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Overall Conclusion  

Through their incentive compensation plans for 
plan year 2012, the Teacher Retirement System 
(TRS) and the Permanent School Fund (PSF) of 
the Texas Education Agency made incentive 
compensation awards to employees in 
accordance with their policies and procedures.  
However, both TRS and the PSF could 
strengthen their incentive compensation plan 
oversight by formally requiring annual approval 
or confirmation of those plans. Although the 
TRS board of trustees confirms the continuation 
of the TRS incentive compensation plan each 
year, the approved incentive compensation 
plan does not require that confirmation.  
Similarly, although the commissioner of education approved the PSF incentive 
compensation plan, the commissioner was not required to do so.   

The Employees Retirement System (ERS) did not always award incentive 
compensation in accordance with its policies and procedures.  Auditors identified 
the following: 

 ERS did not finalize its written incentive compensation plan until April 2012, 
which was seven months after the beginning of its plan year.  On August 23, 
2011, the board of trustees approved certain changes to the incentive 
compensation plan (see Appendix 2 for an excerpt from the board of trustees 
meeting minutes).  However, ERS subsequently made additional changes and did 
not present those changes to the board of trustees.  Those changes redefined 
how the amounts of incentive compensation would be calculated for the 
individuals in those positions for plan year 2012.  Those changes modified the 
incentive compensation calculation metrics for 60 percent of the individuals 
eligible for incentive compensation.   

 The ERS executive director was eligible to receive incentive compensation 
through the ERS incentive compensation plan. However, the ERS executive 
director received a one-time 50 percent merit increase of $162,501 from the ERS 
board of trustees “…in consideration of the Executive Director’s management 
and oversight of ERS, its five retirement programs, and accomplishments in 2012 
in the areas of strategy and leadership…the interim benefits study, and her skills 
as a member of the internal investment committee…”  ERS paid the executive 

Incentive Compensation 
for Plan Year 2012 

TRS, PSF, and ERS awarded a total of 
$11,379,096 in incentive compensation to 
174 employees through their incentive 
compensation plans for plan year 2012. 
Specifically: 

 TRS awarded $8,321,095 to 109 
employees. 

 The PSF awarded $1,233,649 to 23 
employees.  

 ERS awarded $1,824,352 to 42 
employees. 
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director that merit increase in November 2012.  See Appendix 3 for an excerpt 
from the board of trustees meeting minutes. 

Summary of Management’s Response 

TRS and the PSF agreed with the recommendations in this report; ERS generally 
agreed with the recommendations in this report.  

Summary of Information Technology Review 

Auditors tested access controls over spreadsheets containing incentive 
compensation calculations at TRS, the PSF, and ERS and concluded that access 
controls at all three entities were adequate.   

Summary of Objective, Scope, and Methodology 

The objective of this audit was to determine whether incentive compensation at 
TRS, the PSF, and ERS was calculated and paid in accordance with policies and 
procedures.   

The scope of this audit covered incentive compensation plan years ending 
September 30, 2012, at TRS; July 31, 2012, at the PSF; and August 31, 2012, at 
ERS.   

The audit methodology included collecting information and documentation from 
the audited entities; reviewing incentive compensation plans, policies and 
procedures, applicable statutes, and other guidance related to incentive 
compensation; and analyzing and evaluating data and the results of tests.  Auditors 
selected a judgmental sample of incentive compensation payments at each audited 
entity and verified that recipients tested were eligible to receive payments, that 
data inputs used in calculations were correct, and that payment amounts were 
calculated correctly based on the terms of the plans.  As noted above, auditors 
also tested access controls at the audited entities.  
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Detailed Results 

Chapter 1 

TRS Awarded Incentive Compensation in Accordance With Its Policies 
and Procedures 

The Teacher Retirement System (TRS) awarded incentive 
compensation for its plan year ended September 30, 2012, in 
accordance with its policies and procedures.  

TRS awarded a total of $8,321,095 in incentive compensation to 
109 employees.1

The TRS incentive compensation plan is based on a combination of investment 
performance and qualitative performance. The investment performance 
component compares investment performance with benchmarks and the 
performance of other large public funds. The qualitative performance component 
assesses performance in a variety of areas such as ethics, decision making and 
judgment, and analytical skills.  

  TRS awarded the most incentive compensation to 
its chief investment officer, who received $483,754 payable over a 
two year-year period.  That $483,754 represented 6 percent of the 
$8,321,095 in total incentive compensation that TRS awarded.  

