Joint Board and IAC Meeting
3/11/2020
AGENDA ITEM DETAILS
Subject:

*Global Public Equity Market Update and Program Overview

BACKGROUND:
This agenda item will focus on the Global Public Equity asset class and includes an annual review of the
following topics in regard to the Employees Retirement System of Texas (ERS) Global Public Equity
Program:
 Investment Objective and 2019 Performance
 Notable Structural Changes in Global Public Equity
 Global Public Equity Team Update
 Portfolio Structure and Positioning
 Risk Management
 2020 Global Public Equity Outlook
 External Advisor Program Update
 Trading Update
 Proxy Voting
 Global Public Equity Initiatives for 2020
GLOBAL PUBLIC EQUITY INVESTMENT OBJECTIVE AND 2019 PERFORMANCE
As stated, in the Global Public Equity Asset Class Guidelines and the ERS Investment Policy, the
investment objective for this asset class is to outperform the Global Public Equity benchmark over rolling
five-year periods, while maintaining compliance with the Active Risk Budget. The general investment
strategy is to combine lower risk internal portfolio strategies and higher risk external portfolio strategies to
produce a stable excess return with a target tracking error of 150 basis points (bps) and an expected
excess return ratio (Please see definitions at the end of this document.) of 0.25 or better. As of December
31, 2019, the Global Public Equity asset class represents 39% of the overall ERS Trust, compared to the
target allocation of 37%.
2019 Performance – The Global Public Equity asset class posted strong absolute returns in Calendar
Year 2019. The asset class posted a return of 26.18%. This was the best absolute return on a calendar
year basis since 2009. The benchmark posted a return of 26.75%, on a relative basis. The asset class
underperformed its policy benchmark MSCI (Please see definitions at the end of this document.) All
Country World Investable Market Index by 57 bps. The relative under-performance can be explained by
three primary factors: (1) the lagged performance of the Directional Growth Portfolio (2) cash drag and (3)
the underweight to U.S. Large Cap stocks. More specifically, the Directional Growth Portfolio is reported
with a one month lag since they are structured as hedge funds. As a result of this lagged reporting, the
Directional Growth Portfolio included very weak returns from December of 2018, but did not include the
very strong returns of December 2019. On the positive side, stock selection was generally good in most
portfolios. Stock selection was particularly strong for most of international portfolios. Three of our four
fundamentally driven internal portfolios out performed their individual benchmarks. Eight of our 10
external portfolios also outperformed, including all five new international small-cap portfolios.
NOTABLE STRUCTURAL CHANGES IN 2019
Consolidated Internal Portfolios – Internal portfolios were consolidated from six to four in CY19. In
addition, the internal research effort was changed from one in which analysts supported multiple portfolios
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to one in which analysts contribute their ideas to only one portfolio. This simpler structure is designed to
enhance communication and focus. The diagram below highlights this change.
Previous Internal Structure

