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AGENDA ITEM DETAILS
Subject:

Review of the Investment Performance for 1st Quarter of 2021 and Risk Update

Background:
First Quarter Calendar 2021 Market Overview
Global equities continued their upward trend in the first quarter bolstered by widespread vaccination
efforts, a fresh round of fiscal stimulus, and renewed confidence in an economic recovery. U.S. stocks led
with gains of 6.2%, followed by international developed equities, which returned 3.5%.Emerging market
equities were up 2.3%. Small-cap stocks outperformed large-cap equities. Catalyzed by rising interest
rates, value stocks bested growth for the second straight quarter, with the Russell 1000 Value Index up
11.3%, compared to 0.9% gain by the Russell 1000 Growth Index. In a reversal from last year,
performance by energy firms led all sectors, followed by financial entities, while technology and consumer
discretionary stocks lagged.
Within fixed income, U.S. interest rates rose significantly during the quarter, returning to pre-pandemic
levels. Losses occurred across interest-rate sensitive indexes as a 0.8% increase in 10-year Treasury
yields negatively affected the fixed-income market. Investment-grade and high-yield spreads continued to
compress in the first quarter with significant spread tightening occurring in lower-quality credit
instruments. However, returns for U.S. corporate credit were largely negative due to interest rates moving
higher. The Bloomberg Barclays U.S. Aggregate Index was down 3.4%, while the Bloomberg Barclays
U.S. Corporate High Yield Index was up a modest 0.8%.
Real assets continued posting strong performance in the first quarter as oil prices rose over 22% to $59 a
barrel. Capital expenditures for most energy companies have tapered while OPEC has held firm with
production cuts, creating a more constructive price environment. Because of recent market volatility, the
cost of capital for energy investments has increased, rewarding investors so far in 2021. However,
uncertainty around supply and demand balances is likely to result in ongoing market volatility.
SUMMARY OF ERS PERFORMANCE
Due to renewed confidence in economic recovery, risk-seeking assets drove ERS’ return to 28.1% for the
12 months ending March 31, 2021 (refer to Table 1). This result outperformed the policy benchmark by
3.3% and the actuarial assumed rate of return, which is currently 7%. Stronger manager returns in Private
Equity, Infrastructure, and Absolute Return drove this outperformance, contributing 2.3% to the total
excess return. An underweight position in Rates contributed 0.3% to total excess return. While no asset
classes detracted from performance, Global Public Real Estate had a neutral (0.0%) impact on total
excess performance. Within Global Public Real Estate, Domestic REITs outperformed due to manager
selection, balancing out underperformance from manager selection in International REITs. The Fund’s
assets increased from $30.87 billion to $32.02 billion, which includes a $1.51 billion investment gain in the
first calendar quarter of 2021.
In the three–year period ended March 31, 2021 (refer to Table 1), the Fund return of 8.9% outperformed
the benchmark by 0.7%. On a risk-adjusted basis (refer to Table 2), the Sharpe Ratio and Sortino Ratio
outperformed the benchmark indicating active investment management benefited the Plan. Manager
selection drove excess returns in Absolute Return, Rates, Private Equity, and Real Estate. Detractors
from excess return included Global Credit and Public Equity.
In the five-year period ended March 31, 2021 (refer to Table 1), the Fund return of 9.8% per year
outperformed the policy benchmark, by 0.8%, and the assumed rate of return. The Fund’s Sharpe Ratio

and Sortino Ratio (refer to Table 2) outperformed the benchmark, indicating that active portfolio
management was a benefit to the Plan. Absolute Return, Real Estate, Global Credit, Private Equity, and
Rates contributed to positive excess returns. Public Equity underperformed primarily driven by
underperformance in Domestic Equity.
Referring to Table 3, asset class exposures are within the target ranges outlined in the strategic asset
allocation policy.
Table 1: Performance Summary ended March 31, 2021

Table 2: Risk, Return and Risk-Adjusted Returns Summary

Table 3: Asset Allocation Compliance

Public Equity
Total Rates
Global Credit
Opportunistic Credit
Private Equity
Absolute Return
Real Estate - Private
Real Estate - Public
Infrastructure
Cash
Special Situations
Total

