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38-611.01. Arizona state retirement system; incentive compensation plan; special
pay plan

The Arizona state retirement system established by chapter 5, article 2 of this title:
1. May administer an incentive compensation plan for investment related personnel
established in consultation with the director of the department of administration. The
Arizona state retirement system shall file a copy of any incentive comﬁensation plan
for investment related IEersonnel with the governor, the president of the senate, the
speaker of the house of representatives, the office of strategic planning and
budgeting, the joint legislative budget committee and the department of
administration within ten business days of its adoption or readoption.

2. Except for the incentive compensation plan for investment related personnel, shall
not establish any other compensation plans without the approval of the director of the
department of administration.

3. May request that the director of the department of administration establish a
Sﬁecial pay plan for the Arizona state retirement system director, deputy director,
chief investment officer, investment related personnel and fiduciary or investment
counsel. The director of the department of administration, pursuant to section 41-
742, subsection C, para?raph 4, shall establish the special pay plan after considering
the recommendations of the Arizona state retirement system board and using
relevant market data. The director of the department of administration may adopt
other special pay plans determined necessary for certain classes orrqroups of Arizona
state retirement system employees, taking into consideration such factors as
occupational patterns, economic conditions and pay ranges common to government,
business and industry, and shall work with the Arizona state retirement system in
establishing the plans.
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41-742. State personnel system; covered and uncovered employees; application; exemptions

A. Beginning September 29, 2012, unless otherwise prescribed in this article:

1. All new hires are at will uncovered employess.

2. Any employee who meets any of the following criteriais an at will uncovered employee:

(a) Isemployed as an attorney in a position assigned to the attorney salary schedule.

(b) A supervisor.

(c) Isat apay grade of nineteen or above or, if a successor compensation system is established, in an equivalent pay

range as determined by the director.

(d) Isin a position assigned to the information technology salary schedule, in a position assigned to an information

technology classification or, if a successor compensation system s established, in an equivalent pay range asdetermined

by the director.

3. Any covered employee who voluntarily accepts a change in assignment to a position in the uncovered service,

regardless of whether the voluntary change in assignment is a promotion, demotion or lateral transfer, is an at will

uncovered employee on the start date of the voluntary change in assignment.

4. A covered employee may voluntarily elect to become an at will uncovered employee without a change in assignment

on approva by the state agency head and the director. If approved, the change from covered to uncovered statusis

immediate.

5. Once a covered employee becomes an at will uncovered employee, the change isirrevocable.

B. Except as provided in subsection F of this section, the purpose of this article is for all state agencies in the state

personnel system to treat employees pursuant to the following principles:

1. Recruiting, selecting and advancing employees on the basis of the employee's rel ative ability, knowledge and skills

after open competition.

2. Providing compensation based on merit, performance, job value and competitiveness within applicable [abor markets.

3. Training employees if the training will result in better organizational and individual performance.

4. Retaining employees on the basis of the adequacy of their performance, correct inadequate performance where

possible and appropriate and separate employees whose performance is inadequate.

5. Managing applicants and employeesin all aspects of personnel administration without regard to political affiliation,

race, color, national origin, sex, age, disability or religious creed and with proper regard for their privacy and

constitutiona rights as citizens.

6. Ensuring that employees are protected against coercion for partisan political purposes and are prohibited from using

their official authority for the purpose of interfering with or affecting the result of an election or nomination for office.

C. Thedirector shall establish and administer the state personnel system, including:

1. A classification system and job classes and associated knowledge, skills and abilities for those classes.

2. A centralized job announcement system to streamline statewide recruiting for applicants.

3. A centralized employment system to be used by all successful applicants, including acommon applicationformto be

used by all state agencies.

4. A compensation system, including assigning pay rangesfor all job classes and special pay plansfor certain classesor

groups of employees considering such factors as occupational patterns, economic conditions and pay plans common to

government, business and industry.

5. A statewide training program.

6. A statewide performance management system.

7. An audit function to review state agencies' processes and compliance with applicable statutes, personnel rules and
policies.

8. Anintegrated system to process personnel, payroll and benefits transactions and serve asthe system of record for state

employees.

D. Thisarticleand articles 5 and 6 do not apply to:




1. An elected state officer. An elected state officer means only elected officials and does not include the empl oyees of
elected state officers unless expressly provided.

2. Membersof boards and commissions who are appointed by thelegislature or the governor, board members appointed
pursuant to section 41-619.52 unless otherwise prescribed by law, employees of the Arizona legidative council,
employees appointed or employed by the legisature, any legislative agency or either house of the legislature and
employees of the supreme court and the court of appedls.

3. The Arizonaboard of regents, officers or employees of state universities and personnel of the Arizona state schools
for the deaf and the blind.

4. Patients or inmates employed in state institutions.

5. Officersand enlisted personnel of the national guard of Arizonaand employees of the department of emergency and
military affairs who occupy Arizona national guard positions identified as mobilization assets.

6. The cotton research and protection council.

7. The department of public safety.

8. The Arizona peace officer standards and training board.

E. Unlessotherwise prescribed inthisarticle, subsection A, paragraphs 1, 2 and 3 of this section do not apply to either an
initial appointment to or changes in assignment to:

1. An employee of any state agency who is a full authority peace officer as certified by the Arizona peace officer
standards and training board.

2. Anemployee of the state department of correctionswho isemployed asa correctiona officer |, correctional officer I,
correctional officer |11, community corrections officer or, if a successor classification system is established, in an
equivalent job class as determined by the director.

F. Subsection B, paragraph 1 of this section, rel ating to open competition and subsection B, paragraph 4 of this section
and subsection B, paragraph 5 of this section, relating to political affiliation, do not apply to:

1. Employees of the governor's office.

2. Employees of offices of elected officials who either:

(a) Report directly to the elected official.

(b) Head aprimary component or report directly to the head of aprimary component of the office of the elected official.
(c) Asaprimary duty, determine or publicly advocate substantive program policy for the office of the elected official.
3. Thestate agency head and each deputy director, or equivalent, of each state agency and employees of the state agency
who report directly to either the state agency head or deputy director.

4. Each assistant director, or equivalent, of each state agency and employeesin the state agency who report directly toan
assistant director.

5. Attorneysin the office of the attorney general.

6. Employeesin investment related positions in the state retirement system or plans established by title 38, chapter 5,
article2, 3,4 or 6.

G. This article and articles 5 and 6 of this chapter do not confer any rights in excess of, or in addition to, those
previously authorized to any state employee.

H. This article does not create or confer any contractual employment right for any employee and, unless otherwise
provided by law, state agencies are prohibited from executing employment contracts with any state employee.

I. Any communications, including policy manuals, employee handbooks, job offers and performance appraisals and other
communications as determined by the director, whether in writing or oral, that conflict with article 1, 5 or 6 of this
chapter or this article are void and do not alter or supersede article 1, 5 or 6 of this chapter or this article.
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State Personnel System
FY 2015 Compensation Guidelines

Introduction
This is a summary of the various compensation strategies that may be used by agencies to address
salary and compensation issues within their workforce. Strategies have been grouped into five
“toolboxes,” attached for your reference. Each toolbox outlines the details associated with the various
options. The toolboxes are listed below.
o Executive Toolbox - Legislatively appropriated merit increases
e HRD Toolbox - Compensation solutions for a job classification or other group of employees
such as Market Adjustments, Conditional Pay Supplements, or Referral Incentives
e Agency Toolbox — Individual Actions - Discretionary base pay increases such as In-Grade
Adjustments
e Agency Toolbox — Variable Incentives - Additional incentives that do not impact base pay such
as Spot Incentives, Goal-Based Incentives, and Conditional Retention Pay Incentives
¢ Changes in Assignment/Special Assignment - Employee actions that trigger a pay change such
as Promotions, Demotions, etc.

General

These guidelines do not create a contract for employment between any employee and the State.
Nothing in these guidelines changes the fact that all uncovered employees of the State are at will
employees and serve at the pleasure of the appointing authority.

In accordance with Arizona Revised Statutes (A.R.S.) § 38-611 and State Personnel System (SPS)
Rule R2-5A-402(C), the base salary of an employee must be within the assigned salary range
established by the Arizona Department of Administration (ADOA). SPS Rule R2-5A-402 provides the
authority for these guidelines. Please be advised that there may be additional restrictions and
conditions provided by statute and rule that are not included in these guidelines. For example, Rule R2-
5A-402(G)(2) states, “A demoted employee shall not be eligible for an increase to base salary for six
months after the effective date of the demotion to the new position...”. Therefore, the salary strategies
that affect base salary (counter offer and in-grade adjustment) are further constrained by this rule
requirement.

Scope
These guidelines apply to all agencies, boards, offices, authorities, commissions, and other
governmental budget units of the State that are part of the State Personnel System.

Funding

All compensation strategies are subject to the availability of funding, and must be managed within the
agency’'s appropriation. Neither the availability of these strategies nor receiving the approval to use
them shall obviate the need for agencies to manage within their budget. Agencies shall not implement
compensation strategies that create new future fiscal obligations that will require additional
appropriations, unless (1) the Legislature has approved such funding in advance of the implementation;
or (2) agency spending reductions have freed up funds sufficient to eliminate the need for new monies
to implement the strategy (near and long-term) without any degradation to customer service. Agencies
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State Personnel System
FY 2015 Compensation Guidelines

shall remain mindful of the State’s ongoing fiscal challenges and their own budget needs, while
contemplating compensation strategies. In particular, agencies requesting additional appropriations
from the legislature shall carefully analyze their needs and priorities before implementing any of the
strategies outlined in these guidelines.

Spending associated with certain strategies shall be collectively limited to no more than 2% of the
agency’s personal services base, exclusive of ERE.

Eligibility

Unless otherwise indicated, employees must be at will uncovered and meet specified performance
evaluation requirements to be eligible for the compensation strategies outlined in these guidelines.
However, eligibility requirements vary for each of the strategies — please refer to the individual eligibility
requirements for more information.

The following employees are not eligible for some or all of the strategies:
+ Elected officials, agency heads appointed for a fixed term of office, interns, pool, or per diem
employees are not eligible for any of the strategies.

s Covered employees (except Correctional Officers |, Il, Ill, and Adult Community Corrections
Officers) are not eligible for increases or incentives unless the increase is due to a change in
assignment.

* Employees who receive an overall rating of “Needs Improvement” (MAP rating less than 2.0) on
their most recent performance evaluation are not eligible for increases or incentives unless the
increase is due to a change in assignment.

* New hires and employees who have been promoted or demoted within the previous six months
are not eligible for the agency variable incentives.

o Employees subject to and participating in an incentive plan authorized through separate and
distinct programs are not eligible for the agency variable incentives.

Non-Cabinet-level agencies

e Directors and Deputy Directors: Compensation guidelines do not apply to directors and
deputy directors of Non-Cabinet-level agencies. However, agencies may use the strategies
at the discretion of the appointing authority but are not subject to the criteria, eligibility,
amount of increase, or 2% budget limit. As previously noted compensation is subject to the
availability of funding and must be managed within the agency's appropriation. The
requirements of A.R.S. § 38-611 and R2-5A-402 Salary Administration still apply.

o Assistant Directors: Assistant Directors are eligible to receive compensation outlined in the
guidelines, whether they have an annual performance evaluation or not. The criteria,
eligibility, and amount of increase apply; only the requirement related to performance shall
be waived. In addition, for Assistant Directors the funds associated with these strategies
shall not be considered within the 2% budget limit.
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State Personnel System
FY 2015 Compensation Guidelines

Agencies Headed by an Elected Official

o Elected Officials: As noted above, elected officials are not eligible for any of the
compensation strategies.

+ Employees who report directly to the elected official, head a primary component of the office
of the elected official, or as a primary duty, determine or publicly advocate substantive policy
for the office of the elected official. Compensation guidelines do not apply to these
empioyees. However, agencies may use the strategies at the discretion of the appointing
authority but are not subject to the criteria, eligibility, amount of increase, or 2% budget limit.
As previously noted compensation is subject to the availability of funding and must be
managed within the agency’s appropriation. The requirements of A.R.S. § 38-611 and R2-
5A-402 Salary Administration still apply.

Cabinet-level agencies:
s Directors, Deputy Directors and Assistant Directors: Salary adjustments and/or incentives for
these positions shall be discussed and coordinated through the ADOA Human Resources
Director.

Individual Salary Increase Limits

All combinations of base salary increases and one-time incentive payments not affecting base salary
shall not exceed 5% of an employee’s annual base salary. This 5% limit does not include salary
increases given as a result of actions outlined in the “Changes in Assignment/Special Assignment”
toolbox, the “ADOA HRD” toolbox, and/or Counter Offers.

Authority/Approval

Agencies shall ensure that all salary actions are properly authorized. For example, an agency head has
the authority to implement most of the strategies identified under “Changes in Assignment/Special
Assighment”, such as establishing the base salary of a newly hired employee. Compensation strategies
identified under the “HRD Toolbox” and “Agency Toolbox — Individual Actions” require ADOA
consultation and/or approval prior to the agency administering these types of actions.

Agencies intending to implement any of the strategies identified under “Agency Toolbox — Variable
Incentives” are required to submit a compensation plan to ADOA prior to implementation. The proposed
plan must be submitted with sufficient time for ADOA to review and approve the plan and for the
agency to communicate its provisions to employees. An agency compensation plan must address the
following components:
¢ Proposed implementation date
o Compensation strategies to be implemented by the agency
o Eligibility for participation in the agency’s compensation plan
e For each compensation strategy selected, the purpose of the particular strategy; eligibility,
requirements and conditions; performance measures, targets/goals (if performance or goal-
based); and compensation and incentive limits
s Internal agency procedures pertaining to communication to employees, nomination process,
verification of eligibility, and calculation and distribution of incentive
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An agency’s compensation plan is only valid for the time period of July 1, 2014 through June 30, 2015.

Reporting

Some strategies require annual reporting of the utilization of the strategies and subsequent
organizational impacts. In addition, ADOA may independently review the agency’s use of the
compensation strategies and the individual and collective fiscal impacts of those strategies, and may
audit agency records to ensure implementation is consistent with the approved plan. ADOA may modify
guidelines in the future based on prevailing practices in the labor market or other external factors.

By September 1, 2015, each agency that used any of the strategies identified in either of the "Agency
Toolboxes" (Individual Actions and/or Variable Incentives) shall submit a report to
humanresources@azdoa.gov that includes the following:

o A brief paragraph describing how the agency used their compensation strategies to support the
organization’s goals or strategic direction during the fiscal year.

o Alist of the employees who received one or more of the compensation strategies outlined in the
plan, or who received a counter offer or an in-grade adjustment. The information shall identify
the type and specific amount of each award received, and the date awarded to the employee.
The list shall also include:

o EIN

Employee name

Job classification title

Applicable overall MAP rating

Base salary before the counter offer, in-grade adjustment, or incentive

Type of strategy

Amount of payment or base increase

¢ The organizational impact experienced as a result of the implementation of these strategies
including impact on retention of high performing employees, employee satisfaction, employee
engagement, turnover, etc.

O 0 O 0 O ©O
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Executive Toolbox

The strategies in this “toolbox” will be available to agencies if approved.

\ .| Deseri . igibility - _ unl
Merit Increas Percentage added |[e Shall be in accordance with guidelines developed by o Eligibility to be defined by the ¢ Merit increases to be defined by the
(Legislatively | to base pay based the Governor's Office or Legislature Governor’s Office or Legislature Governor's Office or Legislature
Appropriated) |on employee’s
most recent
performance
evaluation

All compensation strategies are subject to the availability of funding, and must be managed within the agency’s appropriation. Neither the availability of these strategies nor receiving the approval to
use them shall obviate the need for agencies to manage within their budget. Agencies shall not implement compensation strategies that create new future fiscal obligations that will require additional
appropriations, unless (1) the Legislature has approved such funding in advance of the implementation; or (2) agency spending reductions have freed up funds sufficient to eliminate the need for new
monies to implement the strategy (near and long-term) without any degradation to customer service. All combinations of base salary increases and one-time incentive payments not affecting base
salary shall not exceed 5% of an employee’s annual base salary, this limit does not include increases resulting from the actions outlined in the “Changes in Assignment/Special Assignment” or the
“ADQA HRD” toolbox, and/or Counter Offers.
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Criteria-Based

ADOA Human Resources Division Toolbox

The strategies in this “toolbox” will be available to agencies after consultation with the ADOA Human Resources Division and discussions about the
business needs of the agency. Working collaboratively together, the appropriate strategy will be chosen to best meet the State’s and the agency’s needs.

5 i
e Uncovered and covered

\\

Base salary ADOA Class/Comp works with agency to evaluate the ¢ Amount of increase at each level of the plan
Adjustment adjustment classification or class series to assess appropriate varies by plan
(Salary Plans) |[awarded to salary levels compared to labor market and other ¢ Plans currently in use will be allowed to
employees who external factors continue, but may be reviewed on a periodic
meet established  The criteria that differentiate salary levels must be basis to assess consistency with the labor
criteria based on more factors than length of service or years market and other external factors
of experience
¢ Salary cannot exceed the maximum of the salary
‘ range for the classification
Conditional Pay | Additional pay e ADOA Class/Comp works with agency to evaluate the | e Uncovered * Amount of supplement will vary on a case-
Supplement provided to specific conditions and to assess appropriate ¢ Covered (depending on type of by-case basis, considering the labor market
(Stipends) compensate compensation compared to labor market and other conditional pay supplement) pay for the type of job and level of work
employees for external factors
specific conditions | e Shall be discontinued when the conditions no longer
Does not adjust apply
base pay ¢ Payroll Considerations: Incentive will be included in
calculation of overtime rate; may require agency
payroll to recalculate overtime earned during
evaluation period
Referral Lump sum incentive | ¢ ADOA Class/Comp works with agency to evaluate the | ¢ Uncovered ¢ Referral Incentive is limited to no more than
Incentive awarded to an position, classification or class series to assess e Correctional Officers 1,11, or 11 $1,000 per referral and may not be

employee who
refersa job
applicant to a
critical, hard to fill
position who is
successfully
employed

Does not adjust
base pay

marketing and recruiting strategies previously used
Payroll Considerations: Incentive will not be included
in calculation of overtime rate.

or Community Corrections
Officers

o Executive level positions,
positions that are responsible for
recruiting or hiring functions,
employees in a direct line
reporting relationship to the
referred employee, and family
members are not eligible

distributed until the referred employee has
completed at least 6 months of employment.
No employee shall receive more than $3,000
in referral incentives per year.

¢ The amount may be paid in installments or in
one lump sum consistent with the approved
plan.

All compensation strategies are subject to the availability of funding, and must be managed within the agency’s appropriation. Neither the availability of these strategies nor receiving the approval to
use them shall obviate the need for agencies to manage within their budget. Agencies shall not implement compensation strategies that create new future fiscal obligations that will require additional
appropriations, unless (1) the Legislature has approved such funding in advance of the implementation; or (2) agency spending reductions have freed up funds sufficient to eliminate the need for new
monies to implement the strategy (near and long-term) without any degradation to customer service. All combinations of base salary increases and one-time incentive payments not affecting base
salary shall not exceed 5% of an employee’s annual base salary, this limit does not include increases resulting from the actions outlined in the “Changes in Assignment/Special Assignment” or the
“ADQA HRD” toolbox, and/or Counter Offers.
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Hiring Incentive

awarded to
employees hired
into critical
positions, positions
that are hard to fil,
or positions that
require a rare skill
set

Does not adjust

ADOA Human Resources Division Toolbox

The strategies in this “toolbox” will be available to agencies after consultation with the ADOA Human Resources Division and discussions about the
business needs of the agency. Working collaboratively together, the appropriate strategy will be chosen to best meet the State’s and the agency’s needs.

ADOA Class/Comp works with agency to evaluate the
position, classification or class series to assess
marketing and recruiting strategies previously used
Agencies may also request approval to offer a hiring
incentive on a case-by-case basis

Payroll Considerations: Incentive will be included in
calculation of overtime rate; may require agency
payroll to recalculate overtime earned during
evaluation period

¢ Uncovered

o Correctional Officers I, II, or III
or Community Corrections
Officers

¢ Hiring Incentives are limited to no more than
$5,000, and may be paid in increments over a
period of time (e.g. 25% at 3 months, 25% at
6 months, 50% after 1 year)

in specific
classifications that
are significantly
behind the labor
market

compared to labor market and other external factors

base pay
Special Market Adjustment to base ADOA Class/Comp conducts market studies and ¢ Eligibility to be defined by the ¢ Amount of adjustment to be defined by ADOA
Adjustment pay to address prioritizes classifications for consideration of Special Governor’s Office or Legislature after conducting market studies
(Legislatively | employee salaries Market Adjustments (SMAs).
Appropriated) | in specific Shall be in accordance with guidelines developed by
classifications that the Governor’s Office or Legislature
are significantly
behind the labor
market
Classification Adjustment to base ADOA Class/Comp conducts market studies and ¢ Uncovered ¢ Amount of adjustment to be defined by ADOA
Market pay to address collaborates with agencies to evaluate classifications | e Covered after conducting market studies
Adjustment employee salaries or class series to assess appropriate salary levels

All compensation strategies are subject to the availability of funding, and must be managed within the agency’s appropriation. Neither the availability of these strategies nor receiving the approval to
use them shall obviate the need for agencies to manage within their budget. Agencies shall not implement compensation strategies that create new future fiscal obligations that will require additional
appropriations, unless (1) the Legislature has approved such funding in advance of the implementation; or (2) agency spending reductions have freed up funds sufficient to eliminate the need for new
monies to implement the strategy (near and long-term) without any degradation to customer service. All combinations of base salary increases and one-time incentive payments not affecting base
salary shall not exceed 5% of an employee’s annual base salary, this limit does not include increases resulting from the actions outlined in the “Changes in Assignment/Special Assignment” or the

“ADOA HRD"” toolbox, and/or Counter Offers.

Revised: August 25, 2014




Agency Toolbox - Individual Actions

The strategies in this “toolbox” are available to agencies in order to address compensation issues of employees on a case-by-case basis. The agency
shall document salary adjustments and justifications and shall submit a report to ADOA by September 1st of each year for the prior fiscal year.

L k , , mou »
¢ Uncovered ¢ Amount of increase will vary on a case-by-case
¢ Employee must receive an basis, considering the bona fide job offer from

. il
Base pay increase in .
response to a verified

R “
Counter Offer gency shall verify the job offer and the

performance level of the employee

job offer in order to
retain a high
performing employee
in the same position

¢ Agencies must request approval from ADOA to

extend a counter offer on a case-by-case basis

overall rating of “Exceeds
Expectations” (MAP rating 2.5 or
greater) on their most recent
performance evaluation unless
the Agency Director documents,
in writing, justification for .
waiving the performance

* another employer and considering factors such

as the employee’s performance, internal equity
ramifications, and labor market pay for the type
of job and level of work

Salary cannot exceed the maximum of the
salary range for the classification

progression or resolve
specific salary issues

basis for:

¢ Change in Duties: Employees who assume higher
level duties and responsibilities in a position that
is critical to the operations of an agency
(requires an updated Position Description and a
review by ADOA to ensure a reallocation of the
position is not warranted)

o Professional Development: Employees who apply
new knowledge and skills that benefit the agency
and that have been acquired through job-related
training, education, certification, and/or
licensure, that is recognized in the industry as
having market value

¢ Retention: High performing employees in critical
positions, not easily replaced and are at risk of
leaving the organization

overall rating of “Exceeds
Expectations” (MAP rating 2.5 or
greater) on their most recent
performance evaluation unless
the Agency Director documents,
in writing, justification for
waiving the performance
requirement

requirement
In Grade Base pay increase to ¢ Agencies must request approval from ADOA to Uncovered Shall not exceed 5% per fiscal year per
Adjustment provide career provide an in-grade adjustment on a case-by-case Employee must receive an employee, unless an exception is granted by the

ADOA HR Director

Considerations for an exception may include
such factors as education, experience, skills,
prior performance, current salary, as well as the
current salaries of employees in the same
classification or work unit within the agency
and the relative experience and performance of
those employees

Salary cannot exceed the maximum of the
salary range for the classification

All compensation strategies are subject to the availability of funding, and must be managed within the agency’s appropriation. Neither the availability of these strategies nor receiving the approval to
use them shall obviate the need for agencies to manage within their budget. Agencies shall not implement compensation strategies that create new future fiscal obligations that will require additional
appropriations, unless {1) the Legislature has approved such funding in advance of the implementation; or {2} agency spending reductions have freed up funds sufficient to eliminate the need for new
monies to implement the strategy (near and long-term) without any degradation to customer service. All combinations of base salary increases and one-time incentive payments not affecting base
salary shall not exceed 5% of an employee’s annual base salary, this limit does not include increases resulting from the actions outlined in the “Changes in Assignment/Special Assignment” or the

“ADOA HRD" toolbox, and /or Counter Offers.
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Agency Toolbox - Variable Incentives

The strategies in this “toolbox” are available to agencies as part of a comprehensive plan of variable pay options subject to ADOA approval. These
strategies are not intended to provide across-the-board incentives, but rather to reward top performers.