Current Team Structure

Changed Domestic Benchmarks –
The ERS Board of Trustees (Board) approved benchmark changes for both internal and external
domestic portfolios from Standard and Poor’s benchmarks to MSCI benchmarks. This change aligns our
domestic benchmarks with our overall asset class benchmark and our international portfolios benchmarks
(all are MSCI). This change also facilitates the management of our asset class size exposure.
New International Value Portfolio
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A new portfolio focused on International Value Stocks was created in CY19. Most of ERS’ internal
portfolios maintained a growth tilt. Staff created the new International Value Portfolio to help balance the
exposure to the value/growth factor. It is largely a passive portfolio managed to the MSCI EAFE Value
(Please see definition at the end of this document.) benchmark, but it does have small quantitative factor
tilts. Relative to an Exchange Traded Fund (ETF), this internally managed portfolio results in significant
management fee savings ($1.8 million). This portfolio was originally funded primarily through the
defunding of an external manager (Fisher Investments). As more external international value managers
are added to the Select Pool, this portfolio will be used as a funding source to gain more active value
exposure. The Risk and Applied Research Team (RMAR), headed by Carlos Chujoy, manages this
portfolio.
TEAM UPDATE
Four teams comprise the internal research effort of the Global Public Equity Team. Kelley Hewell leads
the U.S. Large Cap Team, Andrew Hodson leads the U.S. SMID (Please see definition at the end of this
document.) cap team, Keith Lyons leads the Developed International Team, and Tim Reynolds leads the
Emerging Markets Team.
Three new team members joined the Global Public Equity Team in 2019. T.J. Qatato joined the
Developed International Team, Derek Sadowsky joined the U.S Large Cap Team, and Ian Smith joined
the Emerging Markets Team. All three new team members bring a vast amount of experience and
investment knowledge to their respective teams. ERS has two additional openings that are expected be
filled in Calendar Year 2020.
The Global Public Equity asset class also receives assistance from the External Advisor Team. This team
works to ensure that the selected advisors are adding value and complementing the internal efforts of the
Global Public Equity Program. Lauren Honza is the lead Portfolio Manager for the External Advisor
Program. The following chart shows the analysts and portfolio managers of the Global Public Equity
Team.
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PORTFOLIO STRUCTURE AND POSITIONING
Global Public Equity – The $11.4 billion Global Public Equity composite, as of December 31, 2019,
consisted of seven domestic portfolios, two international fund-of-funds portfolio, and 12 international
portfolios. As of December 31, 2019, Global Public Equity comprised 39% of the total ERS Trust.
The $6.0 billion domestic composite is comprised of:
an internal Large Cap Fund benchmarked to the MSCI US Large Cap index
an internal SMID Fund benchmarked to the MSCI US SMID Index
a Special Situations composite (containing two strategies)
two externally advised value portfolios
one externally advised Large Capitalization Options Enhanced Portfolio
The charts below show the distribution of portfolio weights, the distribution of active return, and risk
across the composites and portfolios. Note that risk allocation measured by tracking error is generally
higher than dollar allocation for more active portfolios.
The $5.4 billion international composite is comprised of:


an internal MSCI All Country World Index, excluding the United States (ACWI ex US) (Please see
definition at the end of this document.) composite (containing developed Europe, developed Asia,
Emerging Markets, and Canada Portfolios)



an external strategy benchmarked against the MSCI EAFE Index



two external strategies benchmarked against the ACWI ex US benchmark



an external fund of funds strategy benchmarked against MSCI EAFE Small Cap Index



an external fund of funds strategy benchmarked against MSCI Emerging Markets Index
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an internal international value strategy benchmarked against MSCI EAFE Value Index



an external emerging markets strategy benchmarked against MSCI Emerging Markets Index



an external directional growth strategy that includes a Japanese extension strategy benchmarked
against the MSCI Japan Index, an external strategy benchmarked against the MSCI All Country
World Index (ACWI).

The chart below highlights the breakdown between internal and external management on both a domestic
and international basis. As of December 31, 2019, 68% was managed internally and 32% was managed
externally. From a regional perspective, 52% of the asset class was in domestic equity while international
equity comprised 47%.

During CY19, seven portfolios were added to the program. All seven of the new portfolios are focused on
international equity. Five of the new portfolios are externally managed portfolios focused on the
international small cap asset class, one new fund of funds portfolio focused on emerging markets, and
one new internally managed portfolio focused on international value stocks.
From a risk allocation standpoint (measured by tracking error), the externally managed portfolios
contribute a higher level of risk than the internal portfolios. The chart below displays tracking error by a
sampling of internal and external portfolios.
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Program Positioning – The charts below show the geographic allocation of the Global Public Equity
Composite. The composite is currently underweight in the domestic allocation compared to the MSCI
ACWI IMI Benchmark. The relative allocation to Europe, the United Kingdom, Japan, and Emerging
Markets have increased over the last year while the relative allocation to the United States has
decreased.

Looking at the overall composite from a sector level, the largest sector changes for the year involved
declining exposure to health care with an offsetting increase in exposure to the industrials sector. Utilities
and materials were brought closer to the benchmark, with the weight in financials declining. Other sector
exposures generally remained intact from the prior year.
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From a factor standpoint, most factor tilts are modest. The overall composite does have exposure to
momentum and growth. In addition, it has slight underweights to both yield and size.

