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Officers/Approval of Minutes
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Martin Garcia, Chair

(Action Required)

1:10 – 1:15 P.M. 2. Opening Remarks/Legislative Update/
Reports
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Ash Williams
Executive Director & CIO
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Ash Williams
Executive Director & CIO
Asset Class Senior Investment
Officers
Hewitt EnnisKnupp
Steve Cummings
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to FRS Pension Plan Investment Policy
Statement
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Ash Williams
Executive Director & CIO
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2:50 – 3:20 P.M. 5. Corporate Governance and Proxy
Voting Guidelines Review
(See Attachments 5A – 5C)

Michael McCauley
Senior Officer Investment
Programs & Governance
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Richard Brown
Jack Koch
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Steve Spook
Senior Investment Officer
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Steve Cummings
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Dates/Closing Remarks/Adjourn

TBD, Chair
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and cost effectiveness of both public and private pension funds. Most notable was the shift from being
one of the most cost-effective to being the most cost-effective among the SBA’s peer group. Comments
concluded with an overview of the audits completed by the SBA.

FRS PENSION PLAN ASSET ALLOCATION SCENARIO ANALYSIS (ACTION REQUIRED)
Mr. Ash Williams, Executive Director and Chief Investment Officer, provided an overview of the
actions of the IAC during the past year related to asset allocation and the discussions surrounding changes
due to low yield in fixed income. Mr. Mike Sebastian, Hewitt EnnisKnupp provided a brief report
concerning investment policy alternatives, long-term costs and benefits of the various alternatives, and a
peer comparison. Questions from the IAC members were posed and answered. Mr. Sebastian then
presented recommended shifts in allocation. The recommendations included: reducing the Fixed Income
allocation by six percentage points and reallocating them as follows – three percentage points to Real
Estate, one percent to Private Equity, one percent to Strategic, and one percent to the Global Equities
asset classes. Details of the recommendation included adjustments to each asset class range and the
allocation of private asset class overweights/underweights to public market asset classes. Mr. Rowland
Davis, Hewitt EnnisKnupp, provided rationale for the recommendations. After a lengthy discussion,
Mr. Garcia sought motion, Mr. Daniels made the motion and after clarification, Mr. Wendt seconded the
motion. Discussions continued on the motion, Mr. Garcia asked if anyone was opposed to the motion, to
which Mr. Harrell responded that he was. Mr. Garcia announced the measure passed eight to one.

FRS INVESTMENT PLAN PRODUCT REVIEW AND PROPOSED REVISIONS TO FRS
INVESTMENT PLAN INVESTMENT POLICY STATEMENT (ACTION REQUIRED)
Mr. Ron Poppell, Senior Defined Contribution Programs Officer introduced Stephen Tabb of the
State Board of Administration, Scott Fisher with Hewitt EnnisKnupp, and Jordan Nault and Brian
Birnbaum with Mercer. Mr. Poppell provided an overview of the current line-up of investment funds
offered by the FRS Defined Contribution Plan, the process by which the review of offerings was
undertaken, the proposed new offerings in the revised Investment Policy Statement, and the rationale
behind the structure of those offerings. The recommended line-up of offerings reflected a shift away from
balanced fund options to target date options, the inclusion of a brokerage account, and a consolidation of
certain passive and actively managed fund options. Questions from the IAC were answered. Upon
conclusion of the discussion among IAC members, Mr. Garcia sought a motion on the changes. Mr.
Newman made the motion, which was seconded by Mr. Harrell. The motion passed unanimously. After
the vote, Mr. Wendt expressed some reservations with his support over the brokerage account.

ROLE OF THE IAC
Mr. Martin Garcia desired to have an open discussion concerning the role of the IAC and opened
the floor for comments from IAC members. Mr. Collins expressed his desire for the IAC to broaden its
scope of topics. Mr. Newman outlined his desire to see more detailed reports submitted with the agenda
materials and receive reviews from consultants. Mr. Cobb stated his belief that discussions should be at a
policy level and his desire to receive more information related to investment costs, the proxy process,
security lending, and manager negotiations. Mr. Wendt added that he was interested in the public records
nature of the communications among IAC members. Ms. Elia advocated keeping staff presentations at a
less granular level. Mr. Collins followed-up with a reminder that members need to be mindful of meeting
in the sunshine. Mr. Garcia expressed his feelings that the Investment Policy Statement and the asset
allocation and setting benchmarks are the primary process of the IAC. He concluded that he believed the
IAC should be more involved in setting benchmarks due to staff being compensated relative to the
benchmark, and he thought it to be an inherent conflict. Mr. Williams clarified that while the SBA staff
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1

markets.

2

* * *

2

3

MR. GARCIA: Why don't we get started. I

3

4

understand there are a number of people attending by

4

MS. ELIA: Move to approve.

5

phone, and I'd ask for those on the phone to please

5

MR. NEWMAN: Second.

6

identify themselves.

6

MR. GARCIA: Any discussion? Any opposed?

7

MR. PRICE: Michael Price is on the phone.

7

8

MR. BROWN: Richard Brown, Townsend Group.

8

9

MR. KOCH: Jack Koch with the Townsend Group.

9

10
11
12

MR. MARCUS: Seth Marcus with the Townsend
Group.
MR. GARCIA: Anyone else? Thank you. Ash, I

MR. GARCIA: The first order of business is the
minutes. Is there a motion?

Passes unanimously. Ash.
MR. WILLIAMS: Thank you, Mr. Chairman, and
welcome, members of the Advisory Council, our

10

outside advisers and our guests this morning. As

11

usual, we'll open with an update on the fund. As of

12

Friday night's close, the Florida Retirement System

13

was curious. I notice you changed the seating

13

Trust Fund is up 14.7 percent calendar year to date.

14

assignments. It was low fixed income on the right

14

That's 84 basis points ahead of target, and leaves

15

and high fixed income on the left, and you mixed

15

us with a balance of $141.5 billion. That's up

16

them up this time.

16

12.9 billion year to date, net of distributions,
which commonly run about $600 million per month.

17

MS. ELIA: Actually, Ash, I thought it was

17

18

because Peter and I needed to be separated. This is

18

19

an old teacher's trick.

19

before Thanksgiving, we had a meeting of our Audit

We've recently had -- in the period immediately

20

MR. COLLINS: Yeah, exactly.

20

Committee and also a meeting of our Participant

21

MR. WILLIAMS: My oldest daughter is a teacher

21

Local Government Advisory Council. And given the

22

fact that we are coming into the holiday period, the

22

and is available for --

23

MS. ELIA: So you learned well.

23

year-end period, it always is cause for some degree

24

MR. WILLIAMS: I had nothing to do with this.

24

of reflection. And then we also had within the past

25

couple of weeks, we had Cost Effectiveness

25

This is a random walk and evidence of efficient
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1

Management in, the firm CEM, a firm that tracks

1

MR. NEWMAN: Most of it.

2

performance and cost effectiveness of pension

2

MR. WILLIAMS: Somewhere between 99 and 100

3

organizations all over North America, both public

3

4

and private.

4

MR. WENDT: Wanted to clarify that.

5

MR. WILLIAMS: I was getting to that. But if

5

And a couple of things came out of the CEM

percent.

6

presentation that were interesting. First of all,

6

we look at a couple of other things more broadly

7

the SBA continues to be in the value added and low

7

that reflect the evolution over the past five years,

8

cost quadrant of the way the different funds shake

8

it's a pretty striking change. And, of course, I'm

9

out, which is where you want to be. What's more

9

looking back at the period since the great financial

10

interesting to us is that we went from being among

10

crisis. And that coincides with roughly the period

11

the lowest cost providers to the lowest cost

11

I arrived at year-end '08.

12

provider of major pension funds in North America.

12

13

So I think that says something about our efficiency.

13

all around controls and governance. Think about

14

But what about effectiveness?

14

what our discussion has been for the past year.

15

It's been all around how do we invest properly.

15

And the CEM data -- and we'll touch on this

And basically the discussion in those days was

16

later today -- also indicate that on a value-added

16

That's the right focus. And the point is, we're

17

basis, among our peer group of the largest pension

17

through what I would call the days of questioning

18

funds, over a trailing five-year basis, we have the

18

how we're set up and the days of reputational issues

19

highest value added of any of them and are in the

19

and all of that. We cleared through several hundred

20

98th percentile, looking at all pension funds. So

20

outstanding audit issues that were there back in the

21

we'll take those two accomplishments.

21

end of '08. We've since been through an aggregate

22

MR. WENDT: Ash?

22

of nearly 500 additional audits, reviews and studies

23

MR. WILLIAMS: Yes.

23

of various outside parties and our own internal

24

MR. WENDT: How much of that do you attribute

24

audit team.

25

to the advice and counsel given by the IAC?
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1

Administration creating its own financial

1

has also, I want to say, more than doubled in size,

2

statements, and we got it adopted by the

2

if not tripled in size over that period of time, and

3

legislature, so it's now a statutory requirement.

3

I think is where it needs to be in terms of the

4

We've produced two years of our own financials, both

4

service it provides local governments in Florida.

5

audited by an outside big four independent audit

5

6

firm, and had clean audit documents for those two

6

been a super-productive area as well. And I just

7

years. And the third year is in process right now,

7

say all that to say thank you, because as Gary Wendt

8

and, touch wood, we've seen no issues with it.

8

pointed out a minute ago, a substantial part of this

9

accomplishment is traceable to the partnership and

9

We've rewritten just about every policy and

I talked about the Audit Committee. That's

10

procedure internally to make sure that we're

10

guidance we have with the IAC. And I just wanted to

11

calibrated the right way in terms of controls and

11

thank you for that and set the table for today's

12

risk management, including the establishment of a

12

meeting, because I think we're pretty well in

13

new independent compliance and risk management unit

13

position to go ahead and tie down what Chairman

14

back in '09 that's now up and fully functioning.

14

Garcia has many times identified as the most

15

And you have reports at every one of our meetings

15

important decision we'll make, which is our asset

16

from Eric Nelson and his team.

16

allocation. So with that, unless there are

17

questions, Mr. Chairman.

17

And generally speaking, I'd say we've been

18

through that in every major area. If you look at

18

MR. GARCIA: Mike, I think you're up.

19

the local government pool -- and, of course, Mary

19

MR. WILLIAMS: Mike, before you get underway,

20

Ellen chaired the advisory council for that during a

20

let me just give a little framing, if I may, Mr.

21

very challenging period. The local government pool

21

Chairman --

22

has been completely rebranded, completely rebuilt,

22

MR. GARCIA: Sure.

23

continues to dominate the market and is now ahead of

23

MR. WILLIAMS: -- on where we've been. The

24

its performance benchmarks for every single period

24

64,000-dollar question in our current environment

25

going back for the 17 years of its existence. It

25

was first raised a little better than a year ago by
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1

several members of the IAC. And the question is why

1

2

would we have any fixed income at all. And the main

2

discussion was we would like to see more taken off

3

reason, of course, is that we love Katy

3

the top of fixed income and figure out what to do

4

Wojciechowski. But other than that, just looking at

4

with it. The primary constraints that we have to

5

objective financial merit, why would we have fixed

5

deal with in this area are three. Two of the three

6

income?

6

are statutory. And they are a statutory limit of

7

35 percent foreign security exposure in any
portfolio.

7

And that has led to a very, very thorough

8

discussion that started back in January when John

8

9

Benton and I spent the better part of a day down in

9

The clear direction that we took away from the

Since our global equity benchmark is obviously

10

Tampa with Martin and went over various things we

10

global and roughly 50 percent of that is foreign

11

wanted to cover over the course of his IAC

11

securities by definition, if we are at a 60 percent

12

chairmanship. It then came forward with discussion

12

global equity allocation, which is essentially where

13

in the March IAC meeting to very extensive analysis,

13

we are today, then we have 30 percent exposure to

14

presentations and discussions in June, again in

14

foreign securities right there.

15

September, and here we are in December having been

15

16

through a number of analyses of the subject.

16

foreign security exposure. We can have foreign

17

securities in private equity. We have them in

17

And at the last meeting we put on the table a

But that's not the only place we pick up

18

recommendation that would have reduced our

18

strategic, and we can have them in fixed income. So

19

allocation to fixed income by 300 basis points,

19

we want to be very careful about that statutory cap

20

allocating that 300 basis points in equal increments

20

on foreign security exposure. And our intention is

21

across private equity, strategic investments and

21

to go to the legislature this session and seek to

22

real estate. There was a lively discussion, to say

22

have the cap expanded to reflect the continuing

23

the least, and we ended up with a four-four vote of

23

expansion of non-U.S. global equity capitalization

24

members present that did not provide a plurality for

24

and, for that matter, global credit market

25

a change.

25

capitalization as well.
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1

The second constraint is the 20 percent cap on

12

1

amount of fixed income reduction from our last

2

alternative investments. Alternatives, under

2

meeting. So we go from 3 percent to 6 percent. And

3

Florida law, are the sum of private equity and

3

then the allocation of that 6 percent across

4

strategic investments. And if we look at where we

4

alternative -- or I should say different, I don't

5

are currently and look at where we could go, where

5

want to use the word "alternative" in this

6

we intend to go, our target, before making any

6

context -- different asset classes, meaning

7

changes, is to go to 16 percent. We're currently

7

different from fixed income, would be 3 percent to

8

underweight in strategic because it's taking us time

8

real estate. And we have plenty of headroom there,

9

to put money to work there, as that's a relatively

9

and it's consistent with our interests in further

10

new asset class and we favor prudence over haste

10

diversifying, through globalization, our existing

11

always in investment decision-making.

11

real estate book. And then 1 percent each to

12

private equity, to strategic investments and to
global equity itself.

12

The third constraint is the amount of risk we

13

want to take on with global equity exposure,

13

14

particularly relative to our peers, virtually all of

14

15

whom are substantially behind us in allocation in

15

statutory constraints. It satisfies our risk

16

that area.

16

constraints. It gives us more exposure to risk

17

assets but does so prudently, gives us what models

17

So with those three constraints on our minds,

So with that, we think that mix satisfies our

18

we put in a lot of time and effort and worked

18

out to be a very efficient portfolio, and it's

19

closely with Hewitt EnnisKnupp's team and have been

19

attractive from that standpoint. And perhaps most

20

in touch with all of you about what we have to put

20

importantly, it gives us an expected return over 15

21

before you today. But essentially we've come up --

21

years of 5 percent real, which was one of the other

22

and at risk of cutting to the chase, I'll give you

22

key criteria we got direction on from the IAC last

23

the summary of where we are and then go back to Mike

23

time.

24

for the derivation of how we got there.

24

25

But basically what we've done is double the
ACCURATE STENOTYPE REPORTERS, INC.
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So what we brought you is something that hits
the long-term target we're charged with hitting,
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1

does so with a substantially lower reliance on fixed

1

reference to corporate governance this time around,

2

income and meets all the other internal and external

2

but even the annual report is done 100 percent

3

constraints we're exposed to.

3

internally. And Dennis and John have done a great

4

job, and Eric and his team at risk management, they

5

really do a good job. Thank you.

4
5

So unless anyone has questions of me, Mike, let
me hand it back to you.

6

MR. NEWMAN: Ash, before we move on. I'm

6

MR. NEWMAN: Thank you.

7

sorry. I should have said this earlier, but I

7

MR. SEBASTIAN: Mr. Chairman, members of the

8

didn't realize we were jumping into this so quickly,

8

IAC, I'll jump right into it so we can get to the

9

because of all the other reports we've got. I just

9

discussion of the matter at hand today. My brief

10

want to compliment the people that have put together

10

report will cover three main segments. One is a

11

this governance report and the risk management.

11

discussion of investment policy alternatives, so

12

It's a lot of work and it's very understandable, and

12

we'll talk about some different asset allocations

13

they did a really good job on that.

13

that could be adopted for the FRS, and we'll present

14

our recommendation.

14

MR. WILLIAMS: Thank you. One of the other

15

things I'll say, since you brought that up, on the

15

16

reports. We're very proud of them and the

16

long-term cost and benefit of the various

17

individual teams within the Board. We actually

17

alternatives and the recommended alternative, and

18

generate these things internally. There was a time

18

then a segment toward the latter half of this report

19

when they were done externally, and it was costing

19

covers peer comparison. So it discusses other large

20

us a lot of money, and it took a fair amount of time

20

public pension funds, asset allocation practices and

21

to go through the editorial cycles. And we've

21

performance. There's a good amount of analytics.

22

brought production of a lot of these things

22

We'll walk through them fairly quickly, but it will

23

in-house. And we think the quality has gone up and

23

provide, I think, a good starting off point for

24

the cost has gone down very substantially.

24

today's discussion, just in the sense of what peers

25

are doing as it relates to investment policy.

25

So thanks not only to the substantive teams, in
ACCURATE STENOTYPE REPORTERS, INC.
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15

1

So just beginning here, setting the stage for

16

1

and in the right-most alternative, a shift purely

2

presenting some alternatives, there are a couple of

2

from fixed income to global equity. The recommended

3

restrictions or constraints that are noted here, and

3

portfolio and the proposed recommended policy ranges

4

they reflect what Ash already mentioned, so I won't

4

around it are shown in the black outlined box in the

5

spend a lot of time on it, just keeping in mind, as

5

center.

6

we think about asset allocation, alternatives,

6

7

there's a maximum under Florida law of 20 percent

7

about allocation to alternatives, and in particular

8

allocation to alternatives, which for the purposes

8

the recommended allocation, are threefold. One,

9

of this asset allocation consists of the strategic

9

complying with Florida Statutes as it relates to the

10

investments and private equity asset class and then

10

maximums and alternatives and in foreign securities,

11

secondarily a maximum of 35 percent of total fund

11

so keeping in mind what shifts in the global equity

12

assets in foreign securities, including foreign

12

allocation, the strategic investments and the

13

stocks, so relevant in particular for the global

13

private equity allocations do to the allocations

14

equity allocation. And we present a couple of

14

relative to those caps.

15

abbreviations that are used on later slides.

15

Secondarily, an expected real rate of return

16

approximating 5 percent. So that's the long-term

16

Jumping right into scenarios, so we list the

The objectives that we considered when thinking

17

asset classes in which the FRS currently invests

17

goal, investment goal of the FRS assets. Expected

18

here, along with the current target allocation and

18

returns do fluctuate from time to time. We update

19

the actual allocation to the left, and then to the

19

our capital market assumptions, our projections for

20

right a number of different alternatives. All of

20

10 or 15 years returns on a quarterly basis. But

21

them, as Ash teed up, involve reductions in the

21

when thinking about alternatives, we sought to find

22

fixed income allocation of 6 or 7 percent on the

22

one that, based on the current market conditions,

23

allocation shown here, with various homes for that

23

projected a real return of 5 percent. And then

24

reduction. So combinations of global equity, real

24

lastly we sought out a policy portfolio that was as

25

estate, private equity and strategic investments,

25

efficient as possible in terms of its risk-taking.
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1

And so there are some statistics towards the

18

1

representing a lower expected risk-reward tradeoff.
Here we start a discussion of peer comparison.

2

bottom of this table. They include expected nominal

2

3

real returns, risk, which is the volatility of

3

Just want to set the context for talking about

4

annual returns over the next 15 years, and then the

4

policy. So here we have risk and return. Risk is

5

Sharpe ratio, which is essentially the projected

5

defined by volatility over historical, not

6

excess return over cash, divided by the volatility.

6

forward-looking periods, but historical five years,

7

And so we sought to find alternatives that maximized

7

for something called the TUCS Top 10, which is Trust

8

the Sharpe ratio in the recommended policy. And

8

Universe Comparison System, published by the

9

.387 -- again, the numbers fluctuate as assumptions

9

consulting firm Wilshire Associates, the ten largest

10

change -- but provides a favorable risk-reward

10

U.S. pension plans. It could be public and

11

tradeoff.

11

corporate. In reality, they are almost all public,

12

just because of the size of that area of the market.

12

The following slide contains some additional

13

asset allocation scenarios, so again shifts from

13

So we show on the horizontal access the

14

fixed income to various homes, to global equity,

14

historical volatility of returns, on the vertical

15

strategic investments and combinations of those two.

15

axis the historical five-year achieved rate of

16

We provide these as additional allocations to

16

return. And FRS is shown here as the R. And the

17

consider. In general, we find the allocations

17

other nine funds are shown as dots around it. And

18

presented on the previous slide to be superior in

18

there are some summary statistics on the bottom of

19

terms of risk-reward characteristics in many ways.

19

that slide.

20

So just kind of noting, in terms of expected

20

So there are conclusions you can draw from

21

real returns, ones that tend to approximate

21

looking at this, again, historical and not

22

5 percent but some that fall below that, and/or risk

22

forward-looking, but the FRS's realized volatility

23

levels shown in the second to last line that are not

23

over the last five years is the highest of this peer

24

favorable relative to the recommended policy, so

24

group, reflecting mostly the larger than peers

25

higher volatilities or Sharpe ratios that are lower,

25

allocation to global equity. But at the same time,
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1

return was generally commensurate with the higher

1

2

volatility, as it wasn't the highest returning fund,

2

3

but it was one of the highest returning, just

3

provides some kind of context on the asset

4

looking at the vertical axis.

4

allocation of peers, and there's some other

5

information, like their assumed rate of returns,
where FRS's is 7.75 percent, and also funded status.

5

Some of the funds toward the left, in

down.
There's a lot of information here. This

6

particular, the kind of outlier that's low risk high

6

7

return, we don't -- and I'll go into this in a

7

8

little more detail, but we don't know the identity

8

"as of" dates for data here. So largely this was

9

of all the funds. TUCS doesn't publish it. But

9

collected from public sources, like comprehensive

10

we'll show in a minute the largest ten plans. It

10

annual financial reports. So some of the funded

11

may not be exactly the same. It's possible there

11

status data in particular may be a little bit dated.

12

could be a corporate plan in there, possibly General

12

It may be from last year, but this just gives a

13

Motors. Corporate plans, unlike public plans, have

13

general sense as to where these plans lie in terms

14

been shifting from equity to long fixed income to

14

of asset allocation. I would just note the SBA,

15

help diffuse their liabilities, and so that would

15

again, public equity toward the top, actually the

16

have been a desirable place to be, and that could be

16

second highest allocation among this set of peers.

17

a driver of some of those outliers.

17

18

The ten largest plans are shown here. This is

I want to caution that there's some mixture of

MR. WENDT: Mike, this information, as it says

18

in the bottom, is over a year old. And I just

19

just context for the previous slide. So, again,

19

wondered if there is any source available, any newer

20

TUCS doesn't provide the identities of the ten plans

20

updates on this than 14 months old.

21

that are included in that data set, but

21

22

independently we collected data on the ten largest

22

to find the membership is the pension's investments

23

plans. SBA, the FRS is shown here as the fourth

23

as of 9/30. The other data is the most -- 9/30/12.

24

largest. As you can see, all other public plans,

24

The other data is the most recent that's available,

25

except for General Motors, a little bit farther

25

so generally this is collected from the fund's
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1

current comprehensive annual financial reports, so

1

2

most of this should be pretty current.

2

question? Should we assume, like in California,

3

that the hedge funds and strategic are lumped in

4

with private equity, do you think, where they're
showing they don't have any?

3
4

MR. WENDT: So September of 2013. You think
the data shown is September of 2013?

MR. NEWMAN: Mike, can I ask you a quick

5

MR. SEBASTIAN: I would say that -- I can't

5

6

guarantee it's all September, but it's recent or

6

7

close to recent, probably June or September, in

7

So these particular funds or any other, so it may be

8

terms of allocations for most of these funds.

8

the case that they don't have policy allocations in

9

MR. WENDT: But you don't want to define

9

that area. They may still have hedge fund

10
11
12

"recent."
MR. SEBASTIAN: These are policy allocations.
These ones should be -- they're currently in effect.

10

MR. SEBASTIAN: These are policy allocations.

allocations that are included in other assets.

11

MR. NEWMAN: Okay, thanks.

12

MR. SEBASTIAN: Any more questions or more

13

MR. WENDT: Policy.

13

discussion desired on this? I know this is of a lot

14

MR. SEBASTIAN: That's right.

14

of interest to a lot of folks.

15

MR. WENDT: Thank you.

15

16

MR. WILLIAMS: May I help a little bit on that?

16

MR. COLLINS: I just have one on the asset
allocation, Mr. Chairman, if I could.

17

In October of this year, I did a little poll myself

17

MR. GARCIA: Sure.

18

of public funds around the country. And I think I

18

MR. COLLINS: And this is for Ash or

19

found maybe two that had lower either actual or

19

EnnisKnupp. On the real assets -- and, again, it's

20

target allocations than what we were putting on the

20

along the lines of this question of where do people

21

table. And one of them had an alternatives

21

categorize things. As we view hedge

22

allocation that was in, I want to say in the

22

funds/strategic, are other people viewing real

23

thirties or forties, and the other one had a very

23

assets or inflation as part of that, or is this

24

similar sort of a setup; very, very high real estate

24

still an area that we're looking at, either to do

25

and much higher alternatives.

25

new or to separate out?
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1

MR. WILLIAMS: You mean the --

1

2

MR. COLLINS: The category. Are we missing

2

MR. COLLINS: Okay.

3

anything in real assets/inflation that we aren't

3

MR. SEBASTIAN: Other questions or discussion

4

capturing because of how we're saying it's set up in

4

on this material? All right. Move ahead. So

5

hedge funds/strategic?

5

turning back to the recommended portfolio, we

6

outlined it in words here, and then we'll show some

6

MR. WILLIAMS: I don't believe so. Some funds

anything.

7

have gone to what I'd call a risk-based allocation

7

pictures. But HEK and SBA staff recommend, again,

8

or a regime-based allocation. So, for example,

8

as was outlined earlier, a shift of 6 percent, 6

9

CalPERS has a specific bucket for inflation-reducing

9

percentage points from fixed income to several

10

assets. And I think the way we do it is that

10

different destinations, 1 percent to global equity,

11

thinking is absolutely woven into what we do. And

11

3 percent to real estate, 1 percent to private

12

when we do the discussions with Hewitt EnnisKnupp on

12

equity, and 1 percent to strategic investments.

13

what the allocation is, inflation reduction or

13

14

inflation protection, it's certainly a

14

would be a number of beneficial outcomes. One, a

15

characteristic that we think about.

15

5 percent expected real return over the next ten

16

years, so in line with the long-term financial

16

So I don't think we're missing anything. There

So we believe that the results of the shift

17

are some differences in the way you might do the

17

objective. Slightly higher risk than the current

18

nomenclature. But if you look at strategic, for

18

target, reflecting a modest increase in the

19

example, where we have hedge funds, I don't think we

19

allocation of what we call risky or return-seeking

20

have any hedge funds whose dominant strategy is

20

assets, but one that's well supported by the current

21

inflation protection. And most funds will still

21

circumstances of the plan, as we'll go into it a

22

have, obviously, fixed income and they may have a

22

little bit more in a second. An improved

23

TIPS component within their traditional fixed income

23

risk-return profile. So we showed Sharpe ratios

24

that's seen as inflation protection, and it's just

24

earlier, we believe that a better efficiency of

25

there. So I don't really think we're missing

25

risk-taking or better Sharpe ratio. Again, a shift
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1

in the return-seeking assets allocation, as we'll

1

target portfolio is point A. And the green line is

2

talk about, and a 3 percent increase to real estate.

2

the risk-reward curve that we plot, just saying if

3

That's an area that has a number of attractive

3

we move the allocation to risk assets up or down,

4

opportunities right now, we believe, including the

4

what kind of curve do we get as we shift the level

5

ability to diversify more relative to the current

5

of overall portfolio risk up or down.

6

emphasis of core real estate and also an asset

6

7

category that isn't as constrained by the

7

upper left-hand corner is the desirable place to

8

legislative caps on alternative investments, an area

8

shoot for and the lower right-hand corner is

9

where you have some room to move.

9

undesirable. So you start to focus on points that

10

are above the diagonal line, the way we scale this

10

This is a risk-reward curve. I'm going to turn

And the way to view the graph is always at the

11

it over to my colleague Rowland Davis to walk us

11

particular graph. This chart is exactly the same as

12

through this.

12

the one we saw in September, with one point added,

13

point H, which is our current recommendation.

13

MR. DAVIS: It gets more and more complicated

14

every time we look at it, but it's a familiar graph

14

So what we had, kind of going back through the

15

underneath all that. Let me just give you first the

15

year, starting in March, we did our first analysis.