One time, lump sum

teams, work units,
and/or divisions who
achieve established
challenging
performance targets or
goals

Does not adjust base

pay

Plan must include measures of success
Measures and target goals shall be reviewed
on an annual basis

When goals are achieved and incentive pay
provided, new target goals shall be established
Employee incentive shall be consistent with
approved plan criteria

Payroll Considerations: Incentive will be
included in calculation of overtime rate, if
applicable. Although incentives can be paid in
a lump sum, agency payroll must allocate it
evenly over the period earned.

Agencies considering the use of this strategy
should contact the ADOA Classification and
Compensation Manager for further details.

Spot Incentive Requires agency to submit a plan for ADOA Uncovered e SpotIncentives are limited to no more than $2,000
bonus given “on the approval prior to implementation Correctional Officers I, II, or 111 per employee per year, although an agency may
spot” for an Employee incentive shall be consistent with or Community Corrections award any lesser amount according to their
extraordinary approved plan criteria Officers approved plan
achievement, or Payroll Considerations: Incentive will not be Employee must receive an Agencies are encouraged to define tiers for different
moment of included in calculation of overtime rate. The overall rating of “Meets levels of incentive amounts, commensurate with the
extraordinary agency shall not commit or identify ahead of Expectations” or better (MAP level of efficiency gain, cost savings or productivity
individual or group time that an employee or group will receive an rating 2.0 or greater) on their improvement
performance that incentive, most recent performance Spending associated with this strategy is included in
result in efficiency, evaluation the overall budget limited to 2% of the agency’s
cost savings or At least 6 months have passed personal services base, exclusive of ERE
improved productivity since the employee’s date of hire
Does not adjust base or last promotion or demotion
pay Employees not already

participating in another

incentive plan authorized by a

separate program
Goal-Based Lump sum bonus Requires agency to submit a plan for ADOA Uncovered Goal-Based Incentives are limited to no more than
Incentive awarded to employees, approval prior to implementation Correctional Officers I, I1, or III $3,000 per employee per year.

or Community Corrections
Officers

Employee must receive an
overall rating of “Meets
Expectations” or greater (MAP
rating 2.0 or better) on their
most recent performance
evaluation

At least 6 months have passed
since the employee’s date of hire
or last promotion or demotion
Employees not already
participating in another
incentive plan authorized by a
separate program

The incentive may be distributed in any increment
(bi-weekly, quarterly, bi-annually, etc.) according to
the agency’s approved plan.

Spending associated with this strategy is included in
the overall budget limited to 2% of the agency’s
personal services base, exclusive of ERE

All compensation strategies are subject to the availability of funding, and must be managed within the agency’s appropriation. Neither the availability of these strategies nor receiving the approval to
use them shall obviate the need for agencies to manage within their budget. Agencies shall not implement compensation strategies that create new future fiscal obligations that will require additional
appropriations, unless (1) the Legislature has approved such funding in advance of the implementation; or (2) agency spending reductions have freed up funds sufficient to eliminate the need for new
monies to implement the strategy (near and long-term) without any degradation to customer service. All combinations of base salary increases and one-time incentive payments not affecting base
salary shall not exceed 5% of an employee’s annual base salary, this limit does not include increases resulting from the actions outlined in the “Changes in Assignment/Special Assignment” or the

“ADOA HRD" toolbox, and/or Counter Offers.

Revised: August 25, 2014



Merit-Based

One time, lump sum

Agency Toolbox - Variable Incentives

The strategies in this “toolbox” are available to agencies as part of a comprehensive plan of variable pay options subject to ADOA approval. These
strategies are not intended to provide across-the-board incentives, but rather to reward top performers.

unires agency to submit a plan for ADOA

Uncovered

Merit incentives awarded to highest performing

Incentive bonus directly tied to approval prior to implementation Correctional Officers |, 11, or 111 employees shall not exceed 4%
performance Agency must document target distribution or Community Corrections ¢  If more than one level of merit increase is
Does not adjust base percentages of merit incentives, ensuring a Officers awarded, the highest level must be at least two
pay distribution of incentives (i.e. a bell shaped Directors, Deputies, and times greater than the lowest level.
curve) and preventing across the board Assistant Directors are not . Spending associated with this strategy is included
distribution for all employees (no more than eligible for merit incentives in the overall budget limited to 2% of the agency’s
30% of the workforce may receive the highest Employee must receive an personal services base, exclusive of ERE
merit incentive) overall rating of “Meets
o Agencies with 10 employees or less at the Expectations” or better (MAP
time of plan submission are not subject to rating 2.0 or greater) on their
the target distribution limits most recent performance
The guidelines will describe a total budget evaluation
limit for the agency; agencies may choose to At least 6 months have passed
provide merit incentives of lesser amounts, since the employee’s date of hire
consistent with the criteria or last promotion or demotion
Payroll Considerations: Incentive will not be Employees not already
included in calculation of overtime rate. The participating in another
agency shall not commit or identify ahead of incentive plan authorized by a
time that an employee or group will receive an separate program
incentive.
Meritorious Paid leave that Requires agency to submit a plan for ADOA ¢ Uncovered e Meritorious Service Leave shall be limited to no

Service Leave

agencies may use to
reward and recognize
employees or teams
for meritorious or
exemplary service
Does not adjust base

pay

approval prior to implementation

Employee leave shall be consistent with
approved plan criteria

Meritorious Service Leave shall be used within
12 months of receipt and shall not be paid
upon separation (i.e. no cash value)
Meritorious Service Leave shall not be
transferred to another agency if the employee
changes agencies

e Correctional Officers I, I, or III

or Community Corrections
Officers

Employee must receive an
overall rating of “Meets
Expectations” or better (MAP
rating 2.0 or greater) on their
most recent performance
evaluation

At least 6 months have passed
since the employee’s date of hire
or last promotion or demotion
Employees not already
participating in another
incentive plan authorized by a
separate program

more than 24 hours of leave per employee (prorated
for less than full time employees)

e No more than 5% of the agency’s employees may
receive Meritorious Service Leave per year unless an
exception is granted by the ADOA Director (for
example an agency may wish to award leave to
members of a large team that implemented a major
project and the number of team members exceeds
the guidelines)

All compensation strategies are subject to the availability of funding, and must be managed within the agency’s appropriation. Neither the availability of these strategies nor receiving the approval to
use them shall obviate the need for agencies to manage within their budget. Agencies shall not implement compensation strategies that create new future fiscal obligations that will require additional
appropriations, unless (1) the Legislature has approved such funding in advance of the implementation; or (2) agency spending reductions have freed up funds sufficient to eliminate the need for new
monies to implement the strategy (near and long-term) without any degradation to customer service. All combinations of base salary increases and one-time incentive payments not affecting base
salary shall not exceed 5% of an employee’s annual base salary, this limit does not include increases resulting from the actions outlined in the “Changes in Assignment/Special Assignment” or the

“ADOA HRD"” toolbox, and/or Counter Offers.
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Conditional
Retention Pay
Incentive

One time, lump sum
bonus to retain critical
employees

Does not adjust base

pay

Agency Toolbox - Variable Incentives

The strategies in this “toolbox” are available to agencies as part of a comprehensive plan of variable pay options subject to ADOA approval. These
strategies are not intended to provide across-the-board incentives, but rather to reward top performers.

Requires agency to submit a plan for ADOA
approval

High performing employees in critical
positions, not easily replaced and are at risk of
leaving the organization

Payroll Considerations: Incentive will not be
included in calculation of overtime rate. The
agency shall not commit or identify ahead of
time that an employee or group will receive an
incentive.

Uncovered
Employee must receive an
overall rating of “Meets
Expectations” or better (MAP
rating 2.0 or greater) on their
most recent performance
evaluation

o Atleast 6 months have passed

since the employee’s date of hire
or last promotion or demotion
Employees not already
participating in another
incentive plan authorized by a
separate program

Shall not exceed 5% per fiscal year per employee

¢ Spending associated with this strategy is included in
the overall budget limited to 2% of the agency's
personal services base, exclusive of ERE

All compensation strategies are subject to the availability of funding, and must be managed within the agency’s appropriation. Neither the availability of these strategies nor receiving the approval to
use them shall obviate the need for agencies to manage within their budget. Agencies shall not implement compensation strategies that create new future fiscal obligations that will require additional
appropriations, unless (1) the Legislature has approved such funding in advance of the implementation; or (2) agency spending reductions have freed up funds sufficient to eliminate the need for new
monies to implement the strategy (near and long-term) without any degradation to customer service. All combinations of base salary increases and one-time incentive payments not affecting base
salary shall not exceed 5% of an employee’s annual base salary, this limit does not include increases resulting from the actions outlined in the “Changes in Assignment/Special Assignment” or the

“ADOA HRD” toolbox, and/or Counter Offers.
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Changes in Assignment/Special Assignment

The guidelines provided below address base pay when employees change assignments or change positions, subject to applicable rules. Any salary
adjustments received as a result of a change in assignment shall not be considered as part of the limitations for other salary strategies.

S

New Hire Base salary of a newly Salary must be within the range for the e Uncovered Salary up to midpoint, or higher based on
hired employee classification e Covered if Correctional documentation
e Agency shall consider such factors as education, Officer 1, 11, or 11l or Agencies shall consider the current salaries of
experience, skills, prior performance, current or Community Corrections employees in the classification within the agency and
former salary, availability of qualified applicants, Officer, or Full Authority their relative experience and performance when hiring
and prevailing market conditions when setting a Peace Officer anew employee
new hire’s salary
Promotion Base salary adjustment | Salary must be within the range for the e Uncovered! Salary up to midpoint, or higher based on
awarded when an classification documentation
employee moves to a * Agency shall consider such factors as education, Agencies shall consider the current salaries of
higher graded job experience, skills, prior performance, current or employees in the classification within the agency and
former salary, availability of qualified applicants, their relative experience and performance when
and prevailing market conditions when setting promoting an internal candidate.
the salary of an internal promotion Promotions into or within the Executive Salary
Schedule are not affected by this guideline
Lateral When an employee ¢ Salary must be within the range for the ¢ Uncovered! No increase in salary unless an exception is granted by
Transfer moves to another classification the ADOA HR Director
position in another Considerations for an exception may include such
classification in the factors as education, experience, skills, prior
same grade _performance, current or former salary, as well as the
current salaries of employees in the new classification
within the agency and the relative experience and
performance of those employees
Demotion Base salary reduction o Salary must be within the range for the e Uncovered! Employees voluntarily or involuntarily demoting to a
when an employee classification lower grade position shall receive a salary decrease of
moves to a lower » Agency shall consider such factors as education, at least 2.5%, unless an exception is granted by the
graded job experience, skKills, prior performance, current or ADOA HR Director
former salary, as well as the current salaries of Considerations for an exception may include such
employees in the new classification within the factors as education, experience, skills, prior
agency and the relative experience and performance, current or former salary, as well as the
performance of those employees current salaries of employees in the new classification
within the agency and the relative experience and
performance of those employees
Decreases greater than 2.5% at the discretion of the
agency head

1 Voluntary changes in assignment will result in a covered employee becoming uncovered, unless the position is a Correctional Officer I, I, or III, a Community Corrections Officer, or a covered position that
requires Full-Authority Peace Officer certification.

All compensation strategies are subject to the availability of funding, and must be managed within the agency’s appropriation. Neither the availability of these strategies nor receiving the approval to
use them shall obviate the need for agencies to manage within their budget. Agencies shall not implement compensation strategies that create new future fiscal obligations that will require additional
appropriations, unless (1) the Legislature has approved such funding in advance of the implementation; or (2) agency spending reductions have freed up funds sufficient to eliminate the need for new
monies to implement the strategy (near and long-term) without any degradation to customer service. All combinations of base salary increases and one-time incentive payments not affecting base
salary shall not exceed 5% of an employee’s annual base salary, this limit does not include increases resulting from the actions outlined in the “Changes in Assignment/Special Assignment” or the

“ADOA HRD" toolbox, and/or Counter Offers.
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Changes in Assignment/Special Assignment

The guidelines provided below address base pay when employees change assignments or change positions, subject to applicable rules. Any salary
adjustments received as a result of a change in assignment shall not be considered as part of the limitations for other salary strategies.

_ Criteria

Reallocation Base salary adjustment Salary must be within the range for the Uncovered Employees in a position that is reallocated to a higher
(formerly provided when an classification s Covered grade shall receive a salary increase of up to 2.5%,
referred to as a | employee’s position is unless an exception is granted by the ADOA HR
reclassification) | reallocated to a Director
different classification Considerations for an exception may include such
and grade or salary factors as education, experience, skills, prior
range performance, current or former salary, as well as the
current salaries of employees in the new classification
within the agency and the relative experience and
performance of those employees
Reallocations to the same or lower grade shall result in
no change to the employee’s salary, provided the
salary is within the range for the classification. If the
employee’s salary is less than the minimum or more
than the maximum, the employee's salary shall be the
minimum or maximum, respectively
Special Supplemental pay (no | e Shall be in accordance with ADOA policy ¢ Uncovered Employees on a special assignment to a higher grade
Assignment adjustment to base ASPS/HRD-PA3.05 e Covered position shall receive a conditional pay supplement in
(formerly salary), provided to e Salary must be within the range for the an amount equivalent to the promotional guidelines
referred to asa |employees approved classification Employees on a special assignment to the same grade
mobility for a temporary special | ¢ Generally used to fill a critical position while or a lower graded position shall receive no additional
assignment) assignment (not to recruiting, or while the incumbent is out on compensation
exceed 6 months) medical or military leave

1 Voluntary changes in assignment will result in a covered employee becoming uncovered, unless the position is a Correctional Officer ], II, or 1II, a Community Corrections Officer, or a covered position that
requires Full-Authority Peace Officer certification.
2 A Special Assignment is not a change in assignment as defined by R2-5B-205(B)

All compensation strategies are subject to the availability of funding, and must be managed within the agency’s appropriation. Neither the availability of these strategies nor receiving the approval to
use them shall obviate the need for agencies to manage within their budget. Agencies shall not implement compensation strategies that create new future fiscal obligations that will require additional
appropriations, unless (1) the Legislature has approved such funding in advance of the implementation; or (2) agency spending reductions have freed up funds sufficient to eliminate the need for new
monies to implement the strategy (near and long-term) without any degradation to customer service. All combinations of base salary increases and one-time incentive payments not affecting base
salary shall not exceed 5% of an employee’s annual base salary, this limit does not include increases resulting from the actions outlined in the “Changes in Assignment/Special Assignment” or the

“ADOA HRD” toolbox, and/or Counter Offers.

Revised: August 25, 2014
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FY 2015

ASRS Base Operating Budget Overview
1.8%

m Personal Services and ERE

m External Professional Services
m Travel

m Other Operating Expenses

= Equipment

Personal Services and Employee Related Expenditures (ERE) $ 17,778,000

*Personal services includes salaries and wages paid to agency employees. Also includes payments for
employee leave taken, overtime, leave payouts and Board per diem.

*Includes annual Variable Compensation Strategies Plan & Investment Incentive Compensation Plan (ICP).

*Employee Related Expenditures (ERE) — Cost of an employee's benefit package. ERE includes the
following: FICA, Retirement, Worker's Compensation, Health, Dental, and Life Insurance, Retiree
Accumulated Sick Leave charges, Personnel Division charges.

*Average ASRS ERE Rate is 40% (The percentage that employee related expenditures represents of the
agency’s personal services subtotal).

External Professional Services $ 1,079,300

*Legal services (External legal counsel, Arizona Office of Administrative Hearings fees and staff assigned
from Arizona Attorney General's office)($300,000)
*Technology resources ($529,300), temporary staffing ($100,000) and other professional services ($150,000)

Travel $ 78,600

*In-state travel for Member and Employer Outreach Teams, staff and Board Trustees ($53,600)

*Out-of-state travel (investment related due diligence and educational conferences - $25,000)

Other Operating Expenses $ 2,684,800

*Equipment repair and maintenance ($150,000) and software support and maintenance ($1,375,000)
*Printing and mailing annual newsletter ($150,000) and agency printing and postage ($145,000)
*Telecommunications ($340,000) and other operating expenditures ($160,400)

*ADOA Risk Management insurance premium ($155,000)

*Professional dues, books and subscriptions ($119,400)

*Education, training and conferences ($75,000), employee tuition assistance ($15,000)

Equipment $ 389,500

*Replacement equipment, furniture, and technology equipment

Base Operating Budget Total $ 22,010,200

Schedule A2
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A. VISION STATEMENT AND CORE VALUES

ASRS Employees Deliver Service With PRIDE!

PROFESSIONALISM
We promote, strive for and expect individuals, teams, and divisions to possess professional
qualities and skills to lead the organization.

Displays a friendly, respectful and courteous demeanor even when confronted by adversity
Has proactive and responsive approach to internal and external customer needs
Possesses good communication and active listening skills

Is a trusted contributor (manager, leader, SME, analyst, teammate)

Takes personal accountability « Has subject matter expertise

Has critical thinking skills + Has an honest, fair, non-judgmental mind-set

Is adaptable to beneficial change « Adheres to the ASRS Code of Conduct

RESULTS
We treasure the achievements of individuals, teams, divisions and the agency that energize
the organization.

e o s o s o e

* Meets goals and objectives « Satisfies customers

« Completes projects « Attains individual accomplishments
* Produces quality work products +« Manages risks successfully
IMPROVEMENT

We appreciate individuals, teams or divisions who drive the agency forward with
new,innovative ideas and solutions.

+« Promotes new ideas *« Enhances morale

*« Enhances outcomes and performance « Improves relationships

« Solves problems « Increases efficiency, effectiveness or reduces costs
DIVERSITY

We recognize that utilizing different talents, strengths and points of view, strengthens the
~.agency and helps propel outcomes greater than the sum of individual contributors.

ttitude of openness and a free flow of ideas and opinions
dignity and respect
to accomplish goals with teams comprised of dissimilar individuals
omote? skills in others attained on and off the job
|

eams and divisions who exceed expectations and deliver service
ates the organization.

older and associate expectations

to go the extra mile to engender a positive public image

er that inspires others

allenges with enthusiasm

oting teamwork through effective use of communication
hnological techniques)
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B. ASRS BOARD CHARTER

Consistent with recognition of the fiduciary duties imposed upon each individual member of the Board, they are
referred to in this Governance Handbook as “Trustees.”

The Board recognizes a sound governance structure is essential to fulfilling its duties and responsibilities. The
Board prepared and adopted this Governance Handbook to establish the framework within which the Board
intends to set governance and oversight policy.

The purpose of the Handbook is twofold. First, it is to provide orientation material for new Trustees (and executive
staff) as to the roles, responsibilities, structure, procedures, policies, and activities in the governance and
oversight of the ASRS. Second, it is to serve as an ongoing reference manual for current Trustees and ASRS
staff.

This Handbook will be reviewed by the Board at least triennially, or more often if necessary. It will be updated at
the Board'’s direction. The Executive Director will recommend modifications for the Board’s consideration.

The Board’s Role

The ASRS Board was established under state law to govern and administer the ASRS. The Board has only those
powers and duties that have been delegated to it by the Legislature. Within this role, the Trustees have a duty as
fiduciaries under the law to act solely for the benefit of members and beneficiaries. (A.R.S. § 38-714, Arizona
Constitution, Article 29, Section 1)

The Board views itself as being primarily an oversight and strategic policy-making body. The Board has delegated
the leadership, management and administrative functions to the ASRS Director and staff subject to ongoing
monitoring and oversight. The Board has also delegated the hiring and termination of investment managers to the
(Director’s) Asset Class Committees. The Board does not engage in regular day-to-day management functions of
the ASRS.

Board Composition (A.R.S. § 38-713)

The Board is composed of nine Trustees who are appointed by the Governor pursuant to the following statutory
requirements:

1. Five Trustees must be members of the ASRS as follows:

An educator

An employee of a political subdivision

A retired member

An employee of the state

An at-large member representing any ASRS member group

© 20 oo

2. Four Trustees are not members of the ASRS and represent the public.

Trustee Terms, Resignations, and Vacancies

1. Each Trustee is appointed for a term of three years. The terms of office are staggered with three positions
beginning and expiring on the third Monday in January of each year.

2. Trustees continue to serve in their positions after the expiration of their terms of appointment in accordance
with law.

3. Individual Trustees may resign from their position on the Board by providing appropriate notice to the
Governor. In such case, the resignation is not effective until accepted by the Governor. (A.R.S. §§ 38-291, 38-
294)

4. Trustee position vacancies that otherwise occur before the expiration of a term will be filled by the Governor.
(A.R.S. §§ 38-211, 38-713)

5. A position shall be deemed vacant if a trustee ceases to discharge their duties for a period of three
consecutive months. (A.R.S. § 38-291)

6. Insufficient participation or engagement by a Trustee will be addressed by the Board Chair who will speak to
the Trustee. If that does not resolve the problem, the Chair will contact the Governor’s Office for assistance.
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Duties and Responsibilities

The Board proactively oversees the delivery of ASRS benefits and investment of trust assets. Consistent with
fiduciary standards the ASRS Board will:

1.
2.
3.

10.
1.
12.
13.

14.
15.

16.
17.
18.
19.
20.

21.

22.

Oversee and participate in the long-term strategic planning process for the ASRS.
Appoint, annually evaluate, and, if necessary, remove the Director in accordance with state law.

Delegate the leadership, management and administrative responsibilities of the ASRS to the Director through
the Director Position Description, and delegate the hiring and termination of investment managers to the
Director through the asset class committee structure.

Approve the creation or dissolution of standing and special committees of the Board.

Approve the selection, and termination, and oversee the performance of the following external service
providers:

a. Plan actuary and actuarial auditor

b. External financial auditor

c. General investment consultant(s)

d. Third-party administration providers for health and long-term disability

Review and approve macro-level strategic investment policies which guide the strategic vision for ASRS
investments.

a. SIP001 Asset Allocation (PLAN)

SIP002 Fund Position and Rebalancing (PLAN)

SIP003 Asset Allocation (LTD)

SIP004 Fund Rebalancing (LTD)

SIP005 Securities Litigation

SIP006 Investment Manager , Partner, and Co-Investment Selection and Oversight

-0 oo0oCT

Establish high level or significant actuarial funding methods and assumptions, benefit option factors, and an
asset valuation method consistent with state law.

Conduct an annual actuarial valuation of the ASRS liabilities and submit the results to the Governor and the
state legislature as required by state law.

Conduct an actuarial experience investigation study every five years.

Conduct an independent third-party audit of the actuarial funding of the ASRS benefits every five years.
Review, approve, and monitor the budget and budget change proposals.

Ensure the integrity of the financial control and reporting system.

Provide technical and administrative information and make recommendations on legislative proposals
affecting the ASRS, without advocating for or against pension benefits modifications.

Hear appeals in accordance with policy established by the Board.

Develop and approve other governance policies, directives, and rules for the administration of the ASRS as
may be adopted from time to time.

Obtain periodic updates from Board Committees regarding oversight activities.

Review agency risk management activities at least once annually.

Biennially approve the internal audit plan.

Review and approve recommendations of the Director to appoint or remove the agency’s internal auditor.

Review annually the administration of the third-party administrator for the Supplemental Retirement Savings
Plan (SRSP) as presented by the Investment Committee.

Review annually the administration of the third-party administrator for the Supplemental Salary Deferral Plan
(SSDP) as presented by the Investment Committee.

Review annually the administration of the third-party administrator for the 38-955 Plan as presented by the
Investment Committee.
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C. TRUSTEE POSITION DESCRIPTION

Primary Responsibility

Each Trustee is individually a fiduciary for the governance and oversight of the ASRS and is obligated to act
solely for the exclusive benefit of the ASRS members and beneficiaries. (Arizona Constitution, Article 29, Section
1, and A.R.S. § 38-714)

Commitments

Trustees must be willing and able to devote the necessary time to fulfill their duties on the Board. This
commitment includes the responsibility to:

1. Oversee the operations of the agency.

2. Act as a member of a nine-member board of trustees to provide leadership and set the strategic direction for
the ASRS.

Prepare for and attend scheduled Board and Committee meetings.

4. Be aninformed and active member of the Board, fully participating in the decisions and actions of the Board
and its committees by making independent assessments and reasonable judgments.

5. Acquire and maintain the knowledge necessary to perform the duties of a Trustee.
Follow policies and procedures established by the Board.

7. Be accurate when communicating with other Trustees, members, beneficiaries, interested parties, the pubilic,
and ASRS staff, and always be clear on whether the statements being made are the position of the Board or
solely the position of the individual Trustee.

8. Act collegially with the other Trustees and staff in the conduct of ASRS business.

Bring to the attention of the Board matters of concern that affect the conduct of the business of the Board or
the ASRS.

10. Comply with the Board’s Code of Ethics.
11. Adhere to state law regarding confidentiality and privacy of member records and benefits.
12. Adhere to Open Meeting Law. (A.R.S. §§ 38-431 et seq.)

13. Assume responsibility for evaluating the Trustee’s own performance, the overall performance of the entire
Board, and the performance of the Director.

14. Seek the advice of the Director and other Trustees when necessary to fulfill their fiduciary duties.

15. Delegate leadership, management and administrative responsibilities to the ASRS Director and where
appropriate to outside service providers.

Trustee Fiduciary Responsibilities

Trustees have a duty to the beneficiaries to invest and manage the funds of the trust as a prudent investor would,
in light of the purposes, terms, distribution requirements, and other circumstances of the trust.

