broadened the strategy categories
to include Hedged Credit and Multi-Strategy. While the six categories are commonly
used, they do not represent an exhaustive list that covers all possible hedge fund
investments. The Program may invest in some funds that are not well-described by
one of these strategy definitions if they otherwise meet broad objectives and
constraints established for the Program.

Additionally, LACERA may consider investing in “hedge fund premia” or replication-
type strategies that seek to obtain systematic exposures to investment themes used
by hedge funds, but at a lower cost. These strategies are expected to fall within the
six strategy categories identified below.

Table 4
Diversified Hedge Funds Investment Allocation
Constraints by Strategy Category

Target

Allocation

Strategy of Direct

Strategy Constraint Portfolio
Event Driven Maximum 40% 7.5%

(excluding Hedged Credit)

Relative Value Maximum 60% 15%
Hedged Equity Maximum 40% 15%
Macro/Tactical Trading Maximum 50% 15%
Hedged Credit Maximum 60% 7.5%
Multi-Strategy Maximum 60% 40%

The table includes the target allocation for the direct portfolio when it is fully invested
by year end 2019.

LACERA recognizes the opportunistic nature of investing in these strategies and will
allow latitude regarding the lower and upper limits of allocation constraints and targets.
In the short term, as LACERA sequentially ramps up its allocations in the direct
portfolio to reach the 4% Total Fund target allocation, some individual fund allocations
may cause large changes in the strategy allocation weights in the direct portfolio. Thus,
these strategy constraints might not be met during the ramp up phase.
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6.1 Event Driven Strategies

Event Driven ("ED") strategies invest in securities of companies undergoing or
expected to undergo corporate transactions, including mergers, restructurings,
financial distress, tender offers, shareholder buybacks, debt exchanges, security
issuance, or other capital structure adjustments. Security types may include equities;
senior, junior, or subordinated debt; and derivatives. ED investments may include
exposure to equity markets, credit markets, and idiosyncratic, company-specific
developments. Investment ideas are typically fundamental rather than quantitative and
are generally realized around developments affecting a specific company rather than
the general market.

The underlying sub-strategies may include activist, credit arbitrage,
distressed/restructuring, merger arbitrage, private issue/Regulation D, or special
situations.

6.2 Relative Value Strategies

Relative Value ("RV") strategies may invest across equity, fixed income, derivative, or
other security types in order to realize an identified valuation discrepancy between
securities. Managers’ investment ideas may use fundamental and/or quantitative
techniques. Fixed income RV strategies are typically quantitative and identify
attractive opportunities based on value discrepancies or risk-adjusted spreads
between instruments. RV may invest in corporate transactions based on the
realization of a pricing discrepancy between related securities, but as opposed to ED,
these investments are not based on the outcome of a corporate transaction.

The underlying sub-strategies may include fixed income—convertible bond arbitrage,
fixed income—sovereign, statistical arbitrage, option volatility arbitrage, or yield
alternatives.

6.3 Hedged Equity Strategies

Hedged Equity ("HE") strategies maintain long and short!" positions primarily in equity
and equity derivative securities. A wide variety of investment processes can be
employed to arrive at an investment decision, including use of both quantitative and
fundamental techniques. The range of processes may include a multi-portfolio
manager platform or single portfolio manager structure, a broadly diversified approach
or narrow sector or thematic focus, net equity exposures from 100% short to 100%
long, use of zero to high levels of leverage, short-term to multi-year holding periods,
regional to global geographic market focus, growth to value styles, and small to large
market capitalization focus.

The underlying sub-strategies may include equity market neutral, fundamental growth,
fundamental value, quantitative directions, sector specific sub-strategies, or short bias.

"“Long” positions benefit from asset price increases while “short” positions benefit from asset price
decreases.
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6.4 Macro (Tactical) Strategies

Macro strategies may invest in equity, fixed income, currency, and/or commodity
markets in order to benefit from ideas on economic variables and their impact on
market movements, or the market movements themselves. Managers employ a
variety of techniques including these: discretionary and systematic analysis, top-down
and bottom-up ideas, quantitative and fundamental approaches, and long-term and
short-term holding periods. Macro strategies are distinct from RV strategies in that the
primary investment ideas are based on predicting future market movements rather
than realizing valuation discrepancies between securities. In a similar way, while both
Macro and Hedged equity strategies may hold equities, Macro equity positions are
based on investment ideas that predict market movements and their effect on security
prices based on macroeconomic variables, as opposed to EH, where company
fundamentals are more important for development of investment ideas.

The underlying sub-strategies may include active trading, commodity (including its
subsectors of agriculture, energy, and metals), discretionary currency, systematic
currency, discretionary thematic, or systematic diversified.