Portfolios – The charts below give a general overview of the portfolios’ expected values and relative
size. Generally, the larger internal portfolios follow lower tracking error constraints, serving as the core,
and more active risk is taken by the externally advised portfolios. The market value of the domestic equity
program was $6.0 billion at the end of Calendar Year 2019. Internally managed portfolios account for
81% of the domestic equity assets. The market value of the International Equity Program was $5.4 billion
at the end of the Calendar Year 2019. Internally managed portfolios accounted for 53% of international
equity assets. In 2019, the Core Portfolio (S&P 500 Index portfolio) was merged into the Large Cap Active
Portfolio. This transition simplified our domestic large-cap exposure as well as aligned our portfolios with
the MSCI domestic benchmark change.
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Risk Management
Risk management of the Global Public Equity Program is detailed in the Investment Policy. It is monitored
on a daily basis through reporting to Internal Compliance and at an investment level by the Risk
Committee and the CIO. ERS uses the industry standard for forecasting risk, which is the Barra Global
Risk Model used widely across the equity landscape. The model relies on extensive statistical analysis of
global equity markets to forecast a range of expected outcomes relative to an underlying benchmark.
In addition to managing the risk of the Global Public Equity Program within the Active Risk Budget
outlined in Addendum I of the Investment Policy, ERS monitors the forecasted risk of various composite
portfolios down to individual portfolios on a daily basis. Global Public Equity at an asset class level has a
tracking error target of 150 basis points and a limit of 300 basis points.
The Global Equity Portfolio exhibited a forecast active risk between 48 bps and 76 bps well below the
target of 150 basis points and limit of 300 basis points.

2020 GLOBAL PUBLIC EQUITY OUTLOOK
The outlook for Global Equity in 2020 is still positive, but more moderate returns relative to 2019 should
be expected. Central banks remain accommodative by providing ample liquidity and keeping interest
rates low. In addition, a trade truce should improve industrial and manufacturing activity in 2020.
Recession fears have also diminished recently as the global economy appears more stable as a result of
monetary and fiscal stimulus and an easing of trade concerns. On the other hand, market sentiment is
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more ebullient relative to the start of 2019 and market valuation levels look expensive in certain
geographies and sectors. Most of the very positive return in 2019 can be attributed to an expansion of
valuation multiples as opposed to earnings growth. In 2020, investors will be looking for signs of earnings
growth to move markets higher.
The charts below show that the economic backdrop is stabilizing, and the risk of recession is declining.

While the economic environment has stabilized, valuations have also moved higher. The chart below
highlights that valuation levels are near their highest levels over the last 10 years. The chart also shows
that valuations are more expensive in the United States relative to the rest of the world.
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Within the current investment climate staff prefers: (1) international stocks over domestic stocks, (2) U.S.
small and mid-capitalization stocks over U.S. large capitalization stocks, and (3) cyclical industries over
defensive industries. These preferences are based on relative valuation levels and the earnings outlook
improving on a global basis.

EXTERNAL ADVISOR PROGRAM UPDATE
External Advisor Program Overview
The Investments Division established the External Advisor Program (EAP) to seek quality external
management. The objective of the program is to find external advisors that can complement internal
management efforts and expand the investment opportunity set with higher conviction, broader
differentiation, and more opportunistic strategies than internally managed portfolios. The goal is to find
managers that provide diversification benefits for risk reduction and increased returns.
The key considerations to determine when to use external management is based on: (1) lack of internal
expertise (2) unavailable internal resources for investment strategy and (3) the ability for external advisors
to add value. External management is routinely evaluated in light of the evolution of ERS’ internal
expertise and needs.
The allocation of the Global Public Equity asset class as of December 31, 2019, is reflected in the
following chart. This asset allocation includes managers in the Global Public Equity Directional Growth
Portfolio, which is monitored by the Hedge Fund Team, and will be presented at the August 2020 Joint
Meeting of the Board of Trustees and Investment Advisory Committee (IAC).
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Below is a summary table of the currently funded external advisors. An overview of each strategy and
performance is included in Board materials.
Funded External Advisors
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Below is a summary table of the Select Pool.
Select Pool