1. This standard requires the exercise of reasonable care, skill, and caution, and is to be applied to investments
not in isolation but in the context of the trust portfolio and as a part of an overall investment strategy, which
should incorporate risk and return objectives reasonably suitable to the trust.

2. In making and implementing investment decisions, the trustee has a duty to diversify the investments of the
trust unless, under the circumstances, it is prudent not to do so.

3. In addition, the Trustee must:
a. conform to fundamental fiduciary duties of loyalty and impartiality;
b. act with prudence in deciding whether and how to delegate authority; and

c. incur only costs that are reasonable in amount and appropriate to the investment responsibilities of the
trusteeship.
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Trustee Access to ASRS Resources
1. A Trustee shall not give instructions or assign tasks to individual ASRS staff.

2. A Trustee shall refrain from making negative comments on staff performance other than to the Director or
acting Director.

A Trustee should make every effort to access ASRS resources through action of the full Board.

4. A Trustee may request from the Director, or the Director’s designee, information or assistance necessary to
meet the Trustee’s responsibilities.

5. The Director may seek the advice of the Chair and Legal Counsel or refer the matter to the full Board before
complying with individual Trustee requests that, in the Director’s opinion, would require a significant amount of
ASRS resources or cause disruption to the regular administration of the ASRS.

6. The Director shall share any vital or useful information resulting from a Trustee request with other Trustees.

The Director may refuse requests of individual Trustees that are in conflict with this policy.
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D. DIRECTOR POSITION DESCRIPTION

General

1.
2.

The Board will appoint the Director who shall serve at the pleasure of the Board. (A.R.S. § 38-715)

The Director reports to the full Board.

Delegation of Responsibilities

1.

Subject to the areas reserved to the Board by state law or the ASRS Board Charter, the Director is
responsible for managing the regular operations of the ASRS in accordance with Board policies and
directives.

The Director may make prudent delegation of the Director’s responsibilities to other ASRS staff or outside
service providers unless specifically prohibited by law or the Board.

Specific Duties and Responsibilities

The Director will:

1.

10.
11.

12.

13.
14.
15.

Provide leadership to the ASRS in fulfilling its statutory purpose and achieving the vision, values, investment
principles, and goals outlined in the strategic plan.

Maintain effective and credible relationships with the members and beneficiaries of the ASRS, participating
employers, executive officers of state government, the legislature, employee and retiree organizations, the
media, and the public at large.

Project a positive image as Director of the ASRS.
Act as official spokesperson for the Board and the ASRS.

With respect to legislation; if draft legislation is proposed affecting the ASRS that the ASRS Board has not
already taken a position on, the Director will discuss such draft legislation at his discretion with legal
representation, and the Board Chair or acting Board Chair, to formulate an agency response.

If the draft legislation does not pertain to a benefit modification, the Director may provide relevant information
and also support or oppose the draft legislation.

If the draft legislation pertains to a benefit modification, the Director may provide relevant information but will
not support or oppose the draft legislation.

If a single piece of draft legislation covers both a benefit modification item as well as a non-benefit
modification item, the Director may support or oppose the legislation, but will communicate that the support
or opposition relates to the non-benefit modification item and not the benefit modification item.

Act as liaison between the Board and other ASRS staff and service providers.

Safeguard the assets of the ASRS by appointing a custodian and developing and implementing proper
internal controls.

Account for and be responsible for ASRS data, the collection of income from all sources, maintenance of
accounts, and distribution of benefits.

Monitor the operational and funded status of the benefit plans under the ASRS.

Identify strategic issues involving the design or ongoing administration of the defined benefit plan, defined
contribution system, health insurance program, long term disability program, the supplemental retirement
savings plan, and the supplemental salary deferral plan. Initiate analysis or action as appropriate.

Provide necessary staffing, support and resources to the Board and its committees.

Proactively assist and advise the Board and its committees with regard to issues requiring Board policy or
action.

Appoint or remove the Deputy Director, Chief Investment Officer, and Assistant Director(s) positions or other
staff as required.

Appoint the State Social Security Representative.
Recommend to the Board the appointment or removal of the internal auditor.
Perform annual performance evaluations of those who have a direct reporting relationship to the Director.
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16.
17.
18.
19.
20.
21.

22.

23.

24.

25.

26.

27.
28.

20.

30.

31.

32.

33.
34.

35.
36.
37.

38.
39.

40.
41.

Be responsible for the recruitment, hiring and day-to-day management of employees.

Ensure the accurate and timely distribution of pension benefits, survivor benefits, and refunds.

Review and approve transfers between the ASRS and other retirement plans. (A.R.S. §§ 38-730 and 38-921)
Review and approve domestic relations orders. (A.R.S. § 38-773)

Review and approve employer applications for ASRS membership. (A.R.S. § 38-729)

Adjust the maximum compensation limits (A.R.S. § 38-746), contribution limits (A.R.S. § 38-747) and
maximum retirement benefit amounts (A.R.S. § 38-769) when the limits and amounts are adjusted by the
United States Secretary of the Treasury pursuant to the Internal Revenue Code.

Maintain a process for handling member and participating employer appeals of staff decisions and statutory
interpretations.

Assist the Board in reviewing and adopting actuarial assumptions, funding methods, benefit option factors
and actuarial valuation methods for the ASRS.

Initiate the annual actuarial valuations, periodic actuarial experience studies and independent actuarial audits
as required by state law or Board policy and work with the actuary in determining and/or recommending
appropriate assumptions.

Oversee and assist the Chief Investment Officer in developing macro-level strategic investment policies.
Review and approve standard operating procedures for the Investment Management Division.

Execute and manage investments in accordance with Board directives.

Assist the Board in soliciting and selecting of the following service providers:

a. Consulting actuaries and actuarial auditors

b. External financial auditor

c. General investment consultants

d. Third-party administration providers for health and long-term disability benefits

Approve contract extensions.

Approve the selection and termination of the 38-955 Plan, the Supplemental Retirement Savings Plan
(SRSP) and the Supplemental Savings Deferral Plan (SSDP) investment options, and third-party
administrators.

Review and approve, with the consensus of the CIO, recommendations from ASRS Asset Class committees,
to hire and terminate investment managers/partners.

Review and approve recommendations from ASRS Asset Class committees to hire and terminate asset class
consultants. The Investment Committee must consent to the Director’'s recommendation before a primary
consultant for an Asset Class committee is hired or terminated.

Except as otherwise noted, oversee the performance of all other service providers to the ASRS.

Develop and recommend to the Board, an appropriated operating budget. Manage and monitor expenditures
within the budget and provide reports to the Operations and Audit Committee or Board as necessary or
directed.

Manage and monitor continuously appropriated expenditures as prescribed in A.R.S. §38-721.
Oversee the preparation of the ASRS Comprehensive Annual Financial Report.

Develop and deliver all operational and actuarial reports to the Governor and state legislature as required by
state law after approval by the Board.

Perform other duties delegated by the Board.

Administer the Supplemental Retirement Savings Plan (SRSP) and report to the Investment Committee
annually.

Administer the Supplemental Salary Deferral Plan (SSDP) and report to the Investment Committee annually.
Administer the 38-955 Plan and report to the Investment Committee annually.
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E. ELECTION OF BOARD OFFICERS

Board Officers
The Board will elect the following Board officers:
1. Board Chair

2. Vice-chair

Election Procedure

1. Any Trustee may serve as a Board officer.

2.  Any Trustee may make nomination(s) for Board officer positions, including him/herself.

3. Nominations will be made at the regular meetings of the Board in approximately May of each year.

4. Board officers will be elected by majority vote at a regular meeting of the Board prior to the start of a fiscal
year. The Board Chair position shall be elected first, followed by the Board Vice-chair position.

Term

Board officers will serve for the fiscal year following their election. A Board officer typically may not serve more
than three consecutive terms in one of the Board officer positions but may serve an unlimited number of non-
consecutive terms.

Resignations and Vacancies

1. A Board officer may resign from their position by providing written notice to the Board and also informing the
Director by copying him on the notice.

2. Board officer vacancies that otherwise occur before the expiration of a term will be filled by the Board for the
balance of the term in a manner agreed upon by the Board.
Removal

The Board may remove an officer before the end of the officer's term at any time by majority vote. The vacant
officer position must be filled at the next meeting of the Board.
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F. BOARD CHAIR POSITION DESCRIPTION

Responsibilities and Commitments

The Chair holds a position of leadership for the Board and the ASRS and must be willing and able to devote the
time necessary to fulfill these special responsibilities as the leader of the Board. This commitment includes the
responsibility to:

1.

9.

10.

Convene and conduct Board meetings in a collegial, fair, and efficient manner following Board policies,
procedures, and applicable state law.

Review and approve the agenda for regular and special Board meetings and include any issues requested by
the Trustees or the ASRS Director in accordance with Section G. Board and Committee Meeting Protocol of
this Handbook.

Ensure proper and timely flow of adequate information to the Board.
Solicit input from Trustees regarding matters before the Board.

Ensure adequate time is provided for effective study and discussion of business being considered by the
Board.

Schedule executive session meetings as necessary and in compliance with state law.

Make committee assignments, including chair and vice-chair positions, to committees, taking into account the
desires of the Trustees.

Execute such documents and other legal instruments on behalf of the ASRS as required by state law or
authorized by the Board.

Discuss performance and behavior issues with Trustees who are having a negative impact on the ASRS.

Perform all other duties specifically identified by the Board.

Duties of Vice-chair

The Vice-chair will act as temporary Chair in the absence of the Chair.
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G. BOARD AND COMMITTEE MEETING PROTOCOL

Rules of Order and Quorum

1. The Board and its committees shall operate under the Arizona Open Meeting Law and the general guidance
of Robert’s Rules of Order.

2. A quorum must be present for the Board or its committees to conduct business. A majority of the Board or
committee will constitute a quorum.

3. Board or committee members may not attend meetings through delegates or authorize voting by proxy.

Scheduling of Regular, Special, and Emergency Meetings

1.  The Board will adopt an annual schedule identifying the time and location of regular meetings. The Board
may schedule some meetings outside of the City of Phoenix metropolitan area. The Board or Board Chair
may modify this schedule at its discretion.

2. The Board Chair, or any four Trustees, may call for special or emergency meetings of the Board.

The Director, at his discretion or as requested by the Board Chair, may post any Board Committee meeting
as a dual Board and Committee meeting in order to permit interested Board members not on the particular
committee to attend and participate in discussions. The committee meeting will be conducted under the
committee’s charter and the non-committee Trustees will not make or vote on committee motions.

Meeting Notices

1. At least twenty-four hour notice of all Board and committee meetings, including executive sessions, will be
provided to the public in accordance with Arizona Open Meeting Law. (A.R.S. § 38-431.02)

2. If permitted per Arizona Open Meeting Law, in the case of an emergency meeting requiring immediate action
to avoid some serious consequence, shorter notice may be provided.

3. The Board Chair or Committee Chair shall normally provide the Trustees with seven calendar days’ notice of
all Board and committee meetings.

Trustee Attendance by Electronic Media

A Trustee may participate in any meeting of the Board by telephone or video conference in a manner consistent

with Arizona Open Meeting Law and applicable Arizona Attorney General Opinions. (A.R.S. § 38-431)

Meeting Agendas

1.  The Board Chair in consultation with the Director will prepare an agenda for each Board meeting containing
the specific matters to be discussed, considered or decided at the meeting.

2. The Board may discuss, consider, or make decisions only on matters on the agenda.

Items can be placed on a Board meeting agenda by:
a. The Board Chair

b. A Trustee

c. A Board Committee

d. The Director

The Board Chair will add requested items to the Board meeting agenda within three months of the request.
A longer period may be agreed upon by the Chair and the requestor.

4. The agenda for an executive session must contain a general description of the matter to be considered or
decided at the meeting. (A.R.S. § 38-431.02)
Meeting Materials

1. The Director will make every reasonable effort to distribute related Board meeting materials to the Trustees
at least five calendar days before each meeting.
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2. The Director shall prepare a summary of the issues to be discussed, a staff or committee recommendation, if
applicable, and a proposed motion or motions for the Board to consider.

Public Access and Testimony at Board Meetings

1. All meetings of the Board or committees are public and all persons who wish to attend may do so in
accordance with Arizona Open Meeting Law. (A.R.S. §§ 38-431 et. Seq.)

2. Every agenda for regular Board or committee meetings will provide the public an opportunity to be heard.
The Board Chair or Committee Chair may prescribe the time and manner of such public comment.

3. With regard to matters raised by a member of the public for which proper public notice has not been
provided, no action may be taken at that meeting. The Board or committee may request the Director to
investigate the issue further and report back to the Board or committee at a later meeting.

4. The Director, in consultation with the Chair, will convene meetings in facilities and locations that provide the
public with reasonable access.

5. An individual who intends to speak at a meeting may be required by the Board to sign a register to permit
compliance with minute taking required under state law.

Executive Sessions

1. The Board and its committees may conduct business in executive session as permitted by state law. (A.R.S.
§ 38-431) Executive sessions shall be presided over by the Chair of the Board or committee

2. Executive sessions shall be closed to the public and subject to the following conditions:

a. The executive session must be held during a regular, special, or emergency meeting of the Board or
committee.

b. The executive session must address only those subject matters permitted under Arizona Open Meeting
Law (A.R.S. § 38-431, § 38-797.03):

e Discussion or consideration of employment, assignment, appointment, promotion, demotion,
dismissal, salaries, disciplining or resignation of a public officer, appointee or employee of any public
body.

o Discussion or consideration of records exempt by law from public inspection, including the receipt and
discussion of information or testimony that is specifically required to be maintained as confidential by
state or federal law.

o Discussion or consultation for legal advice with the attorney or attorneys of the public body.

e Discussion or consultation with the attorneys of the public body in order to consider its position and
instruct its attorneys regarding the public body's position regarding contracts that are the subject of
negotiations, in pending or contemplated litigation or in settlement discussions conducted in order to
avoid or resolve litigation.

e Discussions or consultations with designated representatives of the public body in order to consider
its position and instruct its representatives regarding negotiations with employee organizations
regarding the salaries, salary schedules or compensation paid in the form of fringe benefits of
employees of the public body.

e Discussion, consultation or consideration for international and interstate negotiations or for
negotiations by a city or town, or its designated representatives, with members of a tribal council, or
its designated representatives, of an Indian reservation located within or adjacent to the city or town.

e Discussions or consultations with designated representatives of the public body in order to consider
its position and instruct its representatives regarding negotiations for the purchase, sale or lease of
real property.

e Per § 38-797.03, discussions resulting from an member appeal of an administrative law judge
determination regarding their Long Term Disability rights, benefits or obligations if such person
requests a review of the determination in an executive session.

c. The executive session must satisfy all of the state’s notice requirements under Arizona Open Meeting
Law.
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3. The Board will take no action while in executive session. Any such action must be taken during that portion of
a meeting that is open to the public.

4. Trustees are prohibited under state law from publicly disclosing the discussions held in executive session.
The Chair shall remind the Board or committee of this prohibition at the beginning of each executive session.
Meeting Minutes and Board Records

1. The Director will ensure that minutes of all meetings of the Board and committees are taken and made
available to the public as required by state law.

2.  The Director will prepare a written copy of the Board minutes taken at prior meetings of the Board and
present it to the Board for approval at a subsequent meeting.

3. The Director will maintain records of the Board activities and actions in accordance with state law and such
other documents necessary to establish a due diligence record of the Board’s activities.
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H. BOARD COMMITTEES and CHARTERS

General

The Board may establish standing or special committees to conduct the business of the full Board subject to the
following conditions and limitations:

1.  Board committees are responsible for overseeing various aspects of the ASRS administration and only have
the authority to make recommendations to the Board.

2. Board committees may not act or speak for the Board.

Standing Committees
1. Standing committees are permanent committees established by the Board.
2. The standing committees of the Board are as follows:

a. Operations and Audit Committee (OAC)

b. External Affairs Committee (EAC)

c. Investment Committee (IC)

Special Committees

1. Special committees may be established from time to time by the Board Chair to address limited purposes
and for limited times.

2. Special committees cease to exist automatically upon the completion of their stated purpose as determined
by the committee chair.

Committee Members

1. The Board Chair shall appoint members of each committee for one-year terms.

2. The Board Chair shall appoint a chair and vice-chair for each committee. These committee officer position
appointments will be for one-year terms.

3. The Board Chair may remove or replace members of a committee and committee officers before the end of
the terms if the Chair determines such action is in the best interest of the ASRS.

Committee Operating Rules

1. The committee chair shall call committee meetings.

2.  Committee meetings shall be subject to all of the public notification and meeting requirements established for
the full Board in Section G of this Handbook.

3. Committee meetings are open to all Trustees, but only committee members may participate in the dialog or
vote. However, if the meeting is posted as a dual meeting of the committee and Board, all participating
Trustees may participate in the dialog but only committee members may vote.

4. The committees shall report to the Board, summarizing activities and recommendations on matters that have
been referred to them.

5. The Director shall provide staffing, consulting, or other resources and support to Board committees as may
be necessary and within budget to meet the responsibilities assigned by the Board.
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Standing Committee Charters

Operations and Audit Committee Charter

General

The Operations and Audit Committee (OAC) is a standing committee of the Board responsible for overseeing the
general operations and administration of the ASRS, and for recommending Board action when required.

Composition

The Operations and Audit Committee is composed of three or four members at the discretion of the Board Chair.

Responsibilities

1. Oversight

The OAC will meet regularly to evaluate ASRS performance in meeting strategic goals and objectives and
managing administrative risks. Areas of responsibility are as follows:

a.
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m.

Member services, including all outreach education, walk-in counseling, member correspondence, and call
center services and programs.

Technology services, including development, maintenance, security, performance, and compliance with
state or industry standards.

General accounting and financial reporting, including compliance with industry standards, investment
accounting, payroll, accounts receivable and payable, pension payroll, and contribution reporting.

Collection and maintenance of member/employer accounts, including contributions, salaries and service,
demographic data, and security.

Benefit administration, including calculations and disbursements for all benefit types.
Strategic, agency-wide staffing issues.

Administration and plan design of the ASRS health insurance program.
Administration and plan design of the ASRS long term disability program.

Plan design of the ASRS 401(a) defined benefit plan.

Governance policies and practices.

Review appropriated budget request proposals; ongoing administration of the ASRS appropriated budget
and continuously appropriated budget.

General contract management and procurement.
Strategic initiatives approved by the Board affecting operations or administration.

2. The OAC will operate as the Audit Committee for the agency and will perform the necessary duties of
an audit committee including:

a.

b.
C.
d

Oversight of the agency’s enterprise-wide risk management program.
Review and approval of the biennial Audit Plan.
Review and follow up on operational, investment, employer, and vendor audits.

The OAC will use its discretion in reporting or making recommendations to the Board except in cases
when Board action is required by governance policy (see Internal Audit Charter).

3. Actions requiring independent Board review

The OAC will use its discretion in reporting or making recommendations to the Board except in cases when
Board action is required by governance policy. Specifically, the OAC will forward its recommendations to the
Board on the following matters:

a.
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Selection or removal of a vendor or vendors to administer the ASRS health insurance programs.
Selection or removal of a vendor to administer the ASRS long term disability program.

Selection or removal of the ASRS external or internal auditor.

Biennial review of the agency’s risk management program.

Biennial approval of the internal audit plan.

Appropriated budget request proposals..
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Internal Audit Charter

Introduction

The Internal Audit Division (IAD) is a vital part of the ASRS, providing independent, objective assurance and
consulting services designed to add value and improve the organization’s operations. The IAD is responsible for
helping the ASRS leadership accomplish its objectives by performing independent assessments of the systems of
risk management, internal controls and operating efficiency, guided by professional standards and in bringing a
systematic, disciplined approach to evaluate and improve the effectiveness of risk management, control, and
governance processes.

Organizational Status

The organizational status and support accorded to the IAD by the ASRS Board of Trustees (Board), the
Operations and Audit Committee (OAC), and senior management are major determinants of the scope and value
of the internal audit function to the agency.

The Chief Internal Auditor reports functionally to the Board through the OAC and administratively to the Director of
the ASRS. The Director in consultation with the OAC or OAC Chair evaluates the performance, and subject to
required ADOA guidelines, determines the remuneration of the Chief of Internal Audit. The OAC in consultation
with the Director will recommend to the Board the appointment and removal of the Chief of Internal Audit.

Internal Audit personnel are independent of the ASRS activities they audit and will have no authority or
responsibility for any of the procedures or activities of the ASRS. The Chief Auditor and internal audit staff are not
authorized to perform operational duties for the organization. Additionally they are not authorized to initiate or
approve accounting transactions external to the IAD. Internal audit staff is not authorized to direct the activities of
any organization employee not employed by the internal audit division. This independence promotes essential
impartial and unbiased judgments, and assures appropriate consideration and effective action on audit findings
and recommendations.

The Chief of Internal Audit shall have free unrestricted access to the Chair of the OAC and the Chair and
members of the Board, subject to applicable state and federal laws.

To accomplish audit objectives, Internal Audit staff is authorized to have full, free, and unrestricted access to any
of the ASRS records, property, personnel, employer members, contractors, vendors, members and retirees
relevant to any subject under review. Where the need is indicated, special arrangements will be made for the
examination of confidential information. Internal auditors will exercise due diligence in the safeguarding and use
of these resources. The Chief Auditor shall ensure that internal audit staff is instructed in the handling and
safeguarding of confidential information.

Internal Audit Standards

Internal Audit activities comply with the following:
o ASRS objectives and policies;

e International Standards for the Professional Practice of Internal Auditing and the Code of Ethics of the
Institute of Internal Auditors, Inc.;

e Generally accepted government auditing standards; and
e All other applicable professional standards.

Scope Of Activities

The scope of internal audit work includes (1) the examination and evaluation of the adequacy and effectiveness of
the agency's internal control systems, and (2) the quality of performance in carrying out assigned responsibilities.
The scope of the above work includes:

o Developing a biennial audit plan using risk analysis, and obtaining approval from the Board.
e Ensuring that risks within and outside the organization are appropriately identified and managed.

¢ Reviewing the reliability and integrity of financial and operating information and the means used to
identify, measure, classify, and report information.

o Evaluating compliance with current policies, plans, procedures, laws, and regulations.
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e Appraising the safeguarding, and economical and efficient use of the organizations resources.

e Reviewing operations or programs to ascertain whether results are consistent with established objectives,
goals, and are in synchrony with industry best practices and whether the operations or programs are
being carried out as planned.

e Evaluating in-system design related to internal controls.
e Performing special reviews and investigations as requested by the Director, the Board, and the OAC.

e Investigating reported fraud occurrences by following the agency’s “Fraud, Criminal Acts, Internal
Investigation and Whistleblower Policy.”

¢ Investigating reported occurrences of fraud, embezzlement, theft, waste, etc., and recommending controls
to prevent or detect such occurrences.

e Performing investigations to ensure that employers appropriately enroll employees, accurately report
member earnings, follow appropriate statutes related to retirees returning to work and appropriately report
other employee data.

o When audited, ensuring that contractors, including third-party administrators are meeting the objectives of
the contracts, while in conformance with applicable laws, regulations, policies, procedures and best
practices.

Reporting

The results of internal audits are reported to the OAC, the Director, appropriate managers, and oversight bodies.
On a quarterly basis, or more frequently at the request of the OAC Chair, the Chief of Internal Audit will meet with
the OAC to discuss the status of the audit plan and other significant issues involving the IAD.

The IAD will establish and maintain a system for tracking corrective action for significant audit findings reported by
internal and external auditors.

Management will provide the corrective action accomplished to the IAD on a timely basis for tracking,
consolidation and reporting purposes.

An external peer review of the IAD will be performed every five years and the results reported to the OAC.

Authority

The IAD was established by the Board of the ASRS. The Charter is incorporated into the ASRS Board
Governance Policy Handbook and is approved by and all future amendments are approved by the Board through
a majority vote. This Charter shall be reviewed at least annually and updated as required by the OC.
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External Affairs Committee Charter

General

The External Affairs Committee is a standing committee of the Board responsible for assisting the Board with
legislative matters, the development of administrative rules, and reviewing the Agency communications program.

Composition

The External Affairs Committee is composed of three or four members at the discretion of the Board Chair.

Responsibilities
The External Affairs Committee has the following responsibilities:

1. Legislation

a. Work with the Director to identify legislative proposals to facilitate the efficient administration of ASRS
operations and report Committee recommendations to the Board.

b. Review new legislation and plan design changes and report Committee findings and recommendations to
the Board for action.

c. Review and monitor Board and ASRS activity regarding state legislative matters to help ensure
compliance with the Legislative Review Policy and state law prohibitions on Board advocacy for or against
legislation for benefit modifications. (A.R.S. § 38-714)

d. Oversee communicating the actuarial contribution requirements and administrative costs to the legislature
and other relevant parties.
2. Administrative Rulemaking

a. Review practices and procedures for inclusion in administrative rules for the ASRS as required and
consistent with state law.

b. Recommend to the Board the addition, deletion, or modification of administrative rules and substantive
Board policies.