$
$
$
$
$
$
$
$
$
$
$

Asset Allocation on March 31, 2021
Current
Current
Long-Term Target
13,326,350,251
41.6%
37.0%
3,345,276,578
10.4%
11.0%
3,135,173,033
9.8%
11.0%
--3.0%
5,242,695,280
16.4%
13.0%
1,487,627,877
4.6%
5.0%
2,630,555,658
8.2%
9.0%
1,161,348,970
3.6%
3.0%
1,200,941,809
3.8%
7.0%
301,175,927
0.9%
1.0%
191,893,899
0.6%
-32,023,039,283
100.0%
100.0%

Long-Term Target Range
27.0% - 47.0%
11.0% - 22.0%
1.0% - 21.0%
0.0% - 8.0%
8.0% - 18.0%
0.0% - 10.0%
4.0% - 14.0%
0.0% - 13.0%
2.0% - 12.0%
0.0% - 7.0%
0.0% - 5.0%

Rising bond yields and surging break-even rates (see definition at the bottom of the overview.) were
major risk drivers during the first quarter. These risks gained investor’s attention as heightened concerns
of rising inflation took center stage. As shown on the exhibits below, the 10-year break-even rate, a
measure of the market’s expectation for future inflation, continued to move upwards and reached a high
since the pandemic began in March 2020. Concerns about rising inflation resulted from the amount of
liquidity available in the economy, consumer excess savings of more than $1.9 trillion, and an expected
surge in consumption levels during the second half of 2021 due to the COVID-19 vaccine rollout in the
US. In addition, the Overnight Index Swap (OIS) curve continued steepening following the Federal
Reserve’s announcement of the Flexible Average Inflation Targeting program – (FAIT) on 08/27/2020.
This is a a concern as rising overnight lending rates translates into higher borrowing costs to companies.
If the increases are gradual, companies can absorb/pass on the higher costs to consumers via higher
prices. Under this scenario, the markets would still perform. However, a quick or unexpected increase in
borrowing costs can put pressure on a firm’s ability to take on new projects with financing. Under this
scenario, economic activity can slow down and challenge risky assets.

Despite these “negatives”, the forward break-even curve inverted (see definition at the bottom of the
overview), indicating that inflation expectations peaked at around 3% over the short-run. The inversion also
suggested lower inflation rates over the long run, or about 50 basis points (bps) lower than the peak. Equity
and fixed income markets had a polarized response to higher rates. Fixed income markets perceived the
risk of increasing inflation and rates to be a threat, and they priced this risk higher as reflected by the MOVE
index (see definition at the bottom of the overview). Broad equity markets, on the other hand, did not react
as negatively as their fixed income counterparts. The VIX (see definition at the bottom of the overview)
trended lower while the MOVE trended in the opposite direction. The increasing spread between the VIX
and MOVE indexes is an indication of contrarian views with respect to risk between these two markets
regarding inflation and interest risk.

Despite the VIX trending downward (a sign of optimism in the equity markets), certain segments of equities
fell prey to higher yields. Market segments that performed strongly in 2020 and exhibited speculative price
behavior (i.e.: innovation, clean energy and electric vehicle stocks) saw their returns reverse in 2021. The
graph below shows that every time the MOVE index spiked, these market segments suffered from large
drawdowns.

Global Financial Stress Indicator
Fourth quarter 2020 saw a dramatic change in investor’s sentiment resulting from approval of a COVID19 vaccine, the passage of a second stimulus check, the continuation of loose monetary and fiscal policy,
and other supportive catalysts. This positive sentiment carried over into the early part of 2021 with risk-on
assets delivering one of the strongest starts to the year. The continuation of the positive and rather
euphoric sentiment was captured in Bank of America’s Global Stress Financial Indicator and by several of
its components as shown below. The heat map shows a continuation of calmed stress levels, a condition
that is reflected by the light blue areas. However, the energy of the markets receded when concerns
about inflationary expectations took hold, sending markets into a corrective phase. This shift prompted
the momentum in flows and market returns to wane, and ultimately for the Global Stress Financial
Indicator to lift.

Revisiting Inflationary Pressures
Break-even forward curves implied an inflation rate of approx. 3% and better readings over the long run. A
risk to this outlook comes into play when taking a long-term perspective of economic conditions and when
using the yield curve to gauge the markets.
The graph below shows the yield curve going back to the early 90’s. Over this period, there have been
multiple upward sloping and downward sloping cycles. The graph below shows the formation of a new
cycle.