6.5 Hedged Credit Strategies

Hedged Credit strategies may include investment in all credit securities as well as
equities, credit derivatives, sovereign bonds, commodities, currencies, or other hybrid
securities. Investment ideas are based on valuation discrepancies between credit
instruments, or between credit securities and other security types. Hedged Credit is
distinguished from the fixed income RV strategies in that Hedged Credit includes a
significant component of investment ideas based on evaluation of credit quality of
underlying instruments, rather than based on sovereign debt or interest rate
exposures. Also, relative to fixed income RV strategies, Hedged Credit generally has
more net exposure in credit markets, is less hedged, and is less leveraged.

The underlying sub-strategies may include corporate, emerging market sovereign,
distressed, mezzanine debt, structured credit—residential mortgages, structured
credit—commercial mortgages, other asset-backed, bank debt, direct lending, and
capital structure arbitrage.

6.6 Multi-Strategy

Multi-Strategy managers invest across some or all of the five main strategy categories
and may make tactical shifts among strategies at any given time. Multi-Strategy
managers are not expected to have a dominant consistent weighting to any one
strategy and instead are expected to have significant investment in more than one
strategy category.
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SECTION Il - PROGRAM POLICIES

Policies for the Program are designed to allow access to returns available in flexible
investment strategies that target returns from sources other than equity markets, as equity
market risk is the most significant risk in LACERA'’s Total Fund, while controlling for risks that
may lead to large losses. In the Program, controlling risk, limiting downside losses, and
dampening overall volatility by diversifying the Total Fund away from general market risks are
as important as seeking returns. LACERA adheres to prudent risk management practices by
establishing guidelines that mitigate the main sources of risk in the Hedge Funds Program.

1. Risk Management

Hedge fund strategies generally entail a number of identifiable risks that are distinct
from or heightened compared to traditional public market strategies. These include
both investment-related and operational risks. It is LACERA's policy that the key risks
particular to a hedge fund investment strategy be identified and understood. The
HFA(s) aids LACERA in identifying, understanding, and monitoring risks in their
portfolios and aggregated risks across the Program, including all fund of funds and
direct portfolios.

The types of risks are summarized in the following five main areas: illiquidity,
transparency, leverage, quantitative risk, and operational risk. LACERA's methods for
mitigating these risks are supplied below. Staff shall manage risk by applying these
risk management practices to the entire Program.

As it relates to transparency risk, to the extent that a hedge fund’s risks are opaque
and cannot be sufficiently understood or identified, LACERA will not undertake an
investment. If risks increase to a level beyond what is allowable in this OPP, LACERA
will seek to redeem or reduce investments to bring the Program into compliance.

INVESTMENT RISK ’ METHOD OF MITIGATION

1. lliquidity — lliquidity may LACERA generally funds only those hedge
originate from the form of the funds that invest primarily in liquid assets.
assets or securities held by Additionally, the majority of the Program asset
the underlying hedge funds as value is in hedge funds that have a lock-up
well as terms of the period of one year or less and, after expiration
investment vehicle that delay of the lock-up period, a majority of Program
investors’ receipt of cash asset value is in funds that provide for full or

proceeds from their partial redemption at least quarterly. Beyond
investments, e.g., lock-up the initial lock-up periods, a liquidity schedule
periods, redemption periods, is maintained such that the majority of
notification periods, or gates. Program asset value is liquid within one year.
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2. Transparency — Many
hedge funds may not fully

disclose current position-level
holdings.

LACERA requires ongoing disclosure of either
position-level data or risk-exposure-level data
from the hedge funds. Position-level data
includes all of a fund’s security holdings and
their amounts. Examples of risk-exposure
level data include net and gross equity
exposure, sector level net equity exposure,
and net fixed income allocation by sector and
credit quality category. Additionally, frequent
communication with the hedge funds is
undertaken by Staff and the HFA to
understand the largest positions in the fund.

3. Leverage — The underlying
hedge funds may use
leverage, which enables them
to gain financial exposure
greater than invested capital.

LACERA does not permit excessive use of
leverage in the Program. Appropriate leverage
levels are dependent on the type of strategies
used, the degree to which positions have
offsetting risks, and the volatility of the assets
held in the fund. The leverage ratio at the
strategy level is not permitted to exceed 4.0x
for hedged credit, event driven and hedged
equity, 5.0x for multi-strategy, 8.0x for relative
value, and 20.0x for macro and other tactical
trading strategies. Portfolio-level leverage is
monitored to manage the overall risk level of
the Program. Only leverage derived from
hedge fund managers’ positions is permitted
and no additional leverage will be added at the
portfolio level.

4. Quantitative Risk — Hedge
funds are exposed to a
number of quantifiable market
risks (e.g., beta and volatility
levels).