The TRS incentive compensation plan measures investment performance on both 
a one-year basis and a three-year basis.  For the year ended September 30, 2012, 
TRS investments generated an excess positive return of 1.17 percent (117 basis 
points) over the benchmark for the three-year period and an excess positive return 
of 1.29 percent (129 basis points) over the benchmark for the one-year period.  
TRS’s incentive compensation plan weights the three-year return twice as much 
as the one-year return.  TRS met its goals for both the one-year and three-year 
periods; therefore, this triggered the awarding of incentive compensation.  

To determine incentive compensation amounts, TRS followed the incentive 
compensation plan its board of trustees approved. However, the TRS incentive 
compensation plan does not require the board of trustees to confirm the 
continuation of that plan annually. Requiring formal confirmation of the 
continuation of the incentive compensation plan could help to ensure that the plan 
remains aligned with the intent of the board of trustees.  It could also help ensure 
compliance with Rider 14, pages III-32 through III-33, General Appropriations 
Act (82nd Legislature), which specifies that the board of trustees may make 
performance incentive compensation payments “…based on investment 
performance standards adopted by the Board prior to the beginning of the period 
for which any additional compensation is paid.” 

                                                             

1 As of February 1, 2013, TRS paid employees $4,160,547 of the $8,321,095 it awarded; $4,160,548 was due to be paid in 2014. 

The TRS Incentive 
Compensation Plan 

TRS calculates investment returns for 
its incentive compensation plan on a 
net-of-fees-paid-to-external-
managers basis. 

Source:  Pure View Report, State 
Street Global Services.  
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Recommendation  

TRS should update its incentive compensation plan to include a requirement for 
the board of trustees to confirm the continuation of that plan prior to the 
beginning of each plan year. 
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Management’s Response  
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Chapter 2 

The PSF Awarded Incentive Compensation in Accordance With Its 
Policies and Procedures 

The Permanent School Fund (PSF) of the Texas Education Agency 
awarded incentive compensation for its plan year ended July 31, 2012, 
in accordance with its policies and procedures.  

The PSF awarded a total of $1,233,649 in incentive compensation to 23 
employees.2

The PSF incentive compensation plan compares investment performance with a 
target benchmark on a three-year rolling basis.  The PSF calculates incentive 
compensation based on an employee’s achievement of goals in fund performance, 
asset class performance, and portfolio performance.  Because investment 
performance exceeded the benchmark, this triggered the awarding of incentive 
compensation.  Specifically, the total fund investment performance: 

  The PSF awarded the most incentive compensation to its 
deputy chief investment officer, who received $126,502 payable over a 
two-year period.  That $126,502 represented 10 percent of the 
$1,233,649 in total incentive compensation that the PSF awarded. 

 Exceeded the target benchmark by 0.70 percent (70 basis points) for the 
three-year period from August 1, 2009, to July 31, 2012.   

 Exceeded the target benchmark by 0.52 percent (52 basis points) for the two-
year period from August 1, 2010, to July 31, 2012.   

 Exceeded the target benchmark by 0.52 percent (52 basis points) for the one-
year period from August 1, 2011, to July 31, 2012.  

The former commissioner of education suspended the PSF incentive 
compensation plan in August 2011 and reinstated it retroactively with no changes 
in June 2012.  The PSF incentive compensation plan requires the commissioner 
of education to approve the list of participants who are eligible for the incentive 
compensation plan within 60 days of the plan’s start date.  However, because the 
incentive compensation plan was suspended at the beginning of the plan year, the 
PSF did not obtain that approval at the beginning of the plan year.  The current 
commissioner of education approved the list of eligible participants on December 
5, 2012.  

The PSF incentive compensation plan also does not require the commissioner of 
education to formally approve the incentive compensation plan prior to the 
beginning of a plan year. Requiring formal approval of the incentive 
compensation plan could help to ensure that the plan aligns with the intent of the 
commissioner of education.  It also could help ensure compliance with Rider 22, 

                                                             
2 As of December 10, 2012, the PSF had paid employees $616,825 of the $1,233,649 it had awarded; $616,824 was due to be 

paid in late 2013. 

The PSF Incentive 
Compensation Plan 

The PSF calculates investment 
returns for its incentive 
compensation plan on a gross-of-
fees-paid-to-external-manager 
basis. 