External Advisor Program Investment Process
The Investment Process for the Global Public Equity External Advisor Program is managed by the
External Advisor Team in coordination with the internal Global Public Equity Team. It requires
collaboration among staff and is supported by ERS consultants. As depicted in the graphic below, the
multifaceted approach is comprised of five phases: research, select, implement, monitor, and rebalance.
External Advisor Program Investment Process

Investment Process – Research Phase
ERS takes a comprehensive approach to understand how external management can best support the
needs of the Global Public Equity asset class. Members of the External Advisor Team research strategies
that might complement internal portfolios. Once a strategy has been identified that could add value, staff
researches managers in that particular strategy. ERS sources managers through the ERS External
Advisor Website ((Please see website location at the end of this document.) and eVestment, a third party
investment manager database and industry recognized source for manager research. ERS’ investments
general consultant also provides information on strategies and managers that might be of interest. In
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addition, the External Advisor Team and other staff attend conferences and manager meetings to
discover new investment strategies and managers.
Investment Process – Select Phase
The Select Phase is a four-step process that begins with a formalized search and culminates in the
placement of managers into the select pool. This process is designed to provide transparency into the
external advisor selection and is a critical aspect of the investment process. The process permits staff to
be tactical with external management by allowing external advisors’ portfolios to be funded and defunded,
as needed, in conjunction with staff’s ongoing monitoring of the Select Pool.
The Select Pool was first introduced at the November 19, 2009, Joint Meeting of the Board and IAC. It
has since been presented and reviewed annually at the Joint Meetings of the Board and IAC. An
important milestone for the Select Pool process was February 26, 2013 when it was formalized by the
Board and IAC in the ERS Investment Policy. The formalization of the Select Pool established a clear
methodology regarding the selection of external advisors, and allowed for the internal selection of the
Select Pool by an Asset Class Investment Committee (ACIC). The ACIC includes the Executive Director,
the Chief Investment Officer (CIO), one IAC member, and a senior member of ERS Investments staff. By
focusing manager selection at the staff level, the ERS Investment Program provides a better alignment of
the Board and IAC roles relative to staff.
The steps of the Select Phase are as follows:
Search – Staff initiate a search when there is a strategy need by reviewing firms and requesting
submission of Request for Proposals (RFP) and Due Diligence Questionnaires (DDQs).
Due Diligence – Staff conducts a multi-staged investment operational due diligence process during
the selection phase and presents recommendations to the ACIC.
Approval – Based on Investments staff recommendations, the ACIC then grants approval for firms to
be placed in the Select Pool. Once a firm has been placed in the Select Pool, Investment's staff work
with the Office of the General Counsel to finalize a contract with the firm.
Monitor – The Select Pool is monitored on an ongoing basis. Under direction of the CIO, staff revisit
whether external advisors in the Select Pool are meeting the needs of the Trust, or if other firms need
to be considered for the Select Pool by conducting new searches. The Select Pool is refreshed for
unfunded external advisors on an as needed basis, targeting no less than three years from selection.
Investment Process – Implement Phase
In coordination with the Global Public Equity Team, staff constructs an optimized portfolio consisting of
both external and internal strategies. The funding decisions are based on staff recommendations and
authorized by the CIO, in consultation with the Executive Director, pursuant to the ERS Investment Policy.
Investment Process – Monitor Phase
Staff proactively perform ongoing monitoring of funded external advisors on a daily, monthly, quarterly,
semi-annual and annual basis. This includes both investment and operational monitoring. Details on the
individual external advisors are in the quarterly reports provided to the Board and IAC.
Investment Process – Rebalance Phase
The External Advisor Team, in consultation with the Global Public Equity Team, reviews portfolio
construction and the internal/external mix and rebalances as needed.
External Advisor Program – Recap of Calendar Year 2019
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Funding – Ten strategies were approved for placement into the Select Pool in December 2018. Five of
those strategies (Axiom International Small Cap Equity, EAM International Small Cap, Global Alpha
International Small Cap, KAR International Small Cap, and QMA Emerging Markets Small Cap) were
funded in February of 2019 with performance beginning March 1, 2019. An overview of each strategy and
performance is included in Confidential Quarterly Reports provided to the Board and IAC. An additional
five international small cap strategies remain in the Select Pool and will continue to be monitored by
Investments staff for funding.
Defunding – The CIO, in consultation with the Executive Director and senior members of the equity team,
decided to defund Fisher Investments in October 2019. A series of events occurred involving Ken Fisher,
Founder, Executive Chairman, co-Chief Investment Officer and majority owner of the firm. After extensive
due diligence, ERS was concerned with the firm’s ability to focus given both internal and external
distractions, and felt it was consistent with fiduciary duty to defund the relationship. In addition to ERS
due diligence, NEPC had an internal committee review of the event and ultimately recommended that
clients terminate holdings with Fisher. ERS’ assets were deployed to an internally managed account.
New Mandate – In October 2019, the External Advisor Team recommended approving Legato Capital
Management, a fund-of-funds, for an emerging manager mandate focused on emerging markets. The
Global Public Asset Class Investment Committee approved this recommendation and a $150 million
mandate was funded. ERS has been working with Legato since 2010, and they have been a strategic
partner in helping ERS build a successful emerging manager program. Staff believe that a fund-of-funds
structure investing in entrepreneurial managers is advantageous for the Trust because they:


are adequately staffed to complete due diligence on newer managers;



have proprietary databases of emerging managers;



have investment committees and infrastructure uniquely set up to evaluate and hire emerging
managers;



are best suited to mentor smaller managers to help them reach institutional quality and grow
assets;



are involved in outreach activities to the emerging manager community, where they can represent
ERS; and



are able to keep abreast of developments in the space.

Legato customized an emerging markets portfolio for ERS with an investment objective to outperform the
MSCI Emerging Markets Index by 1.50% to 3.00% over a full market cycle, net-of-fees. Tracking error will
be within a range of 300 to 500 basis points on an annualized basis with a long-term target of 300 basis
points. The portfolio consists of the following four managers:
1.
CHANGE Global Investment/Emerging Markets All Cap Value. Located in Camas,
Washington, the firm was established to capitalize on market inefficiencies by deploying a valuation
driven, opportunistic, and concentrated approach across emerging markets.
2.
NS Partners/Emerging Markets All Cap Growth. Located in London, the firm focuses its
portfolios on companies with a distinct competitive advantage, which they are using to generate a high or
improving return on invested capital with good earnings momentum.
3.
Rondure Global Advisors/New World Fund. Located in Salt Lake City, Utah, the firm
combines bottom-up research with rigorous company due diligence designed to identify core high-quality
companies, with a focus on sustainable returns over a long-term horizon.
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4.
Trinetra Investment Management/Emerging Markets Growth. Located in London, the firm
delivers strong risk-adjusted returns with three main principles at its core: (1) anticipate social/
environmental themes (2) consider impacts of themes on supply/demand and (3) actively engage with
management.
ERS was able to negotiate a similar fee structure to the international small cap mandate. To better align
interests, the fee structure is comprised of three separate fees: (1) Base fee to underlying managers (2)
Base fee to Legato, and (3) Performance fee to Legato (paid when Legato outperforms the benchmark
net of all fees).
External Advisor Program – Initiatives for Calendar Year 2020
New Search – In January 2020, the Investments Division worked with the Office of Procurement and
Contract Oversight (OPCO) and the Office of the General Counsel to publish an RFP for International
Investment Advisory Services. Staff is looking for qualified firms with active international strategies.
Although other benchmarks will be accepted, the preferred benchmarks for this RFP are as follows:
MSCI ACWI ex-USA Index or similar: The MSCI ACWI ex-USA Index captures large and mid-cap
representations across 22 of 23 Developed Markets (DM) countries (excluding the U.S.) and 26 Emerging
Markets (EM) countries. With 2,211 constituents, the index covers approximately 85% of the global equity
opportunity set outside the U.S. This includes emerging markets.
MSCI EAFE Index or similar: The MSCI EAFE Index is an equity index which captures large and mid-cap
representations across 21 Developed Markets countries around the world, excluding the U.S. and
Canada. With 924 constituents, the index covers approximately 85% of the free float-adjusted market
capitalization in each country. This does not include emerging markets.
Investment and operational due diligence will take place over the next few months. It is expected that the
External Advisor Team will present to the Asset Class Investment Committee in October with anticipated
funding in fall 2020.
TRADING UPDATE
Staff executed $11.8 billion in principal volume of trades from 60% domestic and 40% international
portfolios. Staff continue to execute trades for most of the external advisors. Commissions for Calendar
Year 2019, excluding emerging managers, Acadian, and externally traded International Small Cap
Portfolio were 12.5% less than 2018. The reduced commission total was attributed to portfolios reduced
turnover leading up to and after the transition into portfolio teams.
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The average “all-in” blended commission rate paid by U.S. institutions to brokers on domestic shares was
2.4 cents-per-share, down from 2.6 cents-per-share in 2018. This average rate takes into account
commissions on single-stock, program, and direct-market-access electronic trades. ERS’ average
commission was 2.2 cents-per-share, up from 2.1 cents-per-share in 2018.