16

ten-second explanation of what the graph is all

16

We had a curve that was very steep. And the reason

17

about. This is the end result, the end product

17

for that was that we had a very high equity risk

18

really of our asset-liability study, where we use a

18

premium spread between the expected return on risk

19

long-term cost measure to evaluate risk versus

19

assets and fixed income. So there was a lot of

20

reward. On the left-hand axis is reward, so that's

20

discussion at that time about do we base strategic

21

cost savings relative to the current portfolio. And

21

long-term decisions on that risk premium or do we

22

the bottom axis is risk, so it's change in risk

22

think perhaps that's a temporary phenomenon that

23

relative to the current portfolio. The whole graph

23

will disappear as fixed income yields move up. And

24

is set up so that the current portfolio is at the

24

so we also focused a lot of attention on the

25

crosshairs. You see it there as point A. Current

25

alternative risk-reward curve using a lower equity
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1

risk premium, which was a key part of our overall

1

2

discussion on fixed income and the role of fixed

2

3

income and so forth.

3

how much overall portfolio risk to look at. We see

4

the green line does shoot above the diagonal, with

4

Come to September and things had changed a lot

come lower relative to what we saw here.
But nonetheless this is sort of the guide on

5

since the early part of the year. Yields had gone

5

higher risk allocation, so it points in that

6

up, continue to go up. Returns on equities were

6

direction, towards higher risk asset allocations.

7

very strong. So the equity risk premium, as

7

All the points that we plot are more specific,

8

measured by three of the four consulting firms that

8

different ways of diversifying the assets.

9

we use as the basis for this, all had significant

9

10

shrinkage in their assumption for the equity risk

10

you diversify currently, we just assume you're going

11

premium going forward. So we updated this curve to

11

to do pro rata adjustments. The red points say

12

reflect that new forward-looking view of the equity

12

we're going to change the mix, going to change the

13

risk premium. That flattens the curve out, as we

13

allocation to some of these risk assets to see if we

14

had looked at in March for, you know, sort of a what

14

can be more efficient in taking risk. So, again, if

15

if the equity risk premium was only, you know, 3.76.

15

you can move above the green line, it means you've

16

And in fact now we're looking at assumptions that

16

been successful in looking at a better mix.

17

are much closer to that.

17

18

So it's a much flatter curve now. But this is

So the green line is basically saying, however

So key point is, point H, the current

18

recommendation, is well above the green line, which

19

the adjusted one that reflects thinking as of

19

means there appear to be opportunities in

20

September. And basically things have only

20

diversifying more effectively based on the kind of

21

progressed in the same direction from September to

21

assumptions that drive this whole process. Point H

22

now. Yields have continued to move up, and equity

22

lies close to the point where I would say it's

23

markets, of course, have performed well. So on a

23

almost sort of the optimal point based on the green

24

forward-looking basis, if anything, I would expect

24

curve. The green curve rises pretty steadily up

25

the equity risk premium assumptions to have even

25

till 80 percent. Then it starts to flatten out. So

ACCURATE STENOTYPE REPORTERS, INC.

ACCURATE STENOTYPE REPORTERS, INC.

29

30

1

usually you want to look at moving to the point

1

and strategic investments, which are either less

2

where the curve starts to flatten out and not at the

2

liquid and/or are active in nature and require a lot

3

end.

3

of upfront effort into selecting the best investment

4

So all in all, this point H, the way it shows

4

managers to allocate capital this particular period

5

on this particular graph, in my view, is something

5

of time, we need a floating methodology, because

6

that makes me comfortable with the overall level of

6

since it takes time to implement these asset

7

risk that's embedded in that recommended point.

7

classes, the fund would be persistently underweight

8

Also on the bottom we have the specific numbers.

8

to them unless there was a methodology for dealing

9

We've added one line that we didn't have in

9

with the difference between the current allocations

10
11

September.
The very bottom line is a short-term risk

10
11

and the policies that increases over time.
So what's done is the difference between the

12

measure, probability that the funded ratio could

12

actual and policy allocations of these asset classes

13

fall to less than 50 percent after five years, using

13

is floated against other asset classes. Those

14

market value of assets. So we had already looked at

14

percentage points are moved to global equity and

15

the short-term risk issues as a counterbalance to

15

potentially fixed income as well. So we make

16

the long-term things. But we're adding that

16

recommendations as to how to float these asset

17

information as well.

17

classes.

18

MR. SEBASTIAN: There are a few more elements

18

One is real estate, where we recommend floating

19

to our report, and we're jumping into discussion,

19

the uninvested portion 50 percent to global equity

20

and I'll walk through them relatively quickly. One

20

and 50 percent to fixed income, reflecting in

21

is the note on implementation. So we talked a

21

general the long-term risk-reward nature of that

22

little bit about the methodology used for floating.

22

asset class, about half between stocks and bonds.

23

For asset classes to which the FRS already has

23

Private equity floating 100 percent to global

24

allocations or is considering increasing or changing

24

equity, given that it's equity. And strategic

25

these allocations, like real estate, private equity

25

investments, 75 percent to global equity and
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1

25 percent to fixed income, in line with generally

1

Effectiveness Measurement, which Ash alluded to in

2

the opportunity cost of investing in this asset

2

his opening comments. That is a global benchmarking

3

class.

3

firm that collects a lot of data on funds like FRS

4

in terms of cost, asset allocation and performance.
So we'll talk about some of those results.

4

So this is an area where many different types

5

of investments could be implemented, but all of them

5

6

are expected to compete with the rest of the fund in

6

7

terms of risk and reward. So we view the best way

7

the FRS's allocation stacks up to peers. In

8

to float the uninvested portion is one that reflects

8

general, FRS has a greater allocation to public

9

the rest of the fund, roughly the 75/25 stock/bond

9

equities. There are some differences whether we're

10

looking at a target or actual allocations. So we'll

10

mix.

Just kind of briefly summarizing, we'll see how

11

And then lastly, if the overweight in the

11

go into that in more detail in a second.

12

uninvested portion of these asset classes that would

12

Performance has been favorable relative to peers.

13

float to global equity exceeds 7 percent, at some

13

14

point we're running up against the legislative cap

14

15

on the amount that can be allocated to foreign

15

16

securities, and because that's about half the global

16

collect global data, but the one we'll show is U.S.

17

equity portion, at some point there's a limit to the

17

based. Performance is favorable relative to peers,

18

amount that can be invested in global equity. So to

18

both in terms of total returns and also value added.

19

the extent that it would go beyond 7 percent, we

19

So we'll see how the actual returns relative to the

20

recommend floating the remainder to cash.

20

policy stack up to these peer groups.

21

The remainder of this report continues a peer

21

MR. COLLINS: Mike, are the peers in the CEM,
are they all U.S. based?
MR. SEBASTIAN: This peer group, yes. They

Volatility, as we'll see, is high relative to

22

comparison discussion. So we talked a little bit

22

peers, reflecting the higher global equity

23

about the TUCS Top 10. I'm going to cover two data

23

allocation. But active risk, so the implementation

24

sources, and this will set the stage for later. One

24

of risk relative to the policy benchmark, is among

25

of them is, again, TUCS, and the second is Cost

25

the lowest among peers, reflecting the substantial
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1

risk controls and also the use of indexed

1

alternatives, so when we show that, for example,

2

investments.

2

that red bar that shows 10 percent, the lighter

3

So the first data set, again, TUCS, we talked

3

shaded portion is private equity and the darker

4

about the Top 10 before. We'll show that data set

4

shaded portion is the strategic investments

5

and also a broader universe of defined benefit

5

allocation. Right to the right of that we see 16

6

plans. I'm sorry. On this slide it says, with

6

percent. That's FRS's actual allocation -- I'm

7

assets greater than $10 billion. Please scratch

7

sorry -- target allocation to those asset classes.

8

that. It's the broad defined benefit plan universe,

8

Five percent of that is private equity, and

9

so without a size restriction.

9

11 percent is the target for strategic, adding up to

10

So in particular response to Mr. Wendt's

10

16.

11

comments earlier, this data is all as of

11

12

September 30th, 2013, and we show two data points

12

largest U.S. pension plans. Shown here are gray

13

for FRS, the actual allocation in the red bars. So,

13

bars. GM is shown as well in the lighter gray bar

14

for example, 60 percent to global equity. The

14

because that's, of the top ten, likely the one

15

target allocation in the dark gray bar, your policy

15

corporate plan, and because like other corporate

16

target for each asset class, and then the TUCS Top

16

plans, it's shifting from equity, global equity

17

10, so again the 10 largest pension plans, public

17

towards fixed income. We show them as an outlier

18

and corporate, but mostly public, actual. So this

18

and we see that, shown here much lower allocation to

19

is actual data because that's what TUCS collects,

19

public equities and higher to fixed income. And we

20

and it will be as of September 30th.

20

show the SBA's actual and target allocation.

21

So in this comparison point here, the actual

This is a graphical representation of the ten

21

Performance is shown here relative to the -MR. NEWMAN: GM would be in the average up on

22

allocation for the FRS is greater -- to global

22

23

equity, is greater than the peer group actual. The

23

24

target allocation is about in line however. Towards

24

MR. SEBASTIAN: That's right. Performance is

25

the right-hand side, the actual allocation to

25

shown here relative to the TUCS Top 10. So in the
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1

table below, maybe directing your attention to that,

1

benefit plan peer group, so not the top ten. So in

2

in bold, FRS's return over the one-, three-, five-

2

this group there are 383 plans, an average size of

3

and ten-year periods, the top ten total return, and

3

$7.2 billion, a median size of about 600 million.

4

then FRS's percentile ranking. So here one is best.

4

So just in general, because it's a broader group,

5

And so, for example, for the one-year period, five

5

much smaller than FRS on average, but it's a broader

6

means that FRS ranked in the top 5 percent of that

6

look at peers. And, again, showing actual and

7

universe.

7

target allocations for FRS and then the average for

8

the TUCS broad universe.

8

So just to kind of summarize, performance

9

results and looking at the percentile rankings,

9

10

FRS's results are in the top half over all time

10

low end for fixed income allocation and about in

11

periods, in the top quartile over the ten-year

11

line with peers on real estate and actually low in

12

period, and in the top decile, the fifth percentile,

12

alternatives, FRS relative to this peer group.

13

over the one-year period.

13

So on the high side for global equity, on the

Here's performance relative to that group. So,

14

Average kind of margin of excess return

14

again, favorable, in the top half relative to this

15

relative to the top ten, about 2 percent for the

15

peer group over all periods, in the top quartile for

16

one-year period and smaller amounts are still

16

the one-year. Again, these numbers are all gross.

17

positive, about .2 percent over longer periods. I

17

And performance margins about the same as before, so

18

would note these are all gross because that's how

18

about 2.2 percent over peers for the one-year period

19

this data is provided from TUCS. So FRS's results

19

and smaller amounts but still positive over the

20

are gross, too. Because FRS's investment management

20

three-, five- and ten-year.

21

expenses are generally lower than peers, if we show

21

22

this on a net basis, it would look even more

22

Measurement, so, again, a global information company

23

favorable.

23

that collects, is widely used by plans of FRS's

24

nature. These are annual surveys. So this data is

25

a little bit older. I want to say that right off

24
25

Here and on the next few slides we've shifted
data sets, still TUCS, but now a broader defined
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1

the bat. So this is as of December 31st, 2012.

1

place over the five-year period, that still ranks

2

There are a number of different peer groups that

2

you above median.

3

they collect. There's information in the appendix

3

4

that looks at different peer groups. But this one,

4

5

we believe the most meaningful for this particular

5

MR. GARCIA: Sure.

6

comparison is U.S. public plan universe, which

6

MR. COLLINS: In looking at all these relative

7

includes 63 funds in it, with an average size of

7

to the TUCS and the CEM and if you look at the

8

about $33 billion. So very large, still smaller

8

one-year and the three-year and the five-year, is it

9

than FRS.

9

safe to assume, or am I missing a couple of things,

10

is it safe to assume that what's helping us in the

10

Asset allocation comparison shown here, same

MR. COLLINS: So, Mike -- Mr. Chairman, can I
ask a question?

11

sort of coloration. So actual in red, FRS target in

11

one-year relative to our exposure to global equities

12

gray, and then the actuals of the CEM universe in

12

is what's hurting us in the three- and the

13

blue. So global equity on an actual basis higher

13

five-year, is that -- that greater exposure to

14

than peers, on a target basis kind of in line, and

14

public equities or global equities than the other

15

fixed income allocations in general that are lower

15

funds have?

16

than this peer group.

16

17

Performance shown on the next slide, so

MR. SEBASTIAN: Yeah. That will be a primary

17

driver. It's getting to the point where it still

18

favorable rankings, top half all periods, 15th

18

could be helpful over the longer periods as well

19

percentile over the one-year period, a margin of

19

just because the recent impact is so strong. But,

20

outperformance, about 1 percentage point over the

20

yeah, in general, looking at these peer groups, a

21

one-year period, and then closer to matching peers

21

large driver of differences in performance are going

22

over the longer periods. After a while, in these

22

to be that global equity allocation.

23

peer groups, even smaller differences can be

23

Although -- and we'll talk about value added in

24

significant. So you're a little bit above. For

24

a second. Value added is also a significant driver.

25

example, even this 2.6 versus 2.6, the one decimal

25

The difference from actual policy is small compared
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1

to market returns. But still, particularly when

1

actual results and the median, that makes a big

2

we're looking at public funds, where they all kind

2

difference, just in terms of the percentile rankings

3

of are sort of in the same neighborhood, value added

3

and the total returns we saw in previous pages. It

4

can make a significant difference in ranking. So

4

just represents implementation success. So it makes

5

we'll talk in a second about how value added affects

5

a big difference in terms of historical results.

6

these results as well.

6

7

In fact, I'll jump into that. So this is value

It's also relevant to us when thinking about a

7

recommended asset allocation. So we're talking

8

added from the CEM U.S. Public Universe. So this

8

about shifting from fixed income to a number of

9

represents implementation success or failure in the

9

different areas, including global equity, but also

10

peer group. So we're subtracting the policy rate of

10

including private equity and strategic investments.

11

return from the actual. FRS's net value added over

11

Those asset classes are different from the

12

the one-year period was 1.4 percent, 1.1 for the

12

traditional ones in the sense that you don't just --

13

median CEM U.S. public fund. If you look at longer

13

in our belief system, you don't earn returns in,

14

periods, FRS's value added has been higher. I would

14

say, strategic investments just by showing up, just

15

particularly point your attention to the five-year

15

by allocating as you do, for example, to global

16

period, where for FRS it's been .5 percent positive,

16

equity, where an indexed investor can earn the

17

relative to the median, negative 0.5 percent.

17

market return.

18

So it's been kind of well documented that

18

When thinking about the appropriate allocation

19

institutional investors often don't do as well as

19

to asset classes like strategic investment, private

20

they should relative to benchmarks. The average

20

equity, real estate, it's dependent on the

21

active manager tends to underperform. So, often

21

investor's skill, your staff's skill in adding value

22

large institutional investors don't always keep pace

22

in successfully implementing those asset classes.

23

with the benchmarks. We see that in the median CEM

23

So we need to see evidence that the fund has been

24

public fund here, underperforming by .5 percent.

24

successful and can be successful at adding value in

25

order to support large allocations to those asset

25

So that one percentage point gap between FRS's
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1

classes. And we see that here. We see evidence of

1

2

outperformance to the benchmark relative to your

2

have had higher asset risk than peers. And FRS has

3

policy and relative to what our peers have done. So

3

had even higher than that peer group, yet more. So

4

that provides us additional support for thinking

4

that just kind of reflects a higher global equity

5

about the recommendation that we make of a shift

5

allocation among funds that are similar to you,

6

from fixed income to alternative asset classes as

6

particularly in terms of size, and a higher global

7

well as global equity.

7

equity allocation in particular of FRS relative to

8

that small peer group.

8
9

Rounding out this discussion, so we're talking
about risk, so this is -- these are a little bit

9

So in general, funds that are similar to FRS

Tracking error for peers tends to be low. We

10

inscrutable graphs. But it shows the distribution

10

see that over the five-year and ten-year period, and

11

of the CEM peer group in terms of asset risk, so

11

FRS is lower still. That's partly because of tight

12

total volatility, then tracking error, so

12

risk controls. So active risk is very closely

13

volatility, the excess returns over the benchmark

13

looked at and managed. There's a lot of indexing,

14

over five-year and ten-year periods. These are all

14

of passive investment, particularly in the global

15

historical, not forward-looking. So I want to keep

15

equity area, and that drives down tracking error as

16

that in mind. But the boxes show the bounds of the

16

well. So peers tend to be low, and FRS's is lower

17

5th to 95th percentiles, and then the vertical lines

17

as well. But, again, I just want to reiterate the

18

show the spread between the top and the bottom among

18

fact that value added has been high. So it's been a

19

this group, the highest and lowest.

19

high value added, with low risk relative to the

20

benchmark in terms of tracking error.

20

The peers -- so CEM has also created a group of

21

funds that are very similar to FRS in terms of size

21

MR. WENDT: Mike, is that the principal

22

and some other characteristics. So this is smaller

22

take-away from this page on tracking errors, which

23

than the broader U.S. public universe. That's shown

23

you define as the standard deviation, is that the

24

in green. So the most similar funds being green,

24

major take-away, that this staff has done a better

25

FRS's results being the red dot.

25

job of managing risks than the staffs of the other
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2

participants in this test? Is that it?
MR. SEBASTIAN: The two major take-aways I

44

1

MR. WENDT: But could you also explain to me

2

how the -- what is it -- the peer median is higher

3

would take from this slide are, number one, that

3

than the 75 percent maximum and the 25 percent

4

asset risk has been high relative to this broad peer

4

median? Just mathematically, how does that happen?

5

group. And, again, it's driven mostly by the global

5

6

equity allocation. So in general, total volatility

6

back a little bit here. So let me go back for a

7

has been higher. And so when you're thinking about,

7

second. And I glossed over this a little bit, and I

8

as you are, the recommended asset allocation, your

8

apologize for doing that. So the mean comparison

9

volatility level is already relatively high relative

9

point for these slides has been the broad U.S.

10
11

to peers.
And then the tracking error I would say is of

MR. SEBASTIAN: Sure. So this -- let me look

10

public fund universe, again with 63 funds in it,

11

average size 33 billion. So that's the broad group.
The peer group that's shown in green there is a

12

less importance to this specific decision about

12

13

asset allocation policy, but it's worth noting that

13

smaller group that is customized for FRS by Cost

14

staff has tightly controlled risk. So risk can be

14

Effectiveness Measurement. And so the second to

15

tightly controlled in a lot of different ways. You

15

last bullet point, it contains 17 public and

16

can simply just index and your tracking error is

16

corporate pension funds, very large average fund

17

near zero, or you can do that through carefully

17

size, $93 billion, still a bit south of FRS, but

18

building a portfolio of active managers and

18

comparable size, and then fund size ranging from 40

19

controlling risk with that as well.

19

to 250 billion.

20

I would just note that in general risk has been

20

MR. WENDT: So it's a different group.

21

well controlled. We don't see value added here.

21

MR. SEBASTIAN: Yeah.

22

But just keep in mind that you've been well paid for

22

MR. WENDT: That's the answer, right?

23

the amount of risk relative to the policy that you

23

MR. COLLINS: Yeah, so you're mixing data from

24

do take. But I think the most important thing here

24

two different groups when you do that last slide we

25

is the asset risk level.

25

looked at. Is that -- that's the answer.
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1

MR. SEBASTIAN: That's right. But said a

1

return that can be calculated, and you calculate a

2

different way, we show the broad data and then how

2

tracking error based on the difference between that

3

FRS places and how funds that are more similar to

3

time-weighted rate of return and the time-weighted

4

FRS place. But, yes, those two different -- the

4

rate of return on the policy benchmark.

5

green data -- the green median is a summary of a

5

6

different data set than the broad bars.

6

classes, those tracking errors tend to be

7

understated. They're just -- because the prices are

8

managed, because they're appraisal-based and so on,

7
8

MR. COLLINS: One more question, Mr. Chairman,
on this?

In general, because those are illiquid asset

9

So we're all after alpha. And so the -- I

9

they don't fluctuate to the degree that global

10

guess what I'm trying to figure out is, if you look

10

equity does. So they're depressed, but they're

11

at the tracking error and you're measuring the risk

11

depressed at about the same rate for FRS as they are

12

of active management, how are they doing that across

12

for the peer group. So the sort of biases kind of

13

the different asset classes? I get it in global

13

work together and still give you a pretty good

14

equity. I get it in fixed income. But how do you

14

overall total fund tracking error comparison to

15

do it in real estate? How do you do it in private

15

peers.

16

equity? How do you do it in strategics? Or how do

16

17

they do it?

17

how much of that tracking error, when you start

18

looking at private equity, let's say, or real

18

MR. SEBASTIAN: Yeah. So the strategic

MR. COLLINS: One more follow-up on that. So

19

investments are mostly liquid investments, so it's a

19

estate, how much is -- do they break it down between

20

little bit easier to calculate the tracking error.

20

manager selection, vintage structure of the program,

21

That's not too different from the global equity and

21

or do they just look at the absolute number that's

22

fixed income. For private equity and real estate,

22

coming out relative to the absolute number that's

23

typically there are time-weighted rates of return

23

coming out? So when we're truly evaluating

24

that are calculated for these asset classes that

24

management's effectiveness, are we getting any

25

flow up, as is the case for FRS, into the total fund

25

further detail on that?
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MR. SEBASTIAN: There are all kinds of reports
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1

And I think that degree of thoughtfulness in

2

that are done for your private equity investments

2

portfolio construction is the investment equivalent

3

and for all the other funds in the peer group as

3

of the carpentry rule of thumb of measure twice and

4

well, by vintage year and a million different ways

4

cut once. If you can get it right by design and

5

to slice it. For the purposes of this analysis, it

5

implement it prudently over time, it's going to work

6

tends to all get lumped together. So tracking error

6

for you a lot better than making it up as you go

7

is definitely an imperfect measure for any illiquid

7

along.

8

asset class. And so it's kind of a broad stroke

8

9

with this analysis. There's a lot more detailed

9

10
11

analysis that's not shown here.
MR. WILLIAMS: I would say further to that,

That is why we have asset class specific
advisers in the alternative classes. And Margo

10

Doyle is here from Cambridge Associates today and

11

leads the private equity effort for Cambridge and

12

we've put a terrific amount of thought into

12

helps us in that regard and can shed a terrific

13

portfolio construction in each asset class. So once

13

amount of light on this in terms of who does what.

14

the decision is made at the level we're discussing

14

Townsend likewise in real estate, they're on the

15

here and have been for some time, on allocation

15

line and can provide insight there.

16

broadly, we decide that an exposure to X asset class

16

17

is desirable, additive and efficient and a builder

17

focus, across geography, across manager focus. In

18

of alpha to the aggregate portfolio performance to

18

private equity and real estate, we're very sensitive

19

the FRS, we then look within that asset class and

19

to core versus non-core, directly owned versus

20

say, well, okay, is there an investable passive

20

funds, lack of leverage, et cetera, et cetera, et

21

approach. And in the ones you're focusing on, the

21

cetera.

22

answer is no. What are the diversifying levers that

22

23

we can turn, what are the scale advantages we can

23

right now a major opportunity we have at hand for

24

bring to our advantage, et cetera, et cetera, et

24

adding value in the real estate area is to further

25

cetera, and what are the different opportunity sets.

25

diversify it the way we already have global equity,
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1

fixed income and, to a lesser extent, private

1

we show the top ten largest and some information

2

equity. But private equity is more diversified

2

about their asset classes and allocation to them,

3

geographically than real estate is. And we think

3

and there are some questions about who puts what

4

that, given evolving patterns of growth globally,

4

where, just some more detail on that. These

5

that it makes sense to have global diversification

5

individual plans, how they think about things like

6

in real estate, especially when you consider

6

real assets and strategic and so on. So if you're

7

relative valuation of U.S. core stabilized assets in

7

interested in reference, that information is there.

8

gateway markets which are priced to the moon

8

And I'd love to take any questions you-all

9

currently, versus those in non-gateway markets,

9

10

non-core stabilized in other parts of the world.

10

11

So long answer, but you're going down the right

11

might have about these materials.
MR. GARCIA: Well, there's action required on
this recommendation. Is there a motion?

12

path. And that's exactly the kind of conversation

12

MR. DANIELS: I move.

13

that would be covered in real detail in the

13

MR. WENDT: I'd like to be clear this time as

14

individual asset class reviews that I think the

14

to what exactly the recommendation is. Is it in

15

group will find interesting.

15

fact on page -- to move the new targets to be as

16

shown on page two, right-hand boxed information, is
that what we're after here?

16

MR. SEBASTIAN: That actually concludes our

17

prepared presentation. There's an appendix in your

17

18

same -- in the materials. There's a number of

18

19

different ways to cut this universe stuff. For

19

recommendation. It's shown up on the screen as

20

example, the CEM peer group, we show some analytics

20

well.

21

for that. I won't cover them unless there are

21

22

questions or folks would like me to cover it.

22

23

But I did notice, just flipping through, the

MR. SEBASTIAN: That's correct. That is our

MR. GARCIA: It's been twofold. There's been a
change in the ranges and in the targets.

23

MR. SEBASTIAN: Yes.

24

very last page in the appendix, notes on the asset

24

MR. WENDT: So it's both, both those boxes.

25

allocation of the largest pension plans. So before,

25

MR. GARCIA: Yes.
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MR. WENDT: Okay. Good. I'll second that
motion.
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1

19 percent there of down-side protection. But I

2

also think that the shorts in our strategic

3

MR. GARCIA: Is there any discussion?

3

investments and our other neutral positions that

4

MR. COBB: Mr. Chairman?

4

we're going to have in some of our strategic

5

MR. GARCIA: Yes, sir.

5

investments get us to approximately the 75/25.

6

MR. COBB: I strongly support the motion, but I

6

7

mentioned to Ash in my conversation, I disagree with

7

motion, but I'm voting for the motion because I've

8

the 81/19 at the bottom of the page. And so part of

8

been convinced that we're going to be at about

9

my rationale for supporting the motion that's on the

9

75/25. Unfortunately, this chart shows 81/19, which

So from my point of view, I'm voting for the

10

floor is that I think -- you know, we've had now

10

I think is not accurate. So I'm voting for the

11

three or four meetings on this subject over a year.

11

motion with that adjustment.

12

MR. PRICE: I can't hear who's talking.

12

MR. GARCIA: Any other discussion? I'm going

13

MR. COBB: There's been a lot of discussion

13

to vote for the motion, but I'd like to comment on

14

over the last year of the importance of the 75/25

14

what I think perhaps is a flaw in our investment

15

risk/non-risk measures. And we've challenged those

15

policy statement. The investment policy statement

16

assumptions. We've challenged the growth. And in

16

is very specific in identifying what our targeted

17

my case, I was concerned with only a 3 percent

17

nominal and real rate of return goals are.

18

standard deviation on bonds going forward, but I've

18

And then there's general narrative language

19

sort of been convinced that that's not meaningful,

19

that says that in addition to seeking to achieve

20

even if it is greater than 3 percent. But I guess I

20

those well-defined goals, that we should take into

21

have been convinced that the 75/25 was an

21

consideration volatility. But the investment policy

22

appropriate percentage, as we look at this large

22

statement doesn't -- is not specific on the type,

23

fund.

23

the amount of volatility that we're willing to

24

accept in the fund.

24
25

Now, from my point of view, with fixed income
at 18 percent and cash of 1 percent, there is
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1

developing a disciplined investment policy

1

broader bucket of risky assets. So I think your

2

statement, that we as an IAC should go through an

2

point is substantively correct. And it's a

3

exercise in evaluating how much volatility we're

3

conservative statement the way we did it, and we did

4

willing to accept and that that be specifically

4

it that way because it's in keeping with the

5

defined in the investment policy statement, because

5

convention of the industry.

6

otherwise then what happens is that from meeting to

6

MR. COBB: Not to beat a dead horse here, but

7

meeting or session to session, where we evaluate an

7

it seems to me that it's important in our dialogue

8

asset allocation plan, there's no specific

8

today, if in fact you agree with what I said, that

9

discipline as to that.

9

it's unfortunate that we have the 81/19 here

10

And so I think that the better approach would

10

because -- I mean, let's project three years from

11

be for us to be more specific on the volatility

11

now and in fact the stock market does very, very

12

issue in the investment policy statement.

12

poorly and fixed income holds up and we look -- and

13

so our critics are going to say, well, you knew you

13

MR. COBB: Ash, could I get a response to my

14

concern that the 81/19 isn't a true

14

had an 81/19 ratio, and your consultants told you it

15

return-seeking/risk-reducing percentage?

15

should have been 75/25, shouldn't this be adjusted

16

MR. WILLIAMS: Yes, sir. I think you make good

16

to in fact reflect what we as a committee all feel

17

points. And I think that a large part of the reason

17

when we agreed to this asset allocation

18

why we represented it the way we did is it's the

18

recommendation?