3. Annual Communications Program

Review the agency’s annual communications program to ensure that members, employers, legislature,
Governor’s Office, and other constituents and interested parties are appropriately notified and/or informed
about ASRS’ activities, meetings, investments and other information.

4. The Committee is also responsible for other issues or topics that reasonably pertain to external affairs.
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Investment Committee Charter

General

The Investment Committee (IC) is a standing committee of the Board responsible for assisting the Board in
overseeing the ASRS investment program.

Composition

The Investment Committee is composed of three or four members at the discretion of the Board Chair.

Duties and Responsibilities

1.
2.

10.
11.

12.

13.

14.
15.

Recommend to the Board the ASRS investment goals and objectives.

Recommend to the Board the ASRS strategic asset allocation policy which is expected to achieve the
investment goals and objectives.

Recommend to the Board ASRS Strategic Investment Policies and review annually the ASRS Investment
Policy Statement (IPS).

Review and recommend to the Board changes in investment-related sections of the ASRS Board
Governance Policy Handbook.

Review the Asset Class Committee’s activities and asset class presentations.

Review recommendations regarding changes to asset class performance benchmarks. Subsequent approval
by the Board is required.

Review the Tactical Fund Positioning/Portfolio Rebalancing actions.

Recommend to the Board the selection, and termination of the ASRS general investment consultant(s) and
oversee their performance.

Engage the Director and CIO regarding the Investment Management Division’s organizational strategic
planning.

Receive and discuss annually ASRS investment risk reports.

Review annually the administration of the third-party administrator for the Supplemental Retirement Savings
Plan (SRSP) and annually report any issues to the Board.

Review annually the administration of the third-party administrator for the Supplemental Salary Deferral Plan
(SSDP) and annually report any issues to the Board.

Review annually the administration of the third-party administrator for the 38-955 Plan and annually report
any issues to the Board.

Review and comment if necessary on audits related to investment management.

Receive and review asset class committee minutes.
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I. ASSET CLASS COMMITTEES

Purpose
Asset class committees are designed to:

1. Provide authority and responsibility to the Director, ClO, and IMD staff regarding the implementation of the
ASRS Strategic Asset Allocation Policy (SAAP) and associated selection of investment managers.

2. Improve the efficiency and effectiveness of the ASRS investment decision-making process.

Provide consistency and uniformity in investment decision-making frameworks.

Asset class committees are not deemed to constitute a sub-committee of the Investment Committee (IC) or full
Board.

Duties and Responsibilities

The Director is delegated responsibility for the day-to-day management of the asset class committees.

Investment Management Division staff will be assigned to asset class committees as appropriate to provide
subject matter expertise.

Asset Class Committee consultants will operate as staff extension consultants under the direction of the CIO.

Organizational Structure/Composition/Voting Protocol
The ASRS has two asset class committees:

1. Public Markets Committee (PUBMC) — This committee will manage ASRS investments in public markets and
investments with public market-like characteristics. This includes traditional public U.S. and international
equity and fixed income markets, bank loans, opportunistic public investments, global tactical asset allocation
(GTAA), commodities, currencies, non-traditional assets and absolute rate of return strategies.

2. Private Markets Committee (PRIVMC) — This committee will manage ASRS investments in private markets
and investments with private market-like characteristics. This includes private equity, real estate*, private
fixed income and opportunistic private investments.

*Includes public real estate/REIT investments.

Each asset class committee will contain the following members:
a. The Director and/or CIO (or their designee) who will chair the committee.
b. ASRS staff responsible for portfolio management.
c. Designated staff-extension consultants.

To ensure the timely flow of information, the CIO will communicate to the IC, information regarding activities of the
Asset Class Committees.

Voting members of the Committee include the Director, ClIO and one or more IMD Portfolio Managers.
Investment manager selection decisions require the consensus of both the Director and CIO.
Staff-extension Investment Consultants

Staff-extension investment consultants are considered as an extension of the CIO and IMD staff and will be
evaluated, interviewed, hired, assigned, terminated by the CIO with input from the Director and staff.

Staff-extension investment consultants will be utilized by the CIO and IMD staff to assist in the investment
manager searches and other activities pertaining to the selection and monitoring of investment managers.

Selection of a particular staff-extension investment consultant will be based on those available from the approved
pool of consultants and their particular strengths and ability to add value to the ASRS.
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J. TRUSTEE ORIENTATION AND EDUCATION PROGRAM

General

The Board finds it is critical for the sound governance of the ASRS for Trustees to be fully informed with regard to
the nature, purpose, structure, operational systems and processes of the ASRS. The Board further finds that it is
important that Trustees are provided with education and training in areas that will facilitate the performance of
their governance and oversight responsibilities as trustees and fiduciaries for the ASRS.

New Trustee Orientation Program

1.

The Director will develop and present with the Board Chair to new Trustees an in-depth New Trustee
Orientation session designed to inform new Trustees of the key functions of the ASRS and their
responsibilities.

Newly appointed Trustees are expected as part of their fiduciary responsibilities for the ASRS to participate in
the New Trustee Orientation Session within approximately two months of their appointment.

The Board believes the following orientation and education topics will increase Trustee understanding:
History and background of the ASRS.

Introduction to the executive management team and other staff as determined by the Director.

The governance role of the Board and the management role of the executive staff of the ASRS.

The state laws establishing the ASRS and the application of other state and federal laws.

A briefing on the fiduciary duties and liabilities of Trustees and other fiduciaries of the ASRS.

A briefing on conflicts of interest and ethics laws and policies and the state mandated courses on
conflicts of interest laws.

g. Areview of the Board Governance Handbook and other information and documentation deemed relevant
by the Director or Board Chair.

h. A review of general retirement pension, health benefits design, LTD, and other specific benefits provided
by the ASRS.

i. Areview of general actuarial funding terminology and principles and the most recent actuarial reports.
j-  Areview of general institutional investment principles and the various investment policies in place.

k. Areview of the reporting and disclosure requirements of the ASRS to state entities.

I.  Areview of the legal (state and federal) and political environment in which the ASRS operates.

m. A review of the current ASRS strategic plan and new issues, trends and developments affecting the
ASRS.

n. The structure and model for the management and operation of the ASRS.
The legal and legislative environment.
p. A description and tour of ASRS offices as may be practicable.
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Trustee Education Policy

1.

3.

Each Trustee is responsible for evaluating their educational needs and obtaining knowledge of specific
subject matters. The Director will assist them in obtaining information on conferences or seminars to meet
their education needs.

Trustees are to attend ongoing educational sessions to stay current on fiduciary responsibilities and are
encouraged to attend conferences and seminars relating to:

Investment issues and trends;

Pension, healthcare, LTD, and benefits design;

Fiduciary management of employee benefit trusts;

Other subjects related to the oversight of the ASRS;

Training required by the state of Arizona.
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The Director will periodically provide to the Board information on available conferences and seminars.

4. The Director shall arrange for an annual fiduciary education session for the Board.
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Reimbursement of Education Expenses

Payment and/or Reimbursement of travel-related expenses for Trustee orientation and education will be in
accordance with the state Travel Policy.
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K. STRATEGIC PLANNING POLICY (updated 10/25/2013)

General

Strategic planning is essential to ensuring the sound governance, oversight, and management of the ASRS. Since
1998, the ASRS has built its operation around a strategic model based on five organizing principles:

1. Look ahead with clarity of purpose by establishing an agency Vision, Values, Priorities, and Goals
Measure performance

Initiate strategic initiatives, as needed

A w0 DN

Construct cost-efficient budgets and an effective workforce; and
5. Implement strong governance practices
The objectives of this policy are to:

1. Ensure that strategic priorities of the ASRS are primarily determined by the Board of Trustees, with active
engagement, including recommendations, by the Director and senior staff.

2. Outline the process the ASRS will utilize when developing a Strategic Plan.
Describe how the Director will communicate with the Board regarding the agency’s progress implementing
the plan.
Strategic Planning Policy
The Board and Director will work collaboratively to ensure that:

1. Strategic priorities facing the ASRS over the short, medium, and long-term are identified, discussed,
prioritized, and included in the Strategic Plan.

2. Strategic planning discussions remain focused on strategic issues that have been identified, and the
strategic direction of the ASRS.

3. Strategies are developed and incorporated into the Strategic Plan to address the short, medium, and
long-term priorities that have been identified by the Board.

4. The Board is updated at least annually regarding the agency’s progress addressing strategic priorities.
Adequate resources are in place to support the successful execution of the Strategic Plan.

The agency’s governance policy is periodically examined and updated to ensure that sound governance
practices are in place.

7. Delineation of authority and autonomy is regularly discussed.

Strategic Planning Development Process

1. In preparation for Board meetings with strategic planning agenda items, the Director will ask the Board
Chair for direction on how to proceed in discussing, modifying, or developing strategic priorities.

2. At least once annually, during Board meetings with strategic planning agenda items, the Trustees and
Director will determine:

a. Which strategic topics they would like discussed during the year.
b. The number of Board meetings they would like to devote to strategic planning.
c. Preferences for how strategic discussions should be facilitated.
d. To facilitate the discussion, the Director will provide Trustees with a recap of:
e Strategically-focused topics that have been discussed at prior Board and Committee meetings,

e Strategically focused topics that have been requested by Trustees, but not yet scheduled for
discussion,

e Strategically focused topics that the Director recommends be considered for discussion.

3. Based on Trustee feedback, staff will develop a planning schedule for the upcoming year.
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During strategic planning sessions, staff will provide background information, if needed, on topic areas
that have been scheduled for discussion. This background information could include topical research,
performance data, or staff’'s current analysis of the organization’s strengths, weaknesses, opportunities,
and threats, or other material requested by Trustees.

The Strategic Plan can be modified iteratively over its term or it can be modified only in preparation for a
new Strategic Plan.

In the final year of the current Strategic Plan, trustees and the Director will focus Board Meetings with
strategic planning agenda items on the identification of priorities for the next Strategic Plan.

Strategic Plan Reporting

1.

Once the Board has identified its strategic priorities, the Director will work with staff to develop
implementation strategies and performance measures for each of the priorities.

Staff will report at least annually to the Board on its progress addressing the strategic priorities that have
been identified.

Trustees or the Director may request that priorities be added or deleted as needed.
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L. BOARD CODE OF ETHICS

General

The Board has established the following Code of Ethics for the individual Trustees to comply with applicable state
law and its duties of loyalty as fiduciaries for the ASRS.

The Board recognizes that compliance with these requirements is often complex and confusing. Trustees are
strongly encouraged to seek the advice of the ASRS legal counsel whenever there is uncertainty regarding the

required level of compliance from the Trustee.

State Law

Trustees will adhere, without limitation, to the following state laws as such apply to the conduct of their affairs and
to carrying out their duties as trustees and fiduciaries for the ASRS:

1.

Conflict of Interest Laws (A.R.S. § 38-503)

Under the conflict of interest laws, Trustees who have a conflict of interest must disclose the interest and
refrain from participating in the matter.

A.R.S. § 38-503, provides in pertinent part:

A. Any public officer or employee of a public agency who has, or whose relative has, a substantial interest
in any contract, sale, purchase or service to such public agency shall make known that interest in the
official records of such public agency and shall refrain from voting upon or otherwise participating in any
manner as an officer or employee in such contract, sale or purchase.

B. Any public officer or employee who has, or who's relative has, a substantial interest in any decision of a
public agency shall make known such interest in the official records of such public agency and shall
refrain from participating in any manner as an officer or employee in such decision.

The conflict of interest laws require a Trustee to examine proprietary and pecuniary interests of the Trustee
and certain relatives of the Trustee. “Relative” is defined expansively and includes “the spouse, child, child’s
child, parent, grandparent, brother or sister of the whole or half blood and their spouses and the parent,
brother, sister or child of a spouse.” (A.R.S. § 38-502)

A Trustee must recognize that even though the Trustee may not have a substantial interest in a decision or a
contract, if one of the Trustee’s relatives described in A.R.S. § 38-502 has a substantial interest in a decision
or a contract, the Trustee must disclose the interest and refrain from participating in the matter. Trustees
have an affirmative obligation to become aware of the interests of relatives in matters that may involve the
Trustees.

When a Trustee assesses whether the Trustee has a conflict of interest, the Trustee first must evaluate
whether the Trustee or any of the Trustee’s relatives has a “substantial interest” in the matter under
consideration. An interest is “substantial” if it is not defined by statute as “remote” and if it is “any pecuniary or
proprietary interest, either direct or indirect,” of the Trustee or the Trustee’s relatives. (A.R.S. § 38-502) The
term “interest” is a pecuniary or proprietary interest, by which a person will gain or lose something, as
contrasted with a general sympathy, feeling or bias.

The Legislature has determined that certain interests do not influence a person’s decisions or actions
impermissibly. The Legislature has defined these interests as “remote interests” and has listed them in A.R.S.
§ 38-502. Unless the pecuniary or proprietary interest at issue falls within one of the situations statutorily
specified by the Legislature to be remote, the interest is substantial and creates a conflict of interest.

To determine whether a “substantial interest” exists, the Trustee should ask these questions:

a. Will the decision affect, either positively or negatively, an interest of the Trustee or the Trustee’s
relatives?

b. Is the interest a pecuniary or proprietary interest?
c. lIs the interest other than one statutorily designated as a remote interest?

If the answer to each of these questions is “yes,” then a substantial interest exists which requires disclosure
and nonparticipation by the Trustee.
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Any disclosure of a conflict resulting in a Trustee recusing him/herself from a Board or Committee decision,
will be recorded in the minutes of that meeting.

2. Gifts and Gratuities
A Trustee will not ask for or accept anything (emolument, gratuity or reward, or any promise thereof) that is
not authorized by law for performing the Trustee’s duties.

A Trustee will not use or attempt to use the Trustee’s position to secure valuable things or benefits for the
Trustee, unless the benefits are part of the Trustee’s normal compensation.
A Trustee may not receive or agree to receive directly or indirectly compensation other than as provided by
law for any service rendered or to be rendered by the Trustee personally in any matter pending before the
ASRS.
Trustees are responsible for maintaining the integrity of both the ASRS and the State of Arizona. As a result,
no Trustee of the ASRS is permitted to:

a. Use his or her official position or attendance at a conference, seminar or training for personal gain.

b. Solicit gifts.

c. Accept gratuities.

d. Accept gifts or favors that may appear to be designed to influence the Trustee’s official conduct.

e. Permit him/herself to be placed under any kind of personal obligation that could lead a person to

expect official favors.

The prohibitions in this policy are in effect any time Trustees can be viewed as being on official business for
the ASRS or State of Arizona.

3. Contracts for supplies and services (A.R.S. § 38-503)

A Trustee may supply equipment, material, supplies or services to the ASRS only pursuant to an award or
contract let after public competitive bidding. (A.R.S. § 38-503) The requirement of public competitive bidding
is in addition to the disclosure and non-participation requirements of the Conflict of Interest Laws.

4. Disclosure of interests (A.R.S. § 38-509)

When a Trustee determines that the Trustee has a substantial interest in a matter, the Trustee must disclose
the interest and withdraw from all participation in the decision or contract.

The Trustees must “maintain for public inspection in a special file all documents necessary to memorialize all
disclosures of substantial interest made known pursuant to this article.” (A.R.S. §§ 38-501 to -511)

A Trustee who has a conflict of interest in any ASRS decision or in the award of a contract must provide
written disclosure of that interest in the ASRS’ special conflict of interest file. (A.R.S. § 38-503). A Trustee
may either file a signed written disclosure statement fully disclosing the interest or file a copy of the official
minutes of the ASRS which fully discloses the interest. (A.R.S. §§ 38-502, -509)

Having disclosed the conflict of interest and withdrawn from participation in the matter, the Trustee must not
communicate about the matter with anyone involved in the decision-making process. (A.R.S. § 38-503)

Code of Ethics

1. New Trustees are required to attend any state-provided Public Service Orientation Ethics Course.

2. Trustees shall maintain the highest ethical conduct at all times consistent with their fiduciary duty to act only
for the exclusive benefit of the ASRS members and beneficiaries under state law.

3. The Trustees shall conduct themselves with integrity and exercise care, prudence and diligence in handling
the affairs of the ASRS.

4. The Trustees must disclose conflicts of interest and appearance of conflicts of interest as defined under state
law with respect to their fiduciary responsibility. Where a conflict of interest does exist, the Trustee must
refrain from voting or otherwise participating in any manner with regard to the subject matter of the conflict.

5. The Trustees shall not:

a. Deal with assets of the ASRS for their own interest.
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b. Accept gifts or gratuities prohibited by state law.

c. Actin any transaction involving the ASRS on behalf of any party whose interests are adverse to the
interests of the ASRS or the members and beneficiaries.

d. Receive any monetary or other valuable consideration for their personal account from any party
conducting business with the ASRS.

Loyalty Oath

Trustees are required to sign a State of Arizona Loyalty Oath upon their appointment to the ASRS Board. (See
Appendix E.)

Political Activities

Though Staff are free to make contributions to a political campaign of a trustee or to any charitable organization
associated with or supported by a Trustee, Trustees shall refrain from soliciting campaign or charitable
contributions from staff, including but not limited to the purchase of, selling, distributing, or receiving payment for
tickets for any political fundraiser, political meeting, or other political event.
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M. BOARD PERFORMANCE EVALUATION

General

The Board will conduct an annual performance evaluation of its effectiveness and that of its committees as the
governing fiduciary body for the ASRS. This will serve as a means of helping ensure that the Board continues to
effectively meet its responsibilities and duties.

Board Evaluation Policy

1.  The Board Chair, working with the Director, will be responsible for coordinating and conducting the Board
performance evaluation process.

2. The evaluation will focus on the operations and decision-making processes of the Board as well as the
outcome of ASRS actions.

3. The Board Chair will provide to each Trustee the performance evaluation forms approved by the Board. The
Trustees are to conduct their evaluation in the first quarter of each calendar year, preceding the Director’s
evaluation.

4. The Board will seek input from the Director with respect to the staff's perception regarding the Board’s and
Board Committees’ performance.

5. The Board may seek input from the Assistant Attorney General regarding an annual evaluation of the Board’s
compliance with statutory and governance responsibilities.

Board Performance Evaluation Process and Forms

A way for the Board to maintain excellence in governance is to develop a policy of reviewing its own performance
on an annual basis. A two-step evaluation process has been adopted:

Part A: Trustee Self-Evaluation

The purpose of having each individual Trustee evaluate him/herself is to encourage introspection and heighten
awareness of the important areas of fiduciary responsibility. Trusteeship carries with it both a personal and
collective duty to the members and beneficiaries. The “Trustee Self-evaluation” is an abbreviated outline and
periodic reminder of what constitutes “good trusteeship.”

It is recommended that this self-evaluation be performed annually, by each individual Trustee before the overall
board evaluation is performed. Each year, the Board can choose how to handle the results of the evaluations.

The Trustee Self-evaluation is for the personal use of each Trustee to facilitate the full and frank examination of
each Trustee’s own performance. The form need not be completed or submitted, but rather each Trustee is asked
to review the questions as they contemplate their self-evaluation. The objective is for this annual exercise to be
helpful to the ASRS and not embarrassing to any individual.

Part B: Overall Board Evaluation

By discussing and developing an overall board evaluation, the Board demonstrates its intention to establish a
process for Trustees to evaluate Board performance with candor, objectivity, and a broad perspective. Such an
evaluation process presents special challenges, and it may be difficult for Trustees to speak frankly about the
performance of the Board as a whole, especially in situations where there is room for improvement.
Notwithstanding this difficulty, the benefits of an annual evaluation will enhance the Board’s effectiveness in
carrying out the mission of the ASRS.

The “Overall Board Evaluation” form contains elements of “best practices” of public retirement systems and is for
the personal use of each Trustee to facilitate the full and frank discussion among the Trustees. The completed
form does not need to be submitted to the full Board.
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N. DIRECTOR EVALUATION PROCESS

General

The Board has delegated the responsibility of administering the ASRS to the Director and, therefore, understands
that an evaluation of the performance of the Director’s performance is important. The Board may conduct more
frequent performance evaluations of the Director as it deems necessary.

Objectives

The evaluation of the performance of the Director is intended to:

1.

Assist the Board in establishing and communicating clear, meaningful goals and performance targets for the
Director.

Enable the Board to hold the Director accountable for performance.

Allow the Director to receive objective and timely feedback to help the Director perform at expected levels.

Evaluation Procedure and Criteria

1.

In the first quarter of each calendar year, the Board, working with the Director, will adopt a set of performance
goals and evaluation criteria to be used in evaluating the performance of the Director for the upcoming
calendar year.

The evaluation of the performance of the Director will take place in the first quarter of each calendar year
after the Board’s self-evaluation is completed and will cover the preceding calendar year.

The subject matter addressed in the performance evaluation will include:
a. Leadership

Management/Administration/Budgeting
Communication

b
c
d. Policy matters
e. Staff development
f

Progress toward achieving performance business objectives previously established by the Board for
the year

g. Other matters identified by the Board

The Director will prepare a written summary report of accomplishments and performance for the Board to use
in their discussions of his/her performance.

The ASRS Human Resource Department will conduct a reverse evaluation of the Director, the results of
which will be presented to the Board. Participation in the reverse evaluation is voluntary and anonymous and
will include the following staff:

a. Deputy Director - Operations

b. Assistant Director - External Affairs

c. Chief Investment Officer

d. Chief of Administrative Services

e. Manager of Human Resources

f. Manager of Management Support Services
g. Assistant Attorney General Representative

The Board will reach consensus and provide a report of the Director’s performance, and identify areas for
improvement, if necessary.

The Board will meet with the Director to present and discuss the Board’s evaluation of the Director’'s
performance.
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Appendix A — Trustee Self Evaluation

It is not necessary to turn this document in, it is to assist board members in contemplating their evaluation.

Review the following statements in relation to your involvement as a Trustee of the ASRS. Rank answers
using the following scale: 5 - always, 4 - almost always, 3 - sometimes, 2 - almost never, 1 - never

members, not merely for a particular constituency.

5 4 3 2 1
1. | attend the Board and Committee meetings | am expected to
attend.
2. | contribute to the discussion in a meaningful and helpful way.
3. | fully understand my fiduciary duties and act for the benefit of all

4. | make an effort to be educated on the aspects of the ASRS that |
do not understand.

5. | comply with state laws and Board policies regarding conflicts of
interest.
6. | read the materials distributed before the Board meeting so | can

constructively participate and make timely decisions.

7. 1 work with the other Trustees and the staff in a collegial way.

8. | understand that work requests to staff and outside consultants
need to be agreed to by the Board or the Director and | act
accordingly.

9. | work with the Director in a way that creates an atmosphere of

trust and cooperation.

10. | understand the Director works for the entire Board and not for
individual trustees and | act accordingly.

11. | communicate Board governance problems to the Board Chair.

12. As a Trustee of the Board, | have re-read Section L “Board Code
of Ethics” and Appendix F “Loyalty Oath,” of the Board
Governance Policy Handbook and | reaffirm my understanding of
these items.

| am most concerned about the following issues:

Board Governance Handbook - Page 29

Revised: 01/24/14




NAME (OPTIONAL)

Appendix B — Overall Board Evaluation

DATE:

This document should be completed and submitted to the Board chair.

Rate the following statements in relation to the overall operation of the Board. Rank answers using the

following scale: § - always, 4 - almost always, 3 - sometimes, 2 - almost never, 1 - never

5 4 3 2 1

1. The Board maintains an effective oversight role with regard to benefits
and investments issues.

2. The Board knows and understands the ASRS Strategic Plan, and
reflects this understanding when addressing key issues throughout the

3. The Board engages in long-range strategic thinking and planning.

4. The Board has achieved the business objectives it set out to accomplish
this past year.

5. The Board stays abreast of issues and trends affecting the ASRS, using
this information to assess and guide the ASRS over the long term.

6. The Board conducts a comprehensive evaluation of the Director
annually.

7. The Board ensures that new Trustees receive a prompt, thorough
orientation.

8. Board meetings are conducted in a manner that ensures open
communication, meaningful participation, and sound resolution of issues.

9. The Board meeting agendas are well-balanced, allowing time for the
most critical issues.

10. The Board and Committee meetings are handled efficiently.

11. The Committees are effective, focusing on pertinent topics and allocating
reasonable time.

12. The Board is well-educated on both benefit and investment issues.

13. The Board recognizes its policy-making role and reconsiders and revises
policies as necessary.

14. The Board is consistently prepared for meetings.

15. The Board as a whole, and Trustees as individuals, evaluate their
performance on an annual basis.

16. The Board reviews and adopts a reasonable operating budget that is
followed and monitored throughout the year.

17. The Board periodically monitors investment performance and measures
it against relevant benchmarks.

18. The Board periodically monitors service to members.

19. The Board comprehends and respects the difference between its policy-
making role and the Director's management role.

20. Board goals, expectations, and concerns are promptly, candidly and
effectively communicated to the Director.

21. The Board anticipates issues and does not often find itself reacting to
“crisis” situations.
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Identify the three greatest achievements of the Agency with Board support during the past year.

1.

2.

3.

What critical issues need to be addressed by the Board in the future?