Source: Mellon Bank Performance 
Calculation Worksheet. 
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page III-11, General Appropriations Act (82nd Legislature), which specifies that 
payments from the incentive compensation plan “…must be based on investment 
performance standards set prior to the beginning of the period for which any 
additional compensation is paid.” 

Recommendations  

The PSF should: 

 Ensure that the commissioner of education approves the list of participants 
eligible for the incentive compensation plan within 60 days of the plan’s start 
date. 

 Update its incentive compensation plan to include a requirement for the 
commissioner of education to formally approve that plan prior to the 
beginning of a plan year. 



 

An Audit Report on 
Incentive Compensation at the Teacher Retirement System, the Permanent School Fund, and the Employees Retirement System 

SAO Report No. 13-033 
April 2013 

Page 6 
 

Management’s Response  
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Chapter 3 

ERS Did Not Always Award Incentive Compensation in Accordance With 
Its Policies and Procedures    

The Employees Retirement System (ERS) did not always award 
incentive compensation for its plan year ended August 31, 2012, in 
accordance with its policies and procedures.   

ERS awarded a total of $1,824,352 in incentive compensation to 42 
employees.3

The ERS incentive compensation plan is based on a combination of investment 
performance and, for certain employees, qualitative performance. The investment 
performance component compares investment performance to a benchmark.  The 
qualitative performance component assesses items such as an employee’s 
development of hedge fund strategies and implementation of an emerging 
manager program.  Although ERS did not meet its performance benchmark of 
8.11 percent, the total fund performance was positive 8.04 percent (804 basis 
points), which triggered the awarding of incentive compensation.  

  ERS awarded the most incentive compensation to its 
director of public equities, who received $118,298 payable over a three-
year period. That $118,298 represented 6 percent of the $1,824,352 in 
total incentive compensation that ERS awarded. 

Auditors identified the following: 

 ERS did not finalize its written incentive compensation plan until April 2012, 
which was seven months after the beginning of its plan year.  On August 23, 
2011, the board of trustees approved certain changes to the incentive 
compensation plan (see Appendix 2 for an excerpt from the board of trustees 
meeting minutes).  However, ERS subsequently made additional changes and 
did not present those changes to the board of trustees. Those changes 
redefined how the amounts of incentive compensation would be calculated 
for the individuals in those positions for plan year 2012.  Those changes 
modified the incentive compensation calculation metrics for 60 percent of the 
individuals eligible for incentive compensation.   

 The ERS executive director was eligible to receive incentive compensation 
through the ERS incentive compensation plan.  However, the executive 
director received a one-time 50 percent merit increase of $162,501 from the 
ERS board of trustees “…in consideration of the Executive Director’s 
management and oversight of ERS, its five retirement programs, and 
accomplishments in 2012 in the areas of strategy and leadership… the interim 
benefits study, and her skills as a member of the internal investment 
committee...”  ERS paid the executive director that merit increase in 
November 2012.  While ERS asserted that merit increase was not paid 

                                                             
3 As of December 1, 2012, ERS paid employees $912,602 of the $1,824,352 it awarded; $446,510 is due to be paid in late 2013, 

and $446,510 is due to be paid in 2014. 

The ERS Incentive 
Compensation Plan 

ERS calculates investment 
returns for its incentive 
compensation plan on a net-of-
fees-paid-to-external-managers 
basis. 

Source: ERS incentive 
compensation plan.    
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through the incentive compensation plan, its accounting records indicated that 
ERS charged that merit increase to the expense object code used to record 
incentive compensation plan payments.  The executive director’s merit 
increase was the only non-incentive-compensation bonus charged to that 
expense object code during the plan year.  See Appendix 3 for an excerpt 
from the board of trustees meeting minutes. 

 ERS calculated two employees’ incentive compensation based on the full 
plan year when those employees were not eligible to participate in the 
incentive compensation plan until November 2011, which was two months 
after the beginning of the plan year.  As a result, those employees received a 
total of $21,372 or 16.7 percent more in incentive compensation than they 
should have received.  A third employee’s incentive compensation should 
have been between $56,762 and $73,790; however, ERS awarded that 
employee $37,460 in incentive compensation and did not provide 
documentation explaining that amount.    

 The ERS incentive compensation plan does not require the board of trustees 
to formally approve the incentive compensation plan prior to the beginning of 
a plan year.  This increases the risk that the incentive compensation may not 
align with the intent of the board of trustees. 

Recommendations  

ERS should: 

 Finalize its incentive compensation plan prior to the beginning of a plan year. 