19

most conservative convention for reporting, and it's

19

20

very consistent with the way these things are

20

that. First of all, I think contextually where we

21

commonly reported.

21

want to be on the risk assets versus non-risk assets

22

continuum question is a function of the tangency of

22

I think, as a practical matter, your point is

MR. WILLIAMS: I would offer two thoughts on

23

exactly on target, which is to say there are

23

the desirable portfolio efficiency with where we

24

elements of our portfolio that would be

24

currently are. And that's what's reflected in

25

risk-reducing elements, but they are within the

25

Rowland's graphics, and he can take us back over
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1

that. So that will be a moving target over time.

1

understand very well what we're doing. And the

2

And I don't think you can say proforma or prima

2

nuanced point that you've just made just illustrates

3

facie, or any other Latin term, that 81/19 is

3

that, because that really shows depth in terms of

4

inherently defective in favor of 75/25, because the

4

the understanding of what's within these asset

5

desirability of that mix is going to shift over time

5

classes. And the fact that we're having this

6

with where you are in the overall milieu of markets

6

conversation, I don't think there are a lot of funds

7

and growth and all that sort of thing. That's point

7

around that would be having this conversation. This

8

one.

8

shows a real grasp of the subject matter by this
group, which I think is terrific.

9

Point two is -- and believe me, I'm keenly

9

10

sensitive because I'm the one taped to the front of

10

So with that, if you would consider that

11

the locomotive as we go through the path, and if we

11

responsive, maybe we should go back to Rowland or

12

hit an object, I get it first, usually right here

12

Mike and talk a little bit about how to think about

13

(indicating). And if we're concerned about how we

13

the context of the 81/19 and whether that represents

14

might be viewed in the annals of history if our

14

an appropriate mix where we are or whether it's

15

affection for equities proves misplaced and bonds

15

somehow in conflict with the prior statement that

16

prove to be the best possible place to be five years

16

75/25 looks about right. I think we're still well

17

from now -- that strikes me as extraordinarily

17

within the window of comfort and propriety here.

18

unlikely, but the probability is not zero.

18

19

If that were to happen, I think judgment would

MR. DAVIS: Yeah. Let me -- first, you started

19

to sound like the Wizard of Oz there for a minute,

20

be much harsher on us if we had restated our risk

20

throwing those Latin terms around. So ipso facto,

21

exposures in an inconsistent way with what

21

let's go back to page seven, and I'll comment

22

prevailing practice was at the time, because it

22

briefly on Ambassador Cobb's point, which I think is

23

could potentially be looked at as some sort of

23

well taken. If you try and summarize something with

24

window dressing that meant we didn't really

24

an 81/19, which is basically trying to summarize it

25

understand what we were doing. I think we

25

in one number, you're stretching, because there's so
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much more going into it all.
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1

to look at the actual. So we're actually --

2

But let's look at point H -- that's our

2

compared to where we are in actual allocation right

3

recommended -- and compare it to point A, which is

3

now, it's essentially equivalent, a little bit of a

4

the current target. And so I think there's no

4

reduction. And if you go back up to the chart, look

5

question that point H, the recommended policy, does

5

at point B, that's the actual. Compare that to

6

involve an increase in risk, because it does move to

6

point H, and that's saying that we're actually, as

7

the right. So -- and I think there's no denying

7

we move towards implementing point H relative to

8

that there is some more risk in here. The key thing

8

where we actually are now, we will be reducing risk.

9

is that the additional cost savings that we

9

We just won't be reducing it quite as far as if we

10

generate, in other words, how high that point is,

10

had been trending towards point A. But we're

11

makes it very attractive to take that risk.

11

getting a lot of extra return cost savings as we do

12

that.

12

The question is, you know, if you look down at

13

the green line, kind of drop from point H and go

13

So I guess bottom line is, I have to say there

14

straight down, you might say that it was maybe

14

is more risk in the recommendation than the current

15

equivalent to a 78 percent allocation, based on the

15

policy. I'm comfortable with it. I wouldn't be

16

current kind of diversification process. So, you

16

comfortable going too much higher than that. This

17

know, it's not equivalent to what an 81 would have

17

is sort of at what I would feel is a reasonable --

18

been if we hadn't have done all the diversification

18

reasonable but towards the top end of my comfort

19

changes. But it is an increase in risk.

19

range, and that there's good payoff, very good

20

payoff for doing it.

20

And then at the bottom in the chart, the other

21

thing that I think is important to look at, that

21

22

bottom line, the risk of having a short-term really

22

Anybody opposed to the motion?

23

bad, bad news scenario, it is a little higher now

23

MR. HARRELL: I am.

24

than the target. So it's again an indication that

24

MR. GARCIA: Anyone else? It passes eight to

25

there is some increase in risk. But you also want

25
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MR. HARRELL: And to be clear, I am not opposed
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1

well.

2

to reducing fixed income. It is simply the

2

MR. NEWMAN: Thank you.

3

remainder that I cast my vote against.

3

MR. GARCIA: Okay. That takes us to item

4

number four on the agenda. Ron. Why don't we take
a five-minute break.

4

MR. NEWMAN: Are you-all seeing others move

5

more towards reducing fixed income? I was a little

5

6

surprised at how high we were compared to peers, or

6

(Short break)

7

where we're going compared to peers, how high they

7

MR. GARCIA: Okay, Ron.

8

are compared to us.

8

MR. POPPELL: Let me introduce for you,

9

Mr. Chair, the folks at the table with me so

9

MR. SEBASTIAN: We're seeing some shift. So if

10

you think about the main concerns that are facing

10

everybody understands who we're talking with. To my

11

plans like you-all, they are maintaining growth in

11

left is Steven Tabb. He works on my staff as my

12

what may be a low growth environment and concern

12

director of investment analytics. He keeps the

13

about the risk of higher rates and what that does to

13

day-to-day watch over our 20 investment products.

14

fixed income.

14

To my right is Scott Fisher with Hewitt EnnisKnupp,

15

who has been helping us with the target dates and
walking through instating those glide paths.

15

We're seeing a number of plans make changes

16

within the fixed income component, as you-all have

16

17

done, by shifting to intermediate duration from

17

18

market duration. And there are some shifts toward

18

from Mercer, who have helped us with the overall

19

more alternatives. So we've seen these asset

19

restructuring of where we're hoping to go with the

20

allocation comparisons progress over time, shifts

20

investment lineup. And that's where we are today.

21

into more hedge funds, more private equity, more

21

As we're looking -- we started this project a

22

real estate. Some of that is coming from fixed

22

year ago, and we started this project by looking at

23

income. But I haven't seen wholesale large changes.

23

how we could do several things for our members.

24

At the same time people are worried about the bond

24

We've heard since our inception and our rollout in

25

allocation, they're worried about the stocks as

25

2002 from our members that they would like for
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1

somebody to do it for them. We've heard in focus

1

from a four-tier structure to a five-tier structure.

2

groups, we've heard in workshops, we've heard in

2

We've covered the three types of investors. The

3

phone calls, and we've heard through their actual

3

reluctant investor, which is the vast majority of

4

actions that they want somebody to do it for them.

4

our members, we're covering them through the

5

They don't know how to invest. They don't want to

5

proposed ten target date products.

6

invest. They want us to do it for them.

6

For the proactive investor, which is -- I would

7

If you look at our current balanced funds,

7

say a minority of our members, we're doing that

8

144,000 of our 151,000 members are in those balanced

8

through tiers two and three, with the restructuring

9

funds, one or more of those balanced funds. So by

9

of the core products. And for the very proactive

10

their actions they're telling us they want us to do

10

11

it for them.

11

And with the brokerage account, based on

investor, we're offering the brokerage account.

12

We've also heard from our members that they

12

experience in other plans that we're familiar with,

13

wanted a gold fund and they wanted a real estate

13

we're expecting maybe 1 percent of the members may

14

fund, they wanted commodities and they wanted the

14

go into that brokerage account, which would be

15

brokerage account. Last quarter you approved the

15

roughly 1,500 people that may end up in that

16

brokerage account. We're rolling that out next

16

brokerage account long-term.

17

month. Everything is set to go on that. All the

17

18

educational material is in place. So we're going to

18

currently offer annuities, fixed and variable,

19

roll that out the 2nd of January. Within this

19

through Hartford Life. That contract with Hartford

20

restructuring, we have a new product from PIMCO that

20

Life was in the process of being renewed. And they

21

covers the real estate and it covers gold and it

21

came to us. Hartford has been bought by Mass

22

covers commodities that we'll talk about briefly as

22

Mutual. They came to us and told us that they're

23

we go through here.

23

pulling out of the business, so they were dropping

24

us. We've convinced them to keep us through

25

June 30. We're going to drop an ITN next month. We

24
25

So in restructuring, we think we have
simplified by moving from, if you look at the slide,
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1

should finalize that this week. We will have a new

1

these target date funds is the right thing for our

2

annuity provider by July 1, when the current

2

members.

3

contract with Hartford terminates.

3

We have -- today our current average account

4

We may have more than one annuity provider.

4

balance is a little over $50,000. That's the

5

We're looking at having maybe two or three, where we

5

current average. We have currently 95 percent of

6

can go out and shop and get the best deal for our

6

our members in the regular class of the Florida

7

members. And we're also looking at the idea of

7

Retirement System, which has a 6 percent

8

possibly going to an exchange to, again, go out and

8

contribution rate that's going into their investment

9

get the best deal for our members. But we will have

9

plan account. If you look at that -- and the

10

that and do have that currently.

10

legislature reduced that 30 percent from two years

11

For the target dates, for the target date

11

ago. Two years ago they were getting 9 percent.

12

funds, we're proposing that we go to ten target date

12

Beginning July 12 that reduced to 6 percent,

13

funds. It would be in five-year increments. They

13

6.3 percent, so a 30 percent reduction of the monies

14

would start in 2055. They would work down to 2015

14

going into their account.

15

currently and then roll out into a retirement income

15

16

fund.

16

today earning, starting out at $25,000 a year, they

17

work a 33-year career with the Florida Retirement

17

The glide paths are those -- we've been working

If you have a new hire, age 25, who comes in

18

with HEK, with Scott and his team, to help us

18

System, to normal retirement under the FRS pension

19

develop those. We've gotten what we think is a good

19

plan, if they get 2 percent salary growth and they

20

run this past week that we can live with. And

20

earn 5 percent on their money during that 33 years,

21

back-testing that Steven has been doing over the

21

at the end of their career, they've got $169,000 in

22

last couple of weeks, all the back-testing indicates

22

their investment plan account. That annuitizes to

23

that if we had been in these target date funds, that

23

$800 a month. The pension plan benefit for that

24

our member would have done better than in the

24

same period of time is just under $2,000 a month.

25

balanced funds. So we're convinced that moving to

25
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1

money, that's $252,000 in their account, which

1

looking at trying to help the vast majority of our

2

annuitizes to $1,200 a month, still not the $2,000

2

members do as best they can. What we're thinking is

3

they would get by staying in the pension plan. So

3

that of those 144,000 members, we can break them out

4

what that tells you is that if you can make the

4

into these ten target date funds, which now allows

5

eight-year vesting in the pension plan, in most

5

us to look it the various segments. We can now

6

cases that's the better plan for you.

6

target our education to the various tranches, which

7

helps -- we think will help our members as we walk

7

We don't think that that is necessarily the

8

better plan. So we want to do everything that we

8

them down through their career into the retirement

9

can to help our members get every dime out of the

9

income fund.

10

system that they can get out of it for a 30-year

10

11

career or however long they stay in the plan.

11

money from pension plan members who have transferred

12

their DROP money as one of their options, after

12

The average age in the plan today is 44. And

We also have over $200 million worth of DROP

13

that is principally because most of our members

13

retiring from the pension plan, into the investment

14

today came from the pension plan. They've got

14

plan. Those monies today, for the most part, are in

15

pension plan service, and they used the second

15

a conservative balanced fund or in the money market

16

election to come over here, so they brought a large

16

fund. They're retired. They don't want any risk.

17

account balance with them. They were later in their

17

They want to park it and pretty much forget it and

18

careers. We would anticipate, over the course of

18

let us kind of take care of it for them.

19

time, that that age 44 would go down to something

19

20

less than that.

20

retirement income fund. As it rolls down, we would

21

park all of them in this retirement income fund.

21

The average salary today in the Florida

Those people would all end up in this

22

Retirement System is about $39,000 a year, which is

22

The numbers that we're looking at, we believe that

23

not very much. Six percent of $39,000 a year is not

23

we can generate sufficient income for them in that

24

going to generate a whole lot of money.

24

retirement income fund that they can draw out a

25

small amount, if they would like to draw out a small

25

So in looking at these target date funds, we're
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1

MR. POPPELL: For the PIMCO product, the PIMCO

2

Beyond the target date funds, we have not made

2

product we're still working with them to design how

3

that many more changes. If you -- well, look here.

3

we're going to set that up. Right now we're looking

4

You can see here in the next slide the glide path,

4

at a commingled trust fund with them. And the

5

the proposed glide paths as it's going down. The

5

thinking is that that PIMCO product has allocations

6

40-year, the far left, is the 2055 fund. Zero is

6

to TIPS. It's got allocations to commodities,

7

2015, as it glides down. And then you get into the

7

currencies, REITs and gold. And we --

8

retirement income at minus 5 and 10.

8

9

Beyond the target date funds, looking at the

9

MR. PRICE: I have a question. This is Michael
Price. Are the basis points in parentheses the fee

10

passively managed products, we're not making any

10

11

changes. They're all moving over. The only

11

MR. POPPELL: Yes, sir.

12

exception is going to be the TIPS product. The TIPS

12

MR. PRICE: So the FRS is 6. Pyramis is 11.

13

product we're actually moving out of passive, moving

13

14

it over into active, on the next slide, and we're

14

MR. POPPELL: Yes.

15

pairing it with the PIMCO Inflation Response

15

MR. PRICE: Is that right? That's the all-in

16

Multi-Asset Strategy Fund, which we're bringing in

16

17

as a new addition to the product lineup.

17

18

MR. NEWMAN: Ron, could I ask you a quick

to the fund?

PIMCO is 57?

fee, including administrative cost?
MR. POPPELL: Yes, sir. We've got fairly low

18

fees. So the PIMCO product has the allocation to

19

question before we leave the balanced funds? The

19

TIPS. And we're taking our current TIPS product,

20

numbers you were quoting there, talking about the

20

and we're going to set up our current TIPS product,

21

payout at the end of the career, were those just in

21

potentially -- this isn't final yet. But what we're

22

the balanced funds?

22

thinking right now is we're going to take our

23

current TIPS product, and that will be a fixed

24

amount, so that PIMCO can build -- they will know

25

that here's the amount that we have in TIPS in our

23
24
25

MR. POPPELL: No, sir. That was across the
board.
MR. NEWMAN: Okay. Thank you.
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1

product, and then they can build the rest of their

1

2

product around whatever it is they want to do it.

2

and PIMCO total return would roll over at 35/65

3

And they can manage the targets. They can manage

3

split. And essentially how we plan on doing the

4

the tactical allocations. But the TIPS product that

4

splits is, when we move them in on July 1, they will

5

we'll hold with BlackRock will be the daily

5

retain -- they will get their percentage of whatever

6

liquidity for that plan, for that product. And then

6

their current allocation is. So the ones that have

7

the monies will move out to PIMCO on a monthly

7

the most money will get the higher allocations.

8

basis.

8

That could change over time, but that will be the
initial rollout position.

So here, for this page, you can see high yield

9

The other thing that we're doing here, you see

9

10

the high yield bond fund and the PIMCO total return

10

On the next slide, what we're doing here is

11

fund. For some of our actively managed products,

11

you'll see the large value, the FRS large growth and

12

we're moving them over as multi-managers or fund of

12

Fidelity growth. All three are moving over as fund

13

fund managers, to make the product selection

13

of fund managers under the new large cap equity

14

simpler.

14

fund. And the BlackRock value index, 1000 value

15

index, is going to be used for the daily liquidity.

15

One of the things that we did or one of the

16

decisions we made going into this is we didn't want

16

That's currently used as part of the value fund

17

to get rid of any of our current product managers.

17

today.

18

They had served us well, and we just didn't want to

18

19

get rid of them. So we believe that taking some of

19

growth index fund as the liquidity for the large

20

these active managers, making them fund of fund

20

growth index stock fund, and we're going to drop

21

managers under a new white label product, we can

21

that. It's not needed. And those assets will roll

22

protect our members on the down side and give them

22

into the value fund.

23

more on the up side, is what we're thinking, and

23

24

that's what some of the -- the back-testing is

24

eight, QMA, American Beacon, T. Rowe Price are all

25

showing that.

25

moving over under the SMID equity fund, where they
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1

will be manager, fund managers there. The Fidelity

1

understand the desire to give people a simple

2

Low Priced, which has been closed since 2004, we're

2

product that sort of makes the decision for them.

3

going to close that and move that money into here

3

But I always wonder about the composition. And so I

4

and split it out. There's about 1500 people left in

4

kind of -- I wonder where this comes from.

5

that product. There's only about $24 million there.

5

6

We've been putting off closing this fund for a

6

of the ages it implies and the mixes it implies.

7

number of years, and this is probably the right

7

And if you figure .0 is somebody who is 65 years old

8

time. If somebody really wants to be in that

8

and you work backwards, you've got a 25-year-old

9

product, they can get it through the brokerage

9

allocating 20 percent of his money to bonds in his

10

account, once we roll that over.

And I was just doing some math myself on sort

10

long-term retirement account, which seems strange to

11

On the next slide, Euro-Pacific and New

11

me. And you've got somebody at 65 who's got -- I

12

Perspective, no changes. Those are rolling over.

12

don't know what life expectancies are now -- but 20

13

Those are the non-U.S. equity and global equity

13

more years to live, whose equity portion is down to

14

products. And finally, again, the Low Priced is

14

maybe a third, which also seems low to me, depending

15

being removed, and Russell Growth is being removed,

15

on circumstances or what have you.

16

which we've already talked about.

16

17
18
19
20
21

That's the plan, and the changes to the IPS
reflect these proposed changes.
MR. GARCIA: Thank you, Ron. Are there any
questions?
MR. HARRELL: I think I have one question about

So, A, I kind of wonder where they come from,

17

and, B, maybe it's more on the education side. I

18

think, it seems to me there would be a real element

19

of making sure people understand exactly what this

20

means and not necessarily saying I expect to retire

21

in 2050, therefore I'm going to take the 2050 fund.

22

the target date. The slide that's the colored

22

I mean, there's kind of a danger in giving people a

23

picture showing the evolution of the funds, that

23

simple solution, which is that some people are going

24

comes after page three. And I just -- I always

24

to check out and not think about it enough. I mean,

25

wonder this about the target date funds. And I

25

that goes more to education, and I hope we're doing
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something proactive on that front. I'm sure we are.
MR. POPPELL: Yes, yes. As a matter of fact,
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1
2

that they had in their model, considerably better.
And what we're thinking is that as part of the

3

when we roll this out, we'll send -- actually, we've

3

education, we're looking at doing a webcast about

4

already quasi-announced that these could be coming.

4

this, so that we can notify all of our employers,

5

And then in our January newsletter, there will be a

5

and they can post that and allow people to sign into

6

second announcement. In our March newsletter, we

6

that webcast. Once we get the webcast completed,

7

will have more details. In early May there will be

7

then we'll post it to our website, and we'll leave

8

an actual mailing that will go to all 150,000 of our

8

it there through the rollout and probably longer.

9

members that goes into considerably more detail. A

9

We'll probably end up developing a new workshop

10

second mailing will go in mid-June, again, with

10

to add to our 12 workshops. And employers can

11

considerably more detail.

11

request that we get a presenter to come and do a
workshop on these as well.

12

We're also developing -- potentially we're

12

13

looking at an interactive tool to go on our website

13

But, yes, you're right. We know there's

14

to allow people to go out there and play with it.

14

education to this. We also know that this isn't a

15

You plug in, and it tells you where to be. And as

15

fix it and forget it. We're going to be reviewing

16

part of our investment fund summary document that

16

these monthly, quarterly and semiannually. The

17

has all of our products in it, we're going to show

17

targets will change. I mean, they'll get -- we're

18

for each one of these a grid that shows the actual

18

going to treat these just like we have the balanced

19

allocations to which products.

19

funds. We're going to keep them optimized all the

20

way through, is our intent.

20

And these are going to be custom-made. They're

21

not off the shelf. And if you look at the glide

21

MR. NEWMAN: Ron, does the way this work, if I

22

paths that have been developed by the model that

22

wanted to put half of it in this and take the other

23

Scott and his team at HEK have used, the glide path

23

half and get more aggressive or whatever, I could do

24

that we've gotten picked out right now is

24

that also as an individual, right?

25

considerably better than the off-the-shelf products

25
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1

that we're making this change effective July 1. If

1

lot, it's not enough. And this is the kind of thing

2

you want to move someplace else, you can do it

2

that is really going to drive people over the edge.

3

before July 1. If you haven't moved your money on

3

Although, you know, I'm very supportive of people

4

July 1, we're going to map you. And so there will

4

having these choices, but it is very critical that

5

be a day period there where you won't be able to do

5

they understand what this means. And so that

6

it overnight. But then beginning the next day, if

6

individualized tool, I think, is extremely

7

you want to reallocate other places, you can do

7

important, and also having access to someone to

8

that. Just pick up the phone and call or log into

8

respond to their specific questions. You might do

9

the website and do it.

9

that online, but it's pretty specific to each

10

MR. HARRELL: And then one quick question. You

10

individual, so it's important to have that.

11

may have answered this. But did you say what you

11

12

estimated would be the proportion of dollars that

12

Young, Ernst & Young is taking just under 300,000

13

would end up in the target date funds?

13

calls a year for us right now, which is way up. I

14

mean, the call volume has just been sky-rocketing,
and we don't know how to calm it down at all.

14

MR. POPPELL: Currently today there are --

MR. POPPELL: Through our contract with Ernst &

15

48 percent of our money is in one of the balanced

15

16

funds. So we're anticipating a good bit of it.

16

MS. ELIA: It isn't going to calm down.
MR. POPPELL: No, this is not going to calm it

17

MR. GARCIA: Mary Ellen?

17

18

MS. ELIA: I just can't underscore enough the

18

down at all, that's right. But we've already seen

19

importance of the education piece of this and

19

an uptick in the calls, just from the announcement

20

communication and access to responses specific to an

20

in the newsletter that this potentially is coming.

21

individual's questions. And I know that's very

21

So they're already educating people, as they're

22

difficult. But in this time, you've got about six

22

calling today, before this even happens. When they

23

months to be able to plan that all out and then be

23

get the next newsletter, we're going to see a spike

24

able to respond to people's questions.

24

in calls, and again they can educate, which is why

25

we're trying to get this in their hands as soon as

25

And whenever you think you've communicated a
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1

we can get it in their hands, so they've got more

1

MR. POPPELL: We understand that this is going

2

details about here's what the allocations are going

2

to be a large education effort. We understand that

3

to look like when we roll out, and they can have all

3

very much.

4

this stuff in their hands as soon as I can get it in

4

5

their hands. So when the phone calls come in,

5

to something that Michael brought up, on the PIMCO

6

they're ready.

6

fund. I was thinking about it and Will and I were

MR. COLLINS: Ron, one last comment, to go back

7

MS. ELIA: So the large employers in the

7

talking about it after Michael asked the question.

8

state -- and Hillsborough County Public Schools is

8

I don't think he was bringing it up to think that,

9

certainly one of those -- the kind of education for

9

wow, that's a low fee. I think he was bringing it

10

staff members in our retirement office is also

10

up to comment on it being a little high, relative to

11

critical. And I didn't hear you mention that. But

11

certainly what you were showing on some other equity

12

we've got to be able to respond to questions when

12

funds. So I don't know if the 57 is right. But if

13

people get frustrated and they need to have the

13

it is right, I think the comment was, I think it's a

14

answers, at least to know how to get the best answer

14

little high.

15

for them through the people that are responding. So

15

16

I would urge you to make sure that that's part of

16

plan is 20 basis points. Our highest fee today is

17

the plan.

17

92 basis points. We anticipate, with these changes,

18

that that 20 across-the-board fee may go up a point

18

MR. POPPELL: I'm sure that we'll add this --

MR. POPPELL: The average fee across our whole

19

we currently do employer training, and we'll add

19

or two but not much, is what we're anticipating.

20

that to that employer workshop. And more than

20

And that's going to depend on the target date funds

21

likely, at the time that we do the employee WebEx,

21

and the mix of those target date funds.

22

we'll probably do a WebEx for employers as well, so

22

23

that we can give them what they need through that

23

the glide path chart, on the big hunk of purple for

24

WebEx, and then we can post it.

24

older people. So as I understand it, you're

25

recommending that 70, 75 years old should have

25

MS. ELIA: Great. Thank you.
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1

80 percent in fixed income and fixed assets, i.e.,

1

quarter. And so essentially this is not going to be

2

TIPS and commodities in PIMCO. Am I reading that

2

the glide path that you will see five years from now

3

right? And if that is right, could you explain the

3

or ten years from now. But right now this is the

4

rationale for --

4

one that generated the consistent risk profile that
we're looking for.

5

MR. FISHER: Thanks for the question. I

5

6

appreciate it, because the whole conversation from

6

7

the defined benefit meeting earlier was the perils

7

interesting, the 20 percent of fixed income for a

8

of fixed income as we go forward. Essentially, the

8

younger person. Where we're actually coming from

9

process that we build uses a consistent risk profile

9

when we come into a situation like this, we have to

10
11

across the whole curve.
So what we're trying to achieve is a certain

I think the earlier question was also

10

take the ground that we find. And right now you

11

have 144,000 of 150,000 participants exposed to

12

confidence level that the portfolio will pay out at

12

these portfolios that are now balanced funds. The

13

a certain rate that we specify through assumptions

13

moderate fund is a 55/45, and it's the current

14

for a 25-year-old or a 70-year-old. So that's where

14

default. It's very likely that a very young person

15

the allocations come from. It's not so much that

15

who defaults into the plan is going to have 55/45

16

we're in love with bonds, we're in love with TIPS,

16

for the rest of their career, with the exchange

17

particularly for retired folks. But we do like the

17

rates and the change rates.

18

inflation adjustment aspect of the TIPS for that

18

19

longer-dated portfolio. And it does contribute a

19

substantial step in increasing the risk profile of

20

lot of risk control.

20

the average person, but in an appropriate,

So we actually think that this is a fairly

21

Ultimately, this is not -- I think we go back

21

risk-controlled way. And then if you were going to

22

to Ron's statement earlier. This is not a "set it

22

look at the conservative person, they're even higher

23

and forget it." This is driven by our current

23

in fixed income than this portfolio has them in the

24

medium term views and our asset class assumptions.

24

income.

25

And we tinker with that, as Mike said earlier, every

25
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1

the spread a bit, improving the asset allocation and

1

what happened, or we're overpaying. But either way,

2

diversification for everyone who will be mapped.

2

will you look at it?

3

And then essentially that at least makes that

3

4

transition from your current portfolios to these

4

5

less dramatic in that risk increase. And I think

5

MR. COLLINS: Thank you.

6

that's one of the things that the plan sponsors

6

MR. GARCIA: Any other questions? In order to

7

always fret about when they go through this whole,

7

effectuate this, this is an action item, we need to

8

we're going to map people. What are we doing to

8

change the investment plan. Is there a motion?

9

them?

9

10

Let's make sure that the step from where we are

MR. POPPELL: Yes, we'll look at it when we get
back upstairs.

MR. NEWMAN: I'll move it.

10

MR. HARRELL: Second.
MR. GARCIA: Any opposed? Passes unanimously.

11

to where we want them to go is sort of conceptually

11

12

okay with the majority, and we won't have some

12

13

circumstance where we have people who are very

13

14

moderate or very conservative suddenly exposed to a

14

fine. But I think last time I expressed some

15

considerably greater degree of risk. So I think it

15

concern over opening up this latitude, but I do

16

speaks to both ends of the curve. Hopefully that

16

understand that people want it, so that's why I vote

17

answers that.

17

for it. Staff says they want it. Let's give it to
them.

Gary, did you have a question?
MR. WENDT: I'm going to vote for it. That's

18

MR. COLLINS: One last comment.

18

19

MR. GARCIA: Sure.

19

20

MR. COLLINS: All right. So I usually don't do

20

domain, to make two comments. One is I heard this

But I would just ask, since this is in a public

21

this, but I'm beating a dead horse. Well, usually

21

somewhere, I don't know where it was, but it says

22

on Mondays I don't do it. So if you go on the

22

that past results is not necessarily an indication

23

Internet to PIMCO's fund, their expense ratio is 46

23

of future profitability. I don't know where I heard

24

basis points. We show it as 57. So we're either

24

that. I picked it up somewhere.