LACERA'’s HFAs measure quantitative risks in
the Hedge Funds Program through the use of
their risk measurement system(s). Risk is
evaluated at both the manager level and
portfolio level to comply with this policy. The
system(s) are used to identify unintentional
risks in the portfolio which can be reduced
through diversification and to identify portfolio
changes which would reduce undesired risk
levels while maintaining Program objectives.
Other risk analyses used include scenario
analysis to determine how the portfolio might
behave in certain unfavorable market
environments and value-at-risk analysis to
identify the potential for losses in severe
downside cases.

10
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2.

5. Operational Risk — Hedge
fund investments are made

through separate legal
structures such as limited
partnerships. Therefore,

additional operational risk can
arise when assets leave
LACERA'’s custody.

LACERA invests only in hedge funds where
an operational due diligence review
determines that the funds’ control and
compliance environments are sufficient for
investment. LACERA invests in funds that are
administered by independent third parties,
have assets that are held in custody by third
parties, and are audited by reputable third

parties. The valuation policies of the hedge
funds are reviewed periodically to make sure
that they are sufficiently strong.

Investment Exposure Parameters

At the portfolio level, measurable parameters are employed to mitigate some of the
risks that might lead to portfolio losses.

For HFoF portfolios, risks are managed by investment guidelines in place for each
portfolio. Though not included in this document, they are consistent with or more strict
than the Program-level risk constraints in Section Il, Subsection 1, Risk Management,
of the OPP.

For LACERA'’s direct hedge fund portfolio, risk management will be governed by the
risk parameters appearing below. Note that this portfolio may be out of the range of
these parameters temporarily as LACERA builds its direct hedge fund portfolio to
reach the 4% target allocation by the fourth quarter of 2019.

Additionally, beyond the time when the 4% allocation is reached, fund notification
period and redemption terms may prevent LACERA from immediately remediating an
exposure outside of these parameters. LACERA will take prompt action to remediate
any exposures outside the parameters.

LACERA Direct Hedge Fund Portfolio Risk Parameters

Risk Limits:

Not to exceed 0.20%
3-8%

Estimated portfolio equity beta'?

Target range of standard deviation

Portfolio-level rate of Return at

100
Severe Case Loss'® >-10%

2Based on forward looking estimates or realized performance measures relative to the MSCI All Country

World Index.

BReturn at Severe Case Loss is determined by applying a consistent measure of an unexpected negative

return event for each fund (e.g., downside returns at a two standard deviation event), while applying some
level of portfolio correlation by strategy (e.g., 0.4) which implies some level of diversification benefit across
strategies.

11
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Maximum Leverage by Investment Strategy Cateqory:

Event Driven (excluding Credit) 4x
Relative Value 8x
Hedged Equity 4x
Macro (Directional/Tactical) 20x
Hedged Credit 4x
Multi-Strategy 5x

Number of Investment Managers: The direct portfolio is expected to have between
eight and twenty individual hedge funds.

Size of Investments: The minimum size of a hedge fund investment will be $5 million,
while the maximum size of investment made will be 20% of LACERA’s direct hedge
fund market value. For the purposes of this policy, uninvested amounts that bring
LACERA'’s total direct hedge fund investment up to the 4% strategic policy allocation
target shall be considered when determining the maximum investment.

Partnership/Investment Management Organization Limits: LACERA's share in a single
hedge fund partnership or other entity structure will not exceed 35% of that
organization’s total commitments from all limited partners.

LACERA will limit maximum Program investments to any investment management
organization such that the aggregate investment with that organization across multiple
funds is not greater than 20% of LACERA's direct hedge fund portfolio market value.
For the purposes of this policy, uninvested amounts that bring LACERA’s total direct
hedge fund investment up to the 4% policy target shall be considered when
determining the maximum investment.

Liquidity Limits: The portfolio may not invest so that more than 40% of the portfolio
value is in funds that are subject to a remaining “lock-up” period greater than one year.

The portfolio may not invest so that more than 25% of the portfolio value is in funds
that are subject to a remaining “lock-up” period greater than two years.

The portfolio may not invest so that more than 10% of portfolio value is in funds that
are subject to a remaining “lock-up” period greater than three years.

The portfolio may not invest any capital in funds that require a “lock-up” period greater
than five years.

Minimum capital invested as a percent of portfolio asset value in funds where full or

partial liquidity is available within one quarter (excluding notification periods and after
expiration of lock-up periods) is 40%.

12
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Minimum capital invested as a percent of portfolio asset value where liquidity is
available within one year (excluding notification periods and after expiration of lock-up
periods) is 65%.

Side Pocket Investments: The portfolio is prohibited from investing in funds that make
illiquid, “side pocket,'” or “designated” investments. Exceptions are allowable in the
following cases:

o When the hedge fund offers investors the ability to opt-out of side pocket
investments, in which case LACERA will make such election.

e When the hedge fund documents are silent about the ability to invest in side pocket
investments, but LACERA and the HFA reasonably expect that the hedge fund
manager will not make side pocket investments.

e When the hedge fund documents allow the ability to invest in side pocket
investments, but LACERA and the HFA reasonably expect that the hedge fund
manager will not make side pocket investments.