What suggestions do you have for improvement of the conduct of Board and Committee meetings and for
Board operation and communication?
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Appendix C - Director Evaluation

ASRS - Director Performance Evaluation

Name: Paul Matson

Title: Director

This form is to help you evaluate the performance of the Director of the ASRS. In each of the following rating
categories, bullet points have been provided to assist you with your evaluation. Please rate the Director using
the following scale and place the number on the "Rating" line in each category.

Leadership: Rating

5 - Outstanding, 4 - Above Average, 3 - Satisfactory, 2 - Needs Improvement, 1 - Unacceptable

Establishes and maintains effective and credible relationships affecting the ASRS.

Projects a positive image as the Director of the ASRS.

Recognizes the needs and desires of others; treats others with regard, courtesy and respect.
Maintains a "big picture" outlook and is aware of industry issues.

Forecasts trends, responds to change and invites innovation.

Solicits and acts upon ideas of others when needed.

Stresses the importance of high quality customer service.

Maintains a well-functioning management team.

Participates in relevant and worthwhile professional organizations.

General Comments or Examples: (You need not address each point separately.)

5 - Outstanding, 4 - Above Average, 3 - Satisfactory, 2 - Needs Improvement, 1 - Unacceptable

Management/Administration/Budgeting: Rating

Manages all ASRS business functions and activities in accordance with all relevant laws, Board policies and
goals

Develops reasonable budgets, communicates them to the Board, and operates within budgetary limits
Ensures the efficient and effective functioning of the ASRS through delegation
Follows up on Board directives to ensure proper implementation

General Comments or Examples: (You need not address each point separately.)
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5 - Outstanding, 4 - Above Average, 3 - Satisfactory, 2 - Needs Improvement, 1 - Unacceptable

Communication: Rating

= Keeps the Board and staff informed and communicates effectively with them

= Organizes ideas and information logically

= Speaks clearly and concisely, using understandable terminology

= Effectively and politely communicates with the members

» Professionally communicates with entities affecting the ASRS

General Comments or Examples: (You need not address each point separately.)

5 - Outstanding, 4 - Above Average, 3 - Satisfactory, 2 - Needs Improvement, 1 - Unacceptable

Policy Matters: Rating

= Periodically reviews policies and makes recommendations for changes to the Board

= Accurately interprets Board policies and concerns, and develops a consistent direction for the staff to follow
» Initiates changes in day-to-day operations to conform to established Board policies

= Acts creatively to evaluate and recommend new initiatives or policies

General Comments or Examples: (You need not address each point separately.)

5 - Outstanding, 4 - Above Average, 3 - Satisfactory, 2 - Needs Improvement, 1 - Unacceptable

Staff Development: Rating

= Creates an atmosphere that fosters teamwork, creativity and participation

= Communicates clear standards of performance for the executive staff

= Keeps informed and follows state personnel policies and procedures

= Encourages professional development of staff

= Addresses succession planning for key positions within the ASRS

General Comments or Examples: (You need not address each point separately.)

Board Governance Handbook - Page 33 Revised: 01/24/14




5 - Outstanding, 4 - Above Average, 3 - Satisfactory, 2 - Needs Improvement, 1 - Unacceptable

Progress Toward Achieving Business Objectives: Rating

[Previously and mutually identified goals and objectives listed here.]

—_

N

e

&

i

General Comments or Examples: (You need not address each point separately.)

Significant Overall Accomplishments:

Areas Needing Improvement:

OVERALL RATING:
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Appendix D — General Investment Consultants

The primarily role of the ASRS general consultant(s) is to provide independent ASRS fund(s) investment
reporting and performance measurement, financial market commentary and macro strategic/tactical
investment advice. The general consultant attends Board and IC meetings as available/applicable, and
participates in asset class committee meetings. Though not a designated asset class committee
consultant, the general consultant will ensure asset class compliance with the ASRS asset allocation
policy, be informed of asset class committee investment decisions, and as applicable, provide broad
perspectives on opportunistic and public markets-related topics.

The general consultant will be evaluated, and interviewed by the IC, Director and CIO; the IC will make
the selection and recommendation to the Board for approval. The general consultant will be hired and
terminated by the Board, report to the IC and Board and, through the direction of the IC Chair, Director or
ClO, be engaged at the request of the Board, IC, Director or CIO. In the event a backup general
consultant is needed, a selection will be made by the IC from the approved pool of project consultants
and recommended to the Board for approval.
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Appendix E - Trustee Fiduciary Liability and Coverage

The liability of the Board of Trustees and its individual members in the conduct of their duties and
responsibilities is established under state law as follows:

1.
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The Board as a whole and its individual members are not liable for any act or failure to act that is
made in good faith within the scope of their responsibilities under state law. (A.R.S. § 38-791)

An individual member of the Board is immune from civil liability and is not subject to suit directly or by
way of contribution for any act or omission resulting in any damage or injury if the member was acting
in good faith and within the scope of the member’s official capacity, unless the damage or injury was
caused by willful and wanton or grossly negligent conduct of the member. “Official capacity” means
any decision or act taken by a member of the Board to further the purpose for which the Board is
established. (A.R.S. §§ 38-717 and 41-621)

The state and the ASRS are immune from liability for losses arising out of a judgment against the
Trustees for willful and wanton conduct resulting in punitive or exemplary damages. (A.R.S. § 41-
621) Liability for such damages would be the responsibility of the Trustees personally.

The Arizona Department of Administration is required by statute to provide coverage to the Board and
to individual Trustees under the state’s risk management program (A.R.S. §§ 41-621 to -625) “against
all liability for acts or omissions of any nature by members of the board while acting in an authorized
governmental or proprietary capacity and within the course and scope of their employment or
authority.” (A.R.S. § 38-717)

Under the state’s risk management program, the Board and the Trustees receive the same coverage
that the state itself receives. (A.R.S. § 41-621)

Under the state’s risk management program the Board and the Trustees have coverage for “liability
for acts or omissions of any nature while acting in authorized governmental or proprietary capacities
and in the course and scope of employment or authorization except as provided by this chapter.”
(A.R.S. § 41-621)

Under the state’s risk management program the Board and the Trustees also have coverage for
“[o]ther exposure to loss where insurance may be required to protect this state and its departments,
agencies, boards and commissions and all officers, agents and employees acting in the course and
scope of employment or authorization except as prescribed by this chapter.” (A.R.S. § 41-621)

According to A.R.S. § 41-621 acts or omissions of a Trustee would be “within the course and scope of
employment or authorization” if they:

a. Occur while performing duties or functions that the Trustees are authorized to perform.
b. Occur “substantially within” the authorized time and space limits of a Trustee’s authorization.
c. Are done (or not done) at least in part to serve the Arizona State Retirement System.

Under the state’s risk management program, the Attorney General’s Office will defend the Board and
the Trustees. The Attorney General may retain outside counsel to defend the Board and the
Trustees. (A.R.S. § 41-621)

Under the state’s risk management program all attorneys’ fees, court costs and litigation expenses
will be paid from the permanent liability loss revolving fund of the Department of Administration.
(A.R.S. § 41-622) A settlement or judgment, except for punitive damages, also will be paid from this
fund. (Id. and A.R.S. § 41-621)

If a Trustee is sued based on conduct outside the course and scope of a Trustee’s authorization, the
state is not obligated to provide coverage for that conduct. (A.R.S. § 41-621) If the conduct is clearly
outside the course and scope, the state will deny coverage. (A.R.S. § 41-621) If there is a question
whether the Trustees’ acts were within their official capacity, the state may reserve the right to refuse
to pay any judgment and will then hire outside counsel to represent the Trustees.

Losses arising from contractual breaches are not covered under the state’s risk management
program. (A.R.S. § 41-621)
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Appendix F — Loyalty Oath

STATE OF ARIZONA
LOYALTY OATH

§38-231. Officers and employees required to take loyalty oath; form; classification; definition

A. In order to ensure the statewide application of this section on a uniform basis, each board,
commission, agency and independent office of this state, and of any of its political subdivisions, and
of any county, city, town, municipal corporation, school district and public educational institution, shall
completely reproduce this section so that the form of written oath or affirmation required in this
section contains all of the provisions of this section for use by all officers and employees of all boards,
commissions, agencies and independent offices.

B. any officer or employee who fails to take and subscribe to the oath or affirmation provided by this
section within the time limits prescribed by this section is not entitled to any compensation until the
officer or employee does so take and subscribe to the form of oath or affirmation prescribed by this
section.

C. any officer or employee having taken the form of oath or affirmation prescribed by this section, and
knowingly at the time of subscribing to the oath or affirmation, or at any time thereafter during the
officer's or employee's term of office or employment, does commit or aid in the commission of any act
to overthrow by force, violence or terrorism as defined in section 13-2301 the government of this state
or of any of its political subdivisions, or advocates the overthrow by force, violence or terrorism as
defined in section 13-2301 of the government of this state or of any of its political subdivisions, is
guilty of a class 4 felony and, on conviction under this section, the officer or employee is deemed
discharged from the office or employment and is not entitled to any additional compensation or any
other emoluments or benefits which may have been incident or appurtenant to the office or
employment.

D. Any of the persons referred to in article XVIII, section 10, Constitution of Arizona, as amended,
relating to the employment of aliens, are exempted from any compliance with this section.

E. In addition to any other form of oath or affirmation specifically provided by law for an officer or
employee, before any officer or employee enters upon the duties of the office or employment, the
officer or employee shall take and subscribe the following oath or affirmation:

State of Arizona, County of 1, (type or print name)
do solemnly swear (or affirm) that | will support the Constitution of the United States and the
Constitution and laws of the State of Arizona, that | will bear true faith and allegiance to the same
and defend them against all enemies, foreign and domestic, and that | will faithfully and impartially
discharge the duties of the office of THE ARIZONA DEPARTMENT OF ADMINISTRATION
according to the best of my ability, so help me God (or so | do affirm).

(Signature of officer or employee)

(Date)

F. For the purposes of this section, “officer or employee” means any person elected, appointed or
employed, either on a part-time or full-time basis, by this state or any of its political subdivisions or
any county, city, town, municipal corporation, school district, public educational institution or any
board, commission or agency of any county, city, town, municipal corporation, school district or public
educational institution.
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Janice K. Brewer Brian C. McNeil

Governor Dircctor
ARIZONA DEPARTMENT OF ADMINISTRATION
OFFICE OF THE DIRECTOR
100 NORTH FIFTEENTH AVENUE » SUITE 401
PHOENTX, ARIZONA 85007
(602) 542-1500
September 2014

The Honorable Janice K. Brewer
Governor, State of Arizona
The Honorable Andy Biggs
President, Arizona State Senate
The Honorable Andy Tobin
Speaker, Arizona House of Representatives
1700 West Washingten
Phoenix, Arizona 85007

Dear Governor Brewer, President Biggs, and Speaker Tobin:

Pursuant to Arizona Revised Statutes § 41-751, the 2014 Advisory Recommendation provides
information concerning the compensation of State employees and an objective assessment of the job
market. This Advisory Recommendation provides important information needed when making decisions
affecting Arizona State government and its employees’ compensation.

State salaries are 18% off market salaries. In addition, in FY 2015, the market is conservatively estimated
to move by 2.5%. The cost to bring State salaries up to the prevailing job market would cost
approximately $272.5M. Even funding a 2.5% increase to retain the State’s current salary level in
comparison to market would require $37.8M. Recognizing that funding these changes is not a realistic
exercise, the State should nevertheless consider providing some funding for State salaries.

The recommendation that follows is a conservative strategy that provides very modest increases for the
classifications that range from 19.6% off market to 49.1% off market. Rather than providing an “across
the board” increase, we believe that limited funds will best be used by strategically targeting those
classification series that are furthest off the market. This proposal may not significantly close the overall
gap between State salaries and the job market, but it should prevent the State from falling further behind
in a number of key job classifications.

In summary, we recoinmend funding and allocating agencies with $10.6M ($3.95M in General Fund and
56.65M in Federal and other funds) targeted toward specific classifications that are the furthest off the
market, have experienced significant turnover, and are high profile or of critical importance. While still a
significant increase, we believe this strategy will generate a substantial retum in improvements to
recruiting and retention.

Sincere]y,

Brian C(‘MCN
Director




2014 Advisory Recommendation on State Employees’ Salaries

Introduction

Every vear, the Arizona Department of Administration (ADOA) provides an Advisory
Recommendation to the Gowvernor and the Legislature pursuant to AR.S. § 41-751. This
document provides an analysis of the State’s current compensation levels compared to other
public and private sector employers, and a review of turnover rates, retirement projections, and
projected market movement. The report concludes with a recommendation to fund agencies for
market adjustments for critical classifications.

This report reflects the current status of Arizona State employee compensation as
it relates to market conditions at the end of Fiscal Year 2014. The report is
provided as a resource fo guide statewide budget considerations during the
preparation of the Fiscal Year 2016 budget.

Current Environment — State Government
History of Salary Adjustments

Figure 1
History of the State’s Compensation Adjustments’

1958 N/A 2.5% 2.5% Merit Yes

1659 N/A -0- 2.5% Merit Yes
2000 N/A -0- 2% Merit Yes
2007 N/A -0- 2% Merit Yes
2002 N/A $1,450 -0- No
2003 A -0- -0- No
2004 NA -0- -0- No
2005 N/A $1,000 -0- Yes'
2006 N/A 1.7% -0- Yas”
2007 N/A $1,650 2.5% Perf Pay Yes®
Additional 7
2008 N/A 3.0% 0.25% Perf Pay Yes
207 542 251 -0- -0- No
200y $42,304 -0- -0- No
2011 $42.235 1.92%" -2.75%° No
2012 $42.322 -0- 0- No
One-Time, 5% Uncovered
2013 $42.447 -0- Retantion Pay'® No
2013 One-Time Retention
2014 §43.832 0- Pay Added to Base Salary' No
20615 N/A -0- -0- No

' Source: Joint Legislative Bud get Committee Appropriations Reports. Ment Adjusiment figures represent the percentage allocated to an apency's
person.ncl services base. Allocations for Selected Classes are provided to address specific job classes or specific agency needs addressed by legislation.

“ Previous reports included average salary of “covered” emplovees. As a result of Personnel Reform. implemented September 29, 2012, the majority of the
State’s workforce became uncovered. As a resuli, the column for average salary has been recalculated to reflect salarics of all employees, both covered and
nncovered. Data for years prior to 2008 are not available.

 Up to maximum of $1,000 per employee.

¢ Includes adjustments above $1,000 for State-employed nurses and for sworn officets in the Department of Public Safety.

" Includes adjustments above 1.7% for sworn officers in the Department of Pnblic Safety and Assistant Attorneys General. In licu of the 1.7% general
salary adjustment, cotrectional officers in the Department of Corrections and the Department of Juvenile Corrections received $1,410.

® Includes adjustments above the $1,65¢ per FTE and 2.5% performance adjustment for the Auditor General's Office, State-employed nurses and
comrections officers in the Department of Corrections and the Department of Juvenile Corrections.

" Includes adjustments above the 3.0% pay adjustmeots and 0.23% performance adjustment for the General Accounting Office, Assistant Attomey
Generals, supervisor correctional officers at the Depariment of Corrections, security officers at the Arizona State Hospital, officers at the Department of
Juvenile Correetions, and swom officers at the Department of Public Safety.

¥ Represents 5 furlough days (192)% except for certain exempted positions.

° Represents a (2.75)% performance pay reduction iniended to eliminate the FY 2007 and FY 2008 Performance Adjustments

1% 504 Retention Payments were not added to base salary and were authorized for 19 pay periods in FY 2013,

11 594 increase was added to base salary for uncovered emplovees previously receiving the 5% Retention Payments.










Reduction in Total Size of Government

The total size of State government was dramatically reduced during the years from 2008 to
2010, as the State managed one of the worst fiscal crises in the nation. During those years,
reductions in force and layoffs occurred in most agencies, and a hiring freeze was implemented
that ensured further reductions through attrition. Although there were slight increases in the size
of the workforce in 2011 and 2012, total staffing levels appear to be leveling off and the size of
the workforce increased slightly (1.6%) in FY 2014, due in large part to increased staffing at the
Department of Economic Security {(including a portion of the agency that was separated to
become an independent agency, the new Department of Child Safety.) In FY 2014 the total size
of the workforce was 34,161, which represents a 10% reduction from the size of the workforce
in FY 2008.

Figure 4
Employee Headcount — Arizona State Personnel System14
40,000
38,000
36,000 -
34,223
33.906 34,161
34,000 -
32,000 -
30,000 : : ; ; ‘
2008 2009 2010 2011 2012 2013 2014

" Figure B — State Personnel System Employee Headcount, Fiscal Year 2008 — 2614 State of Arizona Workforce Report 2014 Although the State
Personnel Systemn was not established until FY 2014, headcount numbers in the chart for prior fiseal years reflect the same agencies that are now include in
the State Personnct System to provided consist analysis over time.







Changes to State Government Workforce

Personngl Reform

In May 2012, Governor Brewer signed significant personnel reform into faw, modernizing the
way in which State government manages, hires, and separates employees. This was one of the
most extensive changes to Arizona's governmental infrastructure which began to take effect in
FY 2013. With this change, the following key developments were implemented:

Consolidation of Personnel Systems

At the heart of personnel reform legislation was the development of a new personnel
system. Through consclidating several different personnel systems, implementing
consistent human resources practices, and eliminating unnecessary redundancies,
significant efficiencies are being realized.

Transition fo Af-Will

At the time of implementation of personnel reform, a number of employees were
transitioned from a covered status to an at-will uncovered status. This change included
all new hires, all superviscrs, all employees in a grade 19 or higher position, all
employees in the attorney salary schedule, ail empioyees in the information technology
salary schedule, all employees voluntarily accepting a change in assignment, and all
employees that otherwise volunteer to transition to at-will uncovered. Nearly 40% of the
employees that were eligible, volunteered to become at-will uncovered. As a result, at
the end of FY 2014, over 68% of the workforce is uncovered (over 83% when excluding
Correctional Officers and Community Corrections Officers that are required to remain
covered).

Collectively, consolidating personnel systems, changes to the personnel rules and
policies, and transitioning the workforce to an at-will uncovered status, will resuit in
increased productivity, eliminating unnecessary bureaucratic processes, and ultimately
saving taxpayers money. The system is based on a model that has been standard
practice in the private sector. One of the most meaningful and significant aspects of the
system is the shift in the culture of the workforce toward pay for performance.

Performance Management

An integral part of the reform initiative is the system by which the State will identify top
performing employees. The previous performance management system was considered
by many to be ineffective, inefficient, and burdensome. Furtherrmore, only covered
employees (79% of the workforce in FY2012) were required to have an annual
performance management review with their supervisor. The new performance
management system applies to the remaining covered employees as well as most
uncovered employees, OQver 99.1% of the workforce is now subject to performance
evaluation on a consistent framework of competencies. Some competencies are uniform
across the entire State, and others are specifically defined by each agency. All agencies
will have evaluated their employees during FY 2014.

One of the goals of personnel reform is to attract top performers to the State, and to
retain the top performers that are currently in the workforce. Given that the size of the
overall workforce has been significantly reduced (Figure 4), future success depends on
having a highly engaged, high performing team of employees. Compensating these
employees appropriately must be a high priority for the State in order to attract and
retain top talent in an improving economy.




s Incentive Payments
The use of one-time incentives to recegnize and reward high performing employees was
a bold strategy for the State. Research was conducted into the compensation practices
of employers of choice and selected strategies were identified as suitable for the State
given appropriate controls and limitations.

in FY2013, the State began the practice of allowing agencies to use up to 1% of their
personal services base funding fo implement a program of one-time incentive payments
for top performing employees. Agencies wishing to participate in this program were
required to submit a proposed plan to the Department of Administration for review and
approval prior to implementing any incentive payments to employees. Tight controls
were established to ensure incentives were only provided to employees that met
eligibility criteria, and incentive amounts were limited depending upon the strategy.

The program was successful and agency directors overwhelmingly lauded the
opportunity fo recognize and reward their best employees. Their only complaint was the
severe limitation of only 1% of the agency’s personal services base did not provide
enough resources to meet the needs of the agency. In FY2014, the budgetary limit was
increased to 2% of the agency’s personal services base. More agencies participated in
the program than in the previous year, and early indications from the agencies again
indicate strong support and appreciation for these new compensation strategies. This
approach has been instrumental in mitigating some of the market pressures and impacts
from the State’s salaries lagging behind the prevailing job market.

Classification System

The current classification system has been in place for several decades, in spite of several past
attempts o overhaul and revise it. Over the course of years, it has graduaily been changed to
become a means of addressing compensation issues. Practices such as establishing “special
recruitment rates,” developing special salary schedules, and delineating classifications into
narrow bands as an artificial means of providing additional “promotional” opportunities, all have
served to increase the bureaucracy and cumbersome nature of managing within the existing
classification system.

Moving forward, the classification system will be improved through establishing classifications
based on reliable, industry-accepted occupational information and job groups. This process
began in fiscal year 2014 with the information technology classifications. Changes will allow
market salary ranges for each classification, and employee performance will be the driving force
to move individual salaries toward the market rate. Toward that end, the State is participating in
more salary surveys than ever before, ensuring solid and reliable market pricing for the majority
of positions in State government.

Collectively, these strategies are expected to assist the State Personnel System to be
competitive with other employers.




Current Environment — Competitive Job Market

Market Movement

The job market is constantly moving, and the State’s market position must continually be
analyzed to assess the competitive position of the State with respect to the market. Market
salaries are influenced by the overall economy at the national and local levels as well as the
relative demand for a particular skill or job family.

Figure 6
Actual and Projected Base Salary Increases'’
£ § ¢

Naticnal - Hay 3.0% 3.0% 3.0%
National - Mercer 2.8% 2.9% 3.0%
National - WorldatWork 2.9% 3.0% 3.1%

Local {Private Sector Only) 5 9
AZ Compensation Survey 27% 27% 28%

Local (Public & Private) N o o
AZ Cormnpensation Survey 23% 2.7% 2.5%

Local (Public: Sectar Only) o . .
AZ Compensation Survey 11% 27% 1.5%
State of Arizona | 2.5%" 0% TBD

Distance To Market

Every vear the State conducts a formal analysis of market pricing jobs to assess the relative
position of State salaries with the external job market. The most recent analysis of market
competitiveness suggests the market exceeds State employee base salaries by an estimated
18.0%.

Figure 7
Percent Needed to Get to Market'®

“18.0%

19596 1997 1986 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

'" National data from Hay, Mercer, and WorldatWork websites; Arizona data from 2014 Arizona Compensation Survey

4 Approximately 50% of the workforce received the 5% retention payment increase to base salary

Y Percent Needed to Get to Market is based on a suite of compensation surveys, including the Arizona Compensalion Survey (previously referred Lo as the
Joint Governmental Salary Survey). Average State Employee Salaries are based on employees in the State Personnel Systein calculated at the begioning of
the fiscal year (July 1),




Some agencies have not been able to fill vacant positions unless they offer a starting salary at
rates higher than many of the current incumbent employees. This creates a difficult situation for
agencies attempting to manage internal pay equity with salaries that are competitive. This
difficulty is only expected to be exacerbated by the continued movement of the job market
(Figure B), while State salaries remain essentially unchanged.

Using the most conservative projections for market movement in FY 2015 from Table 6, a 2.5%
salary increase would be required in order to remain at the current position of 18% behind the
market.

Critical Classifications

The job market is estimated to exceed the average State employee salary by 18.0%; however,
there are employees in some classifications that are much further behind than others, as much
as 50%, 60%, even 80%. Currently the State maintains a classification system with nearly 2,700
different classifications that have active employees assigned to a position within the
classification. One of the major initiatives that will be implemented in the near future is the
consofidation of classifications and establishment of salary ranges that are benchmarked to the
job market. Although this process is not completed, an initial analysis of classification and
market position reveals that many job families are significantly further off the market than the
overall average. Many of these job families have also experienced turnover rates that exceed
the statewide average.

The following table lists the job families that are recommended for salary adjustments due to
distance from market, turnover, and other critical needs.

Figure 8
List of selected classifications with benchmarks
and estimated distance to market and turnover

aizidle ated a Enamaed

IR Y (3 e AR

Audit 200 49.1% 11.9%
Cccupational Safety 18 44 4% 16.3%
Statistical Analysis 19 38.1% 20.0%
Budget Analysis 44 36.1% 12.9%
Contract Management 79 35.9% 10.7%
Hydrology 61 32.6% 10.4%
Legal Support 138 30.1% 11.8%
IT-Info Security 53 30.0% 12.6%
Accounting 280 28.3% 10.8%
Skilled Trades 9z 27.5% 23.5%
IT-Business Analysis 920 27.4% 12.6%
IT-Mainframe 65 27.4% 12.6%
Procurement 162 26.8% 12.1%
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Other Classifications

In addition to the classification families listed in Figure 8, there are several other classification
families that are also significantly behind the prevailing job market. Although these classes have
not been included in the recommendation for funding this year due to factors such as low
turnover and limited funding availability, it is important to recognize the job families are
considerably behind the market.

The following table lists the job families that have not been included in the recommendation for
salary adjustments.