25

wrong in what got put on that paper, which is I hope

25

ACCURATE STENOTYPE REPORTERS, INC.

The other one is a thought of my own, which is
ACCURATE STENOTYPE REPORTERS, INC.

83

84

1

that over the long-term, very difficult for

1

2

individual investors to be professional investors.

2

3

I just hope everybody who is going to sign up for

3

know, I had the ability, once the packet came out,

4

these more aggressive plans keeps that in mind. I'm

4

to see your previous e-mail that you had sent to Ash

5

for it.

5

that really, I guess, started the whole focus on

6

asset allocation. And not having been on the

7

Advisory Council at that time, I just never saw
that.

6
7

MR. GARCIA: Thank you, Gary. Any other
comments?

add or discuss.
MR. COLLINS: Thank you, Mr. Chairman. You

8

MR. COLLINS: Great job.

8

9

MR. GARCIA: Thank you, Ron. Why don't we

9

Many of the concepts that you talk about in

10

break for lunch. And for those on the phone, we

10

your e-mail I couldn't agree with more. And I think

11

will reconvene at 12:45. And lunch will be served

11

today's culmination of the conversation in the new

12

in the room across the hall; is that right? Okay.

12

allocation and the new targets is really -- I agree

13

(Recess taken.)

13

with you in your e-mail, that that's really more of

14

MR. GARCIA: The gentleman has asked me to ask

14

the role of the IAC.

15

those on the phone to please announces themselves.

15

16

Could you please do that? Is there anyone on the

16

in the future, Ambassador Cobb, relative to your

17

phone?

17

comment before, I think all of us can feel good

And I think that regardless of how we're judged

18

MR. PRICE: Michael Price.

18

about the exercise that we just went through,

19

MR. GARCIA: Thank you, Michael. Anyone else?

19

because we're taking an active role and we're not

20

The next item on the agenda is item number five, the

20

just sitting on this side of the room hearing

21

role of the IAC. And as is typical for this group,

21

reports being read to us. And so to the extent that

22

there was a lively exchange of information after the

22

you've helped do away with some of the more mundane

23

last meeting on the role of the IAC. And I wanted

23

aspects of being on one of these boards, thank you.

24

to open it up for discussion. And I first would ask

24

25

Peter if he had anything further that he wanted to

25
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1

little we might have been doing this before -- but

1

and real estate world, I'd love to talk about the

2

how much we were spending on the one topic, how much

2

portfolio. I'd love to talk about where we're

3

time we were spending on one topic at the expense of

3

going. I'd love to talk about what's in it. I'd

4

others that I personally felt were very important.

4

love to talk about what the portfolio managers and

5

And so that really was the context or the

5

the asset class heads are concerned about and what

6

intent of my memo, was to say that if we're focusing

6

we need to be thinking about over the next 12, 24,

7

on fixed income and if we're focusing on all these

7

36 months, as we continue to monitor the asset

8

other asset classes, I'd like to hear from the

8

allocation and the performance of the asset

9

people at the Board on the performance and on the

9

allocation. So that's my comment.

10

makeup of the different asset classes. And I'd like

10

11

to look at those individually to continue to help us

11

12

feel good about, or maybe bad about, our allocation.

12

13

So I think my memo was just simply to say I

13

bit, because I've given it a lot of thought since I

14

don't want to spend too much time on one thing, even

14

read all of this. And I realize we all have

15

though the one thing that we've been spending time

15

different levels of expertise. And some of you guys

16

on is perhaps the most important thing. I don't

16

eat and sleep this stuff every day. Some of us see

17

want to do it solely and at the expense of some

17

it once a quarter, or once a month when we review

18

other very important things that we need to focus

18

the reports. And then we all learn differently, and

19

on.

19

we all -- some people can just read it and get it.

MR. GARCIA: Thank you. Are there any other
comments?
MR. NEWMAN: I'd like to add to that a little

20

And to my neighbor here's comment at the

20

For me it's been helpful to hear some of the

21

beginning of the meeting, I thought Eric Nelson's

21

detail in the reports. And it has raised issues,

22

report was excellent. I thought Mike McCauley's

22

may have even raised the fixed income issue a while

23

report was excellent. And so I would like to spend

23

ago when we first started talking about it in just

24

some time on that. But, really, as somebody in the

24

one of the detailed presentations. And so I benefit

25

investment world and somebody in the private equity

25

some from that. I don't know if others do.
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1

that we would deal with, Ash, in the future

2

hear the different consultants and then get reports

2

meetings, one of the conclusions I continue to get

3

from the managers, the different managers, so that

3

from our presentation is that our good performance,

4

we can evaluate that to some extent, you know, are

4

I'm convinced, is because of our low cost

5

we getting the right -- are we doing the right

5

production. And that's a function of a high

6

selection.

6

percentage of our index investing, but a number of

7

So somewhere in between probably is the right

7

other things that I think our management has done a

8

way to be. I'm not sure how you get there. And I

8

great job at on keeping costs down.

9

think it probably changes as we change membership,

9

So I'd like to -- and as it was commented

10

depending on the experience levels that we all have.

10

today, with the increased focus on private equity,

11

So it may be that this role is a moving role, and it

11

real estate and strategic, particularly hedge funds,

12

is going to vary from year to year.

12

that that cost advantage is maybe going to be lost.

13

So at future meetings I'd like to focus on cost.

13
14
15

MR. GARCIA: Any other comments? Ambassador

14

Cobb?
MR. COBB: Mr. Chairman, I also read the

Secondly, we've talked about this emerging

15

element of proxy fights and proxy challenges. And

16

exchange of e-mails and thought it was a helpful

16

while we had one report on this about a year ago, I

17

discussion. But my view is that I think there is a

17

would hope, Ash, at least once a year we would

18

pretty good balance. I think the Board should be

18

review our proxy process.

19

focused just on the key policy issues. We don't

19

20

have enough time to be involved with other than key

20

of funds in trouble, was security lending. So

21

policy issues. Clearly the asset allocation is, if

21

that's another key policy issue that I would hope we

22

not the most important, I think the most important

22

would -- and I know we've done that. Again, about a

23

key policy. So I think the four meetings we spent

23

year ago we looked at our security lending, how

24

was very productive.

24

profitable it is, how risky it is, the risk-reward

25

on the whole thing. But I think that would be

25

The other key policy issues that I would hope
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1

MR. GARCIA: Gary?

2

MR. WENDT: I agree with all the previous

3

part, there was discussion of we know very little

3

speakers. The reports are excellent and the

4

about the negotiation on managers. And although,

4

management is excellent. When the e-mails started

5

Ash, you have reported that we are really using our

5

flying around on this subject, I questioned

6

leverage on fees and participation and other

6

something and found out, not too surprisingly, that

7

elements of cost, I guess at a future meeting I'd

7

those become public information. And there were a

8

like to, you know, talk about 10 or 15 funds, of how

8

couple of innuendos in one of them that I thought

9

did you use your leverage in terms of cost and how

9

should be talked about, to give the other point of

10

did you select those managers, both in terms of

10

11

talent, experience and cost. We don't necessarily

11

One of the innuendos was that there was one

12

have to hear each individual manager. The process I

12

person who was kind of grabbing something out of the

13

think would be important.

13

air. And that person -- and I won't say he. It was
he or she.

view.

14

In that regard, there was a press release

14

15

recently that we terminated 18 private equity funds.

15

MS. ELIA: Do you think that it was me, Gary?

16

And, again, whenever you do make that

16

MR. WENDT: It might have been, he or she.

17

presentation -- you don't have to do it today, but

17

That that person was not taking the staff's

18

why did we wholesale get rid of 18 funds and what

18

recommendations and that all of this was being done

19

was the strategic big picture process that we were

19

by gut instinct. And I checked around to find that

20

going through.

20

person and was able to and, fortunately -- and got

21

that point of view from that person. And this is

21

So those would be some of the policy items that

22

I think we should focus on in the future. But in

22

what I learned. One is that the recommendation that

23

general, Mr. Chairman, I think you're doing a good

23

that person made was in the book, right in front of

24

job of making sure we're focusing on the critical

24

everybody. It was right next to the initial

25

policy issues.

25

recommendation that had been made. And it was
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1

because of all the research that had been done in

1

MR. GARCIA: MaryEllen.

2

the previous hundreds of pages to get to that point,

2

MS. ELIA: Thank you, Martin. I think at this

3

that that was something that even Hewitt said we

3

point in time, at this place in this meeting, it's

4

should be considering all of those recommendations.

4

important to review the purpose of having

5

And so that's where that one came from, he said.

5

discussions in boards like this. The Board should

6

be hearing lots of different views. I don't believe

7

that we should be going into the weeds, but I think

6
7

The other thing he said was the gut thing. He
said, I take offense to that, that it was --

8

MR. COLLINS: He or she said.

8

we -- all of us come from a different place. I

9

MR. WENDT: Yeah, he or she. And, in fact,

9

certainly am in a different position everyday than

10

that information, that recommendation had been made,

10

11

as I said before, after these hundreds of pages of

11

12

Hewitt's fine-tuning all these ratios that we looked

12

discussions to clear the air. I personally -- you

13

at. And that in fact he or she himself had reached

13

know, the conversation about having staff working

14

a conclusion that if the fixed income yields are

14

particularly in those areas and having have them

15

less than the desired return, that you have one of

15

have more input, I would be absolutely fine with

16

two choices. You either accept the lower return or

16

that. I would have stayed for another two hours to

17

you take more risk in your other investments. And

17

hear the staff. I don't think anyone here was

18

based on that, he thought that it was kind of

18

pushing necessarily to not have the staff speak. So

19

practical, practical just -- oh, what's the word

19

I think that was a really good point brought up,

20

here -- just kind of common sense that one should be

20

Peter, in your comments.

21

looking at lower rather than continuously the same

21

But I think we all learn. And clearly there

22

fixed income.

22

was a feeling that we had to look at some things.

23

The recommendation we saw today is a reflection of

23

So I bring that report to the committee. And

you-all are, and I don't do this every day.
But I think it is very helpful to have these

24

I'm sorry. I hope I didn't offend anything you

24

that. And I think that we all feel much better

25

said.

25

about this. We all voted for it today, and we
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1

didn't vote for it before. It was a split vote. So

1

have a conversation with Martin, because that's the

2

I think it's really important to go through the

2

way I'd prefer to do it, or anybody. And that's a

3

process of discussing it, have any discussion that

3

frustrating thing.

4

needs to be either put in writing or not come right

4

5

out on the table. And at that point in time we all

5

have this kind of conversation, I appreciate you

6

have the ability to vote and move forward.

6

bringing it up, Mr. Chairman, at this point in --

So I agree with you. To the extent that we can

7

So I think the productive thing is the

7

that we otherwise wouldn't have had. I agree. I

8

information provided by the conversations that we

8

think that's the toughest part of being on a board

9

have about issues that come up, and as I said, I'd

9

like this, is you can't talk.

10

be very happy to make sure that staff has that time.

10

MS. ELIA: I live with the sunshine a lot.

11

And I think really, Ash, that's a position that you

11

MR. COLLINS: Brutal, brutal.

12

can help us to keep in mind as we move forward in

12

MR. GARCIA: I have a comment. We're dealing

13

our discussions, that we have a very qualified

13

with a lot of money, a lot of capable staff, a lot

14

staff, they work on it every day, and we need to

14

of moving parts. And we only meet four times a

15

listen to them.

15

year. And to try to synthesize what is the best use

16

of our time can be challenging. But we do have a

16

I don't want to be in the weeds. I wouldn't

17

know whether I was drowning or not. But I think

17

guide for that, and it's the investment policy

18

it's really important that we have these

18

statement.

19

discussions.

19

And the investment policy statement is pretty

20

MR. GARCIA: Any other comments?

20

clear in defining the two primary functions of the

21

MR. COLLINS: Can I just make one follow-up to

21

trustees and correspondingly what the IAC should be

22

that? I serve on several boards, as we all probably

22

doing. And it's, one, setting the asset allocation

23

do. I serve on two that are in the sunshine. And

23

plan. That's very clear. And then, two, it's

24

it's the most frustrating aspect of serving on that

24

setting the benchmarks. And I think that we could

25

board, is that I couldn't just pick up the phone and

25

improve on the process on how we set the benchmarks,
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1

because the way that we currently are setting the

1

and that's why I want to be heard on this. The

2

benchmarks is that Hewitt EnnisKnupp is retained by

2

benchmarks that we use are investable benchmarks,

3

the staff to come up with the benchmarks, and then

3

and to the degree -- to the point they're

4

the benchmarks are presented to us as an IAC.

4

customized, they're customized on two levels.

5

First of all, to reflect restrictions on

5

And I've read the contract between Hewitt

6

EnnisKnupp and the SBA. And the only duties that

6

allowable investments in Florida Statutes. And,

7

Hewitt EnnisKnupp has to the IAC or to the trustees

7

second, when we roll up the total fund performance,

8

is to provide quarterly performance reports. And I

8

we roll up that benchmark simply by doing a

9

think that it would be, from a governance

9

dollar-weighted allocation to each of the individual

10

perspective, much better if there was more

10

11

independence with the IAC in setting the benchmarks.

11

12

And I would further note that, you know, as

12

we work them out in consultation with our

asset class benchmarks.
Further, when we do benchmarks, it is true that

13

part of the compensation plan that we came up with,

13

consultants. But any benchmark, before it goes into

14

staff is getting compensated with respect to their

14

an investment policy statement, comes to the

15

performance relative to the benchmarks. And I think

15

Investment Advisory Council for public discussion

16

it's an inherent conflict for the staff to be

16

and approval. And as always, just like the

17

setting their own benchmarks. And I think that we

17

discussion that we completed today on allocation,

18

can do better, and I would hope that we would come

18

the discussions had here in the IAC are of value and

19

up with a better plan with respect to setting the

19

they're absolutely of materiality to the outcome in

20

benchmarks.

20

terms of whether we adopt the benchmark or not. So

21

MR. COLLINS: You mean performance benchmarks?

21

I think the IAC's ongoing involvement in the

22

MR. GARCIA: Yes.

22

selection and establishment of benchmarks is

23

MR. WILLIAMS: Just to be clear, Mr. Chairman,

23

completely appropriate, and we welcome it. I don't
think that's an issue, from our standpoint.

24

and I think the point about avoiding even the

24

25

appearance of a conflict is terrifically important,

25
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1

as our relationships with our consultants go -- and

1

2

it's not just Hewitt. We have asset class level

2

we can talk about contracts. But that's why it is

3

consultants who are involved in setting the

3

the way it is. And I think, unless there's some

4

benchmarks for real estate and private equity who

4

evidence to the contrary, there's never been any

5

are outside Hewitt EnnisKnupp. And those are

5

issue with people having access to or getting what

6

Townsend and Cambridge Associates respectively.

6

they need from our consultants, and if there ever

7

is, let us know and we'll fix it for you.

7

The key thing about that is, yes, the contracts

So that's the level of access you've got. And

8

with the consultants are executed by me, as are all

8

MR. GARCIA: Any other comments?

9

the contracts with the State Board of

9

MR. COLLINS: May I?

10

Administration, because I have the legal authority

10

MS. ELIA: I'm so glad --

11

to do it. We also have a budget with which to do

11

MR. COLLINS: Turn on your mike.

12

that sort of thing.

12

MS. ELIA: When I was living through the

13

But it has also been a standard part of our

13

discussion we had at the last meeting, I really

14

relationships with our consultants and the

14

didn't get the impression that everyone was pleased

15

expectations clearly understood by the consultants

15

that we were having a discussion and that there was

16

and the staff of the SBA and the trustees and the

16

a lot of frustration over not having a vote that was

17

IAC, that any trustee, any trustee staff person or

17

in favor of the recommendation. So I'm glad to hear

18

any member of the IAC, the Audit Committee or the

18

that in fact you really valued that, because I

19

Participant Local Government Advisory Council, which

19

wasn't sure, I mean, very honestly.

20

is to say any of our advisory bodies, if you want to

20

21

consider the Audit Committee an advisory body, has

21

read here -- Martin, I think it's in yours -- there

22

full and complete access to our consultants. And to

22

is a reference to discussing, requesting some

23

the extent they request information, they get it,

23

information from the consultants and that they're

24

and we pay for it, without filtering or interfering

24

actually -- and being told that they're actually

25

with it.

25

hired by staff and not the IAC. So that would seem
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1

to be something that needs to be clarified. If in

1

going to be a lot of discussion and perhaps not

2

fact any of us have asked for something -- I

2

approval at that point in time.

3

personally haven't, but if any of us have, maybe you

3

So that's a very important thing that you just

4

need to make sure that that's very clear, that if

4

underscored for us, Ash, and I appreciate you doing

5

someone from the IAC requests information, that it's

5

that. And if you could make sure with the staff and

6

available without filter, as you just pointed out,

6

with the consultants that they understand that, then

7

because that's not what was pointed out in this

7

I think all of us who have questions regarding

8

memo.

8

something that comes to us here or that is in some

9

of the notes, we should have open access.

9

MR. WILLIAMS: May I?

10

MR. GARCIA: Sure.

10

11

MR. WILLIAMS: I'm not aware of what

11

MR. NEWMAN: Can I just ask a question about
that for clarification?

12

specifically that was. Martin can clarify that, but

12

MS. ELIA: Sure. Oh, I'm sorry.

13

clearly the understanding is --

13

MR. NEWMAN: If we do that and I go to the

14

MS. ELIA: I'm just saying in the future --

14

consultants and ask for something and they give it

15

yes. Well, I think that's an important point,

15

to me and one other or something, is that a sunshine

16

right? So if the only time that we have

16

problem, or do we all have to see everything every

17

conversation with the consultants is during one of

17

time?

18

our meetings, that is not a time that we really can

18

19

probe on some question that we might have. And so

19

20

it's really important that part of that be

20

MR. GARCIA: Sure.

21

identified for them, that they should be available

21

MR. WILLIAMS: To ensure that we don't create

22

as a resource for any of us.

22

problems in that regard and so that we don't also

23

have nine retreads of the same inquiry with nine

23

And I really think that the whole concept of

MR. WILLIAMS: What we have historically
done -- Mr. Chairman?

24

bringing something here as a recommendation is -- it

24

times the cost and time for the consultant and

25

should be brought on the anticipation that there's

25

resources to respond, generally speaking, anytime we
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1

are asked to provide anything -- and this is the

1

other -- I mean, somehow we have to go through you

2

same policy I follow with the trustees' offices. If

2

to -- or with you to the consultants or something.

3

I get a call from one of the trustee staff, as an

3

MR. WILLIAMS: Well, again, I think the history

4

example, saying, could you please figure out A, B

4

has been there's terrific openness. And, MaryEllen,

5

and C, we'll go figure it out, we'll respond, and

5

you are relatively new to the Advisory Council, so

6

we'll CC the other two offices.

6

there are certain practices you're not aware of.

7

But one of them would be that in many cases, before

7

And that's generally what we would do here as

8

well, because what we don't want to do is imperil

8

we have a lengthy discussion with a conclusion in

9

our ability to continue to meet the low cost bar by

9

mind on a subject, we first hold a workshop, outside

10

driving our consulting bills to the moon because

10

the normal IAC meeting, that is solely dedicated to

11

we're a high maintenance client because we're asking

11

setting the table for the technical terms, et

12

for one-offs at a crazy rate and not disbursing that

12

cetera. And we did that in fact earlier this year

13

information across the group.

13

on the asset allocation subject.

14

I think what we've seen is there are themes

14

And, again, with the access to consultants,

15

that emerge in queries that are based in logic and

15

it's never been an issue before. And I just want to

16

priority, and they're very rational. And to the

16

be very clear that, as MaryEllen says, if there's

17

extent there are questions asked and we can respond

17

any ambiguity anywhere, we want it clear to staff

18

to them and share the response with everybody, I

18

and to the consultants that IAC members have full

19

think gets us all where we're going more thoroughly

19

access. And if and when that becomes an issue and

20

and with a solid mutual understanding of why we're

20

we need to manage it, we will.

21

choosing the course we're choosing.

21

22

MR. NEWMAN: But I think we also need to be

But I think if everybody uses some judgment in

22

what they do and -- there's really never been an

23

careful that all of us aren't going to the

23

issue with any suggestion that there was withholding

24

consultants and just running up your fees and find

24

of information on the part of the SBA staff or

25

out you already had this information from some

25

consultants or anything else. And I think together
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1

we can manage any such perceptions that may ever

1

need as members. But I just don't want -- I want

2

start to emerge and nip them in the bud, in the

2

them to be productive at manager selection and asset

3

words of Barney Fife.

3

allocation and executing on mandates and not

4

necessarily spending one month out of three focused

4

MR. COLLINS: Can I say one more thing,

5

Mr. Chairman? Just on Mary Ellen's point.

5

on the IAC, because there's not a lot of -- I don't

6

Disagreeing or being on one side of the vote last

6

think that there's a lot of alpha added in that

7

time than four other people, I share your thought

7

regard.

8

process about, hey, there was some dissention and

8

9

people weren't happy, and you could certainly feel

9

memo, on access. If there's something that we need

10

to change in the contract, Ash, let's change it. If

11

it's just a communication by you to our consultants

10
11

it from maybe even the consultants.
You know, I don't mind that, but I do mind it

But I read the same thing about, in Martin's

12

to the extent that it hinders progress or it hinders

12

that at no time should they ever consider a call

13

productivity. I think what we got today was a

13

from one of us or an e-mail from one of us as out of

14

better solution than where we were at last time.

14

the ordinary or inconsequential, we need to have

15

So, as one of the people who was in favor of passing

15

that conversation.

16

what was before, I'll tell you today that I think we

16

17

have a better solution. So I'm not saying I was

17

of the language, great. Certainly, if we need to

18

wrong then, but I was wrong.

18

change the language in lieu of hiring an independent

But to the extent that we need to change some

19

But that said, I agree, I think part of my

19

set of, you know, consultants, I'd be all for that,

20

having -- again, having worked here, part of what I

20

because I don't think any of us want to add that,

21

rail against a little bit is just keeping staff

21

but I think it gets at the chairman's frustration.

22

constantly busy with analyzing things that matter.

22

And I certainly want to get that addressed.

23

We should absolutely get whatever we need, we feel

23

MR. GARCIA: Any other comments? Mary Ellen?

24

like we need as members. We should absolutely have

24

MS. ELIA: I do think that in your position,

25

access to anybody that we need or that we feel we

25
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1

tell you, This is my question. Can you get the

1

88 percent or better. It was just amazing how

2

information? And expect that it was important that

2

satisfied the media community was with us. And if

3

everyone else know that I asked the question and

3

we're that responsive to the media, then we need to

4

that this is the information that I was given,

4

be a hundred percent responsive to our own IAC, and

5

because I would benefit from any of you asking

5

we will be, period.

6

questions and getting that information, because then

6

MR. GARCIA: Any further comments?

7

I know more about the subject.

7

MR. NEWMAN: I would just say, I like the

8

So I think it's the same principle of

8

9

discussion leads to better information, leads to

9

agenda today, by the way.
MR. GARCIA: Does that mean you don't like the

10

better decisions. And so whether it's in a meeting

10

11

or whether it's a verbal request to you, I think

11

12

that's the appropriate thing to do.

12

the point you were making about benchmarks, Martin,

13

and that is, we do spend a lot of time talking about

13

MR. WILLIAMS: Agreed. And I would say that's

other agendas?
MR. HARRELL: I have one comment that goes to

14

very consistent with an overall theme of

14

the different asset class performance relative to

15

transparency that we've really tried to hue to, not

15

benchmarks. I think that comparison, at least for

16

only internally -- and I include the IAC in the

16

me, is a very opaque one. I am generally not clear

17

internal concept -- but externally. In fact, we

17

what we are comparing our apple to. And it may very

18

recently did -- our communications office recently

18

well be another apple, but it could be an orange.

19

did a poll of external media to determine what their

19

I'm not sure exactly how to improve that. But given

20

perception was of how transparent we were and how

20

how much we emphasize it, it seems to me like it's

21

responsive we were to inquiries. So this is

21

important.

22

broadcast media, print media, et cetera, industry

22

One question that has struck me a few times

23

media.

23

during other presentations of other materials is the

24

fact that when we look at the universe that we

25

typically compare ourselves to, everybody seems to

24
25

And I want to say that more than 85 percent of
the respondees gave us scores of something like
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1

be, or at least the median, seems to be performing

1

three months of the staff's time to workshop on

2

above benchmark. And when everyone is performing

2

benchmarks, but I do think that there's something to

3

above benchmark, and in the aggregate they have to

3

the concept of, just because you've been doing

4

be representative of the universe, and we all have

4

something for a while doesn't mean it's right or

5

costs, the total performance, the median performance

5

doesn't mean that it can't be improved.

6

ought to be less than the benchmark, unless there's

6

And so I'm wondering if we couldn't spend a

7

some other wrinkle. And I think at different times

7

little time on our benchmarks. And maybe not all of

8

we've talked about a couple of the wrinkles.

8

them, because some of them are probably a little bit

9

more transparent and less opaque than others, but

9

I think securities lending may be in there

10

somewhere. At least one or more of the benchmarks

10

the ones that maybe are more opaque that Will

11

assumed tax effects that as a tax-exempt we don't

11

suggests or maybe each of us could submit something

12

have. But I think it's definitely a topic that's

12

to you, but let's do a little work on that and let's

13

ripe for more discussion and more analysis, and I'd

13

really understand the benchmark and the performance

14

like to see it delved into a little bit.

14

to the benchmark, so that we can intelligently say,

15

or we can have a little bit more intelligent grasp

15

And I think Ambassador Cobb had a good point in

16

his memo, that you take all of that and then you

16

on whether that benchmark is fitting or is as fit as

17

layer onto it the idea that I think we at least

17

it can be.

18

proposed compensation be based on performance above

18

MR. WILLIAMS: Mr. Chairman, may I?

19

benchmark. And so that puts an additional emphasis

19

MR. GARCIA: Sure.

20

or significance on what those benchmarks are. So,

20

MR. WILLIAMS: The great news for this group is

21

anyway, I think it's a topic that's ripe for further

21

this subject is vastly simpler than you may think.

22

discussion.

22

And let me remind everybody, we've got a lot of

23

MR. GARCIA: Peter?

23

newer people on the group. Every benchmark the SBA

24

MR. COLLINS: Ash, to your point before about

24

has has been approved in a public meeting by this

25

body before it was recommended to the trustees and

25

workshopping, I don't want to take another two or
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1

spend a little bit further time, then we maybe --

2

You may recall the most recent benchmark we

2

3

changed was fixed income. And we discussed that

3

Commonly, when we do the asset class specific

4

very thoroughly right here in this room. You agreed

4

workshops -- and I want to say we have one -- didn't

5

unanimously in the benchmark that we put forward for

5

we have global equity on today? Yeah, we have a

6

the same reasons that we recommended it, and the

6

global equity review and a fixed income review.

7

trustees likewise unanimously approved it, I want to

7

Commonly, that's exactly where that's done. So you

8

say in the meeting of 20 September, I believe, or

8

don't have to sit through five or six of these back

9

maybe it was 6 October. But it's quite recent. And

9

to back. As part of what we do for the asset class,

MR. WILLIAMS: One other detail, too.

10

so you've all got current experience on how we set

10

we talk about, all right, here's why we're doing it

11

benchmarks.

11

the way we're doing it, here's why we're using the

12

benchmarks we're using.

12

There's nothing different in the way we set

13

that fixed income benchmark than the way we set any

13

14

of the others. And because what we feel is

14

be inquiring about, and we should cover it to

15

appropriate is investable benchmarks, it's not that

15

everyone's satisfaction. And it's not something

16

long of a list. And I think what you'll find is we

16

that's not been covered in the past, because as I

17

can walk through that background pretty darn quickly

17

said, these things don't just come out of the clear

18

for you, and you will understand intuitively why

18

blue sky, and they're not established by the staff

19

we've chosen what we've chosen, and we'll all be on

19

unilaterally. They're recommended by the staff for

20

the same page, and a good use of everybody's time.

20

the consultants' affirmation to you, who have the

21

approval or denial of them, and if you approve them,

21

MR. COLLINS: So maybe not a workshop, but

This is absolutely a relevant thing for you to

22

definitely on the agenda for the next meeting, Mr.

22

they go forward to the trustees. That's where they

23

Chairman, a discussion on the benchmarks, where

23

come from.

24

staff can take us through those benchmarks. And

24

25

then if we find, through that discussion, we need to

25
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MR. DANIELS: One comment. As far as Will's
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1

the staff is doing a better job, because if we're

2

statement goes that everybody beats them, unless I'm

2

indexed and we should be lower but they're still

3

reading it mistakenly, on page 25, median peer

3

beating, that means on the actively managed we're

4

universe net value added was minus .9 for the last

4

doing much better.