 Calculate and award incentive compensation based on its incentive 
compensation plan, and consistently document its reasons for any deviation 
from that plan. 

 Update its incentive compensation plan to include a requirement for the board 
of trustees to formally approve that plan prior to the beginning of a plan year. 
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Management’s Response  
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Appendices 

Appendix 1 

Objective, Scope, and Methodology 

Objective 

The objective of this audit was to determine whether incentive compensation at 
the Teacher Retirement System (TRS), the Permanent School Fund (PSF) of the 
Texas Education Agency, and the Employees Retirement System (ERS) was 
calculated and paid in accordance with policies and procedures.   

Scope 

The scope of this audit covered incentive compensation plan years ending 
September 30, 2012, at TRS; July 31, 2012, at the PSF; and August 31, 2012, at 
ERS.  

Methodology  

The audit methodology included collecting information and documentation from 
the audited entities; reviewing incentive compensation plans, policies and 
procedures, and other guidance related to incentive compensation; and analyzing 
and evaluating data and the results of tests.   

Auditors selected a judgmental sample of incentive compensation payments at 
each entity and verified that recipients tested were eligible to receive payments, 
that data inputs used in calculations were correct, and that payment amounts were 
calculated correctly based on the terms of the plans.  Auditors also tested access 
controls at the audited entities.  

Auditors reviewed calculations, personnel files, payroll data, and externally 
reported fund performance results to determine whether the audited entities 
calculated and paid incentive compensation in accordance with policies and 
procedures.  Auditors also tested access controls over the spreadsheets used in 
calculating incentive compensation for authorized personnel.  

Auditors did not conduct data reliability assessments.  Those assessments were 
not necessary for the purposes of this audit because data was used only as support 
for testing information available at the audited entities.   

Information collected and reviewed included the following:   

 Incentive compensation plan at TRS, the PSF, and ERS. 

 Incentive compensation payment calculation spreadsheets for incentive 
compensation plan years ending September 30, 2012, at TRS; July 31, 2012, 
at the PSF; and August 31, 2012, at ERS.
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 Incentive compensation recipients’ personnel files. 

 Payroll data related to incentive compensation recipients.  

 Investment performance reports from investment custodian banks.  

Procedures and tests conducted included the following:   

 Interviewed management and key personnel at TRS, the PSF, and ERS.  

 Analyzed and recalculated incentive compensation payments for incentive 
compensation plan years ending September 30, 2012, at TRS; July 31, 2012, 
at the PSF; and August 31, 2012, at ERS. 

 Reviewed and tested compliance with the audited entities’ policies and 
procedures. 

Criteria used included the following:   

 Teacher Retirement System of Texas Performance Incentive Pay Plan.  

 Texas Permanent School Fund Performance Incentive Pay Plan.  

 Employees Retirement System of Texas Incentive Compensation Plan.  

 Section 44, Article III, Texas Constitution and related statutes.  

 Rider 14, pages III-32 through III-33, and Rider 22, III-11, General 
Appropriations Act (82nd Legislature). 

 Attorney General opinions related to incentive compensation.  

Project Information 

Audit fieldwork was conducted from February 2013 through April 2013.  We 
conducted this performance audit in accordance with generally accepted 
government auditing standards. Those standards require that we plan and perform 
the audit to obtain sufficient, appropriate evidence to provide a reasonable basis 
for our findings and conclusions based on our audit objectives. We believe that 
the evidence obtained provides a reasonable basis for our findings and 
conclusions based on our audit objectives.   

The following members of the State Auditor’s staff performed the audit: 

 Michael O. Clayton, CPA, CISA, CIDA, CFE (Project Manager) 

 Amadou N’gaide, MBA, CFE, CIDA (Assistant Project Manager)  

 Roger Ferris, CPA 

 Michelle Ann Duncan Feller, CPA, CIA (Quality Control Reviewer) 

 Angelica M. Ramirez, CPA (Audit Manager) 
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Appendix 2 

Excerpts from August 23, 2011, ERS Board of Trustees Meeting 
Minutes  

Below are excerpts from the minutes of the August 23, 2011, meeting of the Employees 
Retirement System board of trustees.  
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Appendix 3 

Excerpt from September 26, 2012, ERS Board of Trustees Meeting 
Minutes  

Below is an excerpt from the minutes of the September 26, 2012, joint meeting of the 
Employees Retirement System investment advisory committee and board of trustees.  
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