Figure 9
List of selected classifications with benchmarks

and estimated distance to market and turnover

Chaplain

Administrative Support 2,044 33.6% 15.6%
Equipment Operation 34 30.0% 4.8%
Sccial Services 3,835 29.1% 19.0%
Warehouse/Storage/Supplies 37 26.0% 19.4%
Environmental Programs 158 25.8% 16.2%
IT-Systems Architect 336 25.7% 12.6%
Legal 465 25.3% 13.9%
General Labor 11 24.4% 0.0%
Elevator Inspaction 11 24.1% 9.1%
Construction/Maintenance 205 23.9% 14.8%
IT-Geographic Info Sys 36 23.8% 12.6%
Epidemiclogy 23 22.8% 26.7%
IT-Database 60 22.7% 12.6%
Food Service 68 21.3% 36.7%
IT-Applications Development 379 20.0% 12.6%
Fiscal Services 321 19.6% 14.4%

11




Conclusion

As evident in Figure 7, the market competitiveness of State salaries has fluctuated over the
years. As the economy continues to improve at both the national and local levels, it is
anticipated that voluntary separations will continue to increase driving an overall increase in
turnover rates, and creating more difficulty for agencies to attract the talent that the State needs.

fn FY2013 (specifically in October 2012), uncovered employees began receiving 5% critical
retention payments, which were subsequently converted to base pay. However, there have
been no funded salary increases since that time. While agencies have been able to make some
base salary adjustments and provide some one-time performance pay incentives, those actions
have been almost exclusively funded under existing agency budgets. As illustrated in Table 6,
the market continues to move and State base salaries have fallen further behind the market.

In order to close the gap to bring State salaries within 5%, an estimated $196.8 million would be
required. While this strategy would dramatically improve the State’s position relative to the
market, it isn’t realistic given the economic realities of the State’s budget. In fact, even providing
enough funds for the State to match the projected market movement in FY 2015 would require
over $37.8M; and that would be just encugh to maintain the State’s position at 18% behind the
market. Agencies may have the opportunity to address individual employees’ salaries through a
limited set of compensation strategies, or in some cases pursue market adjustments for specific
classifications unique to the agency. These actions should be viewed as positive steps,
however, they should not be relied upon to resolve infrastructure issues within the State's
compensation framework.

Given the current and anticipated economic conditions, we are recommending a restrained
alternative. It limits funding to the classification series that are greater than 18% off the market.
Therefore, an individual classification may be more than 18% off the market, but if the weighted
average of the entire series is not greater than 18% off the market, it was not given further
consideration. We then calculated the estimated funding necessary to bring these employees’
salaries not up to market, but up to the average of other State employees, namely within 18% of
market. We also took into consideration those classification series that were high profile and of
critical importance.

By using this approach, we can generate a conservative recommendation that minimizes the
degradation of the State’s current market position while addressing those classifications that are
further off market than the other classifications in the State, The following classifications are
recommended due to factors mentioned above: high profile, critical importance, distance from
market and turnover;

* Accounting ¢ |T-Mainframe

o Audit e |egal Support

+ Budget Analysis ¢ Occupational Safety
« Contract Management e Procurement

« Hydrology e Skilled Trades

IT-Business Analysis
o |T-Information Security

Statistical Analysis
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Recommendation

Recognizing the multiple demands on the state budget, a conservative recommendation
focuses on maintaining the State’s position relative to the job market. It targets limited resources
toward the classification series that are furthest off the market.

¢ Funding for Critical Classification Series

In order to address the classification series that are furthest off market, have
experienced high turnover, and/or have a high impact on State government
operations, we recommend that each agency be appropriated and funded
sufficiently to bring employee salaries in the classifications previously identified
up to the statewide average of 18% off the market. The Arizona Department of
Administration will coordinate with the Governor's Office of Strategic Planning
and Budgeting and the Joint Legislative Budget Committee as each classification
is reviewed to identify specific funds that are affected.

Total Estimated Funding: $10,629,694

General Fund (38.0%) $3,953,026
Appropriated Fund (26.5%) $2,804,044
Non-Appropriated Fund (15.3%) $2,003,752
Federal Fund (20.2%) $1,868,872

Notes: In accordance with A R.S. § 41-751, this recommendation only addresses aclive employees in the State Personnel System. This
recommendalion does net include appropriate budgeting for vacant positions. The following agencies are excluded from this
recommendation: Arizona State University, Auditor General, Board of Regenis, Cotton Research Councii, Courl of Appeals, Department of
Pubfic Safety, House of Representalives, Joint Legislative Budget Committee, Law Enforcement Merit System, Legislative Council,
Northermn Arizona University, School for the Deaf and Blind, Senate, Supreme Court, and Universily of Arizona. Funding estimale based on
HRIS base salary, payroil records for the pay period ending June 20, 2014, an esfimated varable ERE rate of 21%, and statewide fund
allocations from FY 2014,
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#of

Pay Grades
included in

ASRS Group

Group

Group

Group

% to Mid-

PSPRS/

Department of

Bureau of

AZ Comp.

ASRS Classification Groups

Management - Supervision
EX/CIO/SR MGT

Pos.

Group

Inv 05, Inv 06,
9 E4,E3
Management Occupations
1 23,24
Public Relations,
Communications Managers 2 22,23
Business Unit Supervisors 16 21
T
Computer and Information
Systems Managers 7 29,30
Project Manager
2 29
Software Developers, 7 27,28
Network and Computer Systems
Administrators 8 19,23,24,25,28
Database Administers 2 27
Software Developers
6 24,26
IT Security 2 24,26
Project Manager, Business
Analyst 5 25
Quality Assurance IT 5 23
Operations
Accountants, Most Senior
4 24,25
Business Opperations Specialists
5 22,23
Management Analysts
7 20,21,22
Accountants and Auditors
7 20,21,22
Comunications, Marketing
Specialists. B 20,21
Human Resources/Training
6 20,21
Advisor, Senior Customer
Service 61 19,20
Office and Administrative
Support Occupations 5 19
Processing Specialists 10 19
Processing Technicians
32 17,18
Imaging, Mail, Data Entry Clerks
8 14
Investment Management
Sr. Portfolio Mgr. 2 Inv04,Inv05
Portfolio Mgr. 3 Inv 03
Portfolio Analyst 3 Inv 01
TOTALS 238
McLagan Notes:
*Total Ce increased

Sector), ranged between 10%-12%

Average

$143,752

$77,400

$71,953
$53,432

$96,827

$86,962
$99,112

$62,138
$90,812

$82,112
$73,613

$78,550

$76,100

$80,981

$65,619

$56,011

$56,156

$44,513

$54,475

$38,940

$40,958
$44,005

$34,886
$28,095
$170,625
$100,121

$81,350

$58,512

Minimum

$70,871

$46,932

$43,240
$39,983

573,981

573,981
544,951

531,193
$56,806

540,019
535,087

553,561

$44,086

$43,240

$43,240

$36,814

$36,814

$36,814

$36,814

$33,435

$33,435
$33,435

$29,008
$24,551
$88,067
$75,497

$50,891

$24,551

4% in public funds between 2012 and 2013.

Max Incentive Opportunity Median Percent Change between 2013 and 2014 was 1% - 3%
«Approximate 43% of McLagan Survey Participants paid a bonus in 2014

Mid-Point

$178,062

$69,211

$63,699
$55,773

$108,982

$101,303
$79,779

$77,161
$84,559

$69,871
$68,725

$73,938

$62,841

$71,370

$63,699

$57,141

$57,141

$54,189

$54,189

$49,631

$46,624
$46,624

$42,386
$33,451
$144,744
$106,484

$75,765

$73,976

Max

$285,252

$91,490

$84,157
$71,564

$143,983

$128,624
$114,606

$123,129
$112,313

$99,724
$102,363

$94,316

$81,596

$99,501

$84,157

$77,469

$77,469

$71,564

$71,564

$65,828

$59,812
$59,812

$55,763
$42,350
$201,422
$137,471

$100,638

$285,252

Point

-19%

12%

13%

-11%

-14%
24%

-19%
7%

18%
7%

6%

21%

13%

3%

-2%

-18%

-22%

-12%

-18%

-16%

18%

-6%

7%

-21%

Industry comparables (i.e. Financial

Labor

Treasurer

$268,000 (CI0)

$153,100

$72,200-599,800

$87,400
$58,700

$102,700-
$117,700

$44,870-574,550
$73,700

$87,900-599,900
$87,300

$81,800
$65,500
$102,000
$67,200
$69,800
$58,800
$54,100
$51,900-$52,900
$36,900-$37,300

$33,500-$48,900
$50,400

$33,600-$35,400
$29,900-534,400
$173,397

$105,977
$58,986

$99,800

McLagan 2014 McLagan (Total Cash)

$295,000 (ExDir) ~ $341,300%(Ex Dir)
$286,800 (CIO) $301,500%(CIO)
$217,500 $262,900*
$82,300 $85,000%

*Maximum Total Cash
Additional Notes:

SURS 2014

$263,287 (Ex Dir.)
$171,824 (Dir of Ops.)
$154,527 (CFO)

$140,363 (Dir/Mbr Svs)

$79,350-$85,042|

$82,407|
$52,586-561,290)

$103,210-5122,713]

$64,986-$83,702|

$100,446 (Controller)
$107,515 (Leg. Liaison)
$76,468|
$62,478-$71,769)
$62,393]

$51,628]
$37,516-$68,269)

$49,948-$68,617|
$44,202|

$40,642]

$32,712-$34,364

Labor Statistics.

$151,341

$87,976-
$98,800

$58,364

$76,414-
$115,702

$80,258
$74,405
$88,939-
$97,888
$84,655

$61,685
$74,538

$98,800
$62,710-
$66,687
$44,372-
$89,841

$42,845

$53,546
$37,853-
$59,665
$32,513-
$49,036
$52,429
$33,815-
$39,452
$26,486-
$34,850

$71,422

*Bureau of Labor Statistics, AZ Comp. Survey, and ERI aged at 2.5% for one year

«Buck Statistics aged at 2.5% for two years

Survey 2013 ERI Survey 2013 (Base)

$323,686 (Ex Dir)

$216,522(CO0)

$201,673 (CFO)

$183,159 (Top IT Officer)
$224,951 (Top Admin Off.)

$92,005 $67,950-$77,183
$72,826 $54,518-$77,380
$64,063 $53,830-$64,586
$95,581 $100,769-$114,974
$66,2138-
$94,805 $101,047
$96,409 $101,526
$72171-
$75,855 $72,471
$80,319 $89,205
$88,206 $85,974
$62,085-$70,689
$67,243-
$75,192 $73,379
$71,750
$58,870- $62,267-$84,977
$83,674 $149,118(Controller)
$51.690-
$57,345 $57,620-$61,658
$54,346-
$58,736 $62,440-$68,670
$45,960-
$69,085 $49,186
$47,267-
$51,001 $51,876
$48,991-
$65,190 $52,467
$42,134-
$46,509 $29,094-$33,976
$26,833-
$49,993 $40,348-$45,631
$35,653-543,298
$34,118-
$40,671 $29,926-$34,509
$27,072 $25,905-$31,315

$93,786

ERI Survey 2013 (Total Cash)

$443,489 (Ex Dir)
$280,041 (COO)
$224,006 (CFO)

$224,713 (Top IT Officer)
$285,591 (Top Admin Off.)

$72311-579,996

$57,229-582,317
$55,833-571,215

$106,729-6129,053

$119,707
$106,682

$75,675
$93,808

$90,700
$63,751-573,846

$87,209
$64,907-$90,823
$151,875 (Controller)
$58,355-563,984
$64,289-571,353
$51,069

$53,988

$53,668
$32,620-$34,485

$41,034-46,423
$36,438-544,374

$30,715-$35,245

$26,295-$31,728

$99,820

Buck (Base)

$197,413 (CIO)

$164,213 (SR MGT)

$98,759

$68,501
$69,236

$109,371-$113,153

$101,701

$97,918

$64,508

$75,645-5106,429

$57,154

$83,210

$45,072-$57,154

$57,154

$37,192

$146,457
$106,744

Buck (Total Cash)

$212,647 (CI0)

$212,752 (SR MGT)

$103,066

$72,493
$71,337,

$119,457-6122,083'

$103,382

$100,860

$66,715

$77,746-5114,203.

$58,730

$85,521

$47,599-$60,198

$58,730

$37,823

$162,532
$112,207

*IT Minimum Grade points are based on the recent ADOA IT compensation restructure. Due to limited funding, adjustments to current state IT salaries did not occur resulting in the minimums of the grades to be lower than

market entry.
*ERI = Economic Research Institute

*SURS = State Universities Retirement System of Illinois
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Brian C. McNeil
Director

Janice K. Brewer
Governor

ARIZONA DEPARTMENT OF ADMINISTRATION

OFFICE OF THE DIRECTOR
100 NORTH FIFTEENTH AVENUE e SUITE 401
PHOENIX, ARIZONA 85007
(602) 542-1500

September 2014

The Honorable Janice K. Brewer
Governor, State of Arizona
The Honorable Andy Biggs
President, Arizona State Senate
The Honorable Andy Tobin
Speaker, Arizona House of Representatives
1700 West Washington
Phoenix, Arizona 85007

Dear Governor Brewer, President Biggs and Speaker Tobin:

Pursuant to Arizona Revised Statutes § 41-751, it is my pleasure to share with you the 2014 annual report on
State employees and the operation of the State Personnel System (SPS). As you know, SPS was established
during FY 2013 due to comprehensive personnel reform legislation. This year’s Workforce Report includes
over 40 charts and tables of information regarding the status of the State’s workforce.

In FY 2014, agency budgets and staffing levels remained lower than the years prior to the economic crisis.
The hiring freeze, which the State implemented in February 2008, continued through the fiscal year. The
overall size of the State’s workforce remains significantly smaller, and yet the population that is served by
our government agencies continues to increase. The impacts of these actions are illustrated in many of the
charts and tables contained herein:

e There were 34,161 active SPS employees at the end of FY 2014 (page iii). This represents a loss of 3,795
filled positions, or a decrease of 10% since FY 2008 when the hiring freeze began.

e Covered employees accounted for 79% of the employee population in FY 2012, but with the implementation
of Personnel Reform on September 29, 2012, transitioned to 33% by the end of FY 2014 (page iv).

e The average employee base salary was $43.832 (page 2).

e The employee turnover rate (page 11) decreased from 15.8% last year to 15.5%, although the relative
proportion of voluntary separations continues to increase.

e Arizona ranks 49" in the nation (pages 8 & 37) in the ratio of State payroll to the population served.

We hope the information provided in this report will assist you when making decisions regarding Arizona
State government and its employees.

Sincerely,
{ /9 //[\/

Brian C /McNe
Director



























Workforce Reporting Modifications
There have been significant organizational and technical modifications to the methodology of gathering
data since the FY 2012 report was published. These changes, which are discussed in the FY 2013 report,
are reflected in each fiscal year that is represented in the report. As a result, the data that is included in
this report should not be compared with data in any annual reports prior to the FY 2013.
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Corrections — Overtime expenses increased by 43% from the year before, and account for the majority of
overtime expenses in the State. The increase is primarily the result of recruitment and retention challenges for
Correctional Officers which has resulted in staff shortages. Vacancy rates of Correctional Officers increased from
1.7% in July 2012 to 8.0% in June 2014. Vacancy rates in various prisons — Eyman, Florence, Safford, and
Winslow — range from 11.3% to 14.7%. During FY 2014 overtime was used to cover many of the posts left
unfilled due to the increased vacancy rate. The agency continues to aggressively recruit Correctional Officers and
has implemented measures aimed at reducing the vacancy rate of these critical security positions, including
increased advertising efforts and 5% stipends at hard to fill locations.

Game and Fish — Overtime expenses increased by 81% from the year before. This increase primarily occurred in
two work units, the Clay Target Center (CTC) and the Research Branch. The increase at the CTC was the result of
hosting several multi-day, large shooting events that included up to 500 participants for each event. These large
events require more staff time to ensure the events run smoothly and to ensure public safety, which is the
number one priority during any shooting event. The CTC operations are primarily funded by revenues generated
from range use fees. The increase in overtime for the Research Branch occurred in four separate projects in the
Aquatic Research and the Wildlife Health Programs. These programs are funded through various federal
contracts, and overtime was accrued in order to meet contractual obligations. The Department has been closely
monitoring the ADOA assigned headcount and as a result positions located within the CTC and Research Branch
were held vacant which further impacted the accrual of overtime by staff throughout the Department.

Health Services — Overtime expenses increased by 85% from the year before. About 99% of the agency’s
overtime expenses are generated at the Arizona State Hospital. In October 2013 the agency received a citation
during a Centers for Medicare and Medicaid Services (CMS) survey regarding the failure to staff units in
accordance with the acuity needs of the patient population. The citation placed the Hospital in probationary
status and failure to correct the issue could have jeopardized CMS certification. Loss of certification would have
meant the State would not have received approximately $28.5 million in Disproportionate Share funds during FY
2015 and the Hospital would have been unable to bill CMS for approximately $3.5 million annually in Medicare
services. The agency was able to mitigate the issue through a plan of correction and in January 2014 a follow-up
CMS survey confirmed the staffing issue was corrected and CMS lifted the probationary status. Nevertheless, the
agency continues to experience recruitment and retention challenges, especially among nursing and direct care
staff. The agency has implemented a number of corrective strategies to address these issues.

Juvenile Corrections — Overtime expenses increased by 75% from the year before. This increase is primarily the
result of recruitment and retention challenges within the Youth Corrections Officer (YCO)} and Correctional Food
Service Supervisor job classifications, which have resulted in severe staff shortages. In comparison to the prior
year, the YCO turnover rate increased from 26% to 29%, resulting in a chronic vacancy rate of approximately
13%. The increased overtime is also attributed to a significant change in operational procedures pertaining to
the manner in which correctional posts are covered. During the prior year, the Department utilized Youth
Program Officer Ill staff to assist in covering YCO posts in an effort to decrease overtime usage; however, this
practice resulted in programming deficiencies provided to the youth. As a result, the agency discontinued this
practice, which forced the agency to revert to utilizing YCO staff to cover posts through the utilization of
overtime. Although recruitment and retention challenges remain, beginning FY 2015, the agency has
implemented several corrective measures to address these issues.



1.6 — Average Annual Leave Use per Employee (page 6)

(Includes agencies experiencing a change of more than 12% in average annual leave use from the year before, or
a difference of more than 30% from the statewide average.)
Forestry — The State Forestry Division experienced annual leave use at a rate nearly half the statewide average.

This is primarily due to the large percentage of employees at the agency that are not benefits eligible. Across all
of the SPS agencies, 99.5% of the workforce is benefits eligible, however, in Forestry only 48.8% of employees
are benefits eligible, thus explaining the significant deviation from the statewide average.

Gaming — The average annual leave used per employee was over 30% more than the statewide average. As an
uncovered agency, 91% of Gaming’s employees earn annual leave at the highest rate allowable (6.47 hours per
pay period). Employees of the agency have an average length of service slightly greater than the state wide
average, resulting in employees with high leave balances. Gaming employees with higher leave balances have
taken more annual leave than the state average in order to maintain a leave balance at or below the 320 hours
that can be transferred into the next calendar year.

Insurance — The average annual leave used per employee decreased by more than 30% from the year before.
This may be the result of some employees being allowed to receive payment for annual leave in june 2013,
which may have consequently reduced employee interest in using annual leave during FY 2014.

Registrar of Contractors — The Registrar of Contractors had a higher than usual number of long term employees
retire or leave state service in FY2014. Most of the separating employees were accruing 6.47 hours of annual
leave per pay period. Furthermore the agency expanded by 7 positions during FY 2014. Most of the employees
hired for the new or vacated positions were new to state service and earned 4 hours of annual leave per pay
period. This lower accrual rate and the limited availability of leave to new employees lowered the agency
average of annual leave usage.

1.7 — Average Sick Leave Use per Employee (page 7)

(Includes agencies experiencing a difference of more than 50% from the statewide average.)
Forestry — The State Forestry Division experienced sick leave use at a rate nearly 62% less than the statewide

average. This is primarily due to the large percentage of employees at the agency that are not benefits eligible.
Across all of the SPS agencies, 99.5% of the workforce is benefits eligible, however, in Forestry only 48.8% of
employees are benefits eligible, thus explaining the significant deviation from the statewide average.

2.3 — Turnover Rates by Agency and Type of Separation (page 12)
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(Includes agencies experiencing a total turnover rate more than 45% difference from the statewide average, or a
difference of more than 130% in a specific category of turnover type.)
Agriculture — The Department of Agriculture experienced higher than average turnover, driven in part by the

high levels of involuntary turnover and turnover attributed to the “Other” category (mostly appointment
expiration). In 2013 one division within the agency saw a large cut in their Federal funding which caused a layoff
of approximately 16 employees in one location; most of the “Other” category is due to seasonal employees who
only work from 1 to 6 months at a time. Most involuntary terminations were due to employee misconduct, job
performance or insubordination.

Insurance — The Department of Insurance experienced an overall turnover rate lower than average, in spite of a
particularly high turnover rate due to retirement. More than half of the Department’s turnover was due to
employee retirement, which is unusual.



50

Juvenile Corrections — The agency experienced a high rate of voluntary turnover in FY 2014. The majority of the
reasons employees stated as their reason for leaving was “better job or pay.”

Military Affairs — The relatively high rate of involuntary turnover was the reason this agency had an overall rate
of turnover higher than average. In November 2013, the agency ended a cooperative agreement with the
federal government that had provided funding for State staffed security forces at the Arizona Air National Guard
wings. This resulted in the layoff of 28 State employees, all of whom were converted to federal employees.
Pioneers’ Home — The Arizona Pioneers’ Home had an overall turnover rate higher than average, due mostly to
the relatively high levels of voluntary turnover. Arizona Pioneers’ Home voluntary turnover may be related to
the improved economic outlook. During the recent recession, most of the nursing organizations in this area,
instituted hiring freezes. This made nursing jobs more difficult to find. Now, with the improved economic
climate, job availability has increased. Many of these new nursing positions offer higher salaries and some,
include sign-on bonuses or other incentives to encourage the experienced to apply. In an effort to curb some of
the turnover, Arizona Pioneers’ Home is seeking additional funding to bring our agency’s Nursing Department
salaries in alignment with other state agencies that use Registered and Licensed Practical Nurses and are closer
to private sector salaries.

Registrar of Contractors — The agency experienced a turnover rate that was double the rate of the year before.
Increased turnover at the Registrar of Contractors stems from several sources. First, FY 2014 showed an increase
in retiring employees which is expected with the ROC's relatively older workforce, as noted in current and
previous workforce analysis reports. Second, as the economy and specifically the construction industry improve,
a significant number of ROC employees leave state service to return to higher paying jobs in the construction
industry.

State Parks — The overall turnover rate for the agency was close to the average; the agency experienced
particularly low voluntary turnover rates, however, this was offset by the high rates of retirements and turnover
in the “Other” category. Arizona State Parks has a high percentage of "Other" separations due to the large
number seasonal/temporary staff that may not return after one season. Although this number is higher than
other agencies it has decreased since last reporting fiscal year, FY2013. Arizona State Parks has 25% of its
employees meeting retirement criteria which each year is increasing by at least 4% for the next four to five
years. These numbers include employees who are members of the Public Safety Personnel Retirement System
and are in the Deferred Retirement Options Plan {DROP).

Veterans’ Services — Approximately seventy-eight percent of the agency’s employees work at one of two skilled
nursing facilities. These types of facilities typically have high turnover rates, particularly among the nursing staff.
In January 2014, the Arizona State Veteran Home — Phoenix also lost ten employees through a reduction in force
when it was determined that contracting with an outside company for dietary services would result in both cost
and efficiency savings. Finally, prior to implementing the initial phase of a market adjustment in November of
2013, the agency was losing Veteran Benefit Counselor’s to the Federal government.



2.4 — Turnover Rates by Agency (page 13)

{Includes agencies experiencing a turnover rate more than 50% difference from the year before, or a turnover
rate more than 50% difference from the average of the previous 4 years.)
Corporation Commission — The Corporation Commission experienced an overall turnover rate more than 50%

greater than the average over the prior four years. Over the past year, the agency had a significant number of
eligible employees retire, most with over 20 years of service. A reorganization of the IT Division resulted in
increased turnover of staff in that division. Many of the agency’s separations were to the private sector where
the former state employees could receive higher pay.

Insurance — The Department of Insurance experienced an overall turnover rate significantly higher than the year
before. More than half of the Department’s turnover was due to employee retirement, which is unusual.
Military Affairs — The relatively high rate of turnover was greater than last year and greater than the average
over the prior four years. In November 2013, the agency ended a cooperative agreement with the federal
government that had provided funding for State staffed security forces at the Arizona Air National Guard wings.
This resulted in the layoff of 28 State employees, all of whom were converted to federal employees.

Registrar of Contractors — The agency experienced a turnover rate that was double the rate of the year before.
Increased turnover at the agency stems from several sources. First, FY 2014 showed an increase in retiring
employees which is expected with the agency’s relatively older workforce, as noted in current and previous
workforce analysis reports. Second, as the economy and specifically the construction industry improve, a
significant number of employees leave state service to return to higher paying jobs in the construction industry.
Water Resources — The agency’s overall turnover rate was significantly less than the average over the prior four
years. During FY 2010 the agency lost approximately 60% of staff due to budget cuts, hence the 72.4% turnover
rate. The agency continued to lose employees during FY 2011, but has since begun to rebuild. It is expected that
turnover rates should stabilize around 7 — 10% if there are no material changes in the agency’s budget.