5

five years.

5

MR. HARRELL: I would probably say it -- well,

6

and that could very well be the reason. But that's

6

MR. HARRELL: I saw that slide. I did not see

7

any of the slides I'm talking about in this book. I

7

the kind of analysis that I would say this begs for.

8

went through looking for them when I was reviewing

8

MR. COLLINS: Yeah. That gets to the deeper --

9

the materials. I feel certain we've seen slides in

9

sorry, Mr. Chairman. That gets to the deeper point

10

the past that showed the median of our universe

10

of the CEM study, was where the alpha was coming

11

pretty consistently over long periods of time

11

from, right, where that was coming from. Was it

12

performing above benchmark. And if I'm in error,

12

manager selection, was it vintage, et cetera.

13

I'm happy to be corrected on that.

13

MR. HARRELL: Was it a tax effect. To the

14

MR. DANIELS: I was surprised to see this

14

extent the benchmark assumes that you're paying

15

because I think that means that those people should

15

taxes and you aren't --

16

have been indexed. They would have done better.

16

MR. COLLINS: Yeah.

17

MR. HARRELL: -- you're going to win, but it

17
18
19

MR. GARCIA: The slides that I think Will is
referring to -MR. HARRELL: Sorry. To that exact point, a

18

isn't because you're better, it's because you don't

19

pay taxes. And that's not knocking anybody's
performance. I'm not trying to do that here.

20

lot of this stuff is indexed. We're heavily

20

21

indexed. If you are indexed and you have costs,

21

22

your long-term performance should be below

22

23

benchmark. If it's not, either you're not doing it

23

MR. HARRELL: I would vote against that.

24

right or something else is going on.

24

MR. COLLINS: Mr. Wendt likes that.

25

MR. WILLIAMS: There's a very logical,

25

MR. DANIELS: But I think by definition then
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1

important distinction that should be made here.

1

indexed, you can have active management, but if

2

We're treating indexation as a binary question;

2

you're undertaking your active management with a

3

you're either indexed or you're not. Well, it's not

3

continuum of probability it increases from the

4

that simple. If you look at global equity, it's a

4

slightly inefficient of, say, UK to the very

5

very, very large, very diverse asset class that

5

inefficient of -- what's the word, it's gone right

6

ranges from highly liquid, efficient markets, like

6

out of my head, not emerging -- frontier markets,

7

U.S. large cap equity, to frontier markets that are

7

then by taking more active management risk the less

8

inherently illiquid and difficult and inefficient.

8

efficient the markets are in which you're operating

9

And in between you have everything from

9

and optimizing your mix in that way, that works, and

10

emerging markets to Western Europe, where there is a

10

you can absolutely beat the shorts off of your

11

continuum of efficiency and liquidity in comparison

11

peers, who, A, are actively managing very efficient

12

to the U.S., which is the most transparent, liquid

12

markets, so you're killing them because of your cost

13

and efficient market on earth probably.

13

advantage and your failure -- your avoidance of the

14

preponderant lagging of active managers in efficient
markets.

14

So the answer is -- and this is very much

15

analogous to what we just went through with asset

15

16

allocation. You're going to take risk, but you want

16

The other thing you're doing is you're probably

17

to take it intelligently. You want to take it where

17

taking exposures in inefficient markets that they're

18

you can get paid for it. And our view is, if taking

18

not taking at all. So you're killing them on both

19

risk is unlikely to be compensated, we're not going

19

ends. You're adding more alpha than they are by

20

to play actively. We will play passively.

20

exposure choices that are better compensated risk

21

exposures, and to the extent you're sharing

21

That is why we have a significant component of

22

our exposure in liquid market asset classes held

22

exposures with them, you're doing it in a way that

23

passively, but we're not 100 percent passive. You

23

you're killing them because you're not taking risk

24

can have tastes great and less filling

24

on underperformance because of security selection,

25

simultaneously, because you can be not 100 percent

25

cap weight, all that stuff, and you're also avoiding
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1

the cost of active management. So you have a triple

1

Martin makes about who hires the consultants and

2

whammy lead.

2

sets the benchmarks and so on, you know, it may be

3

appropriate for a little bit more.

3

MR. HARRELL: And I definitely want to be very

4

clear, I'm not suggesting there's anything nefarious

4

And the second point I wanted to make was, I'm

5

going on. But your example of the benchmark change

5

looking at a later slide that I guess we'll come to

6

that we voted on last quarter, to me, that was a

6

later. The performance -- the outperformance may

7

good example. We had one bond benchmark that we had

7

very well be just a function of we're doing really

8

been using. And it seemed -- I'm sure it was a

8

well in the areas we choose to be active and adding

9

hundred percent eminently justifiable as a

9

more than enough to make up for the small cost that

10

reflection of the universe we operated in.

10

11

We changed it to another bond benchmark, which

11

we have against our passive.
But, for instance, in the U.S. equity class,

12

I'm sure was also justifiable, very reasonable

12

we're 80 percent passive and 20 percent active. I'm

13

reflection of the universe that we operated in. The

13

not sure what our long-term outperformance is in

14

reason we changed it, as I understood it, was

14

U.S. equities. Say it's 100 basis points. Maybe

15

because it increased the flexibility or moved us

15

that's too high. I don't know. Too high? So what

16

flexibly in a direction that we wanted to go, and

16

number should I use?

17

that's all -- that was the basis that was presented

17

MR. SEERY: Twenty.

18

to us. It seemed very reasonable to me, and I voted

18

MR. HARRELL: Twenty basis points? So over ten

19

for it.

19

20

I don't have any idea -- I don't bring any

years or so, 20 basis points?

20

MR. SEERY: Yes.
MR. HARRELL: Okay. So that would imply we're

21

independent expertise, though, to what we actually

21

22

did. I'm just passively accepting it because you

22

getting 100 basis points of excess performance in

23

said it to me, and I'm sure that it's true. Given

23

the active portfolio, or maybe a little more, to

24

the significance that we attach to benchmarks, and

24

cover our cost.

25

particularly the compensation issue and the point

25
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1

not. And I think that's Will's point. Nobody -- I

2

mean, I can't criticize Harvard. This article does.

3

and that explained the performance, then that

3

Because the very fact that they were 22nd of 25

4

explains it, and that's awesome. All I'm saying is

4

doesn't sound very good to me, and the fact that

5

that as I sit here, I've never seen it decomposed.

5

they were negative doesn't sound very good to me,

6

MR. COBB: Mr. Chairman, I support Will's

6

but they beat their benchmark. And so they got --

7

approach a little bit. I first agree with Ash that

7

the CEO got a $4 million bonus.

8

in pieces, we have approved each of these, but I

8

9

think in total it would be good just to see it. I

9

So in any event, I think the point the chairman
has made and Will has made is good, that we should

10

might share with all of you who have not yet seen --

10

better understand these benchmarks and make sure the

11

and, Ash, I might ask you to send this out to

11

next article in Fortune is not about us.

12

everybody. This is an article from this week's

12

MR. HARRELL: And Ash's $4 million bonus.

13

Fortune Magazine, December 9th, by Dan Primack. The

13

MR. GARCIA: And, Les, the charts that you were

14

theme is rewarding failure at Harvard, Harvard's

14

referring to were not benchmark charts. They were

15

endowment.

15

peer review charts, which is different than a

16

benchmark analysis.

16

So the article talks about Harvard last year,

17

in fiscal 2012, had the 22nd of 25 university

17

18

endowments in the country. They had a total return

18

benchmark, they beat their benchmark, but their

19

of negative. They had a negative return in that

19

peers, they were 22 out of 25.

20

fiscal year, but they beat their benchmark by 98

20

MR. GARCIA: Right.

21

basis points. And so, for that, they maximized

21

MR. DANIELS: I think that's right. I assume

22

their compensation plan, and the CEO got a

22

that the basis of deciding on the value add is

23

$4 million bonus on top of her $1 million salary.

23

versus a benchmark.

24

And so that's become a national criticism,

24

25

maybe merited, maybe it's a merited criticism, maybe

25
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1

MR. COBB: I think that is peer review.

1

prospective agenda item, I think the most efficient

2

MR. GARCIA: It's a peer review. Any further

2

way is to send it to the collective group.

3
4
5
6
7

discussion? Okay.
MR. NEWMAN: What did we decide on benchmarks?
Are we going to have -MR. GARCIA: Yeah. I think I've been asked to
do something with benchmarks.

3
4
5
6

MS. ELIA: With no one responding. If you
respond, it's out of the sunshine.
MR. COLLINS: So should we send it to you,
Mr. Chairman?

7

MR. GARCIA: Send it to either Ash or me and

8

MR. NEWMAN: Just see how the roll-up works.

8

copy everyone. I want to make sure it's a public

9

MR. GARCIA: Yeah. And in the meantime get

9

record, so make sure Ash is copied on it.

10

with Ash or myself in terms of what you're

10

11

interested in from the benchmarking analysis

11

anybody else says. Just say your stuff and leave it

12

perspective, and we'll take that up at the next

12

there.

13

meeting.

13

MR. COLLINS: And only do it on Wednesdays.

MR. WILLIAMS: But don't respond to anything

14

MR. COLLINS: I think we should all think about

14

MR. GARCIA: After two o'clock.

15

it and send an e-mail or send you something and say,

15

MR. NEWMAN: And make sure the sun is out.

16

look, this is what we'd like to think about, but do

16

MR. GARCIA: That takes us to item number six,

17

it pretty quick so Ash doesn't go formulate

17

18

something and then he starts getting all of our

18

19

comments.

19

20

MR. WILLIAMS: And from a form standpoint, Mr.

major mandate with Steve and Mike.
MR. WILLIAMS: Mr. Chairman, while they're
setting up, may I say something?

20

MR. GARCIA: Sure.
MR. WILLIAMS: Hewitt EnnisKnupp has been our

21

Chairman, does it matter how that's done? Is it

21

22

okay for members of the group to be writing to

22

overall consultant for a number of years. The

23

everybody in the group, or shall we do that through

23

relationship was incepted back in the early nineties

24

staff and then staff will report it to everybody?

24

when Richard Ennis was still running the firm. And

25

when we first hired EnnisKnupp, Richard was our lead

25

MR. GARCIA: I think, since it deals with a
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1

coverage. And a young up-and-comer consultant named

1

expensive, I suspect. So at any rate,

2

Steve Cummings was the second banana. And Steve is

2

congratulations, Mike.

3

now chief executive of Hewitt EnnisKnupp, which I

3

4

believe is the largest financial advisory firm in

4

fairly rapidly to Singapore. Kristen will continue

5

the world. Is that correct?

5

to work with us, and Steve is coming back into this.

6

So I think we'll have very good coverage continuing

7

from Hewitt EnnisKnupp. And if we really want to

8

stay cutting edge, obviously we're going to have to

9

go see Mike in Singapore. So I just wanted to --

6
7
8
9

MR. CUMMINGS: It depends on how you're
score-keeping. We certainly -MR. WILLIAMS: Well, we'll talk about your
benchmark in a minute. But at any rate, Mike

And in the interim, his move is going to come

10

Sebastian has been in the lead role, with Kristen

10

MR. NEWMAN: Congratulations, Mike.

11

Doyle backing him up here at the Board for a number

11

MR. SEBASTIAN: Thank you very much. You're

12

of years in the immediate past.

12

welcome to visit anytime. It's even warmer than

13

Florida over there. Mr. Chairman, members of the

13

Hewitt, in an effort to centralize resources

14

for its global client base, has created a new entity

14

IAC, thanks for allowing us to the major mandate

15

called the -- and correct me if I botch this -- the

15

presentation. What we have is, as is our typical

16

Global Center for Innovation, which given their

16

approach, a number of slides covering performance

17

global client base, is going to be located in

17

for a number of periods for all the mandates that

18

Singapore. And out of the entire firmament of

18

you all oversee. And behind that material is a

19

Hewitt EnnisKnupp consultancy professionals,

19

substantive appendix of a couple hundred pages, with

20

Mr. Sebastian won the race to head up the global

20

more detail on every one of those mandates,

21

center.

21

including, just for point of information, some
information on benchmarks.

22

So, unfortunately, Governor Scott will no

22

23

longer be able to bug Mike about when he's buying a

23

So, for example, for the FRS, there's competing

24

house in Florida, because he has to buy one in

24

systems of page numbers here, but the one under page

25

Singapore, which is going to be a little more

25

87, in the first grouping in the appendix, there's
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1

detail -- I'm not going to cover this now, but

1

implementation. Just by way of the pension plan,

2

detail on the performance benchmarks for the various

2

the FRS, so it outperformed during the quarter and

3

elements of the FRS.

3

over one-, three-, five-, ten- and 15-year time

4

MR. COLLINS: Where is that?

4

periods, and a major driver of performance, and

5

MR. SEBASTIAN: So the appendix is organized by

5

there's also some detail on performance attribution

6

mandate, and first is the FRS DB plan, and it's

6

in the appendix material, but just to cover a very

7

really kind of hard to explain it a different way,

7

high level, global equity was the main source of

8

but it's just --

8

value added, but with value added from fixed income,

9

real estate and strategic investments as well.

9
10

MR. COLLINS: I see it.
MR. SEBASTIAN: Then for each -- so subsequent

10

I think I gave a false impression in my earlier

11

to that section there are sections on the DC plan,

11

comments that it's easy to earn returns in global

12

Lawton Chiles, CAT Fund and PRIME. And usually the

12

equity and fixed income, and it's certainly not the

13

last pages of each one of those subsections has

13

case. Beating the benchmark is difficult, and those

14

details on the benchmarks. And those are at the

14

asset classes have been significant contributors to

15

total fund level and at the asset class levels as

15

the outperformance at the total FRS level. And

16

well. I'd be happy to answer any questions you have

16

similarly, as I mentioned, the other mandates

17

about what those are.

17

outperformed over trailing periods. And I'll give a

18

little detail on those in a second.

18

So I will just kind of touch highlights for

19

each mandate right now. And I'll start out, by way

19

20

of an executive summary, just to say that

20

different numbering system here, but the one in the

21

performance is strong across all mandates, with the

21

paper printed book is number 11. So FRS pension

22

equity markets and risky assets rising. Every

22

plan investment results over a variety of trailing

23

mandate that's equity oriented, good absolute

23

periods. We show the total FRS DB plan results in

24

returns. And every one of the mandates outperformed

24

yellow bars relative to two benchmarks. One is the

25

its benchmark, representing value added from

25

performance benchmark, so that is the asset class
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1

level benchmark indexes, which are usually the

1

2

broadest representation of that asset class, in the

2

3

next form, rolled up to the total fund level by the

3

4

policy asset allocation weights.

4

be one or two. I don't think we need to have a long

5

discussion about it.

5
6

MR. COLLINS: Can I ask a question real quick,
Mr. Chairman?

MR. NEWMAN: If you were two, you'd be in the
top 20.
MS. ELIA: Gary and I are both saying it could

6

MR. SEBASTIAN: If we stay number one, next

7

MR. GARCIA: Sure.

7

time we'll definitely say number one. So actual

8

MR. COLLINS: I'm sorry. On page eight, on the

8

results in yellow here, the performance benchmark in
blue, the absolute nominal target rate of return is

9

executive summary that you were just at -- I think

9

10

that's eight, right? I'm sorry. Six. What is the

10

shown here. That's inflation plus 5 percent, so

11

top fifth percentile out of ten total? What would

11

that's considered to be the long-term financial

12

you be ranked?

12

objective for the plan.

13
14

MR. SEBASTIAN: The fifth percentile in a group
of ten would be number one.

15
16

MR. COLLINS: So why don't you just say we were
number one?

17
18

MR. SEBASTIAN: That would be a better way of
saying it.

13
14

benchmark has been positive over every period shown

15

here, representing again value added from

16

implementation. The combination of active and

17

passive management together has come to a return

18

that's greater than that of the total fund
performance benchmark.

19

MR. COLLINS: Okay, thanks.

19

20

MS. ELIA: You could be two, right? One or

20

21

two.

Performance relative to the performance

Relative to the absolute nominal target rate of

21

return, that's a long-term objective, and

22

MR. COLLINS: You couldn't be two.

22

performance over shorter periods tends to fluctuate

23

MS. ELIA: In the top fifth percentile --

23

with how the risky asset markets are doing, the

24

MR. COLLINS: Out of ten total. You couldn't

24

equity markets are doing. Performance relative to

25

that target rate of return has been positive.

25

be two.
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1

There's been outperformance over every period up to

1

success of implementation, the active management

2

the 15-year period. The 15-year period still shows

2

success of the actively managed options relative to

3

some remnants of the financial crisis bringing down

3

their benchmarks. In this comparison we don't think

4

total returns.

4

about asset allocation. That, of course, is chosen

5

If we look at longer term, so 20 years, 25

5

by the participants. Here we're just looking at

6

years and 30 years, we compare performance relative

6

implementation results. In each case, over the

7

to the absolute nominal target rate of return, and

7

one-, three-, five-, and ten-year periods, the DC

8

it's been greater than the target in each case, for

8

plan outperformed that aggregate benchmark,

9

each trailing period. The remainder of the

9

reflecting the fact that the actively managed

10

information on the DB plan relates primarily to peer

10

11

comparisons. We already spent a lot of time on

11

12

that, and I'll skip over it unless there are

12

relative to a peer group. So this is a CEM peer

13

specific questions on that.

13

group, and it's a broad group of defined

14

contribution plans. In the first analysis, we're

14

The next mandate that I would hit on would be

options outperformed.
The bottom half of this exhibit is a comparison

15

the DC plan. So the table here and the one numbered

15

looking at implementation success or value added.

16

page 31 in the printed materials, total investment

16

We're also interested in knowing how the investment

17

plan returns and cost. So we show the DC plan's

17

plan has compared to peers, because a major driver

18

returns relative to two comparisons. One is the

18

of aggregate performance is the elections that the

19

total plan aggregate benchmark. So what we do here

19

participants make as far as asset allocation.

20

is take the benchmark for each individual option --

20

21

and, again, there's information on that in the

21

to measure that, so we measure it against the peer

22

appendix of the report -- roll it up, given the

22

group to see whether the combination of the

23

actual allocation to each option, into one total

23

participants' decisions and the active management

24

benchmark.

24

success of the options has produced a return that's

25

good or bad relative to a peer group.

25

So here what we're really measuring is the
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1

And what we show here is a five-year average
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1

group.

2

return, 2.27 versus 2.33, so about six basis points

2

3

short of this peer group, so pretty close. I would

3

jump to the CAT bond fund, so the Hurricane

4

say that this peer group includes some public DC

4

Catastrophe Fund. There are several sub-funds, but

5

plans but a lot of corporate DC plans as well, and

5

the largest one and the one we report on here in the

6

they typically have company stock options. Those

6

summary information is the CAT Operating Fund. And

7

are usually pretty popularly offered options.

7

its performance is shown over various periods

8

Obviously, the FRS -- or the SBA does not offer

8

relative to a short-term fixed income benchmark,

9

stock, so that equity difference can be a driver of

9

reflecting the type of investments that the CAT

10

relative performance. But in general the investment

10

Operating Fund uses. And performance relative to

11

plans about match the peer group.

11

that benchmark over every period has been positive,
it's outperformed.

If there's not questions on the DC plan, I will

12

Net value added, so for the peer group on

12

13

average has negative two basis points, and for the

13

14

DC plan it was positive 54, so representing,

14

here. So this is a long-term-oriented total fund,

15

relative to peers, better value added from actively

15

with a mixture of stocks and bonds and other

16

managed options. Expense ratio or total plan cost,

16

investments in it, so it has a performance benchmark

17

37 basis points versus 32 for the peer group.

17

that's similar quality that the FRS is, so it's the

18

Investment management costs are actually very low.

18

asset classes rolled up at their policy weights.

19

There's more detail on that in the appendix. But in

19

Performance is shown here, matched the return of the

20

general, across every single asset category, the

20

benchmark for the quarter at 6.1 percent and

21

options you offer are in aggregate lower -- I know

21

outperformed over every longer period.

22

this came up earlier -- lower than average. Where

22

23

expenses are a little bit higher is in participant

23

PRIME's yield relative to a benchmark of similar

24

communications. And so that contributes to the

24

government investment pools that invest in

25

overall cost being a little bit higher than the peer

25

short-term fixed income investments, and performance
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1

over every period, as shown here, has been positive

1

2

relative to that benchmark, so reflecting

2

MR. COLLINS: Right.

3

outperformance of that mandate.

3

MS. WOJCIECHOWSKI: Yes, it is. It's

4
5

MR. COLLINS: I have a question, Mr. Chairman.
Martin, can I ask a question?

points, but yeah.

4

50 percent of -- a certain percentage in Treasury

5

bills, overnight repo, we can't go out beyond that,
A1-plus, P1 only corporate.

6

MR. NEWMAN: Yes.

6

7

MR. COLLINS: I'm going to ask a question. The

7

MR. COLLINS: Okay. Thank you.
MR. SEBASTIAN: That brings me to the end of my

8

CAT Fund, you just had the slide up, they made four

8

9

basis points in the quarter.

9

prepared report. Again, there's a multitude of

10

MR. SEBASTIAN: Yes.

10

material in the appendix and elsewhere. Happy to

11

MR. COLLINS: And if you look at the quarter

11

address any questions or things we didn't cover.

12

for the Florida PRIME, it's roughly the same. So

12

MR. GARCIA: Thank you, Mike.

13

I'm to deduce from the CAT Fund's performance that

13

MS. ELIA: Martin?

14

its investment makeup looks similar to Florida

14

MR. GARCIA: Yes.

15

PRIME?

15

MS. ELIA: I just want to go on the record

16

MR. SEBASTIAN: Yes, it's very similar.

16

that, as being very involved in the accounts related

17

MR. COLLINS: Very similar.

17

to Florida PRIME and Fund B, I just have to say that

18

MS. WOJCIECHOWSKI: Actually tighter investment

18

I'm very pleased with the way that we've been able

19

to move back funds into those what were initial

20

losses. And 94 percent is just wonderful. I know

21

we're going to get where we need to be, but I really

19
20
21

guidelines in Florida PRIME.
MR. COLLINS: It has even tighter investment
guidelines?

22

MS. WOJCIECHOWSKI: Yes.

22

want to thank the staff and everyone who has worked

23

MR. COLLINS: And tighter meaning only

23

with the Florida PRIME to make sure we got that.

24
25

securities that are today pretty low yielding.
MS. WOJCIECHOWSKI: Hence the four basis
ACCURATE STENOTYPE REPORTERS, INC.

24
25

MR. WILLIAMS: Thank you. And may I say, since
those numbers were put together, we've been at it
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1

dedicated exposure to U.S., U.S. large cap, U.S.

2

MS. ELIA: That's great.

2

small cap. We also have dedicated exposure to

3

MR. GARCIA: Any questions? Thank you, Mike.

3

emerging markets and international dedicated and

4

frontier markets, as Ash mentioned earlier. But

5

we're making more and more of an effort to look at

4
5

Item number seven. Scott.
MS. YECCO: I'm probably going to start off.

6

I'm not Scott. I'm Janice. What I thought I would

6

strategies where they're more globally nature, more

7

do is just spend a minute going over where we've

7

globally based. We currently have about 6 percent

8

been. So about two years ago the decision was made

8

in our global equity, dedicated global equity asset

9

to combine the at that time separate U.S. asset

9

class.

10

class and separate international asset class into

10

On the next slide, total fund investment policy

11

one asset class, global equities.

11

allocation, target and benchmarks. I won't talk too

12

much about policy allocation. I think we've already

12

And the purpose of this change was not to

13

accrue efficiencies or reduce the number of asset

13

talked about that quite a bit. As far as the asset

14

classes at the Board. It was so that we could

14

class targets and benchmarks go, Will, some of your

15

reduce our overweight to U.S. equities and make us

15

questions you had earlier, when you think about the

16

look more like the global opportunity set.

16

tax benefits of our benchmarks, just to let you

17

know, we do pay taxes. We reclaim a bunch of those

17

So in making this migration, we did it over a

18

one-year period. We basically had to sell a

18

taxes from the countries we pay them to. And the

19

crate-load of U.S. equities and purchase

19

net impact on our passive management in

20

international equities to make us look more global.

20

international equities is about a positive seven

21

In addition to removing the home country bias, so we

21

basis points.

22

have been able to accrue certain efficiencies, many

22

23

of the investment responsibilities and operational

23

transparent. They're widely accepted. And the only

24

functions of the two asset classes have been fully

24

changes -- the only difference between the

25

integrated. We still have investments where we have

25

benchmarks we use and what you might see everybody
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1

else in the world using is for our specific

1

very good period of time for active management. So

2

exclusions, as Ash mentioned. With that, I'll just

2

just about every segment of the portfolio has

3

turn it over to Scott.

3

contributed to our results.

4

MR. SEERY: My comments will relate to page

4

On the top right-hand corner you can see the

5

three. And there's a lot of data on this page, but

5

regional active weights of the portfolio. Because

6

I'll keep it pretty high level. On the top

6

we're so passive, these numbers are pretty muted.

7

left-hand corner is a pie chart that shows how the

7

But despite that, you can still see the preferences

8

portfolio is allocated. I think one of the points

8

of the managers overall. Canada has been an area

9

here, and I think it relates to your questions

9

that managers overall have been underweight to.

10

earlier, on the U.S. side we're 80 percent passive

10

Some of it's a view on China in terms of the

11

and 20 percent active. And it's exactly the reverse

11

resource stocks and avoidance of financials. And

12

on non-U.S. side, 20 percent passive, 80 percent

12

those are significant components in Canada. Europe

13

active. And in total the asset class is 50 percent

13

is an area where managers are beginning to see a

14

passive, 50 percent active.

14

recovery, so we've moved to an overweight position

15

The pie chart on the bottom left shows the

15

there. Japan, the managers are generally pretty

16

geographical and capitalization segments of the

16

skeptical, and we have a modest underweight there.

17

portfolio. I think the point here is, even though

17

18

we have very broad mandates, we also have specialist

18

non-benchmark position in frontier markets. And

19

managers that focus in very specific areas of the

19

that small portfolio has added value over time and

20

world. So in the U.S. we have small cap value,

20

represents a pretty measured bet. Similarly, on the

21

small cap growth. In the non-U.S. we have emerging

21

bottom right, you can see the sector weights. And

22

market and frontier market managers.

22

it dovetails with some of the comments I made on the

23

country level. Financials are underweight, and

23

And fortunately -- and we like to think there's

The other thing I'd point out is we have a

24

some skill in the selection as well -- since

24

that's partially avoidance of financials, not only

25

creation of the asset class, it's coincided with a

25

in Canada but Europe, although they're starting to
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3

take positions there, and Japan.
MR. HARRELL: Scott, if I can interrupt you and
ask one question.

138

1

benchmark, but we really believe in frontier, we're

2

going to allocate some resources here, and so that's

3

a direct measured reflection of you?

4

MR. SEERY: Sure.

4

5

MR. HARRELL: When we see these admittedly very

5

being in the position where emerging markets were

MR. SEERY: Yeah. We view frontier markets as

6

small differences in weights from -- I guess versus

6

maybe 15 years ago. So it makes sense to be there

7

the benchmark. Is that --

7

basically at the ground floor. And the other thing

8

MR. SEERY: Correct. Those are active weights.

8

is that they're not -- it's not a zero sum game in

9

MR. HARRELL: So how much of that is Janice and

9

terms of we learn more about emerging markets by

10

Scott decide to take an active bet and be

10

virtue of frontier market investments, and vice

11

underweight Canada, and how much of it is this is

11

versa. But, yes, it's a out-of-benchmark bet.

12

just the result of all the individual active

12

13

managers, their decision-making, and it happens to

13

into frontier markets, we put together a white

14

roll up to this?

14

paper. We brought it before our senior investment

MS. YECCO: And when we made the decision to go

15

MR. SEERY: It's part of both really. It's

15

group, and we got it approved. Some of our thought

16

directly a result of the manager decisions. But

16

process is very similar as to the way we'd go

17

since we're choosing the managers and we purposely

17

through an asset allocation study. We look at the

18

choose managers with divergent views, it reflects

18

correlations. We look at expected returns. And we

19

that to an extent also.

19

see what can it add to our total, because this is an

20

out-of-benchmark bet for us, I think as Scott said.

20

MR. COLLINS: And so a follow-up on that would

21

be on the frontier side, where you said it didn't

21

It's about 50 basis points. We had money with three

22

reflect the benchmark?

22

dedicated managers.

23

MR. SEERY: Yes.

23

24

MR. COLLINS: So internally you-all get

24

percentages? And maybe you're going to get to this.