3. Prohibited Investments
Hostile Takeovers: LACERA avoids investment strategies that primarily involve hostile

takeovers, defined as acquisitions opposed by the board of directors of the target
company.

LACERA Hedge Funds Privatization Policy: LACERA avoids investing in hedge funds
that are dependent on privatization strategies. LACERA does not aim to promote
privatization of public jobs through its Hedge Funds Program.

When performing due diligence prior to making the initial investment in a fund for the
direct hedge fund portfolio, Staff and/or the HFA, as applicable, will use reasonable
efforts to ascertain the following:

¢ Whether the fund’s main investment strategy includes the privatization of jobs held
by LACERA members, and

o Whether other funds operated by the investment management organization, if any,
have invested in companies dependent upon privatization of jobs held by LACERA
members.

'4Side pocket investments in a hedge fund are usually less liquid than the remainder of the fund and are
therefore accounted for differently. Generally, unlike the remainder of the fund, interests in these
investments are allocated to investors at the time they are made and not to any future investors. Even if
redeeming out of a fund, an investor may not be able to redeem out of its side pocket investments until
those investments are realized.

13
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4.

Investment Vehicle Guidelines

Limitation of Liability:

LACERA anticipates that its investments in this Program will take place through pooled
investment vehicles that limit its liability to the amount of its capital commitment to the
fund. LACERA, or its external legal advisors, will review fund documents before
investment to determine that they are governed by the laws of a jurisdiction that
recognizes and preserves investors’ limited liability.

Taxability: LACERA, or its external legal advisors, will also review fund documents
and consider the jurisdictions in which the funds are formed to confirm that they are
“tax neutral.”

Legal

Investments are made, managed, and redeemed in compliance with applicable
federal, state, and local country-specific laws. Qualified legal counsel selected by the
Legal Office, or Legal Office staff, reviews or negotiates fund documents, side letters,
and other legal documents associated with investments.

Derivatives

Given that hedge fund managers may have discretion to use short selling, leverage,
and derivatives, LACERA’s Derivatives Policy will not apply to Hedge Funds Program
investments.

Fees

LACERA requires fee transparency from its investments in hedge funds, specifying
the amount of management fees and accrued performance fees which affect
LACERA’s net performance. LACERA is complying with new California legislation that
requires disclosure of hedge fund fees.

SECTION Illl - PROGRAM PROCEDURES

Investing in hedge funds requires unique investment procedures. This section defines and
explains the methodologies used when investing in this Program.

1.

Capital Planning

For each calendar year, a Hedge Funds Annual Investment Plan (“HFAIP”), will
establish a pace of investing that will result in an allocation that will fall within the target
allocation range. Over the next few years, the focus of the HFAIP will be on new
allocations to managers to fully fund the direct hedge fund portfolio. LACERA currently
invests in diversified fund of funds and direct hedge funds.
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2. Sourcing Investments
Currently the HFoF managers source investments through the resources of their
manager research staffs. For the direct portfolio, LACERA and the HFA will source
potential investments and identify those that meet the Program’s selection criteria and
performance goals. All investment opportunities that meet the established criteria and
goals will be considered.
LACERA will avoid undue fund or manager overlap or concentration between
LACERA’s direct hedge fund portfolio and the underlying HFoF portfolio. If LACERA
holds or is preparing to hold a fund or manager in its direct hedge fund portfolio,
LACERA may prohibit the HFoF managers from holding or adding that fund or
manager, or may require the redemption or transfer of a fund or manager already held
in a HFoF portfolio.

Methods of sourcing prospective investments include, but are not limited to, the
following:

e Meeting investment managers in LACERA’s, the HFA's, or investment manager’s
offices,

¢ Accessing the market intelligence or databases from the HFA(s) or other sources,
¢ Referencing funds already approved for investment by an HFA or HFoF manager,
e Meeting with placement agents who represent investment managers,
¢ Attending investment conferences to meet investment managers,
e Cold-calling potential investment managers, and
e Reading industry publications to keep abreast of people and fund news.