Whether the curve continues to steepen, flatten or fall, is a condition worth monitoring. However, if history
were to repeat, it would be plausible to think of a scenario where the yield curve continues to steepen.
Regardless of whether the outcome is a result of stronger economic growth expectations or from higher
inflation expectations, or a combination thereof; the path could shape the outcomes of risk-on vs risk-off
assets.
The following chart shows the year-to-date performance of various markets within six major asset
classes: equities, hedge funds, real estate, commodities, infrastructure, and fixed income. The chart
shows that the inflation scare experienced this year had a clear impact on long duration assets; in
particular fixed income assets (pink bars) whose performance was some of the worst in recent years.

“What-if” Scenario Analysis
To further investigate potential outcomes for financial assets based on the combination of economic
growth, real rate changes, and inflation break-even changes, the risk team estimated potential scenarios;
results are summarized in the following table. The table shows results for the period beginning August
1998 through March 2021. Data for other periods can be furnished upon request.

ERS Internal Risk Survey
The risk team assesses risk levels brought forth by risk committee members, such as the ones noted in
the next table.

In summary:


Some of the major headwinds during the quarter were inflationary concerns and rising bond yields,
while the quarter’s highlights were the national COVID-19 vaccine rollout, global improvements in
the Purchasing Managers’ Index (PMI), and the approval of a $1.9 billion stimulus package.



Given market concerns on inflation and rising bond yields, the risk team saw a decoupling of
perceived investment risk between equities and bonds; with the former seeing areas of speculation
suffer large drawdowns. At the same time, bond markets posted one of the largest losses in recent
history.



Global Stress Financial Levels remained subdued during the quarter.



A ‘what-if’ scenario analysis conducted on a variety of liquid assets showed that expected returns
varied by type of economic regime.



ERS’ plan remained in compliance with the ERS investment policy on risk oversight parameters,
including tracking error, risk budgeting and asset allocation.



ERS’ internal risk survey pointed to concerns regarding a rapid interest rate rise and a potential reemergence of the pandemic.

STAFF RECOMMENDATION:
This agenda item is provided for informational and discussion purposes only. No action is required.
Definitions
1. The term break-even rate refers to market expectations about future inflation. The break-even rate can
take on positive, negative or zero values. If positive, the markets are said to be expecting positive
inflation. If the value is negative, the rate signals that the markets are expecting deflation (i.e.: prices
coming down) and if zero, market participants do not expect inflation in the future. The break-even rate is
generally calculated as the difference between the nominal yield on a bond and the yield of a treasury
inflation protected security.
2. The Overnight Index Swap – (OIS) is a relevant funding rate used for discounting collateralized
transactions. It represents the market expectations of the Federal Reserve daily target for the overnight

lending rate. In turn, the IOS Curve represents the lending rate over a range of maturities of debt with
collateral.
3. A forward break-even curve inversion refers to a situation in which long-term inflation expectations are
lower than those in the short-term.
4. The MOVE index is a measure of volatility of US treasuries as implied by the current prices of over -thecounter options on 2-year, 5-year, 10-year and 30-year treasury bonds.
5. The VIX index is a measure of market expectations for equity volatility over the coming 30-day period.
6. For further information on an illustration of the research and an explanation of the methodology used,
please refer to the following UBS publication by Baweja Bhanu, Cloherty Michael, et. al. “The Inflation
Compendium (II): 15 Questions Your Portfolio Needs Answered.” 22 March 2021, pp. 8, 58-60.
7. The main goal of the ERS internal risk survey is to gain market intelligence with respect to sentiment
and risk views from the senior investment leads. The survey contains 34 questions covering multiple
areas such as tail risk and opportunities, asset class management, assessment of cross asset class
valuation and degree of confidence with respect to asset class positioning and plan level exposures.
*ERS is accredited by the State Pension Review Board (PRB) as a Minimum Educational Training (MET)
sponsor for Texas public retirement systems. This accreditation does not constitute an endorsement by
the PRB as to the quality of our MET program. This agenda item may be considered in-house training
provided by ERS to board trustees and the system administrator for purposes of fulfilling the MET
program requirements. ERS is an accredited sponsor of MET for its system administrator and trustees for
continuing education.
ATTACHMENTS:
1. Exhibit A – Q1 2021 NEPC Investment Performance Analysis
2. Exhibit B –Trust Performance Summary March 31, 2021
3. Appendix – Investment Performance for 1 st Quarter of 2021
4. Slides – Investment Performance for 1 st Quarter of 2021