25

What is the percentage of our portfolio to emerging

25

together and say, look, I know this is our
ACCURATE STENOTYPE REPORTERS, INC.
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2

and what to frontier, total?
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1

inception of the asset class. It had coincided with

2

a good period for large cap active, and on the

3

emerging is about 10 percent of the aggregate

3

domestic side it has been the most significant

4

portfolio. Frontier is very small.

4

contributor. The only trouble spot within the
portfolio has been the --

5

MR. COBB: Of the total portfolio.

5

6

MR. SEERY: It's less than a percent, and

6

MR. HARRELL: Can I interrupt you there, Scott?

7

emerging is about 10 percent of the total portfolio.

7

MR. SEERY: Sure.

8

MR. HARRELL: Make sure I understand what you

8
9

MR. HARRELL: So frontier is zero in the
benchmark basically.

9

10

MR. SEERY: Correct.

10

11

MR. WENDT: Is your total portfolio just the

11

12

equities or the whole hundred percent of everything,

12

13

bonds --

13

said. This passive U.S. large cap portfolio, you're
saying it's contributed to excess returns?
MR. SEERY: Six basis points of positive
tracking error over time.
MR. HARRELL: So help me understand. How does

14

MR. SEERY: Just equities.

14

that happen? I've never indexed anything, but if

15

MR. WENDT: Just equities. So 10 percent is in

15

you're indexing perfectly accurately, presumably you

16

emerging markets of equities.

16

-- you're not trying to have excess performance, or

17

MR. SEERY: Correct.

17

maybe you are.

18

MR. WENDT: Thank you.

18

19

MR. SEERY: On page four, the top line,

19

the two most significant are, one, the Russell

20

performance numbers, I only point out here that we

20

rebalances every June. We have an experienced

21

have performed well since the inception of the asset

21

portfolio manager, and he's comfortable making a

22

class in July 2010. Some of your questions earlier,

22

really fractional bet on that in terms of timing.

23

all segments of the portfolio have contributed to

23

And there are also years where someone will pay you

24

those results, within domestic, large cap, small

24

to take -- they'll give you the close plus six basis

25

cap, has added about six basis points since

25

points, for example, that kind of thing, depending

ACCURATE STENOTYPE REPORTERS, INC.
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1

early if they have a certain view on the market.

2

MR. HARRELL: Give you the what?

2

They'll invest late if they have a different view on

3

MR. SEERY: If the market closes at $100, for

3

the market.

4

example, just reducing it to simple terms, they'll

4

MR. COLLINS: And this is on the passive side.

5

give you $106, because of the way the book looks,

5

MR. SEERY: Passive. But he's operating maybe,

6

there's a demand for that side of the trade. But

6

again, five, six basis points of tracking error, but

7

generally, he's taking that bet on a very fractional

7

these are very measured bets.

8

piece of the portfolio, so he's not betting the farm

8

9

on it, taking a measured bet.

9

10
11
12

MR. COLLINS: So you're saying total tracking
error from that standpoint is six basis points?
MR. SEERY: Six basis points was the -- that

MR. HARRELL: That's a great answer. Thank
you.

10

MR. WENDT: Question here. Of all the pages I

11

could have chosen to show my ignorance on, I picked

12

this. So I'm going to ask a couple of questions. I

13

was an active return. But in passive world, you

13

think the implication of this page, to me, is that

14

think of it more as tracking error, because it's not

14

the managers you're picking to manage our assets are

15

a view on the market, a view on the stock. It's

15

doing better than benchmark/target. Is that a

16

just the technical aspects of portfolio management.

16

correct assumption?

17

MR. HARRELL: So if I broke down the positive

17

MR. SEERY: Correct.
MR. WENDT: What percentage of your 84 billion

18

six tracking error, usually it turns out there was a

18

19

positive 12 and a minus 6 and a negative 6 or

19

or so is being managed as opposed to simply

20

something. Is there --

20

benchmarked?

21

MR. SEERY: No. It's steady. And the other

21

MR. SEERY: Half of it.

22

thing that the portfolio management staff does is

22

MR. WENDT: One half.

23

make a very, very again marginal bet on investing

23

MR. SEERY: Yes.

24

cash flows. So there's dividends in corporate

24

MR. WENDT: What is the little green thing down

25

actions on basically a daily basis. They'll invest

25

ACCURATE STENOTYPE REPORTERS, INC.
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1

MR. SEERY: That is the active return.

1

contributing, 264 basis points, except that some of

2

MR. WENDT: It says active, but I don't know

2

it is maybe -- well, that would be active, too. To

3

the extent you've got somebody doing the little

4

things you were just talking about, that would be

5

part of that, too.

3
4
5
6
7

what that means.
MR. SEERY: The managed return minus the
benchmark return.
MR. WENDT: So you're beating the benchmark by
that amount.

6

MR. COLLINS: Yeah, but not a lot.

7

MR. SEERY: Not a lot, except for the fact that

8

MR. SEERY: Yes.

8

9

MR. WENDT: That's your value added. The other

9

10
11

slides have shown that as value added.
MR. SEERY: And I think the most telling point

it's so significant in weight.
MR. COLLINS: One other question, Mr. Chairman.

10

You said that the U.S. was 80 percent passive and

11

20 percent active but the inverse on a foreign
basis.

12

here is that the inception of global equity

12

13

coincided with a period of strong absolute returns

13

MS. YECCO: Yes.

14

in the market and strong relative returns from

14

MR. COLLINS: And together we're 50-50. So is

15

active management. So our timing in that sense was

15

there really a 50 percent dollar weighting to the

16

very good.

16

U.S. and a 50 percent to the rest of the world?

17

MS. YECCO: The other point I'd like to add is

17

MS. YECCO: It's roughly that.
MR. SEERY: Currently U.S., but it's over time

18

that these are net-of-fee numbers. So these are net

18

19

of all expenses.

19

just about there.

20

MR. WENDT: Thank you.

20

21

MR. HARRELL: So to go back to the exchange we

21

of origin as opposed to where their revenues and

22

had earlier about -- so when I look at for instance

22

profits may come from. Is that right?

23

the inception and the active contribution as a

23

MS. YECCO: Correct.

24

positive 132 basis points, if we're 50-50 active and

24

MR. SEERY: We have non-U.S. managers that

25

passive, then that implies, back to this

25
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1

managers do not, with very few exceptions, invest in

1

2

non-U.S. companies.

2

MR. HARRELL: Be careful what I ask for?

3

MS. YECCO: You could ask for anything. We can

3

MS. YECCO: The only thing I want to add to

slice it, where the return is coming from.

4

that performance page is, like Scott said, this was

4

provide it. We have annual manager visits. Just to

5

exceptional performance. We would not expect to

5

give you a sense that we just don't show up, we do

6

continue to earn 130 basis points of active return

6

show up. We probably have about 230 conference

7

and an IRR of about 1.4, 1.5. We would expect going

7

calls or visits with our managers each year. And I

8

forward it might be a little bit reduced.

8

would say each conference call, at least an hour, we

9

probably do four to six hours of preparation for

9
10

MR. DANIELS: Are you lowering the bar?
MS. YECCO: No. I'm just lowering

10

those calls. So we're not just going in and saying,
tell us how you did.

11

expectations. The next page is a fun page really.

11

12

It kind of talks about the way we manage money

12

13

within the asset class. And if you think about what

13

We have some very specific questions. We're not

14

we do, we're really a big fund of fund managers.

14

just looking at performance. We're looking at

15

Right now we have about eight different fund of

15

organization. We're looking at what has changed.

16

funds that we manage. And so what do we do day to

16

This is a lot of money. It's $85 billion. And so

17

day when our managers are actually managing most of

17

we're pretty active. And I think we have a fairly

18

the money?

18

complex structure, and it's one that requires a lot

19

of maintenance.

19

Well, we've got daily performance that we look

We usually have some very detailed analysis.

20

at. We've got monthly performance. We do monthly

20

21

market reviews. We do quarterly analytics. We do

21

management and trading. So we said 80 percent of

22

detailed aggregate and bucket reviews, contribution

22

our U.S. equity asset class is passively managed.

23

attribution. Will, you talked a little bit about

23

It's all managed internally. And we have a very

24

you don't know where stuff is coming from. I assure

24

experienced trading and management team on that

25

you, we can tell you, depending on how you want to

25

portfolio. We are looking -- well, looking. We
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1

just recently have funded an international or global

1

2

equity index fund internally. We just funded it,

2

these managers do you have? I looked and I couldn't

3

just traded it. It was starting out with about a

3

find that.

4

half a billion dollars.

4

5

That's going to require a lot more effort than

5

MR. WENDT: Curiosity question. How many of

MS. YECCO: We have 58 managers. Well, there's
58 portfolios.

6

U.S. equities. We realize that the complexities

6

MR. COLLINS: Fifty-eight active managers?

7

embedded within managing within international

7

MS. YECCO: It would be maybe 54 active

8

markets is probably tenfold. One of the questions I

8

9

get from people all the time, well, when are you

9

10

going to move it all in-house? I'd like to think

10

MS. YECCO: Yes. We tend to use a lot of

11

we're not. I hope, Ash, you don't want us to move

11

managers in those capacity-constrained buckets. So

12

it all in-house.

12

international small cap, you can't throw a billion

managers.
MR. COLLINS: Spread between U.S. and foreign?

13

MR. WILLIAMS: It's all about risk management.

13

dollars at one manager. You just can't do it. So

14

MS. YECCO: All about risk management. And one

14

we tend to have a lot of managers in those buckets,

15

of the points I'd like to make is we have two people

15

a lot of managers in emerging markets, U.S. small

16

really managing about $35 billion. One of those

16

cap. These are -- they just can't take the money,

17

guys goes out, and we're like, you know, what do you

17

so we have to spread it over a lot of them.

18

do? We just don't have the redundancy. They're

18

19

talented people. They're skilled people. But

19

thing a little further. Can you give us the name of

20

there's just two of them. So we think about that

20

the largest manager you have, in terms of assets

21

every day. You want to know what keeps us up at

21

managed?

22

night. It's losing people like that.

22

23
24
25

MR. HARRELL: You're talking about people
inside the SBA, not outside.
MS. YECCO: Yes, correct, and traders.
ACCURATE STENOTYPE REPORTERS, INC.
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1

international equity passive portfolio, which is

1

funds. So if we have strongly performing managers

2

quite large.

2

where we have some sense that maybe we want to shift

3

our allocation a little bit, we just take it from

4

that manager. We've also been liquidity providers.

5

So to the extent our markets keep moving up, we've

3
4
5

MR. HARRELL: Who would be your largest active
manager?
MS. YECCO: It's probably on our international,

6

or developed international side, and it's either

6

been able to raise this money very quickly and at

7

Templeton or Baillie Gifford.

7

very reasonable cost.

8

MR. HARRELL: I meant size-wise.

8

9

MS. YECCO: Oh, about 2 billion.

9

and their role. So that is Mercer. And essentially

I wanted to mention our specialty consultant

10

MR. HARRELL: Okay.

10

they help advise us. We're able to go to them with

11

MS. YECCO: So fund of fund management,

11

any specific issues. They're very good in terms of

12

external management, internal management. And then

12

market intelligence, and they also help us with

13

I think a very important role that we play is

13

respect to our quarterly watch list.

14

basically supplying liquidity. So if you think

14

15

about it, every month we basically get a bill

15

things that we have worked on since the asset class

16

telling us to raise so much money. This money is

16

has been formed in 2010. I mentioned the fact that

17

for benefits. It's to support our strategic and

17

the dedicated global portfolio had been the most

18

private equity asset classes. They're just hogs.

18

disappointing among the group. I think that one of

19

They just want all of our money. And so we raise a

19

the things that has changed over the last three

20

lot of money.

20

years is the number of strategies being offered

21

there has really increased tremendously. We've

21

In fiscal year 2012-2013 we raised about $3.3

MR. SEERY: Page six talks about some of the

22

billion. Year to date, since July 1st, we've raised

22

taken that opportunity to look at the existing

23

over $3.1 billion this year so far. And it

23

strategies, look at what's out there. We hired

24

really -- it presents us with a pretty good

24

three new global equity managers. We dismissed two.

25

opportunity. It enables us to rebalance among our

25

We converted a successful domestic manager to
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1

global, and they've done a very good job for us

1

basically a seamless order flow process. And it's

2

since that conversion.

2

worked very well for us.

3
4
5

MR. COLLINS: You converted them? What does
that mean?
MR. SEERY: We changed the benchmark from

3

We are currently working on a contract for a

4

dedicated China A Share manager. China A Share is

5

just a segment of the Chinese market that was

6

domestic to non-U.S., so they had a non-U.S. --

6

previously only available to domestic investors.

7

global, I'm sorry. So we converted their strategy

7

It's a significant portion of the Chinese market, by

8

from a U.S. dedicated to a global.

8

some estimates as much as half. It's a unique

9

opportunity set in terms of some domestically

9
10

MR. WILLIAMS: The mandate.
MR. SEERY: The mandate. I'm sorry. The other

10

oriented, some world-class companies, so it's an
area we think that we should have exposure to.

11

thing is the emerging small cap is a piece of our

11

12

target. And it was previously an area in which we

12

We're currently in the initial stages of a

13

had no dedicated exposure. We have hired two

13

search for U.S. micro cap exposure. Again, this is

14

dedicated emerging small cap managers. And both of

14

a small portion of our portfolio, but we think it's

15

these were existing relationships in other mandates.

15

one that can add value, given the inefficiencies

16

We have about 1 percent of the portfolio there.

16

here.

17

Again, it's kind of like emerging markets, an

17

MR. COLLINS: Mr. Chairman?

18

insignificant area now, it could be more important

18

MR. GARCIA: Sure.

19

over time. And it's a way for us to develop an

19

MR. COLLINS: How many managers would you seek

20

understanding of these markets and at the same time

20

in that and what would the average investment size

21

plug a gap in our coverage on the manager side.

21

be?

22

Janice alluded to the internally managed world

22

MR. SEERY: The way we're going to approach

23

index fund. What enabled that to happen, aside from

23

that is through a fund of funds. We did an RFI and

24

the experienced traders and portfolio managers we

24

we had three responses. We think that's the most

25

have, is that we acquired Charles River, which is

25

efficient way to gain diversified exposure to that
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MR. COLLINS: And what do you think the cost on
that product would be on a fund of funds basis?
MR. SEERY: We'll definitely endeavor to keep
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1

but without performance fees.

2

MR. SEERY: Right.

3

MR. COBB: So my knowledge of a fund of funds

4

is not what you're talking about.

5

it as low as possible. Our expectations would be

5

6

under a hundred basis points.

6

in terms of incentive structure. It sounds

7

different than what you're saying.

7

MR. COBB: Mr. Chairman, I have a question on

MR. SEERY: It's a fund of funds in structure,

8

that. And I gave comments earlier that I'm so

8

MR. COBB: Thank you.

9

impressed with keeping our costs low. At our size

9

MR. HARRELL: How much money can we -- like I

10

I'm surprised that we would want a fund of fund

10

see U.S. micro cap. I don't know what the

11

approach, where we could, even in these small

11

definition of a micro cap is.

12

markets, be able to have a few million dollars here

12

MR. SEERY: It coincides with about a thousand

13

or a few million dollars here and avoid the cost of

13

names in the Russell 2000 and then a thousand names

14

a fund of funds. That's the first part of the

14

below that. So it's a very broad benchmark.

15

question.

15

16

The second part of the question is you said

16

17

only a hundred basis points. I assume that does not

17

18

include the performance, a 20 percent or 15 percent

18

19

performance.

19

20
21
22
23

MR. SEERY: No. That's management fee. No
performance fees. I'm sorry. No.
MR. HARRELL: You would not be paying
performance fees.

20

thousand of the Russell 3000.
MR. SEERY: No. Bottom thousand of the Russell
2000 and a thousand below that.
MR. HARRELL: The bottom 2,000 of the Russell
3000.

21

MR. SEERY: No. The bottom 1,000 are outside

22

of the Russell 3000. The Russell 3 is the one and

23

the two, and the bottom 1,000 to two are in micro
cap, and then a thousand below that.

24

MR. SEERY: Correct.

24

25

MR. COBB: So you would have a fund of funds

25
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1

risk budget. Thereafter risk would be constrained

2

to 2 percent. In information ratio terms it would

3

be hopefully in the .5 to 1 terms. (Inaudible) -have been very promising and very steady.

4

MR. HARRELL: Okay. I wondered how much -- can

4

5

a $140 billion fund put enough money into micro caps

5

6

that it makes any difference at all?

6

you with a sense of the people who manage global

7

equities. So Scott and I are the senior investment

7

MR. SEERY: I think there's a couple of things.

MS. YECCO: Finally, we just wanted to leave

8

One is we think the opportunity is there to add

8

officers, but we really have a very good staff, a

9

value to the bottom line. The other thing is it's

9

very good senior staff. We're organized into four

10

our first step in this direction. If it proves

10

different teams. One, reporting and analytics,

11

fruitful, then we would consider increasing the

11

headed by Ray Sherlock. We have a team leader who

12

allocation.

12

handles all of our contracts, market openings,

13

compliance, tax agents, Tim Taylor.

13

MS. YECCO: I think we're looking to add about

14

150 million into that strategy, the fund of funds.

14

15

And that would be analogous to the size of our U.S.

15

and our manager structuring is Allison Romano. And

16

small cap managers.

16

then we have a team that is headed by Joe Wnuk, who

The team leader of our active management bucket

17

MR. SEERY: Individually.

17

is our head portfolio manager for the internal index

18

MR. HARRELL: Okay.

18

portfolio, and an operations person and investment

19

MR. SEERY: The final item on this list is the

19

person, Debbie McCoy, they handle that bucket.

20

active currency management program. And Janice has

20

21

really done most of the work on this. But we have

21

one team doesn't mean that's the only team they're

22

selected five managers with diversified approaches.

22

on. We've tried to really cross-train people and

23

We are contracting with one currently, and that will

23

make sure people see the big picture. Every

24

be our pilot, and we'll move forward on the other

24

person -- almost every person who is a senior person

25

four. This will be about 5 percent of our total

25

is also responsible for a fund of funds. So they're
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1

accountable for that fund of funds. They're

1

wild cards in terms of other countries' economies

2

responsible for making recommendations in terms of

2

and foreign exchange and things like.

3

funding, in terms of structuring, in terms of the

3

4

managers that go in that fund of funds. And we try

4

just more diversification is better. I don't know.

5

to tie their performance evaluation to the

5

But that must have been a -- that has to have been a

6

performance of their fund of funds.

6

consideration along the way. Whoever the right

7

person is to address that question to, what is kind
of our thinking on that?

7

MR. COLLINS: Mr. Chairman? Do you benchmark

8

yourself against other funds like our size relative

8

9

to staff?

9

10
11
12

MS. YECCO: We have seen such studies, but we
haven't done any benchmarking.
MR. COLLINS: So would you say that you're

And so it may be that the reason we do it is

MS. YECCO: Well, there's a couple of things.

10

And our consultants may want to chime in on this

11

one. But when we think about the global opportunity

12

set, over 50 percent of the assets are outside of

13

about on average in terms of the number of people

13

the United States. Growth in the U.S. is slowing.

14

that you have in global equity versus your peers?

14

I mean, we're still -- we're very competitive.

15

We're still growing pretty well, but there are other

16

opportunities out there with higher growth rates,
such as emerging markets.

15
16

MS. YECCO: We're larger than most of our
peers. I would say we probably have more people.

17

MR. HARRELL: I have one very general question,

17

18

and I really don't know the answer to this, but it's

18

19

kind of struck me from the beginning. All of our

19

about the companies that comprise the U.S. market,

20

liabilities are one day going to be paid in dollars.

20

if you think about your Apples and some of your

21

It's very easy for me to relate sort of that notion

21

large companies and everything, their earning stream

22

to owning dollar assets.

22

is coming from other countries, their revenues are

23

coming from other countries. So we have that

23

And I don't know all the mechanics and moving

And then I think importantly, when you think

24

pieces. But when we put half of our equity money to

24

exposure regardless. And by the same token, when we

25

work overseas, we're definitely introducing some

25

invest in a Samsung or a BP, Royal Dutch Shell, what
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1

generally given managers the choice on whether they

2

So I think, as a fund, it makes us more

2

want to hedge back into the U.S. dollar or whether

3

complete, but more importantly, it allows us the

3

they see the currency as a diversifier or a value

4

opportunity to invest where the opportunities are,

4

add to their strategy. And overall we have looked

5

without limiting us with a false ceiling on U.S.

5

at going unhedged in a lot of these international

6

versus international.

6

exposures as desirable diversification for our fund

7

in aggregate.

7

And I know the consultants were -- they

8

recommended the global equity benchmark and

8

9

allocations, and we endorsed it. We thought it was

9

10

the right thing to do. So I don't know if they have

10

overlays within global equity that use the highly

11

any other comments with respect to that.

11

liquid equity securities dedicated to those currency

The other thing we're looking at that's quite
separate from that currently is doing some currency

12

MR. SEBASTIAN: I'd echo Janice's comments.

12

overlays as the needed source of liquidity to avoid

13

MR. PRICE: This is Michael Price. When you

13

having to dedicate cash assets. We think over time

14

come out of dollars to buy foreign stocks, do you

14

that not only gives us some diversification, but it

15

hedge the currencies?

15

gives us some additional alpha. But on the question

16

MS. YECCO: No, we don't.

16

of the hedged versus unhedged, I would defer that

17

MR. SEERY: Some of the managers do actively,

17

back to Janice and Scott.

18
19

but we do not have a passive hedging program.
MR. PRICE: Ash, do you think it makes sense to

18

MS. YECCO: Yeah. Our asset class target is an

19

unhedged target. So to the extent that that

20

see the global non-U.S. stock exposure that's not

20

decision was made through an asset allocation

21

hedged and that's hedged, so that we know how much

21

process, we are unhedged. For us to be hedging back

22

we could be hurt by a strong dollar, for instance?

22

to U.S. dollars at this point would mean we're

23

taking a fairly large active bet versus our asset
class target.

23

MR. WILLIAMS: I would defer to global equities

24

to discuss that, but I would offer two

24

25

parentheticals. One is, to Scott's point, we've

25
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1

they have considered other types of benchmarks, when

1

MR. WENDT: Who do we blame for that?

2

they do their asset allocation studies, to see if we

2

MR. SEERY: Probably Mr. Bennett.

3

should have some sort of allocation to currencies

3

MR. WENDT: I just wondered why they had that

4

versus a non-U.S. benchmark.

4

in here. It was wasted space, I thought. I

5

couldn't figure out what it was.

5

MR. PRICE: So when you show performance on the

6

foreign book that's not hedged, do you show it

6

7

converted back to the dollar or not converted?

7

the end. Once we've chosen our benchmark, your --

MR. HARRELL: I'd like to add one thought at

8

MR. SEERY: It's in U.S. dollar terms.

8

when you were talking a moment ago about why have

9

MS. YECCO: It's in U.S. dollar terms.

9

foreign equities in a dollar liability portfolio, we

10

MR. WENDT: Are we done with the equity part?

10

said it allows us to go where other opportunities

11

I had a final question on equity, unless there's

11

are. But we've chosen a benchmark that says we're

12

more to be -- I was somewhat fascinated that you

12

going to be, you know, whatever it is, 10 percent

13

would put a report from Mercer, who you paid to help

13

emerging markets. So we're going to be 10 percent

14

you do a good job, to give us a report that says

14

emerging markets. And there's probably

15

you're doing a good job.

15

subcategories that say how much Vietnam and how much

16

Thailand and whatever.

16
17

MS. YECCO: Well, isn't that what you pay
consultants for?

18
19

MR. WENDT: I'm sorry. I didn't hear that. I
really didn't.

20
21

MR. NEWMAN: She said isn't that what you pay
the consultants for.

22
23
24
25

MR. WENDT: Well, we're not paying them. You
are.
MR. SEERY: I also add, we didn't develop the
agenda. So it's not our -ACCURATE STENOTYPE REPORTERS, INC.

17

And when you were just talking about taking an

18

active currency risk and that producing the risk

19

that we deviate from the benchmark, I mean, one of

20

the things that always bothers me about benchmarks

21

is precisely that, that you start managing to the

22

benchmark. And I know on the flip side the risk is

23

we get people going off the reservation and doing

24

crazy things.

25

I'm just one guy out of nine. But I honestly
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1

don't mind seeing even a fairly substantial amount

1

2

of deviation. And I'd be -- if the SBA wanted to

2

but we're an $85 billion fund, so we have to be

3

implement something where they said, here's specific

3

careful about that. We can make big bets in terms

4

things that we're going to do. And maybe you need

4

of sector or country or region, but then we do run

5

to announce them ahead of time, this is what we're

5

the risk of really exceeding our risk budgets. And

6

going to do. And if it doesn't turn out -- we say,

6

when we do the asset allocation, you know, we take

7

great, go for it. If it doesn't turn out well,

7

it as our mission to provide equity beta. We try to

8

great, then that's on us, it's not on you. I'd be

8

do that, plus we try to provide some alpha. So

9

very interested in -- I would definitely like us to

9

we've provided the beta.

10

feel less tied to sticking to benchmarks.

10

And we could run very concentrated portfolios,

If anything, we're taking a little less risk.

11

MS. YECCO: I think when you look at our -- the

11

We tend to underperform when markets do really well.

12

58 managers we have, and we hire these managers with

12

This has been a little bit of an anomaly for us. We

13

the thought of hiring the best managers in whatever

13

tend to protect a little bit of capital when markets

14

area, whatever process, style, type there is. We

14

go down, and the compounding effect has been pretty

15

hire these managers and we look to see how are they

15

good.

16

correlated or uncorrelated with each other in terms

16

17

of their alphas.

17

18

We put that portfolio together. And because of

MR. HARRELL: That's definitely the right
answer. I mean, from my biases.

18

MR. COBB: I have a question on our definition

19

the uncorrelated nature of many of the alphas, we

19

of global equity within our global equity. What is

20

tend to get a fairly muted risk profile. Risk is

20

IBM or Mobile or Procter & Gamble? Are they U.S. or

21

reduced pretty dramatically. I mean, we have a risk

21

are they global equities?

22

budget I think of 75 to 125 basis points, and we're

22

23

having a tough time getting there. But you think

23

or the U.S. portion of the global target, but some

24

about, well, what is the alternative, how do you get

24

of the international managers have the latitude to

25

more risk in the portfolio.

25

buy IBM if they wanted to.
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1

I hear you, that fixed income is not popular, and we

2

have had negative returns in our asset class year to

3

MR. SEERY: Any of the emerging market stocks?

3

date. And sometimes the best you can do is

4

MR. COBB: No, no. Other than emerging

4

outperform your benchmark, hunker down, and seek

5

markets. In other words, you have a separate

5

alternate opportunities, which is what we continue

6

5 percent category.

6

to do, by the way.

7

MR. SEERY: Oh, global equity managers.

7

8

MR. COBB: Global equity, within global equity.

8

from 24 percent to sub-20, so that will be a

9

significant move. Also this year we reduced our

9
10
11

I'm trying to understand what companies those are
that's not IBM or British Petroleum.
MR. SEERY: Their benchmarks are the global

As you know, we just reduced our policy target

10

duration target by changing our benchmark. And we

11

looked at our benchmark, which was the Barclay Ag,

12

target, but we have U.S. managers, we have non-U.S.

12

and said we -- research would show you don't get

13

managers, some of whom can invest in U.S. companies.

13

paid for taking the ten years and out risk. So we

14

But the global managers' benchmark is the global

14

tightened in. We continue to look for other ways to

15

opportunity set.

15

reduce risk and still -- and maintain liquidity,

16

because that's really a big function of fixed

17

income, as well as outperform, or just absolute
performance.

16
17

MR. WILLIAMS: It's a strategy distinction, not
the end investment.

18

MR. COBB: Thank you.

18

19

MR. GARCIA: Any other questions? Does that

19

20

conclude y'all's report?

And one of the things we've been talking about

20

amongst ourselves is, does it make more sense, to

21

MS. YECCO: Yes.

21

your point, instead of having a benchmark or a

22

MR. GARCIA: Thank you, Janice. Thank you,

22

Barclay Ag or an intermediate ag for your benchmark,

23

to perhaps have an absolute return and maybe do that

23

Scott. Next up. Katy?

24

MS. WOJCIECHOWSKI: So within fixed income, we

24

through a cash plus or an enhanced cash or enhanced

25

are supposed to be able to sleep well at night, and

25

index kind of portfolio, would that be -- how would
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Some of it is expressed, by the way, right now
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1

of them brings something separate to the table. So

2

they come back to the sum of the parts is greater

3

within strategic investments. They do have

3

than the whole. Somebody may be a great corporate

4

distressed debt or things that are high yield that

4

bond manager, somebody may be a great mortgage

5

are not U.S. interest rate specific or less

5

manager, and we bring them back to -- like best in

6

sensitive to U.S. rates. So we do express it in

6

breed, if you will.