3. Conducting Due Diligence
By conducting due diligence, LACERA and the HFA/HFoF manager pursue favorable
investments and reject those that do not meet the Program’s criteria. Major factors to
be considered include, but are not limited to, the following:

e Experience and cohesiveness of the investment manager or principals involved,

e Depth of resources at the investment management organization, including
personnel and technology,

e Soundness of the investment manager’s strategy,

e Attractiveness of the strategy in the current market environment and the manager’s
ability to capitalize on it,
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Assessment of the expected risk/return profile of the strategy, including volatility
and expected diversification benefits,

Fit and appropriateness of the investment for inclusion in LACERA' s portfolio,

Manager’s knowledge of the securities or instruments used in the investment
process,

Appropriateness of the investment manager’s risk management practices,
Transparency of manager with respect to the strategy,
Financial health and sustainability of the investment management firm,

Attribution of the investment manager’s track record to skill rather than market
factors,

Compliance with LACERA's guidelines,

Compliance with all national, state, and local financial, regulatory, and legal
requirements and evaluation of any audit reports,

Observations and findings of a recent full operational due diligence review by the
HFA or an external provider which investigates the manager’s operating, control,
and compliance environments,

Consistently positive references and background checks on the investment
management firm and key personnel,

Appropriate level of the investment manager's Environmental, Social, and
Governance risk analysis in place, and

Approach to diversity and inclusion at the investment manager organization.

4. Addressing Conflicts of Interest

LACERA and the HFA will not recommend/make any investment until all identified real
and potential conflicts of interest have been assessed and mitigated to the extent
deemed appropriate.

5. Structuring and Negotiating Key Terms, Provisions, and Fees

Staff will negotiate terms and provisions and structure fees so as to provide maximum
investor protection and value.

LACERA will consider opportunities to lower fees that some managers may offer for
larger allocations, or for extended lock-up terms. Staff may recommend the Board
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approve exceptions to the policies in this document (e.g. limitations on amount of
portfolio value which is subject to remaining lockup periods of greater than two years)
for certain hedge funds in order to receive lower fees. LACERA may also consider fee
arrangements with a lower management fee, but potentially higher performance fee.
LACERA will take into consideration the fee breaks available through its HFA
relationship.

6. Approving Investments in the Direct Portfolio

Consistent with  LACERA’s current governance model, all direct hedge fund
investments will be recommended by staff and the HFA and will be subject to Board
approval.

Any staff recommendation of a direct hedge fund investment for Board approval will
be accompanied by an opinion memo from an HFA. This memo will address
investment merit, risks, fit with LACERA’s portfolio, objectives, and constraints, and
an assessment of the fund’s operating, control, and compliance environment.

7. Rebalancing and Redeeming Funds in the Direct Portfolio

Investments in a direct hedge fund portfolio require the flexibility to rebalance the
portfolio and terminate managers in a timely manner, within the terms of the
notification period and fund redemption schedule for each fund.

In order to rebalance the portfolio to take advantage of changes in market
opportunities or reflect evolving views on a manager, LACERA will need to add to or
partially redeem from certain funds from time to time. When funds are recommended
for approval by the Board, staff will propose an initial investment amount and maximum
allocation. LACERA staff may add capital to or reduce amounts invested with already
approved managers as long as the value of the new investment amount remains below
the maximum allocation amount. A summary of fund additions and redemptions will
be reported to the Board periodically through regular quarterly reporting and the
monthly CIO Letter.

LACERA may also need to take rapid action to terminate an investment manager for
various reasons that include unexplained poor performance, staff turnover, change in
fund strategy, evidence of unethical manager behavior, or the existence of more
attractive opportunities elsewhere. Staff may terminate funds by requesting a full
redemption at the next available redemption period and will promptly report
terminations to the Board.

8. Monitoring and Reporting Portfolio Performance

Use of Third Party Administrators in Performance Reporting: In order to provide
additional monitoring, independent of reporting provided by HFoF managers, and to
provide specialized accounting services for its direct hedge fund portfolio, LACERA
requires the use of third party Administrators. Administrators are responsible for
accounting for all investor-level activity in a hedge fund portfolio, reporting official
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independent portfolio valuations and performance on a monthly basis, and reporting
interim monthly valuations as required by Staff or the HFoF manager. The selection
of Administrators varies by portfolio.

Grosvenor Capital Management (“GCM”) is a HFoF manager that uses partnership
structures to hold underlying funds for its three portfolios and acts as general partner
for its partnerships. As general partner, GCM is responsible for selecting and
overseeing the Administrator for these partnerships, and that Administrator delivers
valuation and performance reports for each partnership directly to LACERA and its
Custodian.

For the Goldman Sachs Asset Management (“GSAM”) HFoF portfolio, where LACERA
holds the fund interests directly, the fund of funds manager acts under a discretionary
Investment Management Agreement. For the GSAM portfolio, LACERA has procured
International Fund Services, LLC (“IFS”), a wholly owned division of State Street,
LACERA’s Custodian, to act as a portfolio-level Administrator. LACERA may also
substitute the Custodian as Administrator for the direct and GSAM portfolios or
otherwise evaluate alternative solutions.