4.1 - Employees by Agency {page 28)

51

(Includes agencies experiencing a change in headcount of 10% or more from the year before.)

Agriculture — The agency experienced a 10% decrease in headcount from the prior year and a 27% decrease
from the average over the prior four years. Federal funding cuts have significantly contributed to the decrease in
staff; unfortunately when an employee resigns we are usually not able to fill the vacancy. The Nogales staff have
seen a decrease in recent years because the amount of produce coming over the border from Mexico has
decreased, therefore the agency does not need as many FTEs or seasonal employees in that location.

Military Affairs — The agency’s headcount decreased by 10% from the year before. In November 2013, the
agency ended a cooperative agreement with the federal government that had provided funding for State staffed
security forces at the Arizona Air National Guard wings. This resulted in the layoff of 28 State employees, all of
whom were converted to federal employees. Additionally, the agency has experienced significant difficulty in
filling vacant positions such as ordnance handlers, environmental professionals, and information technology
professionals.

Water Resources — The agency experienced a 10% increase in headcount from the prior year and an 18%
increase from the average over the prior four years. During FY 2010 the agency lost approximately 60% of staff
due to budget cuts. The agency lost additional personnel in FY 2011 as employees left due to normal turnover
and the State’s hiring freeze remained in effect. The agency began to rebuild in FY 2012 and has added
employees each succeeding year as they approach the appropriated FTE count of 131.
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Arizona State Retirement System
Incentive Compensation Plan for Internal
Investment Professionals

Authority

A.R.S. § 38-611.01 provides that the ASRS, in consultation with the Director of the Arizona
Department of Administration (ADOA), may establish and administer an incentive
compensation plan (hereafter the “ICP”) for investment-related personnel. This document
describes the ICP and specifies the methods and procedures related to the administration of
the ICP.

Nothing in this document is intended to alter the nature of ASRS employment or to create or
be construed as creating an expressed or implied contract of employment or to define
conditions of employment. This document does not provide a contract, guarantee of payment,
guarantee of participation in the incentive plan in subsequent years, or guarantee of
employment with the ASRS. The ICP and the payments that result from the ICP are public
information and will be disclosed upon request.

In addition, upon consultation with the Director of ADOA, the ASRS reserves the right to alter,
amend, modify, rescind, or otherwise change the content of the ICP at any time for any
reason as permitted by law, in its sole discretion, and without advance notice to any
employee affected by the provisions of the ICP.

Purpose and Objectives

The purpose of the ICP is to further enhance the investment management and performance
of the ASRS Trust Fund.

In order to achieve this purpose, the ICP has been designed to contribute to the ASRS’ ability
to meet the following objectives:

1. Retain high caliber investment professionals
(By providing performance based compensation.)

2. Attract high caliber investment professionals
(By providing performance based compensation.)

3. Incentivize investment performance
(By aligning investment personnel compensation with investment results.)

Eligibility for Participation

To be eligible to participate (a “Participant”) in the ICP, an ASRS employee must be in a
position that:

e Is allocated to Investment Management as determined by the Director or Board of
Trustees, and
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e Has a classification in the INV series in the Arizona Statewide Personnel System

If an employee begins employment in an eligible position after July 1 of any year, the
employee will become a Participant on the first date of employment and participation will be
prorated based on the total number of days employed during the Performance Period. Any
eligible employee may opt out of the ICP at any time. Once an employee opts out of the ICP,
that decision will be valid and binding on the employee for the fiscal year during which the
employee opted out. An employee will not be eligible for any ICP payments for the full fiscal
year during which they opted out. No partial ICP payments will be made for partial fiscal
years during which an employee opted out. The performance of an employee who opts out
will be documented and measured utilizing the same metrics.

Participant Eligibility for Other Approved Compensation Strategies

Participants in the ICP remain eligible to participate in compensation strategies such as merit,
criteria-based, market or other base pay adjustments and variable pay incentives that are
employed by the State of Arizona or the ASRS with the following exception:

e Any strategy or combination of strategies whose express purpose is to provide
incentive to achieve performance-based goals and the opportunity to receive variable
pay (i.e., pay that is not considered part of base salary).

The ICP will provide the only opportunity for Participants to receive variable pay for goal- and
merit-based purposes.

Performance Period

For purposes of the ICP, the Performance Period is the state fiscal year, which begins on
July 1 of each year and ends on June 30 of the following year. Due to lagged valuations,
Private Market returns will be for the years ending March 31.

Maximum Incentive Compensation Opportunity

A Participant has the opportunity to earn incentive compensation up to 25% of the base
salary in effect on July 1 of the Performance Period.

Performance Categories

Incentive compensation categories were developed to have the following characteristics:

Result in enhanced investment performance
Controlled or influenced by Participants

Fair

Achievable

Measurable

Flexible for the agency

Applicability of Performance Categories
Performance categories 1, 3, 5, 6 apply to the Chief Investment Officer (CIO). For the CIO,
category 3 includes all asset classes including ‘Real Estate and Inflation Linked’ and Private
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Equity’ asset classes. The methodological approach utilized for the ‘Real Estate and Inflation
Linked’ and Private Equity’ asset classes will be consistent with the approach used to
measure the Private Markets professionals for categories 2 and 4.

Performance categories 1, 3, 5, 6 apply to all eligible Public Markets Investment
Professionals:
e Assistant Chief Investment Officer/Senior Equities Manager
Assistant Equity Portfolio Manager
Assistant Equity Portfolio Manager
Fixed Income Portfolio Manager
Fixed Income Portfolio Analyst
Fixed Income Investment Analyst

Performance categories 2, 4, 5, 6 apply to all eligible Non-Public Markets Investment
Professionals:

e Head of Private Markets Investing

e Private Equity Portfolio Manager

e Private Markets Asset Manager

Performance Categories:

1. Internal Portfolio Performance: 25% Weight
Portfolio performance is measured on 1- and 3-year historical net returns, as of June
30, relative to established benchmarks (see Appendix B), with each period, including
the implementation period, weighted equally at 50%. Each portfolio will be dollar
weighted to determine the overall excess performance. Any new internally managed
portfolios will be included during the first available full month of performance utilizing
relevant benchmarks.

2. Private Real Estate & Inflation Linked Portfolio Performance: 25% Weight
Portfolio performance is measured using inception-to-date internal rates of return
(IRR’s), as of June 30, relative to an absolute rate of return (see Appendix B).
The inception IRR will be calculated using the combined flows and terminal values of
all investments to determine the overall excess performance. Due to the more liquid
nature of commodity investing, Commodities will be incorporated into the
outperformance calculation by utilizing a time-weighted rate of return compared to the
Dow Jones USB Commodity Index (DJUBS) time-weighted and capitalization
weighting this return difference with the difference between the inception-to-date IRR
and the absolute return target. For example, if commodities had a $1 billion Net Asset
Value and inception outperformance of 100bp (relative to the DJUBS), and real estate
had $2 billion Net Asset Value and inception outperformance of 200bp (relative to the
absolute 7%), then the combined outperformance would be (100bp *1/3) +
(200bp*2/3).

3. Asset Class Performance: 25% Weight
Asset class performance is measured on 1- and 3-year historical asset class net
returns, as of June 30, relative to established benchmarks (see Appendix B), with each
period, including the implementation period, weighted equally at 50%. Opportunistic
Debt and Private Debt will be included in the Fixed Income asset class.
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4. Private Equity & Opportunistic Equity Performance: 25% Weight
Portfolio performance is measured using inception-to-date IRR’s, as of June 30,
relative to an absolute rate of return (see Appendix B). The inception IRR will be
calculated using the combined cash flows and terminal values of all investments will
be dollar weighted to determine the overall excess performance.

5. Total Fund Performance: 25% Weight
Total fund performance is measured on 1- and 3-year historical net rates of return, as
of June 30, relative to the ASRS Strategic Asset Allocation Policy benchmark (see
Appendix B), with each period, including the implementation period, weighted equally
at 50%. Total fund represents aggregate Plan, System and Health Benefit Supplement
(HBS) assets.

6. Qualitative Performance: 25% Weight
Individual and team goals, objectives, and other contributions and attributes will be
reviewed. Evaluation criteria may vary by Participant and will be designed to reflect
desired organizational attributes such as leadership, organizational competence,
interpersonal relationship skills, effective teamwork, accountability, training and
mentoring, project participation, process improvement, and other factors. Each year,
criteria will be developed and documented by the CIO and/or Director for each
Participant as part of this program and the statewide Managing Accountability and
Performance (MAP) process. Consideration will be given to compliance exceptions,
investment risks, reputational risks, and ethics violations.

Participants may earn between 0% and 25% of their base pay as incentive compensation.

The points allocated to Participants for each category will be calculated based upon the
proportionate Actual Outperformance as a ratio of the Excess Return Target. Achieving 80%
of the Excess Return Target will result in receiving 80% of the points for that category.
Achieving 20% of the Excess Return Target will result in receiving 20% of the points for that
category.

Outperformance in at least one of the first five performance categories must occur for any
incentive compensation to be earned. In other words, no incentive compensation will be paid
if the only out-performance occurs in the qualitative category.

Total Fund performance must be greater than 0% for the current 1 year period in order for
any incentive compensation to be earned. In other words, no incentive compensation will be
paid in a year when the Total Fund rate-of-return is not greater than 0%.

In order to align and reward superior performance over the Excess Return Targets, up to 30
points can be earned in each category. If the sum of the points in each category totals more
than 100, then 100 points will be allocated. Achieving superior performance in any category
can make up for lower points in another category, but the total of all the points cannot exceed
100. If superior performance leads to surpassing the Excess Return Targets, then points
above 25 up to a maximum of 30 will be allocated to Participants for the particular category
and will be calculated based upon the proportional Actual Outperformance as a ratio of the
Excess Return Target. Achieving 110% of the Excess Return Target will result in receiving
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110% of the points for that category. Achieving 120% of the Excess Return Target will result
in receiving 120% of the points for that category. Achieving in excess of 120% of the Excess
Return Target will result in receiving 120% of the points for that category.

Private Market investment returns will be calculated using since-inception IRR beginning
October 1, 2011, which is the beginning of the first full quarter since the retention of the new
Private Markets Manager. All private market investments (excluding commodities which are
included on an annual basis) that were authorized on or after September 20, 2010, which is
the retention date of the new Private Markets Manager, will be included in the since inception
IRR calculations. Private market investments that were authorized prior to September 20,
2010 will be excluded from the since inception IRR calculations.

All returns utilized will be calculated or reviewed by the ASRS external general investment
consultant.

All weightings and other methodological issues will be determined or calculated by the ASRS
Budget Manager or Strategic Planning analyst.

Incentive Compensation Distribution

The distribution of all and any incentive compensation is subject to available funding, as
determined solely by the ASRS Director. If the Director determines funding is not available,
ICP payments will be either pro-rated or not made at all. If ICP payments are pro-rated or not
made at all, the Director, at his discretion, may, or may not, make retroactive payments in the
future when funding is available.

Should an error be discovered after the payment date, the ASRS may make an adjustment
and recover payments, including offsetting future compensation, or make additional
payments.

Payment Date
When made, ICP payments will be made on or before September 30, following the close of
the Performance Period (fiscal year ended June 30).

Treatment of Payments

All payments under the ICP are subject to any deductions and withholdings required by
federal, state, or local law at the time of payment. The ASRS is not obligated to otherwise
advise an employee of the existence of any amounts that ASRS is required to withhold.

The payments will be lump sum, not added to base pay, and not spread out over the year.
The payments must be re-earned each year.

Incentive compensation payments will be considered “compensation” and will have standard
retirement, health benefit supplement and LTD contributions paid on it by either or both the
employee and the employer at the time it is paid.

Due to the temporal effect on Private Market IRR’s (both Real Estate and Private Equity)

caused by the lagged valuation nature of portfolio assets, the deferred drawdown of
committed capital, and the J-Curve effect, there will be a two-year look-back period for
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Private Market IRR’s. In order to implement this, the current year inception-to-date IRRs will
also be utilized for the two prior year periods. If, after utilizing the current year inception-to-
date IRRs for the past two years results in previously unpaid ICP amounts, then these
previously unpaid ICP amounts will be paid in the current year.

Employment Status

A Participant must be considered in “good standing” on the payment date to be eligible to
receive an incentive compensation payment. That is, the employee must not be subject to
current or pending corrective action, which includes working under a performance
improvement plan.

A Participant also must be employed by the ASRS on the scheduled payment date to be
eligible to receive an incentive compensation payment. A Participant will not receive any
payment, either in full or on a pro-rated basis, if they separate for any reason, including
resignation, retirement, disability, death, or involuntary termination, prior to the date of
payment.

Administration

The ASRS Director will administer the ICP, with oversight by the ASRS Board of Trustees.
Specifically, the Director will notify the Board of the individual and aggregate ICP payments
made to each employee on or before September 30, following the close of the Performance
Period (fiscal year ended June 30). The Director will also notify the Board if ICP payments
are not made due to non-availability of funding.

The ICP will be in compliance with all applicable state or federal laws, regulations, policies,
and guidelines. The ASRS Director will have full discretion to decide all questions or matters
relating to the interpretation of the ICP and its administration.

Power to Amend

The ICP may be amended by the Director upon:
1. Presenting amendments to the ASRS Investment Committee for acceptance; and
2. Presenting amendments to the full Board for acceptance; and
3. Consultation with the Director of ADOA

Effective Date
The initial Performance Period for the ICP will begin July 1 of the year the plan is adopted
and a copy filed with the governmental offices required by A.R.S. § 38-611.01.

Record Keeping and Reporting

All performance, salary, and incentive compensation records for the ICP will be maintained
by the ASRS Human Resources in accordance with established records retention schedules
and requirements.
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Performance Category Weightings and Net Excess Return Targets

Public Market performance objectives will be weighted as follows:

P('Jr;ttforlri‘oa('s) Asset Class Total Fund Qualitative | TOTAL
Performance Performance Performance Points
Performance
25 25 25 25 100

Public Market net (after investment expenses) excess return targets as follows:

Interpal Asset Class Total Fund Qualitative
Portfolio(s) Performance
Excess Return Excess Return

Excess Return
Target Target
Target (bps) (bps)
(bps)
Determined by
10 25 40 CIO and/or
Director

Private Market performance objectives will be weighted as follows:

Private Real
Estate, REIT and

. , Private Equity Total Fund Qualitative TOTAL
Inflation Linked .
Performance Performance Performance Points
Performance
25 25 25 25 100

Private Market net (after investment expenses) excess return targets as follows:

Private Real Qualitative
Estate, REIT and | Private Equity Total Fund Performance
Inflation Linked Excess Return E
xcess Return
Excess Return Target Target
Target (bps)
- (bps)
ps
Determined by
100 300 40 ClO and/or
Director
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APPENDIX A: Responsibility Matrices

Chief Investment Officer

Internal Portfolio Asset Class Total Fund Qualitative TOTAL
Performance Performance Performance Performance Points
Allinternal |\ Acset Classes | Total Fund MAP 100

Portfolios
Assistant Chief Investment Officer/Senior Equities Manager
Internal Portfolio Asset Class Total Fund Qualitative TOTAL
Performance Performance Performance Performance Points
All Internal E All Public U.S. and
Portfolios Non-U.S. Equities Total Fund MAP 100
Assistant Equity Portfolio Manager
Internal Portfolio Asset Class Total Fund Qualitative TOTAL
Performance Performance Performance Performance Points
All Internal E All Public U.S. and
Portfolios Non-U.S. Equities Total Fund MAP 100
Assistant Equity Portfolio Manager
Internal Portfolio Asset Class Total Fund Qualitative TOTAL
Performance Performance Performance Performance Points
Securities
Lending, Al Externally-managed
; U.S. and Non-U.S. Total Fund MAP 100
Internal E Equity Portfolios
Portfolios quity
Fixed Income Portfolio Manager
Internal Portfolio Asset Class Total Fund Qualitative TOTAL
Performance Performance Performance Performance Points
All Public and
All Internal F Private Fixed Total Fund MAP 100
Portfolios Income &
Opportunistic Debt
Fixed Income Portfolio Analyst
Internal Portfolio Asset Class Total Fund Qualitative TOTAL
Performance Performance Performance Performance Points
All Public and
All Interr)al F Private Fixed Total Fund MAP 100
Portfolios Income &
Opportunistic Debt
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Fixed Income Investment Analyst

Internal Portfolio Asset Class Total Fund Qualitative TOTAL
Performance Performance Performance Performance Points
All Public and
All Interr.1al F Private Fixed Total Fund MAP 100
Portfolios Income &
Opportunistic Debt
Head of Private Markets Investing
Real Estate and Private Equit
Inflation Linked Pe rformaqncg Total Fund Qualitative TOTAL
Performance Performance Performance Points
All Private Real . ,
Estate, REIT and AII.Prlvate Equity
. . investments
Inflation Linked authorized on or
investments Total Fund MAP 100
) after September 20,
authorized on or 2010
after September
20, 2010
Private Equity Portfolio Manager
Real Estate and Private Equit
Inflation Linked Pe rformaqncey Total Fund Qualitative TOTAL
Performance Performance Performance Points
All Private Real . .
Estate, REIT and | A\l Private Equity
. . investments
Inflation Linked authorized on or
investments Total Fund MAP 100
) after September 20,
authorized on or 2010
after September
20, 2010
Private Markets Asset Manager
Real Estate and Private Equit
Inflation Linked Pe rformaqncey Total Fund Qualitative TOTAL
Performance Performance Performance Points
All Private Real . .
Estate, REIT and AII.Prlvate Equity
. . investments
Inflation Linked authorized on or
investments Total Fund MAP 100
) after September 20,
authorized on or 2010
after September
20, 2010
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APPENDIX B: Performance Benchmarks

Internal Portfolios

E2: S&P 500 Index

E3: S&P 400 Growth Index

E4: S&P 400 Value Index

E6: S&P 600 index

E7: MSCI USA High Dividend Yield Index
E8: MSCI USA Minimum Volatility Index
F2: Barclays Capital Aggregate Index
Securities Lending: Included in Total Fund performance

Asset Classes

Public Markets:

Asset Class benchmarks as explicitly denoted on the ASRS Strategic Asset Allocation Policy
Schematic (SAAP). Public Markets investment returns will be calculated using time-weighted
rates of return. Asset Class sub-categories will be measured on a standalone basis and then
aggregated based upon market value weights.

Opportunistic Debt will be included for Fixed Income professionals. Opportunistic Debt
returns will be calculated using since-inception internal rates of return (IRR) and compared to
the absolute benchmark on a 1 quarter lag (due to third-party pricing methodologies).

Opportunistic Debt Benchmark: 8% Absolute

Private Debt will be included for Fixed Income professionals. Private Debt returns will be
calculated using since-inception internal rates of return (IRR) and compared to the relative
benchmark on a 1 quarter lag (due to third-party pricing methodologies). Both the since-
inception internal rates of return (IRR) and the benchmark will therefore be for the periods
ending March 31.

Private Debt Benchmark: S&P/ LSTA Levered Loan Index plus 250 bps
Private Markets (including REITS & Commodities):

The Asset Class return for Real Estate & Inflation Linked will be a dollar-weighted composite
of Real Estate, REITS and Inflation Linked Assets (Commaodities, Farmland, and
Infrastructure).

Real Estate & Inflation Linked: 7% Absolute

The Asset Class return for Private Equity will be a dollar weighted composite of Private
Equities and Opportunistic Private Equities.
Private Equity: 8% Absolute

Private Market investment returns will be calculated using since-inception IRRs beginning
October 1, 2010, which is the beginning of the first full quarter since the retention of the new
Private Markets Manager. These from-inception-IRRs will include all investments authorized
on or after September 2010, which is the date the current portfolio manager was hired.
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Commodities: DJUBS Commaodity Index

Total Fund
ASRS Total Fund Return: Strategic Asset Allocation Benchmark Returns
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APPENDIX C: Example

Steps to calculate amounts for
distribution:

For purposes of this example, we use the following assumptions:

Position is Public Markets Portfolio Manager

July 1 base salary is $100,000

Maximum incentive opportunity is 25%

Total Fund 1 year rate of return is greater than 0%

Each category (Internal Portfolio, Asset Class, Total Fund, and

Qualitative) is worth a possible 25 points (or 30 points for excess) to

equal 100 points

e Expected net excess return is 10 bps for internal portfolios, 25 bps for
asset class, and 40 bps for total fund

o Actual Excess Returns (illustrative only):

1-year 3-year
Category (50%) (50%)
Internal Portfolio 33 bps 29 bps
Asset Class -10 bps 10 bps
Total Fund -100 bps 10 bps
Qualitative Meets Exceeds
1. Determine maximum incentive
compensation opportunity $100,000 X 25% = $25,000
(See Maximum Incentive Compensation
Opportunity section)
2. |dentify established performance 1-year 3-year
categories and compare to actual Category : Expected Actual Expected  Actual
erformance Internal Portfolio 10 bps 33 10 bps 29
P ) ) Asset Class 25 bps -10 25 bps 10
(See Performance Categories section) Total Fund 40 bps -100 40 bps 10
Qualitative? Meets Exceeds

("Note: The qualitative performance points are determined by the CIO
and the Director, depending on individual objectives achieved and
contributions made.)

3. Convert actual performance (in 1-year 3-year
bps) to points Category (12.5pts) + (12.5pts) = 25 pts
A Internal Portfolio 15 (33>=120% of points) 15 (29>=120% of points)  30.00
(See Performance Category Weightings Asset CL 0 Clo-oof P S (10mt0% oo p) 500
and Net Excess Return Targets section ssel L1ass -10=0% of points ~40% of points :
9 ) Total Fund 0 (-100=0% of points) ~ 3.13 (10=25% of points) 3.13
Qualitative? Meets Exceeds 20.00
58.13
4. Convert points to a percentage Total Points = Percentage
58.13 58.13%
5. Determine incentive compensation | 58.13% * $25,000 $14.532.50

amount to distribute
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August 11, 2014

Ms. Marie Isaacson

Human Resources Director

Arizona Department of Administration
100 N 15" Ave Suite 401

Phoenix, AZ 85007

Dear Ms. Isaacson:
RE: ASRS COMPENSATION STRATEGIES FOR FISCAL YEAR 2015

The purpose of this letter is to forward the Arizona State Retirement System’s (ASRS) Compensation Strategies
for Fiscal Year 2015 (FY15).

In accordance with the State Personnel System Compensation Strategies guidelines, the following plan
documents ASRS’s plan for administering a complement of five strategies related to variable compensation for
eligible employees, including:

Goal-Based Incentive

Merit-Based Incentive

Spot Incentive

Conditional Retention Pay Incentive
Mernitorious Service Leave

We look forward to having these incentive tools available throughout the fiscal year, which will enable ASRS
management to more effectively achieve a pragmatic, balanced approach to drive, direct, and motivate
performance. The total combined cost of the strategies included in this plan will not exceed $255,140, which is
estimated to be approximately 2% of the agency's FY15 appropriated dollars for personal services, exclusive of
ERE.

The compensation plan is focused on rewarding staff for performance in exceeding goals, adding to plan assets
and/or reducing plan liabilities, reducing risk and costs, improving efficiency, productivity, customer service, and
the member experience while ensuring the overall health and long-term viability of the benefit programs
managed by the ASRS.

Thank you for your consideration of this plan for approvat. if you require additional information or need to
communicate with the agency, please contact Martha Rozen, Chief of Administrative Services, at 602-240-5355
or marthar@azasrs.gov.

Sincerelv.

Paul Matson
Director
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receive Meritorious Service Leave under this compensation strategy (see also
Meritorious Service Leave strategy).

« The incentive payment will be distributed in a one-time lump sum, as close as possible
to the achievement that warrants the recognition.

Given the Spot Incentive’s purpose, criteria, and selection process, the ASRS anticipates that
no more than approximately 25%-30% of ASRS employees will receive an award for an
individual achievement. Because of the ASRS’s team approach to project management with
the sponsorship or participation of employees in a supervisory position, the ASRS anticipates
that an additional 25%-30% of ASRS employees may receive an award for a team

achievement.
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» Exhibits an attitude of openness to others attained on and off the job to
encourage a free flow of ideas and achieve desirable resuits
apinions « Treats others with dignity and respect
» Works effectively to accomplish goals
with teams comprised of dissimilar
individuals or groups

Employee/Team: » Creates a motivated, healthy and

s Surpasses member, stakeholder and productive work environment that
associate expectations celebrates and rewards the

« Embraces positive changes in a manner accomplishments and contributions of
that inspires others others

» Demonstrates a willingness to go the » Takes a personal interest in promoting

Excellence extra mile to engender a positive public teamwork through effective use of

image that solidifies the perception the communication methods within the
ASRS is a trusted brand that members, ASRS to ensure the effective flow of
stakeholders and associates will information and knowledge (This
recognize includes verbal, non-verbal, written and

» Accepts personal responsibility and technological communication
challenges with enthusiasm techniques)

Selection Process

The selection process outiined in the Spot Incentive strategy, or

On a bi-monthly basis, electronic nomination forms for one featured PRIDE Value will
be emailed to all ASRS employees. All ASRS employees may submit nominations until
the identified due date. In writing the nomination, employees are encouraged to:

- Describe what they personally observed, heard or experienced

- Provide specific examples of the demonstrated behavior(s)

- Explain the impact on co-workers, members or the agency

Human Resources will review all nominations to ensure nominees’ eligibility.