7

that way.

7

We view ourselves as pretty much generalists,

8

If we could just go to -- busy page, and I

8

internally, our internal active management. We

9

apologize. I don't like busy slides. So I want to

9

incrementally, through security selection, seek to

10

just say kind of how we do what we do. We have a

10

outperform. And we've done so, as the numbers will

11

group of about 17 people that does both internal and

11

show, over time. Because we're slimly staffed -- as

12

external management. We're about 50-50 internal to

12

Janice mentioned, because we're slimly staffed, we

13

external and 50-50 passive to active. We have a

13

also use our external managers as a source for

14

$15 billion passive fund, all managed internally.

14

research, as we do with Mercer and Hewitt. And we

15

We manage internally an actively managed

15

continue to work and we're working right now with

16

portfolio. And, Gary, to your point, the reason we

16

many of our external managers. Specifically, I've

17

put Mercer's numbers in here, I didn't want to be

17

been up to visit BlackRock, PIMCO.

18

redundant and put our own performance. It's later.

18

19

So it wasn't to --

19

ways to express the fixed income allocation.

We've been visiting with them about different

20

MR. WENDT: It was good, I hope.

20

There's a lot of talk about bank loans, emerging

21

MS. WOJCIECHOWSKI: Yeah, as a matter of fact.

21

markets. But those -- and we may want to seek to

22

So we, in conjunction with our external managers,

22

invest in them, but they will also reduce our

23

actively manage 15 billion of fixed income

23

liquidity. And we are a major liquidity provider

24

allocation. We're much more homogeneous. So we

24

for the organization, so we have to be mindful of

25

only have six external managers, plus us. And each

25

that.
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1

completed a search and a hire of a new securities

2

plan guys and see if you can get like 11 basis for

2

lending agent. And I know somebody asked about

3

them on the management fee, from PIMCO?

3

securities lending. And we'll probably have to come

4

MS. WOJCIECHOWSKI: From PIMCO, yeah, I'll work

4

back to that in detail. But we now have three

5

on that, sure. So, as I mentioned, we're continuing

5

securities lending agents. We're working down some

6

to optimize our allocation and have some ongoing

6

legacy assets that were past issues that are

7

suggestions. And we've been working on introducing

7

improving. And it's been about 30 million of income

8

expanded opportunities which would be less

8

year to date. So a good performance. A lot of

9

U.S.-benchmark-centric.

9

that, by the way, is international equities that get

10

In September and October we transitioned our

10

loaned out, things like that. So I think going

11

portfolio from the Barclay Ag to the Intermediate

11

forward we'll see that in your numbers.

12

Aggregate. And we did that, by the way, internally.

12

MR. COBB: Can I ask a question --

13

Our active portfolio, we did that internally with

13

MS. WOJCIECHOWSKI: Sure.

14

our trading staff. The external managers did theirs

14

MR. COBB: -- on the indexing? And this is --

15

as well by themselves. And best guess -- and you

15

Gary said we all, as an advisory committee, show our

16

can chalk it up to good trading or whatever. It

16

ignorance at times, and I'm now going to show mine.

17

cost about a basis point. So not a significant

17

I understand how an S&P equity index, there's

18

amount.

18

billions of dollars in back of each of the

19

In October we did transition our passive

19

companies. Now, I'm unfamiliar with how the -- you

20

portfolio, and so we are completely transitioned at

20

actually passively buy and try to re-create a

21

this point. And since then, by the way, the

21

Barclay's Aggregate Index, or how do you reconstruct

22

intermediate aggregate has outperformed the ag. So

22

an index? Explain to me how that's done, because I

23

just on absolute terms, I know the numbers are not

23

don't know how it's done.

24

great, but better. How's that?

24

25

We also just completed -- just a sidebar -ACCURATE STENOTYPE REPORTERS, INC.
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1

corporate debt, mortgage-backed securities, to

1

MR. TAYLOR: Actually, one of the -- some of

2

replicate the Barclay's Intermediate Aggregate now.

2

the largest areas it's impacted is operationally.

3

We also can do it synthetically. We could do it

3

The regulations require that you essentially

4

through a total return swap or credit default swap.

4

collateralize your position. So before, where you

5

But the majority of the portfolio is in fact in cash

5

might trade an interest rate swap under what's

6

bonds.

6

called an ISDA, or a standard agreement, a bilateral

7

MR. COBB: Thank you.

7

agreement between two parties, now you have to clear

8

MS. WOJCIECHOWSKI: So really we spent much of

8

them, and they're subjected to margin rules, like
you would under a normal --

9

our year -- we're all familiar with Dodd-Frank and

9

10

the huge burden it's put on our legal staff, on us,

10

MS. WOJCIECHOWSKI: Like futures.

11

to change how we operate in fixed income. So that's

11

MR. TAYLOR: -- like a futures position, so

12

been a -- I put it here. It seems like a small

12

that you have to collateralize the position. That

13

bullet point, but it has been a huge change to the

13

actually entails quite a large amount of time,

14

way we operate.

14

effort and energy just making sure all of the back

15

office and infrastructure parts work, that we have

15

MR. WENDT: Give us two minutes on how

16

Dodd-Frank has affected your activities. That would

16

vendors and we have counter-parties that comply with

17

be of interest to me.

17

the rules, that we structure our legal agreements to

18

make sure that all of those requirements are

18

MS. WOJCIECHOWSKI: Sure. So this year we had

19

to begin clearing swaps, in September. So in the

19

complied with. So it's quite a lot of time, effort

20

past, swaps were an off-balancing transaction, so

20

and energy just structuring the transaction,

21

nobody knew what anybody held. So this year we

21

papering the transaction, to make sure that we

22

began clearing. We had to set up new regulations,

22

comply with the Dodd-Frank rules. So we've spent a

23

set up new accounts so that you can transfer back

23

lot of time with that.

24

and forth. There's much more transparency in what

24

25

we trade. And Lamar has been deeply involved.

25
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1

now requiring that sort of a similar type of

1

that, have come to closure on a lot of useful things

2

collateralization occur with mortgages, and so

2

and have some very good direction for future

3

it's --

3

proceedings. Thank you.

4

MR. WENDT: Thank you. That's two minutes.

4

5

MS. WOJCIECHOWSKI: So in a nutshell, it's been

5

business, any further comments? Is there a motion
we adjourn?

MR. GARCIA: Is there any new business, old

6

a busy year on that front. Regarding performance,

6

7

we have in fact outperformed, added value over all

7

MR. COLLINS: So moved.

8

periods. And our internal and external both have

8

MR. GARCIA: Second?

9

performed quite well. And I'll just leave that to

9

MS. ELIA: Second.

10

Mercer, on that page seven in there. And I think in

10

11

a nutshell that's what we're doing.

11

12

MR. GARCIA: Any questions? Thank you for your

12

13

report, Katy. And I think that brings us to the

13

14

last item on the agenda. Are there any comments

14

15

from the audience?

15

16

Ash, I have an observation to make. I think
your seating arrangement for this meeting was much

17

18

more productive, but I think the seating arrangement

18

19

for the last meeting was more fun. And I have a

19

20

suggestion for your next meeting's seating

20

21

arrangement. Keep Gary and Peter at separate

21

22

tables.

22

MR. WILLIAMS: Like the view of benchmarks, the

(Whereupon, the meeting was concluded at 2:45
p.m.)

23

24

perception of fun is in the eye of the beholder.

24

25

This has been a very good meeting, no question about

25
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23

MR. GARCIA: Okay. We stand adjourned. Thank
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INVESTMENT ADVISORY COUNCIL MEETING

2
3
4
5

* * *
MR. GARCIA: Let's go ahead and get started,
Ash. The meeting is yours.
MR. WILLIAMS: All right. Thank you very much.

4

1

date, because we always report our performance on

2

whichever time series is the longer, calendar year

3

versus fiscal year, and for the fiscal year starting

4

July 1, 2013, through last night's close, we're up

5

11.17 percent, which is 24 BPs ahead of target, and

6

Welcome all. Thank you for your time and thank you

6

the fund balance is at $144 billion, which is

7

again for all your effort culminating in the vote on

7

$5 billion ahead of where we started the fiscal

8

9 December's IAC meeting. By way of an update, I'd

8

year, net of distributions.

9

like to share -- did someone just join?

9

So unless there are any questions about that,

10

MR. WENDT: Gary Wendt did.

10

we can go ahead. And, Mr. Chairman, my thinking

11

MR. WILLIAMS: Good morning, Gary. Welcome.

11

was, presuming everyone has the investment policy

12

That makes us unanimous this morning. We're just

12

statement document in front of them, we are here.

13

starting out, so you've not missed anything, Gary.

13

We've got our whole team on the phone gathered in

14

the Hermitage room here in Tallahassee. We can just

14

Let me share with you two sets of numbers to

15

begin with, before we jump in on the approval of the

15

walk you through this document. I think it's very

16

new investment policy statement. I thought you'd be

16

self-explanatory and will comport with your

17

interested in knowing that the preliminary numbers

17

perceptions of your action in December.

18

for calendar year-end 2013 on a total fund basis are

18

19

a return of 16.94 percent, which is 104 basis points

19

the case and answer any questions you may have this

20

ahead of target, and left us with a balance of

20

morning, we have this on the trustee's agenda for 6

21

143.7 billion in the fund, which is $15 billion,

21

February down in Tampa. We'll have it adopted then

22

$15.1 billion ahead of where we started calendar

22

and move forward appropriately.

23

'13, net of distributions averaging about

23

24

$600 million monthly.

24

on the investment policy statement, the first change

25

you'll see in the red line version is on page two,

25

Then if we move over to the fiscal year to
ACCURATE STENOTYPE REPORTERS, INC.

And presuming we can satisfy you that that's

With that, if we just do a quick page-by-page
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1

top third of the page, the last paragraph, which

1

discussion we had in the IAC and the numbers that

2

simply says, The mission of the State Board of

2

were agreed back in December for those ranges.

3

Administration is to provide superior investment

3

4

management and trust services by proactively and

4

cash flow chart. And the idea here is to simply

5

comprehensively managing risk and adhering to the

5

reflect where we think we would be in five years and

6

highest ethical, fiduciary and professional

6

ten years out in the future. And basically these

7

standards.

7

numbers -- the changes in these numbers are affected
by a couple of things.

8

That's just a slight adjustment to that

8

9

language to make it comport with our mission

9

Moving on to page six, you see an updated net

First of all, since this analysis was last

10

statement that we have recently rewritten and are

10

done, because of investment performance, the fund

11

operating under.

11

has grown substantially. So we have more capital

12

compounding over those periods of time. And if you

12

If we move forward to adjustments that are

13

specific to the asset allocation change, the first

13

then also look at what we've done with our

14

of these will be seen on page four of the red line

14

expectations for returns over time, given the new

15

version, where we address slight changes expected in

15

allocation, those two things work together to change

16

return and risk, both of which will increase a bit

16

in a good way the cash flow expectations.

17

as a consequence of our lightening of our fixed

17

18

income target in favor of increasing our real

18

illustrates what we had discussed back in December

19

estate, strategic investment, private equity and

19

on how we would treat the components of increase in

20

global equity targets. And the exact amounts of

20

the various asset classes that take time to

21

those changes, based on our current analysis, are

21

implement. So for example, if we're underweight in

22

reflected in an update of Table 1.

22

real estate or strategic investments, which are the

23

two classes we will now be most underweight,

23

Moving on to page five, Table 2 summarizes the

If we then move forward to page seven, Table 5

24

actual changes in the targets and target allocations

24

obviously something should be done, during the time

25

and policy ranges. These are consistent with

25

you're overweight, with the allocations you've made
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1

that haven't been implemented yet.

8

1

at a global equity exposure in the 60 percent

2

And so what we've done is made an effort to

2

ballpark, 60.58 to be very specific, you can see

3

relate -- to overlay the underweight in real estate,

3

we're not far away from that global -- that foreign

4

for example, equally across global equity and fixed

4

security cap, because when you add in the fixed

5

income. And the reason we do that is, when we look

5

income securities and consider the potential for

6

at the investment characteristics and risk

6

change from the denominator effect, et cetera, that

7

characteristics of real estate as an asset, our view

7

poses a limit.

8

is it's sort of a half fixed income and half global

8

We are going to the legislature this session

9

equity sort of a beast, and that's why we allocate

9

and have secured sponsors for legislation to lift

10

that cap from 35 percent to 50 percent, which will

11

give us more headroom. But in the meantime we don't

10
11

it that way.
By the same sort of analysis, private equity we

12

treat 100 percent as if it were global equity, and

12

have that headroom, and we want to make sure we

13

strategic investments we treat as 75 percent global

13

continue to follow the law. So we've put a float

14

equity, 25 percent fixed income.

14

allocation limit where the -- we will constrain the

15

total growth in global equity to no more than
7 percent.

15

Those are bottom-up allocations or floating

16

weights that we base on the characteristics of the

16

17

assets themselves. The only override that comes

17

18

into the picture on those allocations is the fact

18

19

that we have a current statutory limit on foreign

19

20

security exposure, which is 35 percent of any

20

21

portfolio. That means that any non-U.S. securities

21

MR. WENDT: Yes. The whole rule.

22

we hold, whether equity or fixed income in nature,

22

MR. WILLIAMS: That was a legislative creation

23

are capped at 35 percent.

23

that predates me. So I can't answer the question.

MR. WENDT: What kind of a committee originally
came up with a rule like this?
MR. WILLIAMS: You mean the cap on foreign
securities?

24

And given that roughly half of the global

24

But it's not uncommon for legislatures around the

25

equity index is ex-U.S. exposure and we're currently

25

country to impose those sorts of caps. And
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10

1

obviously, you know, the thinking starts off

1

MR. WILLIAMS: Okay. So those are the changes

2

probably -- well, I won't speculate on what the

2

in the investment policy statement document. We'll

3

motivation of it was. But as we know, in the

3

be happy to cover any questions you may have.

4

financial markets, as world financial markets

4

MR. GARCIA: Any questions?

5

mature, the component of global equity or credit

5

MR. COBB: Ash, who is taking the lead on

6

market capitalization that remains with the original

6

proposing the legislation for increasing foreign

7

super economies or economic super powers will

7

securities?

8

decline as others mature because it's kind of a

8

9

zero-sum game.

9

MR. WILLIAMS: It will be Senator Ring in the
Senate and Representative Hager in the House. And I

10

And as companies and securities from other

10

think what we're going to probably be doing is

11

parts of the world start coming into the market, the

11

wrapping together several bills that are -- have

12

proportion of global capitalization that we in the

12

bearing on the SBA in one way or another.

13

U.S. and western Europe, et cetera, comprise will

13

MR. COBB: Thank you.

14

likely continue to decline. So I think it's

14

MR. WILLIAMS: You're welcome. Any other

15

important we adjust that number.

15

16

Moving forward, the next change would be on

16

questions?
MR. GARCIA: I think we need a motion. Is

17

page nine, section 10, bottom of the page, in which

17

18

we talk about the effective date, and we simply move

18

MS. ELIA: Motion to approve.

19

it to March 1 of 2014. And that's presuming that,

19

MR. COLLINS: Second.

20

you know, the trustees, in fact, approve this on

20

MR. GARCIA: Any opposed? Passes unanimously.

21

February 6. And if you approve it today, I have

21

MR. WILLIAMS: Thank you very much.

22

every reason to believe they will approve it on

22

MS. ELIA: Thank you. Thank you, Ash, for the

23

February 6. And with that, John, do we have

23

24

anything else in here?

24

25

MR. BENTON: No. That's it.
ACCURATE STENOTYPE REPORTERS, INC.

25

there a motion?

work.
MR. WILLIAMS: You're welcome. Thank you.
And, MaryEllen, thank you for taking time out of
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11

12

1

what I gather was a particularly tight schedule

1

2

today.

2

3
4
5

MS. ELIA: I appreciate having the opportunity
to be here.
MR. WILLIAMS: Certainly. And just for the

3
4

record, MaryEllen, you made the motion just then.

6

7

Peter, was that you who seconded?

7

8

MR. COLLINS: Yes.

8

9

MR. WILLIAMS: Very good. Thank you.

9

MR. GARCIA: Any new business, old business,
any comments from the audience? Is there a motion

11

12

we adjourn?

12

MR. WENDT: Gary Wendt just has a suggestion
for next -- for the next meeting agenda. To look a

14

15

little deeper at that category that you call

15

16

strategic alternatives. I know you described it in

16

17

general, but maybe we could have a precise look at

17

18

what you include in there now and what you might be

18

19

including in the future.

19

20

MR. WILLIAMS: Thank you.

20

21

MR. COLLINS: Good idea.

21

22

MR. GARCIA: Anything else? Is there a motion

22

we adjourn?

23

24

MR. COBB: This Chuck. I move we adjourn.

24

25

MR. PRICE: Second.

25
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a.m.)

13

14

23

(Whereupon, the meeting was concluded at 11:15

10

11

13

adjourned. Thank you all very much.

5

6

10

MR. GARCIA: Any opposed? I think we stand
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Board of Trustees
Mark Peterson, Chairman
Participant Local Government Advisory Council (PLGAC)
March 5, 2014
Quarterly Update – Florida PRIME™

The Participant Local Government Advisory Council (the “Council”) last met on November 25, 2013 and will
meet next on March 25, 2014. Over the prior quarter, the Council continued to oversee the operations and
investment management of Florida PRIME™ and Fund B, reviewing participant transactions, legal and
investment compliance reviews, as well as the current market environment for Fund B securities.
CASH FLOWS / PERFORMANCE
• Over the quarter ending December 31, 2013, participant deposits totaled $6.9 billion; participant
withdrawals totaled $4.6 billion; transfers from Fund B totaled $25.6 million, for a net increase of
approximately $2.4 billion.
• During the 4th quarter, Florida PRIME™ delivered an aggregate $3.3 million in investment earnings.
• Performance of Florida PRIME™ has been consistently strong over short and long-term time periods. For the
period ending December 31, 2013, Florida PRIME™ generated excess returns (performance above the pool’s
benchmark) of approximately 11 basis points (0.11 percent, annualized) over the last three months, 23 basis
points (0.23 percent) over the last 12 months, and 17 basis points (0.17 percent) over the last 36 months.
POOL CHARACTERISTICS
• As of December 31, 2013, the total market value of Florida PRIME™ was approximately $8.5 billion.
• As of December 31, 2013, the investment pool had a 7 Day SEC Yield equal to 0.15 percent, a Weighted
Average Maturity (WAM) equal to 44.2 days, and a Weighted Average Life (WAL or Spread WAM) equal to
69.7 days.
FUND B
• Fund B continues to pay principal and interest, with cumulative distributions to participants of
approximately $1.92 billion through the February 2014 monthly distribution, with remaining principal owed
to participants equal to approximately $87.8 million.
• Through the February 2014 participant distribution, 95.6 percent of the original principal in Fund B has been
returned to participants.
• As of January 31, 2014, the estimated liquidation value of Fund B securities was equal to 124.07 percent of
remaining participant principal positions. As the U.S. residential housing market continues to improve, the
fundamentals of non-agency residential mortgage-backed-securities (RMBS) held within Fund B continues to
strengthen, raising the underlying value of collateral assets. As a result, the fund’s investment manager has
been able to opportunistically liquidate portions of the underlying collateral, with any asset sales being
contingent on economic conditions and available market liquidity.
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2. OPPAGA’s Florida Growth Fund (Fund) Review
The review reported that the Fund experienced a net internal rate of return of
17.44% and distributed $22.8 million to the Florida Retirement System. It was also
reported that investments in the Fund resulted in economic benefits to the state.
II.

Internal Audit
A. We reviewed the following reports issued by the Office of Internal Audit (OIA) or
outsourced firm:
1. Internet and Web Application Assessments (outsourced to Ernst & Young)
2. Fiscal Year 2013-14 Second Quarter Follow-up Audit which included prior
recommendations from three reports:
a. OIA’s Global Equity Operational Audit
b. OIA’s Fiscal Year 2013-14 First Quarter Follow-up Audit
c. Auditor General’s Fund B Surplus Funds Trust Fund Operational Audit
B. We received a quarterly progress report from the Chief Audit Executive (CAE) related
to the OIA Annual Audit Plan for the fiscal year 2013-2014. The CAE reported that, in
addition to the two reports mentioned above, OIA reviewed 32 external auditors’
reports before the reports were finalized. Currently, 147 engagements are in progress
and the efforts to reduce the number of outstanding Categories A and B
recommendations continue to be successful.
The CAE also reported that the OIA quality assurance review (QAR), required by The
Institute of Internal Auditors’ Standards is complete. The OIA QAR self-assessment is
currently under review by an independent validator approved by the Committee.
C. Open Recommendations
The tables below summarize the progress made on open recommendations as of
February 17, 2014. Additional details related to open recommendations are presented
in Appendices 1, 2, and 3.
CATEGORY "A" RECOMMENDATIONS

Total number of recommendations
Closed recommendations
Open recommendations

As of
11/8/2013
480
(457)

Changes from
11/8 to 2/17
20
(4)

As of
2/17/2014
500
(461)

23

16

39

As of
11/8/2013
143
(133)

Changes from
11/8 to 2/17
0
0

As of
2/17/2014
143
(133)

10

0

10

CATEGORY "B" RECOMMENDATIONS

Total number of recommendations
Closed recommendations
Open recommendations
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Breakdown of Category B Open Recommendations:
Not yet implemented
Partially implemented and the remainder is in progress
Implemented, per SBA Management
Open recommendations

As of
11/8/2013
1
0
9

Changes from
11/8 to 2/17
0
0
0

As of
2/17/2014
1
0
9

10

0

10

Category “A” refers to recommendations made either by internal or external auditors. The OIA
monitors and performs follow-up procedures on these recommendations in accordance with The
IIA Standard 2500.A1. 1 In certain cases, follow-up procedures are performed by external
auditors.
Category “B” refers to recommendations made by consultants resulting from an assessment of a
program or activity such as governance, risk management, compliance, ethics, disaster recovery
preparedness program, etc. The OIA monitors the disposition of these recommendations in
accordance with The IIA Standard 2500.C1 2. Please note that The IIA Standard does not require
the CAE to establish a follow-up process for consulting engagements, but the OIA does take into
account the disposition of these recommendations when performing a risk assessment for
purposes of establishing the nature, timing, and scope of audit engagements involving the
affected areas.
III. Enterprise Risk Management and Compliance
A. Compliance Activities
The Chief Risk & Compliance Officer (CRCO) presented the quarterly Enterprise Risk
Management and Compliance Report for the quarter ended December 31, 2013. The
CRCO reported there were no material compliance exceptions during the quarter. The
CRCO covered several areas of the report, including the risk metrics for each asset
class which depict both realized risk and predicted risk (by the BarraOne total fund risk
system). The CRCO reported that the risk metrics are below monitoring thresholds for
all asset classes. In addition, with the Trustees’ adoption of the new FRS Pension Plan
Policy Statement effective March 1, 2014, the asset allocation will be within
established ranges.
B. Progress on the Implementation of Crowe Horwath’s Recommendations
The CRCO reported that the final outstanding Crowe Horwath recommendation
pertaining to reporting on the testing of internal controls had been implemented to the
extent practical. The associated write-up was not received by the Office of Internal
Audit in time to be reflected in outstanding Category B totals set forth above. The

1

Standard 2500.A1-The chief audit executive must establish a follow-up process to monitor and ensure that
management actions have been effectively implemented or that senior management has accepted the risk of not
taking action.

2
Standard 2500.C1-The internal audit activity must monitor the disposition of results of consulting engagements to
the extent agreed upon with the client.
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CRCO will provide a summarized executive level presentation at a future Audit
Committee meeting tying off the Crowe Horwath project.
C. Risk Management Activities
The Director of Enterprise Risk Management reported on continued efforts to work
with business units to verify the existence of internal controls documented in the SBA’s
risk register and to continue to tweak controls as necessary. The ERM group is
developing additional metrics to add to reporting, and will be participating in a
roundtable discussion of large public plans to discuss best practices in April.
The CRCO reported that the quarterly Enterprise Risk Management and Compliance
Report had been presented and discussed at the SBA’s quarterly Risk and Compliance
Committee meeting and that the financial reporting and the performance measurement
reporting processes are currently being process mapped (flowcharted) by RMC staff.
IV. Other Audit Committee Activities
A. Committee’s Annual Independence Statement
In accordance with the Audit Committee Charter, each Committee member completes
an annual independence statement, representing that he or she is independent and free
from any relationship that, in the opinion of the Board of Trustees, would interfere with
the exercise of his or her independent judgment as a member of the Committee. Each of
the Committee members reviewed and signed an annual independence statement.
B. Election of the Committee’s Chair and Vice Chair
In accordance with the Audit Committee Charter, the Committee annually elects its
chair and vice chair by majority vote of the members. The Committee elected Rodolfo
Engmann as its chair and Judy Goodman as its vice-chair.
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APPENDIX 1
STATUS OF CATEGORY “A” RECOMMENDATIONS
AS OF 2/17/2014
1. OPEN RECOMMENDATIONS BY YEAR & RISK RATING
Risk Rating
Year
2012
2013
2014

High
1
7
6

Medium
4
7

Low
1
6
7

Total
2
17
20

%
5.2%
43.6%
51.2%

14
39%

11
26%

14
35%

39

100%

2. DETAILS OF OPEN RECOMMENDATIONS
Risk Rating
Report Title
Accounting Reconciliations Operational Audit (OIA)

Report Date
9/14/2012

High

Private Equity Operational Audit (OIA)
Florida Growth Fund Investments Have Increased &
Recipients Report Employment Growth (OPPAGA)
Securities Class Actions Operational Audit (OIA)
Strategic Investments Operational Audit (OIA)
Investment Policy & Economics Operational Audit (OIA)
Systems/Server Backup Operational Audit (OIA)
Fund B Surplus Funds Trust Fund Financial Audit 6/30/13
(Auditor General)
Internet and Web Application Assessments (Ernst &
Young)

10/25/2012

1

Medium

1/9/2013
5/23/2013
8/5/2013
11/1/2013
11/1/2013

1
1
5
1

1/24/2014
2/12/2014

Low
1

1
1
2

5

1

Status
Total
1

NYI

1

1

1

PIRP
1

OTV

Total
1

%
2.6%

1

2.6%

1

2.6%

1
11
2
4

2.6%
28.2%
5.1%
5.1%

1

2.6%

10

19

48.6%

17

39

100%

1

1
11
2
2

5
2
2

1

1

6

6

7

19

9

14

11

14

39

20

1
6

2

Category A

-

Recommendations were made by either by internal or external auditors. The Office of Internal Audit (OIA) monitors and performs follow-up procedures on these
recommendations in accordance with the IIA Standard 2500. A.1

NYI
PIRP
OTV

-

Not Yet Implemented
Partially Implemented and the Remainder is in Progress
OIA to Verify
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APPENDIX 2
STATUS OF CATEGORY “B” RECOMMENDATIONS
AS OF 2/17/2014
1. OPEN RECOMMENDATIONS BY YEAR & RISK RATING
Risk Rating
Year
2009
2010
2011

High
1
1

Medium
1

Low
1

Total
3
1
6

%
30%
10%
60%

1
10%

10

100%

6
2
20%

7
70%

2. DETAILS OF OPEN RECOMMENDATIONS
Risk Rating
Report Title
Compliance Program Assessment
Phase 1 – Strategic Analysis – Investment
Management Compliance Program Review
(Deloitte & Touche)
Compliance Program Assessment
Phase 2: Governance Structure and Compliance
Department Implementation (Deloitte)
COOP Assessment (BDA Global)
Evaluation and Recommendations Related to the
Compliance Program (Crowe Horwath)

Report Date

High

1/15/2009

Status

Medium

Low

Total

1

1

NYI

IMP

Total

%

2

2

2

20%

6/16/2009

1

1

1

1

10%

8/23/2010

1

1

1

1

10%

10/21/2011

6
2

7

1

6

1

5

6

60%

10

1

9

10

100%

Category B

-

Recommendations are made by the non-investment consultants and cover areas related to risk management, internal controls, compliance, ethics, special investigations,
etc. The OIA monitors the disposition of recommendations in accordance with the IIA Standard 2500.C1.