Reporting to LACERA's Staff: The Administrators track capital flows, measure returns,
and provide monthly portfolio performance reports to LACERA. Additionally, the HFoF
managers provide monthly and quarterly reporting with analyses regarding the
portfolios they manage for LACERA. Individual fund managers provide various forms
of monthly, quarterly, or annual reports regarding fund positioning, performance, and
outlook.

Calculation of Composite Returns: LACERA’s Custodian, State Street, receives
portfolio values from the Administrators and calculates multiple portfolio composite
returns and the Hedge Funds Program composite return. LACERA’s hedge fund
performance is consolidated into the Total Fund performance on a one-month lagged
basis. This approach allows the Administrator time to capture the closing period cycle
for the underlying hedge funds, which have a valuation cycle that often exceeds the
global custodian’s monthly cutoff for unlagged performance. LACERA may remove
the lag in the future if it can obtain sufficient performance data for the hedge fund
program within its normally monthly closing cycle.

Reporting to the Board: Staff shall issue quarterly portfolio performance reports to the
Board. In addition, staff and at least one of the HFAs shall report to the Board at least
annually on the performance and status of the Program. Reports shall include, but not
be limited to, such items as the following:

e Risk and return across the Program and its portfolios,

e Summary of investment portfolio performance and its relation to overall market
performance,

Program impact on the Sharpe ratio of the Total Fund,
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e The general investment environment,
¢ Allocations across different strategies of hedge funds,

e Capital activity such as new commitments, contributions, redemptions, and
terminations made since the last report,

e Summary of new investments and redemptions by strategy, and
Compliance with applicable LACERA policies/risk limitations.

Monitoring Adherence to Strategy: Staff shall monitor the type, amount, and allocation
of investments to ensure that the strategy set forth in this document is adhered to.
LACERA expects staff and and any HFoF managers to strictly adhere to the ranges
set forth in this document, to any other applicable portfolio guidelines, as well as to the
investment guidelines as set forth in the HFAIP or as agreed upon from time to time
by LACERA and any HFoF managers.

9. Implementation Using Separate Accounts or “Funds of One”

LACERA will explore the use of structures which include directly managed separate
accounts or “funds of one'” that allow LACERA greater operational control over its
direct hedge fund investments. The advantages of these structures are that they allow
for greater control over assets, lower operational costs, an enhanced negotiating
position for lower management and performance fees, full transparency, and an
enhanced comfort to take on emerging managers. The disadvantages are greater
operational complexity for LACERA and an unwillingness of some fund managers to
add to their own operational risk and complexity with these structures. While these
structures provide some overall improvements to LACERA, a fund manager’s
unwillingness to adopt these structures will be considered but not generally used to
exclude funds from recommendation.

10. Planning for a Hedge Fund Emerging Manager Program

In 2019, LACERA will also explore strategies through Committee and Board
discussions for constructing an emerging manager hedge fund portfolio. Such
strategies may include converting all or a portion of an existing Diversified HFoF
portfolio mandate to an Emerging Manager HFoF portfolio mandate. This portfolio
would follow policies and objectives for emerging manager portfolios that already exist
in LACERA’s other asset categories.

SECTION IV — SUMMARY OF ROLES AND RESPONSIBILITIES

The roles of the Board, staff, HFA, Hedge Fund of Funds Manager, Administrator, Custodian,
and the General Consultant are summarized below:

SA “Fund of One” structure is a customized investment vehicle such as a Limited Partnership for which
LACERA would be the sole limited partner.
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1. Board Responsibilities

Review and approve the Hedge Funds Objectives, Policies, and Procedures,
Review and approve the HFAIP,

Review performance of the Program with the HFA and/or staff at least annually
Review and approve direct allocations to externally managed funds and fund of

funds mandates, and

Refer hedge fund investment opportunities to staff for evaluation, either directly or
with the assistance of the HFA.

2. Staff Responsibilities

Develop, evaluate, review, and make recommendations to the Board on the Hedge
Funds Obijectives, Policies, and Procedures,

Review the HFAIP at least annually, recommending changes to the Board as
appropriate,

Monitor and report on the activities of the HFAs to the Board,
Conduct searches for HFAs as authorized by the Board,

Source, screen, evaluate, and recommend investments to the Board in
consultation with the HFAs,

Perform investment due diligence on prospective investment managers and
investment opportunities that potentially fit the objectives and constraints of the
Program,

Review with an HFA the operational due diligence findings for managers
recommended by staff,

Monitor the investment managers in the direct portfolio on an ongoing basis, and
consider their replacement with other more attractive investment opportunities,

Ensure that adequate measurement systems are implemented to monitor the
performance and fees of the Program,

Meet with the HFA and the Board at least annually to review Program performance,
allocation to the various hedge fund portfolios and other parameters, and other
issues that arise,

Assure that LACERA has appropriate legal counsel resources to work with staff to
review terms and conditions on all proposed investment vehicles,
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Document due diligence procedures undertaken for recommended investments,
and

Maintain internal processes for administering LACERA’s role in financial
operations of direct and HFoF portfolios.