The chart below shows commissions by portfolio that had over $50k in commission for the calendar year.
The top five portfolios are all international portfolios, which have always been more expensive markets to
trade.
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As a result of MifID II (Please see definition at the end of this document.), regulations out of Europe have
seen more institutions move to paying for research from their balance sheets, and getting away from
bundling their research costs with trade execution costs. This unbundling makes it more challenging to
compare ERS’s bundled commission rates to other institution’s commission rates. We have seen
institutional peers all-in rate compress across all markets.
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ERS Proxy Voting Policy
As stated in Chapter III: Governance of ERS’ Investment Policy, the right to vote proxies for securities
held by ERS has economic value. The fiduciary act of managing ERS’ securities includes the
management of the voting rights pertinent to those securities. In voting proxies, ERS shall consider only
those factors that relate to the economic value of ERS’ investments and cast votes in accordance with
ERS’ economic best interest (Please see definition at the end of this document.).
ERS Investment staff maintain and annually review the ERS Proxy Voting Guidelines, effective February
22, 2011, which are detailed instructions based upon the ERS Proxy Voting Policy. These guidelines
were developed by ERS’ Investments staff to vote proxies consistent with ERS’ fiduciary duty.
ERS’ voting policy and guidelines are organized by the following subgroups:
1.
Routine/Miscellaneous
Routine and miscellaneous items concerning company standard operating procedures including, but are
not limited to the following: routine bylaw amendments; changes to the company name; changes in the
date, time, and location of the annual meeting; auditor ratification; adjournment of the meeting; and “other
business.”
Operational issues proposed by management will be supported unless ERS’ review of proposals reveals
attempts to limit shareholder rights, increase takeover protections, or reduce shareholder value. Auditor
independence from client firms is essential to achieve an objective and impartial review of financial
statements. Independence of other professional service providers, such as actuaries and law firms, is
also essential to companies receiving objective and impartial service and advice. Proposals to indemnify,
limit the liability of auditors, or other similar service providers will be opposed. Proposals to limit non-audit
services will be supported.
2.
Board of Directors
The composition and structure of the board of directors of a public company have a direct impact on its
effectiveness. Votes on the composition of the board, including director nominees and slates of directors,
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will be evaluated on a case-by-case basis considering the following important elements of an effective
board:


Board Accountability: The board should be accountable to shareholders. Policies that promote
accountability include transparency of governance practices, annual board elections, shareholder
ability to remove problematic directors, shareholder vote on takeover defenses, and other
charter/bylaw amendments.



Board Responsiveness: The board should be responsive to shareholders, particularly regarding
shareholder proposals that receive a majority vote and to tender offers where a majority of shares
are tendered.



Director Independence: The board should be independent from management. The board should
be willing and able to effectively set company strategy, scrutinize performance and executive
compensation. The audit, compensation, and nominating/corporate governance committees
should be composed entirely of independent directors.