All eligible nominations will be placed in a survey.

The survey will be distributed to all ASRS employees who may score each nomination
using a scale of one to ten.

Awards

The awards outlined in the Spot Incentive strategy, or
Up to 8 hours of Meritorious Service Leave, as determined and granted by the ASRS
director and/or deputy director.

Additional Requirements
Meritorious Service Leave awarded under this plan is subject to the following:

No employee will receive more than 24 hours per fiscal year

No more than 5% of ASRS employees may receive Meritorious Service Leave under
the Spot Incentive strategy (see aiso Spot Incentive strategy and Exceptions to Limits
below)

Leave will be prorated for less than fuli-time employees

The employee must use the leave within 12 months

Leave will not be paid out or transferred upon separation

ASRS Compensation Strategies FY15 13|




Exception to Limits

The established guidelines provide that no more than 5% of an agency's employees may
receive Meritorious Service Leave and that each employee may receive no more than 24
hours per year. Under those parameters, the ASRS, which currently has 247 authorized
positions, has the ability to award Meritorious Service Leave to approximately 12 employees
(or potentially 288 hours in terms of total maximum hours).

Under the ASRS Employee PRIDE Rewards and Recognition Program, paid leave is among
the possible awards that may be given to nominees and winners as an acknowledgment of
exemplary service or contributions. The ASRS has established work units and often utilizes
project teams comprised of more than 12 staff members. Based on past results and the
program outline, the ASRS anticipates having the opportunity to award up to approximately
288 hours (8 hours for each recognized PRIDE Value nominee or winner) of Meritorious
Service Leave.

For the purposes of leave granted as a result of the formal ASRS Employee PRIDE Rewards
and Recognition Program, the ASRS may grant leave to more than 5% of the agency’s
employees. This flexibility, in conjunction with other strategies outlined in this pian will assist
the ASRS in retaining key employees, encouraging employee productivity, and improving
guality service as a state agency to our members, participating employers, and the public.
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The Four Cornerstones of Reform
Third Cornerstone of Reform: State Government - Personnel Reform
Provisions of Personnel Reform Legislation

Consolidate Personnel Systems

The personnel systems within the Executive Branch listed below will be consolidated into one
system called the State Personnel System.
o ADOA Personnel System, which includes 91 state agencies, boards and commissions
Department of Gaming
Department of Tourism
Governor’s Office
Secretary of State
Arizona State Retirement System
o Public Safety Personnel Retirement System
The Department of Public Safety will maintain a separate personnel system for its employees.

O O O O O

Transition to At-Will Workforce

Beginning September 29, 2012, the following individuals would become at-will uncovered:
o New hires
Supervisors
Employees employed as attorneys
Employees employed in information technology positions
Employees in grade 19 and higher positions
A covered employee who voluntarily elects to become uncovered
o A covered employee who voluntarily accepts a new assignment (e.g. promotion, transfer)
A current covered employee that does not meet the criteria listed above shall remain covered as long
as the employee continues in covered status without a break in service.
Employees in positions that require full authority peace officer certification and employees in
Correctional Officer I, II or IIl and Community Corrections Officer positions will retain their current
covered/uncovered status unless the employee in the position elects to become uncovered.

O O O O O

Director Term and For Cause Provisions

With the exception of the DPS Director, eliminates agency director terms and removal for cause
provisions.

Allows current directors with term provisions to continue to serve until the expiration of their term.
Modifies the term of the DPS Director; serves concurrently with the appointing Governor.

Amends the appointment of the director of the Industrial Commission by adding subject to Senate
confirmation; the Director serves at the pleasure of the Governor.

Amends the authority to appoint the Executive Director of Arizona State Parks to the Governor
pursuant to A.R.S.§38-211; the Director serves at the pleasure of the Governor.

Search Committees

Eliminates requirements for search committees of Cabinet Agency Directors and for the Board of
Executive Clemency.
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Third Cornerstone of Reform: State Government - Personnel Reform
Provisions of Personnel Reform Legislation

Hiring Practices

e Requires ADOA to develop procedures and standard forms for all agencies to use to verify
education and work history of applicants.

Compensation

e Makes conforming changes to agencies’ statutes that ADOA salary schedules are mandatory for all
employees except those specifically exempted.

e Except for state employees engaged in law enforcement, probation officer and firefighting activities,
eliminates the requirement for employees exempt from the Fair Labor Standards Act (FLSA) to
receive leave for each hour worked over 40 hours in a work week.

e Subject to ADOA approval, allows agencies to spend monies for travel expenses associated with
interviewing out-of-state candidates and relocation expenses if an out-of-state candidate is
appointed; agencies must report by September 1 each year to OSPB and JLBC if any monies are
spent for this purpose.

e Defines the state workweek with specific provisions for Department of Corrections.

e Allows for incentive compensation plans for investment-related positions at ASRS and PSPRS and
requires ASRS and PSPRS to file a copy of the plan with the Governor, President of the Senate,
Speaker of the House of Representatives, OSPB, JLBC and ADOA. Allows for special pay plans
and employment contracts for certain positions at ASRS and PSPRS.

e Repeals teacher/school staff salary study by ADOA (A.R.S.§15-1331).

Administrative Leave

e Requires agencies to report to ADOA if an employee is placed on administrative leave with pay
during any investigation if the leave totals 80 hours or more. Agencies must report on a weekly
basis thereafter until the administrative leave is terminated.

e Requires approval from ADOA if administrative leave exceeds 30 days.

Employee Complaints

o Requires ADOA to establish procedures for reviewing harassment and discrimination complaints
filed by employees.
e  Whistleblower Complaints:

o Increases the penalty for an employee who is found by the Personnel Board to have
knowingly committed a prohibited personnel practice against an employee who disclosed
information evidencing a violation of a law; penalty includes paying a civil penalty of
$10,000 (currently $5,000), immediate dismissal, and removal from future consideration for
state employment.

o Allows a court to award reasonable attorney fees to an employee/former employee who
prevails in a civil action concerning a whistleblower claim, up to $10,000.

o Modifies the level of superior court review for whistleblower complaints from a trial de
novo to a review of the administrative hearing record.

Disciplinary Actions

e With the exception of certain positions, establishes a requirement that all suspensions over 80 hours,
demotions and dismissals be reviewed by ADOA prior to implementing the adverse actions.
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Third Cornerstone of Reform: State Government - Personnel Reform
Provisions of Personnel Reform Legislation

State Personnel Board

Increases the threshold for appealing suspensions from greater than 40 to greater than 80 hours.

e Modifies the Board’s authority. The Board shall affirm the agency’s decision unless the decision
was arbitrary and capricious. If the Board finds the decision arbitrary and capricious or the agency
has not proven by a preponderance of the evidence the facts, the Board may recommend the agency
modify the disciplinary action; if cause did not exist, the Board must reverse the agency decision;
the agency head shall make the final decision.

e Modifies the compensation of the Board members from $30/day to $100/day.

Law Enforcement Merit System Council

o Increases the current Law Enforcement Merit System Council (LEMSC) from three members to five
members; with staggered terms, and reduces term of members from six to three years.

e For DPS employees, the Council:

o Continues to adopt rules, administer classification, compensation and performance

management systems

o Continues to hear appeals

= Modifies the Council’s authority. The Council shall affirm the agency’s decision

unless the decision was arbitrary and capricious. If the Council finds the decision

arbitrary and capricious or the agency has not proven by a preponderance of the

evidence the facts, the Council may recommend the agency modify the disciplinary

action; if cause did not exist, the Council must reverse the agency decision; the

agency head shall make the final decision. If the Director does not accept the

Council’s recommendation, the Director shall state the reason(s) for rejecting the
recommendation.

e A non-DPS covered full authority peace officer in the State Personnel System would be able to
appeal a suspension of more than 40 hours, demotion or dismissal to LEMSC instead of the State
Personnel Board.

e Provides for the compensation of the Board members of $100/day (currently only eligible for
reimbursement of expenses).

Reduction in Force

e For covered employees, retention will be based on the employee’s performance and not on seniority;
prohibits an agency from adopting policies that provide retention based on tenure or seniority.

Miscellaneous

e Makes conforming changes to agencies’ statutes that agency employees are subject to the new state
personnel system article.

e Requires agencies to treat employees in accordance with guiding principles except those specifically
exempted.

e Authorizes the reduction in state office hours to implement furloughs if necessary.
Provides exemption from rule making requirements.

e Changes the date in which ADOA is required to submit an annual report on the financial status of
the special employee insurance trust fund from March 1 to July 1.

o Effective September 29, 2012.
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Paying for performance

By: Pensions & Investments
Published: June 10, 2013

D | Public pension funds face the challenge of
competing with the private sector to recruit
and retain investment talent.

Trustees overseeing billions in pension
assets have a constant struggle to find and
hire staff in investment positions that
command much greater compensation in
the market than typical public-sector pay
levels.
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These trustees must make the case to
politicians and the public that competitive
salaries for public fund investment
professionals are likely to pay off in the
@ == = long run in lower contributions from

< taxpayers.

Investment returns provide most of the
funding to finance retirement benefits,
according to National Association of State
Retirement Administrators. Reaching
investment objectives makes pension promises more secure by lifting the level of funding, and might reduce needed
contributions.
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Roger Schillerstrom

Trustees have a responsibility to make sure their funds perform well by taking advantage of the opportunities in the
investment markets to achieve return goals at acceptable risk levels.

Funds need to take some risk to meet their investment objectives, especially in the current investment environment of
low fixed-income returns and volatile equity markets. Many seek to meet their investment return assumptions by
diversifying into alternative investments, from real estate and private equity to hedge funds and real assets.

As Bernard J. “Jerry” Allen, executive director of the $4.6 billion City of Milwaukee Employes' Retirement System,
said, without appropriate professionals overseeing assets, “it's like riding on a freeway in a tricycle. You don't belong
there. You don't have the wherewithal to keep up with traffic.”

Funds need to navigate against the headwinds of the markets to reach their destination, their goals. They risk major
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losses, or at least failing to meet actuarially assumed returns — and thus the need for higher contributions — by
sailing in volatile seas without modern navigation equipment, sails, rudder, radar, anchor and the crew to use them
effectively.

But pay at many public pension funds hasn't kept up with the market, putting the funds at risk of losing needed
talent. To address the situation, some systems have put into place, or proposed, new compensation structures,
including incentive pay, to better align the interests of the investment staff and the objectives of the funds.

The $168.5 billion Florida State Board of Administration, Tallahassee, is considering a restructuring of its pay for its
194-member staff. Most of them haven't had a pay raise since 2009. Ashbel C. Williams Jr., executive director and
chief investment officer, hasn't had a change in pay since he rejoined the system in October 2008. In 2009, Mr.
Williams scrapped the FSBA's incentive pay program because it wasn't well aligned with the interests of the board or
staff. The proposed structure could raise the combined annual base salary and incentive award of Mr. Williams by
70.3% to $553,500. That would place him only in the middle of the pay scale for the chief investment officers of the
five largest U.S. public funds, excluding the FSBA.

Last December, the $52 billion Massachusetts Pension Reserves Investment Management Board, Boston, approved a
compensation structure geared toward helping recruit and retain investment professionals, as reported in Pensions &
Investments. And in April, as P&I also reported, 22 staff members of MassPRIM received raises. In a letter about the
raises, Michael Trotsky, executive director and CIO, noted “there have been no across-the-board staff compensation
adjustments at PRIM since 2006.”

Some public funds face more challenges than others in recruiting and retaining staff. In New York and Boston, among
centers of the money management industry, public fund talent can walk across the street to much-higher-paying
positions without disrupting their personal lives.

Mary Hobson, executive vice president and managing director of the Colorado office, pensions and benefits practice,
EFL Associates, said it's hard to generalize about the competitiveness of pay at public funds. Some public systems pay
at competitive levels, while others don't, she said, describing FSBA's current compensation as “incredibly low.” Pay
isn't the only driver in attracting talent, Ms. Hobson notes. Public systems can promote their job security and
retirement benefits.

Gary Findlay, executive director of the $8.1 billion Missouri State Employees' Retirement System, Jefferson City,
wrote in an e-mail in response to a request for comment: “The biggest challenge is competing with the private sector
for the talent you need to generate good nominal and risk-adjusted return levels. Maintaining the right talent is
critical because every additional dollar in return is one dollar less that is needed from the taxpayers to properly
finance retirement benefits. ... The conflicting irony is that it's generally viewed as being OK to pay private-sector
people at private-sector rates but not pay comparable talent inside a quasi-governmental organization at even a
fraction of those levels.”

Well-structured, competitive compensation is part of good governance. Public funds with less qualified investment
staffs risk not meeting their objectives in an environment of ever more complex investment strategies in markets that
trade faster.

To meet objectives in investments and funding, trustees have to decide what resources they can bring to bear to
compete in the capital markets for talent. Public fund trustees need to develop appropriate governance budgets of
necessary resources to oversee their assets, from compensation to system technology. If funds don't have the
appropriate governance budgets, they shouldn't move to more sophisticated asset allocations.

Simpler asset allocation might be more appropriate, although it could come with the cost of lower results and lower
actuarial assumptions, causing higher contributions. Talent not up to the appropriate level of a fund's structure can
raise funding cost by underperforming benchmarks.

To ease public concern, trustees ought to move more of total compensation to performance-based pay. Trustees must
take care in designing compensation structures, properly aligning all the interests, especially in incentive
compensation, so as to encourage only prudent risk taking. Incentive pay can promote better accountability and
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oversight of assets and it compels trustees to think intently about investment performance and risk levels.

In addition, trustees need to be more transparent to the public about the design of pay programs and should explain
why competitive pay for investment professionals makes sense.

High pay doesn't guarantee outperformance, but without competitive pay, funds become more vulnerable to the costs
of underperformance and higher employee turnover, leading to higher contributions.

When funds do outperform, “virtually all excess value (is) retained by the pension fund,” according to a 2009 report
by McLagan, a compensation consulting firm and unit of Aon PLC.

That is good for taxpayers and beneficiaries alike. n
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New Governance Models Pay Off For Pensioners:
The American vs. Canadian Pension Fund Experience

By

Luis Navas
Vice Chair and Global Head, Global Governance Advisors
Brad Kelly

Director, Global Governance Advisors

The Fall of 2008 marked the beginning of some tough times
for North American pension funds. Global and domestic markets
crashed, assets depreciated, and funds were left with nowhere to
hide. The result is that many funds reported significant losses in
their overall portfolio in 2008 and 2009. Since then, many pension
funds are currently underfunded and are struggling to regain their
footing in today’s shaky investment environment.

Robert Novy-Marx and Joshua D. Rauh’s 2010 Journal of
Finance paper, Public Pension Promises: How Big Are They and
What Are They Worth?, reported that the 50 U.S. states collectively
faced $3.2 trillion in pension obligations in 2009, but they only
had $1.94 trillion set aside in state pension funds. The following
year, the PEW Center released, The Widening Gap, a study that
reported that 48 public sector state pension funds were underfunded
in 2009. By 2011, the Organization for Economic Co-operation and
Development (OECD) study, Pension Markets in Focus, reported
that as of last year, U.S. funds were still cumulatively 3% below
2007 asset levels.

Compounding this problem even more is the fact that American
demographers anticipate that there will be vast number of baby
boomers on the cusp of retirement, within the very near future
which could result in a significant demand for pension payouts.
According to the U.S. Census Bureau, as of 2010, 13% of the
U.S. population was age 65 and older, equating to 40.3 million
Americans. It is estimated that this number will more than double
to 89 million by 2050.

Overall, it is easy to see why so many pension funds are cur-
rently concerned about future sustainability.

Outsourced History

Pension funds have always been committed to meeting their
pension promise, but historically played the role of an administrator
rather than the role of an investor. The vast majority of today’s Ameri-
can funds primarily manage the administrative functions related to
member relations, contribution collection, and pension payouts and
then outsource the majority of their investment responsibilities.

Investment management expertise in pension funds is rare
due to the historical practice of outsourcing majority of this work
to external, third-party, money managers. The end result of this
practice is that funds have historically had an arm’s length control
over investment activities and pay out tremendous amounts in
management fees related to the size of assets allocated to third
party managers.

The common trend in the asset management industry is for
funds to pay a 2% fee on the total amount of assets outsourced
as well as a 20% performance fee on any returns that are above a
preferred rate of return. For example, a large fund that regularly
contract out management of $20 billion of assets to third-party
investment managers will normally pay a minimum of $400 mil-
lion in annual management fees regardless of whether the outside
investmentactivities resultin positive returns for pension members.

In 2011, Alexander Dyck and Lukasz Pomorski at the Univer-
sity of Toronto’s Rotman School of Management, released a study
entitled, Is Bigger Better? Size and Performance in Pension Plan
Management. One of their conclusions is that funds that depend
on external or passive management tend to spend more to real-
ize similar returns to those who manage in-house. Their findings
concluded that organizations that do not possess internal expertise
tend to spend three times more for the external management of
active assets and five times more for the external management of
alternatives.

The Transformation Experience

Most public pension funds in the U.S. are managed within
government and are often just an extension of the state treasurer
or comptroller office. Boards of Directors of these funds are also
commonly comprised of government bureaucrat appointees and
elected politicians. In Canada, public pension funds are moving
away from this historic management style and are taking a more
progressive approach to money management.

Canada’s earliest example began in the early 1990’s where
Ontario Teachers’ Pension Plan (Teachers) made a conscientious
decision to break from tradition and run its operation more like a
business rather than a government agency. One of the first steps
in its transformation was to alter its governance philosophy and
aggressively recruit top ranked professionals from Canada’s fi-
nancial, government, and business sectors. The former President
and CEO of Teachers, Claude Lamoureux, notes in his paper
Effective Pension Governance: The Ontario Teacher's Story that
he originally declined the CEO position but later accepted under
the condition that he be allowed to run Teachers like a business.
When asked by the Chairman, Gerry Bouey, what he meant by
this, he responded with a list of items that included his intention
that Teachers “would have a compensation plan that would be
reasonably competitive and include incentives.” Upon accepting
the position, Lamoureax had board support for a new manage-
ment philosophy which enabled him to immediately hire a Chief
Investment Officer and then build up an internal investment team.



It is hard for stakeholders and Boards of Directors to embrace
the understanding that higher compensation levels are required to
attract and retain top talent. However, once Teachers’ broke the
barriers and began realizing the benefits, it did not take long for
other Canadian pension funds such as the Canada Pension Plan
Investment Board (CPPIB), Ontario Municipal Employees Retire-
ment System (OMERS), Caisse de dépot et placement du Québec
(Caisse), and most recently Alberta Investment Management Co.
(AIMCo) to follow.

During their transformations, each pension fund altered its
governance philosophy, adopted market competitive compensation
levels and incentive designs, recruited top talent, and internalized
most, if not all, of their investment activity and expertise. As well,
most of the transformed Canadian pension funds established
strong teams of top investment professionals in strategic locations
throughout the world and are now significant players in the world’s
M&A market. Over the last few years, these Canadian funds have
successfully recruited professionals from London and New York
and from organizations such as Goldman Sachs and Morgan Stanley
which is most often unheard of within our U.S. pension market.

Competition for Talent

Establishing market competitive compensation was a key
factor in the recruitment of talent. The gap for talent is clear when
comparing the compensation within the two countries’ (Canada
and U.S.) largest pension funds — the California Public Employees'
Retirement System (CalPERS) and CPPIB. In 2011 CalPERS had
approximately $242 billion in total assets while CPPIB had $148
billion. Marc Lifsher, of the Los Angeles Times states in his ar-
ticle, CalPERS awards 34.5 million in bonuses to managers, that
CalPERS’ CEO, Anne Stausboll, received a base pay of $283,500
along with a bonus of $96,638 in 2011 which represents a total of
$380,138 in received compensation. Comparatively, during that
same year, CPPIB’s annual report states that its President and
CEO, David Denison, received a total of $3.05 million in salary
and bonuses — approximately eight times larger than CalPERS.

As of the beginning of 2010 there were 11,677 private, state,
local, and federal government N
pension funds throughout the AP tandtempgrban
country according to U.S. Census
Bureau. If the Canadian transfor-
mation experience inspires U.S. o
pension funds to change their ‘
management approach, it is easy
to see how demand for global
investment talent could escalate
as a result.
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their new approach. The 2011 OECD study, Pension Markets in

Focus, reported that their analysis showed that by the end 0of 2010,
pension funds in most OECD countries had recovered from 2008
losses - Canadian pension funds are part of this group. Out of 29
select countries, Canadian pension funds were ranked 5th in overall
returns while U.S. pensions fall well behind in 20th position. Part
of this success should be attributed to the performance realized
by Canada’s transformed pension funds. In 2010 the average total
pension return was 13.02% for the five transformed Canadian
funds and by 2011 all five not only recovered from their 2008 and

2009 losses, but had surpassed their 2007 pre-crash asset levels.

By recruiting the expertise that they now have, transformed
pension funds are not only saving significantly on management
fees but are also repurposing their savings into additional invest-
ment opportunities. Janet McFarland’s Globe and Mail article,
Canada’s pension funds perform, at a cost, notes that pension
specialist Keith Ambachtsheer, director of the International Centre
for Pension Management, supports this practice and claims that
despite the higher salary costs in Canada, internal management
has been a bigger advantage than it has been a cost. “OMERS,
Teachers, CPPIB — they have all developed internal teams that
are as good as anybody around the world in terms of assessing a
project, pricing it, [and] doing risk analysis.”

Savings aside, the new internal skill set has also enabled these
funds to become major players in the global investment commu-
nity at a time when governments around the world are looking for
outside investors to help with asset and infrastructure costs. As
stated in Pav Jordan and Andrea Hopkins’ Financial Post article,
Canada s pension funds showing growing dominance, “large, ag-
gressive and patient, [transformed Canadian pension funds] are
pushing into a financing vacuum that neither cash-strapped govern-
ments nor private equity alone can fill. Their power is a challenge
to the world’s biggest sovereign wealth funds and it is enabling
the Canadians to take on the occasional role of activist investor.”

Compensation and Incenting Performance

Considering the gap between public and private compensation
practices, CalPERS lists a number of external equity managers
that it currently uses. Of the list of six domestic companies, three
are publicly listed. Their 2011 proxies note that in the previous
year Richard Penza, CEO of Penza Investment Management
made $1,392,737; James Kennedy, CEO and President of T. Rowe
Price Group Inc. made $7,136,137; and James Dimon, Chairman
and CEO of JP Morgan Chase & Co., made a cumulative total of
$20,816,289. All three are a far cry from what CalPERS paid its
CEO that same year. However, one could argue that CPPIB’s CEO
is at least at the table when it comes to competing with private
sector compensation.

Furthering this gap, it is a general belief in the compensation
advisory world that 10% of a person’s base salary is the absolute
bare minimum that can be used as an incentive. Our firm’s ob-
servation is that anything below 10% is not substantial enough to



incent positive changes in behaviour. Given that this is the bare
minimum, it is not surprising to see that most public pension funds
still espouse to follow public sector practices and offer incentives
that are still relatively low in comparison to overall compensation
levels and in some cases fall close to the 10% bare minimum.

Contrary to this, transformed Canadian pension funds have
adopted stronger performance-based incentive plans that are much
more in line with private sector practices. Claude Lamoureux,
recounts the evolution and adoption of a new incentive design in
his previously mentioned paper. He states that:

“The compensation program saw a number of changes over
the years, but the basic principles were the same. The higher you
were in the organization, the more your compensation depended on
total results. People had to add value to be rewarded and this had
to be sustained over time. Also, unlike many financial institutions,
both our short-term and long-term incentives take into account
several years of results. It is very important for the organization
to get the right types of incentives.”

The result is that all five of the transformed funds now have
compensation plans that place far greater emphasis on incentive
pay over base compensation. Similar to private sector practice,
incentive levels in these organizations now make up 50 to 80% of
executive total annual pay which acts as a significant motivator

and further links pay with performance. Likewise, these pension
funds not only instituted stronger annual incentive plans that better
align with short-term objectives, they have also adopted long-term
incentive plans that help to protect and strengthen the long-term
sustainability demands for their pension members.

Will to Follow

Overall, the transformation of Canadian public pension funds
has paid off and benefited Canadian pension members in a sub-
stantial way. Adopting private sector governance practices have
enabled them to attract, retain and incent high performance talent
within their respective organizations. Operating costs are lower
and these funds are now regarded as highly esteemed players in
the global investment community. Unfortunately, in many respects,
most U.S. pension funds have lagged behind in their governance
practices and as a result are falling behind in sustaining their pension
promise. Fortunately, as the Canadian experience has shown, even in
today’s volatile investment environment, changes in organizational
governance can definitely lead to strong rewards, higher returns
and strengthened sustainability for today’s’ struggling pension
funds. If U.S. pension funds wish to meet their members’ future
pension demands, they need to become competitive players in the
world’s financial community. If smaller Canadian pension funds
have successfully accomplished this, certainly our U.S. public
pension funds should have the capacity and the will to follow.
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