3. HFA/Hedge Fund of Funds Manager Responsibilities

Act as fiduciary throughout all phases of the investment process, as overseen by
LACERA that may include investment sourcing, consideration, evaluation,
recommendation, negotiation, reporting, and monitoring,

Assist LACERA Board and Staff in identifying potential investment opportunities,
conducting due diligence, and monitoring investments,

For the direct portfolio, provide a written memo and appear at Board meetings in
reference to potential fund investments recommended by Staff,

For the direct portfolio, provide an operational due diligence report addressing the
operating, control and compliance environment related to funds and investment
management organizations recommended by staff,

Make investment selections within approved fund of funds mandates,

Serve the interest of the Board in support of its fiduciary obligation to LACERA,
Carry out strategic or portfolio-based initiatives as directed by the Board,

Review Draft HFAIP,

Provide portfolio performance reporting and evaluation for discretionary portfolios,

Meet with the Board and staff at least annually to review performance of the hedge
fund portfolio(s) and the Program,

Provide the Board and staff with ongoing educational presentations and/or
materials covering market conditions and developments as requested,

Proactively disclose any perceived or actual conflicts of interest which become
apparent to the HFA, and

With respect to the Grosvenor HFoF: act as general partner in HFoF partnership

structures and oversee third party administration, perform cash management for
fund of funds, and properly oversee all partnership functions.
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4. Administrator Responsibilities

e Maintain accounting records and provide timely official portfolio positions to the
Custodian, LACERA, and, if applicable, the HFoF manager,

e Calculate monthly performance of each portfolio and provide this data to the
Custodian and LACERA,

¢ Provide interim valuation and performance estimates of each portfolio to LACERA
and, if applicable, the HFoF manager,

5. Custodian Responsibilities

e (Calculate performance of multi-portfolio hedge fund composites and of the
Program over various time periods, and

e Provide all Hedge Funds Program performance figures that are consolidated into
LACERA’s Total Fund performance.

6. General Consultant Responsibilities
¢ Review the OPP and make any recommendations,
e Review the HFAIP annually,
¢ Review Program-level recommendations for compliance with LACERA policy, and
Report to the Board on any Program issues, as appropriate.
SUMMARY STATEMENT
This document establishes the framework and practices by which the Hedge Fund Program

is to be implemented. These objectives, policies, and procedures will be updated annually to
meet the evolving needs of the Hedge Fund Program.
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August 30, 2018

TO: Each Member
Credit and Risk Mitigation Committee

FROM: Jude Pérez Z
Principal Investment Officer

FOR: September 12, 2018 Credit and Risk Mitigation Committee

SUBJECT: CASH OVERLAY MANAGER SEARCH MINIMUM QUALIFICATIONS
AND SCOPE OF WORK

RECOMMENDATION

Approve the proposed Minimum Qualifications (“MQs”) and Scope of Work (“SOW”) thereby
authorizing staff to initiate the Request for Proposal (“RFP’’) process for a cash overlay manager
search.

BACKGROUND

As previewed at the July 9, 2018 Board of Investments (“BOI”) offsite, staff proposed the
utilization of a cash overlay program. Such a program is designed to reduce cash drag, increase
efficiency, hedge currency® exposures, and assist in rebalancing.

MANDATE DESCRIPTION

It is common for institutions such as LACERA to set an asset allocation target for cash at 1% or
smaller, since cash is expected to generate lower returns than other asset classes over the long
term. In order to make benefit payments, pay operating expenses and meet illiquid capital calls,
however, it is necessary to maintain a sufficient cash balance. Over time, cash causes a return-
based “drag” on performance. Also, the transaction costs and market exposure gaps from
rebalancing through physically held securities may cause further performance headwinds. These
costs may be minimized, and liquidity and efficiency may be increased, by using liquid index
futures to maintain portfolio exposures and reduce the number of physical security transactions.

A cash overlay program is a comprehensive solution intended to help investors achieve their policy
objectives more effectively through adherence to detailed investment guidelines. A well-designed
overlay program may mitigate risk, such as allocation drift, and have investment objectives that
include:

e Best execution and exposure management cost reduction
e Increased expected portfolio returns, liquidity, and flexibility

1 While LACERA currently utilizes a currency hedging program, this RFP will evaluate consolidating those services with the cash overlay program.
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e Enhanced risk control during monitoring and fund exposure
e Reduced tracking errors to the policy benchmark

A cash overlay program may allow LACERA to remain fully invested while retaining all the
benefits of “on demand” liquidity. By expanding the investment toolkit and utilizing a cash overlay
program, LACERA may better balance liquidity management with more efficiency.