Director Competence: Directors should have specific skills or expertise that add value to the
board, and should devote sufficient time and resources to oversight of the company. Directors
who are unable to attend board and committee meetings, or who are overextended (i.e., serving
on too many boards) raise concern on their ability to effectively serve shareholder interest.
Arbitrary limits such as age or term limits may not be effective measures of director performance.

Votes on management and shareholder proposals regarding board structure will be cast to promote board
accountability, responsiveness to shareholders, board independence, and director competence.
3.

Shareholder Rights and Defenses
Shareholder rights and defense items pertain to anti-takeover devices and the proxy voting process.
The majority of historical evidence regarding individual corporate anti-takeover devices indicates that
companies with management teams that are more accountable to shareholders tend to outperform
companies with heavily entrenched management teams. Proposals designed to instate or increase
takeover protection or that eliminate, restrict, or inhibit shareholder rights will be opposed.
Proposals that promote a one-share, one-vote standard, and the equal treatment of all shareholders
will be supported.
The integrity of the proxy voting process depends on a voting system that protects voters from
potential coercion and reduction of voting power. Proposals that provide a shield against
management pressure, re-solicitation, and fraudulent vote tabulation will be supported.
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Capital/Restructuring
Proposals involving capital raises, debt restructurings, spin-offs, asset sales and purchases, and M&A
will be evaluated on a case-by-case basis.
Financing decisions can have a significant impact on shareholder value when they involve the
issuance of additional common stock, preferred stock, or debt facilities. Financing proposals will be
opposed that dilute investment value or include potential anti-takeover measures.
Restructuring proposals where the disadvantages of dilution of future earnings and/or change of
control outweigh the prospective survival of the company will be opposed.
Proposals relating to real or potential mergers and acquisitions, asset sales and purchases, spin-offs,
and tender offers will be scrutinized to determine if they are detrimental to ERS. Any proposal,
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response by management, or outside interests deemed to be detrimental to ERS will be opposed.
Those management proposals where existing shareholders receive fair remuneration or shareholder
value is increased will be supported.
5. Compensation
Proposals involving executive and director compensation programs will be evaluated on a case-bycase basis for adherence to the following five global principles:


Maintain appropriate pay-for-performance alignment with emphasis on long-term shareholder
value. Compensation should be designed to attract, retain, and appropriately motivate key
employees. The link between pay and performance, the mix between fixed and variable pay,
performance goals, and equity-based plan costs should all be considered.



Avoid arrangements that risk “pay-for-failure.” Long or indefinite contracts, excessive
severance packages, and guaranteed compensation should be avoided.



Maintain an independent and effective compensation committee.



Provide shareholders with clear comprehensive compensation disclosures.



Avoid inappropriate pay to non-executive directors. Excessive compensation could potentially
compromise an outside director’s independence and ability to make appropriate judgments
with respect to management pay and performance.

Management and shareholder proposals that fail to meet these guiding principles will be opposed.
6.

Social/Environmental Issues
Intangible factors such as social and environmental issues are increasingly being incorporated
into valuation models to better quantify the risks and opportunities of long-term investing in a
company.
ERS’ voting of social and environmental proposals will be based solely on enhancing or
protecting long-term value to ERS and not on establishing or endorsing social policy. As part of its
fiduciary duty, ERS shall consider only those factors that relate to the economic value of ERS’
investment and shall not subordinate the interests of ERS’ participants and beneficiaries to
unrelated objectives.

ERS 2019 Proxy Voting Results
ERS Process – ERS uses the services of Institutional Shareholder Services (ISS) to process proxy votes.
The ISS system allows them to “code” ERS’ proxy voting guidelines so that agenda items are matched to
these codes and voted electronically. ERS retains the ability to override the vote posted by the ISS
automated system before the actual vote is sent to the company.
In cases where ERS’ guidelines do not address the topic of the proposal to be voted or ERS’ guidelines
require an internal case-by-case analysis of the proposal, ISS codes the item on the ballot as “refer” to
indicate it is to be voted by ERS staff. The ERS analyst or portfolio manager responsible for that company
performs the necessary research to determine what vote meets the best interests of the Plan. ERS will
then vote accordingly. If no vote is submitted by ERS by the end of the cut-off date, the item is voted
according to ISS’ voting guidelines to help ensure that ERS’ right to vote isn’t inadvertently forfeited.
During 2019, 0.11% of all proposals were referred to ERS for internal case-by-case analysis, versus 0.7%
in 2018.
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2019 Proxy Voting Results – ERS voted 21,027 proposals in 1,821 meetings in 2019. Overall, ERS
voted with management 93% of the time. ERS voted proxies globally in 51 separate markets in 2019.
Summary voting results are shown below:

Votes cast during the reporting period were least in line with management on Capitalization
matters, where only 86% of votes followed management recommendations.
Across categories, votes cast on shareholder proposals show the closest alignment to the ISS
Benchmark Policy Guidelines.
For “Other shareholder proposals”, the low percentage of votes with management can be mainly
attributed to proposals related to Political Contributions Disclosure and Political Lobbying
Disclosure, in which ERS voted with management only 16% of the time.

GLOBAL PUBLIC EQUITY INITIATIVES FOR 2020
The Global Public Equity Program will continue to strive toward the investment objective to outperform the
relative benchmark, while maintaining compliance with the ERS Investment Policy, in order to grow the
Fund to the benefit of the retirees and beneficiaries of the Trust. Specific initiatives for 2020 are
highlighted below:
Select Pool Buildout – The External Advisor Team will continue to build out the Select Pool of external
public equity advisors. A new Request for Proposal was recently issued focused on Large Cap
International Equity.
External Manager Scorecard – To enhance the monitoring process of external managers, the External
Manager Team will develop a manager scorecard that will evaluate managers on selected criteria. In
addition to performance, the scorecard will assess how well a manager is following their stated process
as well as personnel and organizational changes.
Evaluate Target Tracking Error – The asset class tracking error target is 150 basis points. Currently, the
asset class tracking error is falling short of this target with an approximate forecasted tracking error of
only 50 basis points. In a low-volatility environment, it has been more difficult to reach this tracking error
target. The team will evaluate whether 150 basis points is still an appropriate target and potential ways of
meeting this target in a prudent manner.
Access External Manager Fees – Given changing industry trends in the asset management industry,
staff believe it is appropriate to reassess advisor fees with our existing advisor relationships. In some
cases, it may be beneficial from an alignment of interest standpoint to move to an incentive fee structure.
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Continue to Build Out and Integrate Internal Team – In addition to filling two open positions, the team
leaders will continue to work on improving their investment processes and developing cohesive teams.
STAFF RECOMMENDATION:
This agenda item is provided for informational and discussion purposes only. No action is required.
*ERS is accredited by the State Pension Review Board (PRB) as a Minimum Educational Training (MET) sponsor for
Texas public retirement systems. This accreditation does not constitute an endorsement by the PRB as to the quality
of our MET program. This agenda item may be considered in-house training provided by ERS to board trustees and
the system administrator for purposes of fulfilling the MET program requirements. ERS is an accredited sponsor of
MET for its system administrator and trustees for continuing education.

Definitions
Return ratio- Expected excess return ratio is equal to excess return divided by tracking error. This is often
thought of as an information ratio.
MSCI-Morgan Stanley Capital International
MSCI EAFE -Europe, Australasia and Far East
SMID- Small and Mid Cap
ACWI ex US - All Country World Index
ERS External Advisor Website -Located at the ERS public website,
http://ers.texas.gov/Vendors/Investment-Service-Providers
MifID II- MifID II is a legislative framework instituted by the European Union to regulate financial markets
in the bloc and improve protections for investors. Its aim is to standardize practices across the EU and
restore confidence in the industry, especially after the 2008 financial crisis.
In voting proxies, ERS shall consider only those factors that relate to the economic value of ERS’
investments and cast votes in accordance with ERS’ economic best interest.- In the rare case of
overlapping or conflicting interests within the fund (e.g., ERS ownership of both equity and debt
securities), staff will consider all holdings and seek to maximize the expected value of the combined
position.
ATTACHMENT(S):
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