SCOPE OF WORK

1. Securitization

e Provide cash securitization to allow full market exposure to LACERA’s policy benchmark
while maintaining cash balances by securitizing it through futures in order to reduce cash
drag on the portfolio.

2. Portfolio Rebalancing
e Have the ability to provide flexible and cost-effective portfolio rebalancing solutions.

3. Currency Management?
e Have the ability to provide currency hedging.

4. Transition Management
e Have the ability to provide transition management services with the objective to prevent
assets from being unexposed to specific market segments during the movement of capital
in an effort to reduce cash drag and improve tracking error to the policy benchmark.

5. Customized Exposure
e Have the ability to provide LACERA the expertise and facility to implement unique
exposure needs across the portfolio on a capital and cost efficient manner.

MINIMUM QUALIFICATIONS

1. Must be a SEC-registered investment advisor or exempt from registration. If exempt, must
explain the nature of this exemption.

2. Must submit entire Form ADV, including Part 1 and Part 2 brochures and relevant Schedules.

3. Must have at least five (5) defined benefit pension plan clients, of which three (3) are public
pension plans each with total plan assets of at least $10 billion as of September 30, 2018.

4. Must have at least $2 billion in total notional assets under management.

2While LACERA currently utilizes a currency hedging program, this RFP will evaluate consolidating those services with the cash overlay program.
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5. The organization must have at least a seven-year (7) performance track record as of September
30, 2018 for the proposed overlay services to institutional investors.

6. The organization must conform to Global Investment Performance Standards for performance

reporting.

PROPOSED TIMELINE

The proposed RFP timeline (Table 1) seeks to ensure a thorough and thoughtful process that
efficiently enables LACERA to engage market-leading cash overlay managers.

Table 1 Proposed RFP Timeline

Firms in

Phase Steps Actions Process (Est.) Timing Status
- Codify and gain Board approval of Minimum
RFP Design and Qualifications, Evaluation Criteria, and Scope of
| N/A Sep-Oct/18 In process
Launch Work
- Publish the RFP document
) - Staff to review and rank RFP responses, select
1] RFP Evaluation e 3-8 Nov/18 Not started
semi-finalists
Semi-Finalist - Staff to conduct in-person interviews,
11! ) 3-4 Dec/18 Not started
Evaluation complete reference calls
- Staff presents to the Board a reviewof the RFP
Finalist process and finalist selections
\Y, 1-2 Jan-Feb/19 Not started

Recommendations |- Finalists present to the BOI
- BOI selects manager

CONCLUSION

Staff anticipates the proposed MQs and SOW for the cash overlay manager search will attract
qualified candidates. Therefore, with the Boards approval of the MQs, staff will issue an RFP for

a cash overlay manager.

Noted and Reviewed:

//"}W

Jonathan Grabel
Chief Investment Officer

JP:cq
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MEMORANDUM

To: LACERA Board of Investments

From: Stephen McCourt, Leandro Festino, Tim Filla
Meketa Investment Group

Date:  September 4, 2018

Re: Cash Overlay Manager Search Minimum Qualifications and
Scope of Work

Meketa Investment Group is in agreement with staff’'s recommendation to conduct a
search for a cash overlay manager, as well as the proposed Minimum Qualifications
(“MQs”) and scope of work (“SoW).

Cash overlay programs were addressed by staff at the Board of Investment’s most recent
retreat in July, 2018. Typically, these programs are designed to reduce cash drag and
increase efficiency, and may be expanded to hedge currency exposures and assist in
rebalancing. These four objectives are appropriate for LACERA and are the ones staff
recommends, and we consent.

It should be noted, however, that these potential benefits come with risks, as all
investments present trade-offs. While the benefits, described in detail in staff's memo,
outweigh the risks, it is appropriate for the Board to be aware of the key risks encountered
in cash overlay programs, most notably the risk of cash outperforming a variety of market
returns. Typically, during a downturn cash holds up its value, but most risk assets suffer
losses. By using futures to obtain market exposures, the cash position would be subject
to market volatility, and losses. In addition, another risk is margin/liquidity calls. Future
positions that move against an investor result in calls for additional capital or in closing
positions at a loss. This situation could happen at a time when the overall Pension Fund
is also declining in value.

In conclusion, we agree with Staff recommendation to initiate a search for a cash overlay
manager. We would be pleased to elaborate on this recommendation at the upcoming
Board meeting in September, and assist both staff and the Board during the coming
months in matters related to this search. In the meantime, if you have any questions or
would like additional information, please call us at (760) 795-3450.

LF/srt

M E K E T A I' NV ESTMENT G R O U P
5796 ARMADA DRIVE SUITE 110 CARLSBAD CA 92008
760 795 3450 fax 760 795 3445 www.meketagroup.com
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