NYI
IMP

-

The Office of Internal Audit does not perform any follow-up procedures on the Category B recommendations.
Not Yet Implemented
Implemented, as represented by SBA management

Board of Trustees
February 17, 2014
Page 7
APPENDIX 3
STATUS OF ALL RECOMMENDATIONS (CATEGORIES A & B COMBINED)
AS OF 2/17/2014
1. OPEN RECOMMENDATIONS BY YEAR & RISK RATING
Risk Rating
Year
2009
2010
2011
2012
2013
2014

High

Medium

Low

1
1

1

1

6
1
7
6

4
7

1
6
7

16
33%

18
37%

15
30%

Total
3
1
6
2
17
20

%
6.2%
2.0%
12.2%
4.0%
34.8%
40.8%

49

100%

2. DETAILS OF OPEN RECOMMENDATIONS
Risk Rating
Report Title
Compliance Program Assessment Phase 1 – Strategic Analysis –
Investment Management Compliance Program Review (Deloitte
&Touche)
Compliance Program Assessment Phase 2: Governance Structure and
Compliance Department Implementation (Deloitte & Touche)
COOP Assessment (BDA Global)
Evaluation and Recommendations Related to the Compliance Program
(Crowe Horwath)
Accounting Reconciliations Operational Audit (OIA)
Private Equity Operational Audit (OIA)
Florida Growth Fund Investments Have Increased & Recipients
Report Employment Growth (OPPAGA)
Securities Class Actions Operational Audit (OIA)
Strategic Investments Operational Audit (OIA)
Investment Policy & Economics Operational Audit (OIA)
Systems/Server Backup Operational Audit (OIA)
Fund B Surplus Funds Trust Fund Financial Audit 6/30/13 (Auditor
General)
Internet and Web Application Assessments (Ernst & Young)

NYI
PIRP
OTV
IMP

-

Not Yet Implemented
Partially Implemented and the Remainder is in Progress
OIA to Verify
Implemented, as represented by SBA management

Report Date

High

1/15/2009

Status

Medium

Low

Total

1

1

NYI

PIRP

OTV

IMP

Total

%

2

2

2

4.2%

6/16/2009

1

1

1

1

2.0%

8/23/2010

1

1

1

1

2.0%

5

6

12.2%

1

1
1

2.0%
2.0%

1

1

2.0%

1
11
2
2

2.0%
22.4%
4.2%
4.2%

1

2.0%

19

38.8%

49

100%

10/21/2011
9/14/2012
10/25/2012

6
1
1

1/9/2013
5/23/2013
8/5/2013
11/1/2013
11/1/2013

1
1
5
1

1/24/2014
2/12/2014

6

1
1
2

5

1

1
1

1
1

1
1
11
2
2

5
2
2

1

1

6

6

7

19

9

16

18

15

49

21

1
6

10
2

17

9
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MEMORANDUM
To:

Ash Williams

From:

Michael McCauley

Date:

March 5, 2014

Subject:

Board of Trustees Meeting – Standing Report / Investment Programs & Governance

CORPORATE GOVERNANCE & PROXY VOTING OVERSIGHT GROUP
The SBA’s Corporate Governance & Proxy Voting Oversight Group (Proxy Committee) met last on December
17, 2013 and will meet next on March 31st. The Proxy Committee continues to discuss ongoing governance
issues including the volume and trends for recent proxy votes, significant proxy votes, corporate
governance investment factors, major regulatory developments and individual company research related to
the Protecting Florida’s Investments Act (PFIA).
GLOBAL EQUITY PROXY VOTING & OPERATIONS
For the trailing twelve months ending on December 31, 2013, the SBA executed votes on 9,893 public
company proxies covering 89,288 individual voting items. Individual voting items included director election,
audit firm ratification, executive compensation plans, merger & acquisitions, and various other
management and shareowner proposals. The table below provides major statistics on the SBA’s proxy
voting activities as of December 31st.
Votes in Favor of Directors
81.1% (FY2013=81.6%)

Votes with Management
81.5% (FY2013=81.8%)

Votes in Favor of Auditors
93.4% (FY2013=93.7%)

Votable Ballot Items
89,288 (FY2013=89,060)

Votes in Favor of All
Governance Proposals
53.8% (FY2013=68.2%)

Total Proxies Voted
9,893 (FY2013=9,820)

‘Say-on-Pay’ Proposals As a
Percentage of All Votes
0.15% (FY2013=0.16%)

Shareowner Proposals
As a Percentage of All Votes
2.3% (FY2013=2.2%)

In November 2013, the SBA released its annual corporate governance summary publication, covering the
2013 fiscal year’s proxy voting and corporate governance activities. The 2013 summary included narrative
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on SBA vote decision making, a breakdown of voted markets worldwide, key topics with recent policy
research, and collective engagement efforts. The 2013 report is structured to conform to the main
principles for external responsibilities embraced by the International Corporate Governance Network’s
(ICGN) Statement of Principles for Institutional Investor Responsibilities, published in early 2013. The ICGN
principles establish current best practices on the responsibilities of institutional investors with regard to
their external role as investors in companies and other assets.
VOTING HIGHLIGHTS
One notable meeting occurred on December 20th, with the Telecom Italia SpA (“TI”) shareowner meeting
featuring a contested board of directors election with an alternative board proposed alongside the current
directors (the practice is referred to as Italy’s “voto di lista” system). TI has been capital constrained since
the European financial crisis and several minority shareowners, led by the FINDIM Group, supported a
board renewal after several assets had been sold by TI at questionably low valuations. A proposed further
sale of Brazilian assets also provided impetus for an alternative board more in alignment with long-term
minority shareowners. In addition, a recent restructuring of the various TI share classes was seen as
disenfranchising to existing minority shareowners. Telco, an investment vehicle made up of Telefonica and
three other Italian investors had appointed a majority of the existing TI board while controlling only a 22.4
percentage economic interest. The SBA voted 6,771,807 shares or 0.05% of Telecom Italia’s total
outstanding shares. There were 1,021,999 shares on loan over the record date, which are excluded from
the SBA’s votable share count.
SBA staff voted in favor of the primary ballot item to revoke directors (proposal submitted by the FINDIM
Group). Review of the competing board slates and proxy research materials suggested that the slate of
directors proposed by institutional investors (Assogestioni) would provide lower potential conflicts of
interest and was likely to be better prepared to efficiently allocate TI resources. The meeting resulted in
50.3 percent of voted shares being cast against the proposal. The SBA voted against the remaining ballot
items including: 1) director compensation—the company failed to provide the proposed director
compensation amounts; 2) the elimination of par value of shares—Italian regulator CONSOB was seeking
additional information regarding the details of this change at the time of the vote; and 3) a capital increase
authorization without preemptive rights to service conversion of bonds issued by Telecom Italia Finance
SA—Italian regulator CONSOB asked that the company provide additional public disclosure around the debt
issue, with express reference to the board's pre-execution evaluation process, the selection of placement
participants, the selection of conversion ratios, the disapplication of preemptive rights, and the
participation by Telefonica, as a related party.
MARKET DEVELOPMENTS & OTHER REGULATORY COMMENTARY
Canada—on February 13, 2014 the Toronto Stock Exchange (TSX) agreed to adopt a listing requirement
effective June 30, 2014 pursuant to which TSX listed companies (other than those which are majority
controlled) must adopt a majority voting policy requiring each director to be elected by a majority of the
votes cast with respect to his or her election (excluding contested meetings). Boards will have 90 days after
a shareowner meeting to determine whether to accept the resignation of a director who was not elected by
at least a majority of the votes cast with respect to his or her election and, notably, must promptly disclose
the board’s decision. The TSX rule contains wording that the, “board shall accept the resignation absent
exceptional circumstances,” which has been a key element advocated by the Canadian Coalition for Good
Governance (CCGG). Canadian corporate statutes, like those in the U.S., provide for plurality voting for
directors. Investor groups in Canada have worked to have regulators adopt majority voting since 2006. The
SBA Investment Programs & Governance
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CCGG has stated it will continue to lobby for corporate legislation embedding majority voting requirements
into law, not only a TSX listing requirement. The CCGG is also likely to continue its push to include smaller
companies listed on the TSX venture exchange (rather than on the TSX) in majority voting requirements. In
the U.S., the Council of Institutional Investors (CII) has urged both the NYSE and NASDAQ to adopt a
majority voting policy as a listing requirement. Over the last few years, the SBA has advocated for the
adoption of majority voting requirements, both in Canada and the U.S.
India—on February 13, 2014 the Indian stock regulator SEBI approved numerous amendments to its Listing
Agreement with respect to corporate governance practices for listed companies. These amendments will
align provisions of Clause 49 with that of the new Companies Act, 2013, and will be effective October 1,
2014. The series of amendments include the following: 1) Nominee Director to not be classified as
Independent Director; 2) Compulsory whistle blower mechanism; 3) Expanded role of Audit Committee; 4)
Prohibition of stock options to Independent Directors; 5) Separate meeting of Independent Directors; 6)
Constitution of Stakeholders Relationship Committee; 7) Enhanced disclosure of remuneration policies; 8)
Performance evaluation of Independent Directors and the Board of Directors; 9) Prior approval of Audit
Committee for all material Related Party Transactions (RPTs); 10) Approval of all material RPTs by
shareholders through special resolution with related parties abstaining from voting; 11) Mandatory
constitution of Nomination and Remuneration Committee. Chairman of the said committees shall be
independent; 12) At least one woman director on the Board of the company; 13) An independent director
can serve on Boards of maximum 7 listed companies and 3 in case the person is serving as a whole time
director in a listed company; 14) Restrict the total tenure of an Independent Director to 2 terms of 5
years—however, if a person who has already served as an Independent Director for 5 years or more in a
listed company as on the date on which the amendment to Listing Agreement becomes effective, he shall
be eligible for appointment for one more term of 5 years only; and 15) The scope of the definition of RPTs
has been widened to include elements of Companies Act and Accounting Standards. In addition to these
changes, SEBI also approved proposals to put in place principles of Corporate Governance, a policy on
dealing with RPTs, divestment of material subsidiaries, disclosure of letter of appointment of Independent
Directors and the letter of resignation of all directors, to provide training to Independent Directors, to
facilitate electronic voting by the top 500 companies by market capitalization for all shareowner
resolutions, and succession planning for members of the Board and senior management.
Indonesia—in early February 2014 the Indonesian OJK (Financial Services Authority) released its, “Indonesia
Corporate Governance Roadmap.” The Roadmap, as a set of recommendations and not explicit rules, favors
several governance best practices and voting mechanics including: 1) final meeting agendas released 21
days before annual meetings; 2) disclosure of the names and biographical information on directors up for
election; 3) voting by poll; and 4) full disclosure of meeting voting results. The SBA sent a letter on
September 16, 2013 to the OJK outlining broad support for the Roadmap.
Japan—on February 19, 2014, SBA staff submitted a comment letter to the Financial Services Agency (FSA)
of Japan regarding its proposed Principles for Responsible Institutional Investors and Japanese Stewardship
Code. As a member of the Asian Corporate Governance Association (ACGA), the SBA echoed their concerns
and recommendations for the FSA to consider as it develops its corporate governance framework. The SBA
voiced supported for adequate investor disclosures covering the experience of director candidates as well
as their level of independence. The Japanese market is second only to the U.S. in SBA proxy volume—during
fiscal year 2013, the SBA voted 12,581 individual ballot items at 1,175 Japanese company meetings,
representing over $5.6 billion of its assets under management.
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South Korea—in conjunction with the SBA’s membership in the Asian Corporate Governance Association
(ACGA), SBA staff co-signed letters in late February to major South Korean companies on the issue of
unaudited annual accounts being presented and voted on at AGMs in Korea. An excerpt from the letters
states, “Approval of financial statements is typically the first item in an AGM agenda in Korea. It is a
statutory requirement to submit AGM-approved financials to the regulator no later than 90 days after the
end of a company’s fiscal year. Companies usually notify shareholders about the AGM agenda two weeks
before the meeting (some do it earlier) and most shareholders, especially foreign institutional investors,
exercise their votes in the form of proxies based on the information included in the AGM notice. A
governance issue arises because auditors typically do not officially finalise their work until a statutory
deadline set at ‘no later than one week before AGM’. It is often the case, therefore, that the summary
financials included in the AGM Notice are neither final, nor confirmed as final, and no final auditor’s opinion
is attached. This means that shareholders are being asked to approve draft financial statements without
any knowledge of the auditor’s opinion. This practice deviates significantly from both good corporate
governance principles and globally recognised voting norms.” The ACGA letter supports corporate
disclosures surrounding the status of financial statements, with either an auditor’s statement confirming
the financial numbers included in the annual shareowner meeting notice are indeed final, or including the
auditor’s official opinion on the financial statements. SBA staff will continue to monitor this issue,
coordinating our proxy voting activities with accepted practices in local markets and global governance
standards.
United States—on February 3, 2014 the Shareholder-Director Exchange (“SDX”) released their framework
for investor engagement. The 10-point SDX Protocol provides guidance to public company boards and
shareowners on when engagement is appropriate, and how to make these engagements more effective
and beneficial for both parties. The SDX Protocol was developed through a comprehensive series of
interviews and meetings with more than 30 directors, institutional investors, and corporate governance
experts. A group of 17 leading investors and directors served on the working group which developed the
Protocol, including SBA staff. The SDX Protocol is available at www.SDXprotocol.com.
On February 5, 2014 the Public Company Accounting Oversight Board (PCAOB) indicated it would no longer
pursue efforts to require mandatory auditor rotation.
Also on February 5, 2014, the SBA was a signatory on the Council of Institutional Investors (CII) Amicus
Curiae Brief to the Supreme Court of the United States (SCOTUS) in connection with the case of Halliburton
Co. v. Erica P. John Fund, Inc. On November 15, 2013, SCOTUS granted a petition for certiorari in the
Halliburton case. The petition requests SCOTUS to address, among other issues, the question of whether
the 1988 SCOTUS holding in Basic Inc. v. Levinson (a.k.a., Basic) should be overruled or substantially
modified. Basic established the "fraud on the market" presumption, which permits securities class action
plaintiffs, including institutional investors, to bring a valid cause of action for fraud under the federal
securities laws without having to demonstrate that they relied specifically on the defendant's alleged
misrepresentation, as opposed to relying on the market to assimilate that information into the security's
market price. SCOTUS is scheduled to hear the case on March 5, 2014.
ACTIVE OWNERSHIP & CORPORATE ENGAGEMENT
The Shareholder Rights Project (SRP), which the SBA has partnered with, released its final report for the
2012 and 2013 proxy seasons, the SRP’s first two years year of operations:
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•
•
•
•

100 S&P 500 and Fortune 500 companies entered into agreements to move toward declassification
of their board of directors;
81 S&P 500 and Fortune 500 companies declassified their boards;
Aggregate market capitalization of declassifying firms exceed one trillion dollars and represent
about two-thirds of the companies with which engagement took place; and
58 successful declassification proposals achieving an average support level of 81 percent of the
votes cast.

During the fourth quarter of 2013, SBA staff conducted formal meetings and engagements with 10
companies, discussing a range of corporate governance issues—companies included Dupont, Microsoft,
NCR, and Chevron, among others.
Attached is a new governance dashboard, covering major activities and global voting statistics as of the end
of the fourth quarter of 2013.
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GOVERNANCE DATA
All global voting statistics as of December 31, 2013, covering prior twelve months of proxy voting.
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MEMORANDUM
DATE:

February 28, 2014

TO:

Board of Trustees

FROM:

Ken Chambers, Inspector General

SUBJECT: Quarterly Report on SBA Inspector General Activities
______________________________________________________________________

The SBA Inspector General (IG) is responsible for serving as the organization’s ethics
officer; conducting internal investigations; overseeing investment protection principles
(IPP) compliance; and handling special projects as directed by the Executive Director.
Ethics and Training
•

Mandatory ethics training and certification of compliance are required for all SBA
employees on an annual basis. The on-line training covers gifts, conflicts of
interest, financial disclosure, outside employment, lobbyist/principal restrictions,
honorarium related events, etc. In addition to ethics training, mandatory training
is annually required for all employees in the areas of sexual harassment,
information security, personal investment activity, and insider trading. For 2014,
employees will also be required to complete training courses for public records
and the Sunshine Law (these two courses will be required every other year).

•

During the period November 23, 2013 to February 28, 2014, no instances were
reported to the Inspector General concerning non-compliance with the SBA gift
policy.

Investment Protection Principles Compliance
In September 2002, the Trustees of the SBA adopted Investment Protection Principles
(IPPs) for broker-dealers and investment managers in the wake of Wall Street scandals
involving tainted equity research and conflicts of interest. The IPPs are geared toward
promoting independence, transparency and regulatory compliance, and adherence to
the highest standards of ethics and professionalism. On an annual basis, written
1

certification is required from equity, fixed income and investment managers, and brokerdealers. Additionally, annual certifications have been developed for the investment
services related consulting firms engaged by the SBA. These consulting firms are
required to certify their compliance with certain independence and disclosure principles.
Consultant Independence and Disclosure Certifications for 2013 were submitted to all
applicable SBA consultants in January. The certifications have been received from all
consultants, indicating full compliance with the principles. The IPP certifications for the
equity, fixed income and real estate investment managers were disseminated in late
January. The majority of the certifications have been completed and returned, and the
compliance results for all of the investment managers will be included in the next
Trustee’s report.
Investment Advisory Council Disclosures
As per Chapter 215.444, Florida Statues, all current IAC members are required to
complete an annual Conflict Disclosure Statement. The disclosure statements were
disseminated to the nine council members and to date, seven have been completed and
returned.
SBA Fraud Hotline
Since July 2006, The Network Inc. has been the independent provider of SBA Fraud
Hotline services. Through an 800 number, SBA employees may anonymously report
tips or information related to fraud, theft, or financial misconduct. The telephone
number and information is prominently displayed on the SBA intranet home page.
Additionally, the hotline information is available on the SBA internet site as part of the
SBA Internal Control and Fraud Policy.
To date, no reports or tips have been received by the Hotline for 2014.

cc:

Ash Williams
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SUBJECT:
Trustee Update – February 2014
______________________________________________________________________________
Attached is the consolidated quarterly “Enterprise Risk Management and Compliance Report” as
of 12/31/13 for distribution to the Trustees, Investment Advisory Council and Audit Committee.
This report combines previously separately reported compliance activities/metrics with relevant
statistics from the BarraOne risk model as well as other risk metrics for the organization. Efforts
will be ongoing to refine visibility into risks faced by the SBA and enhancements will be
ongoing as the risk reporting process matures.
The following is a brief status report of Risk Management and Compliance (RMC) activities and
initiatives completed or in progress during the period 11/22/13 through 2/28/14:


As part of the continuous compliance program, no material compliance exceptions were
discovered which required escalation to the Executive Director & CIO during the period
11/22/13 through 2/28/14.



The final Crowe Horwath recommendation has been completed. The Audit Committee
was updated at their meeting of 2/17/14 and a summarized project wrap-up is being
prepared for presentation at the May meeting.



RMC staff conducted and facilitated a strategic planning session with members of senior
management to identify and prioritize objectives for budgetary purposes and to update
our plan for publication.



RMC staff participated on evaluation teams for two competitive procurement solicitations
during the period, the first for a risk and analytics system for the Strategic Investments
asset class and the second to procure a consultant to conduct a strategic review of the
SBA’s information technology structure and data management practices.



A real estate efficiency review was conducted by a team of SBA staff and a draft report
was presented to the Risk and Compliance Committee. The review primarily focused on
Page 1 of 2

the valuation and audit processes and included benchmark data gathered from other
public pension funds and investment managers. The report was discussed, follow-up
directions were issued and the Office of Internal Audit is currently assessing the findings
and recommendations.


RMC staff continues to be actively engaged in documenting the system of internal
controls to mitigate risks across the organization. Efforts have focused on identifying
both preventative and detective controls and key risk indicators for monitoring and
reporting. RMC staff has begun process mapping the financial statement preparation
process and the performance measurement reporting process to identify, validate and
document associated controls.

E
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ENTERPRISE RISK MANAGEMENT AND
COMPLIANCE QUARTERLY REPORT
4th Quarter 2013

Prepared by RMC as of 02/13/14
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Risk metric “traffic lights” appear throughout the report. The legend is as follows:
Key risk indicator metrics are low; performance is within tolerance
Key risk indicator metrics are elevated or approaching monitoring thresholds;
management attention may be warranted
Key risk indicator metrics are elevated; monitoring standards or other thresholds
may have been breached; management attention is warranted
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1.C.ii. Idiosyncratic/Unsystematic
Risk

1.C.i.f. Systemic Risk

1.C.i.e. Currency Risk

1.C.i.d. Liquidity Risk

1.C.i.c. Inflation Risk

1.C.i.b. Interest Rate Risk

1.C.i.a. Credit Risk

1.C.i. Market/Systematic Risk

1.C. Inherent Risk

1.B.vii. Aggregate Issuer/
Counterparty Credit Risk

1.B.vi. Leverage Risk

1.B.v. Due Diligence Risk

1.B.iv. Model Risk

1.B.iii. Asset Transition Risk

1.B.ii. Trading Risk

1.B.i. Strategic Risk

1.B. Implementation Risk

1.A.iv. Liability Risk

1.A.iii. Capital Market Assumption
Risk

1.A.ii. Investment Objective Risk

1.A.i. Investment Policy Design
Risk

1.A. Policy Risk

1. Investment Management Risk

as of 9/30/13

6.C. External Parties

6.B. Service Providers

6.A. Internal Staff

6. Fraud/Misconduct/Internal Controls
Risk

5.D. Contractual Agreements

5.C. Investment Policy Guidelines

5.B. SBA Policies

5.A. Laws, Rules & Regulations

5. Compliance Risk

4. Legislative/Political Risk

9.E. Accounting and Financial
Reporting

9.D. Asset Reconciliation

9.C. Transaction Processing

9.B. Trade Settlement

9.A. Cash Management

9. Operational Risk

8.D. Allocation of Investment
Opportunities

8.C. Communication/Reporting

8.B. Education

8.A. Service Delivery

8. Client Relationship Risk

7.D. Premature/Unexpected Service
Termination

2.D. Management Execution Risk
3. Communication/Public Affairs/
Reputational Risk

7.C. Key Personnel

7.B. Service Level Quality

7.A. Financial Condition

7. Service Provider Risk

2.C. Fiduciary/Ethics Risk

2.B. Governance Policy Design Risk

2.A. Resource Allocation Risk

2. Governance/Management Risk

Enterprise Risk Management Residual Risk Summary

11.C. Information Security &
Records Management

11.B. Network/System Security

11.A.ii. Facility Security

11.A.i. Employee Security

11.A. Physical Security

11. Security Risk

10.C. Key Person/Succession

10.B. Training and Development

10.A. Recruitment and Retention

10. Human Capital Risk

9.L. External Corporate Governance

9.K. Proxy Voting

9.J. DC Program-Specific Risks

9.I. FHCF Program-Specific Risks

9.H. Internal System Reliability/
Electronic Data Integrity Risk

9.G. Performance Measurement

9.F. Valuation

9. Operational Risk (cont.)

High

High Moderate

Moderate

Low Moderate

Low

Residual Risk Level

13.C. Litigation

13.B. Legal Advisory

13.A. Contract Development

13.Legal Risk

12.D. Process Recovery

12.C. Data/System Recovery

12.B. Communication Systems

12.A. Facilities

12. Business Continuity/Infrastructure
Risk

INVESTMENT MANAGEMENT RISK

ASSET ALLOCATION AND INVESTMENT PERFORMANCE
AS OF DECEMBER 31, 2013
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12%

Pct. Points Above (Below) Policy Target Weight

Pct. Points Above (Below) Floating Target Policy Weight

│ Policy Range

│ Policy Range

18%

-5%
-10%
-15%
-20%
-25%
-30%
71.00%

17.00%

11.00%

1.00%

Policy Target Weight

Global Equity

Fixed Income

TIPS

Cash

Asset Class

Note: The Floating Target Weight is calculated by reallocating under or over target weights of the Private Market asset classes

Ente rpri se Ri s k Ma n a g em en t a n d Com p l i a n c e Q u a r t e r l y R e p o r t
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INVESTMENT MANAGEMENT RISK

BARRAONE TOTAL FUND RISK MODEL INVESTMENT RISK
MEASURES AS OF DECEMBER 31, 2013

ASSET CLASS ALLOCATION VS. CONTRIBUTION TO
PREDICTED TOTAL AND ACTIVE RISK
100%
90%
80%
70%
60%
50%
40%
30%
20%
10%
0%
-10%
-20%

87.9%

60.7%
43.7%
33.0%
20.1%

20.4%
7.1%

0.1%

4.7% 5.8%

1.2%

1.3% 0.0%

90%

-15.2%

Global Equity Fixed Income

Asset Class Weight

CONTRIBUTION TO TOTAL RISK
BY FACTOR DECOMPOSITION

13.5%
5.0%3.5%

6.0%

Real Estate

Private Equity

% Contribution to Total Risk

Strategic
Investments

Cash

80%

77.2%

70%

% Contribution to Active Risk

60%
50%
40%
30%
20%

CONTRIBUTION TO ACTIVE RISK
BY FACTOR DECOMPOSITION
50%
45%
40%
35%
30%
25%
20%
15%
10%
5%
0%

12.6%

10%

0.2%

0.3%

0.1%

0.0%

0.0%

0.6%

0.0%

5.4%

0.2%

3.5%

0%

47.5%

21.9%
16.4%
5.7%
0.2%

0.9%

0.0%

0.8%

0.3%

1.7%

2.6%

2.2%

ACTIVE RISK STYLE FACTOR EXPOSURE
30%
25% 25%

25%
20%
15%
10%
5%

9%

8%
4%

3% 3%

2% 2% 2% 2%

1% 1% 1% 1% 1% 1% 1% 1% 1% 1% 1% 1% 1%

0%
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Escalation
Standard

Predicted (BarraOne)

Dec-13

Nov-13

Oct-13

Sep-13

Aug-13

Jul-13

Jun-13

May-13

Apr-13

Mar-13

Feb-13

Monitoring
Standard

Jan-13

TOTAL FUND
ACTIVE RISK

2.00%
1.80%
1.60%
1.40%
1.20%
1.00%
0.80%
0.60%
0.40%
0.20%
0.00%

Realized

1.40%
Escalation
Standard

1.20%
1.00%

Monitoring
Standard

0.80%

GLOBAL EQUITY
ACTIVE RISK

0.60%
0.40%
0.20%

Asset Class Predicted (GEM3)

Predicted (BarraOne)

Dec-13

Nov-13

Oct-13

Sep-13

Aug-13

Jul-13

Jun-13

May-13

Apr-13

Mar-13

Feb-13

Jan-13

0.00%

Realized

1.20%
1.00%
0.80%

FIXED INCOME
ACTIVE RISK

Escalation
Standard

0.60%

Monitoring
Standard

0.40%
0.20%

Asset Class Predicted (Axiom)

Ente rpri se Ri s k Ma n a g em en t a n d Com p l i a n c e Q u a r t e r l y R e p o r t

Predicted (BarraOne)

Dec-13

Nov-13

Oct-13

Sep-13

Aug-13

Jul-13

Jun-13

May-13

Apr-13

Mar-13

Feb-13

0.00%

Jan-13

INVESTMENT MANAGEMENT RISK

ROLLING 12 MONTH BARRAONE TOTAL FUND RISK MODEL
PREDICTED AND REALIZED ACTIVE RISK AS OF DECEMBER 31, 2013

Realized

4

30.00%
Escalation
Standard

25.00%
20.00%

PRIVATE EQUITY
ACTIVE RISK

Monitoring
Standard

15.00%
10.00%
5.00%

Predicted (BarraOne)

Dec-13

Nov-13

Oct-13

Sep-13

Aug-13

Jul-13

Jun-13

May-13

Apr-13

Mar-13

Feb-13

Jan-13

0.00%

Realized

7.00%
Escalation
Standard

6.00%
5.00%

Monitoring
Standard

4.00%

STRATEGIC INVESTMENTS
ACTIVE RISK

3.00%
2.00%
1.00%

Predicted (BarraOne)

Dec-13

Nov-13

Oct-13

Sep-13

Aug-13

Jul-13

Jun-13

May-13

Apr-13

Mar-13

Feb-13

Jan-13

0.00%

Realized

8.00%
Escalation
Standard

7.00%
6.00%
5.00%

Monitoring
Standard

4.00%
3.00%
2.00%
1.00%

Predicted (BarraOne)

Dec-13

Nov-13

Oct-13

Sep-13

Aug-13

Jul-13

Jun-13

May-13

Apr-13

Mar-13

Feb-13

0.00%

Jan-13

REAL ESTATE
ACTIVE RISK

Realized
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INVESTMENT MANAGEMENT RISK

ROLLING 12 MONTH BARRAONE TOTAL FUND RISK MODEL
PREDICTED AND REALIZED ACTIVE RISK AS OF DECEMBER 31, 2013

INVESTMENT MANAGEMENT RISK

7.00%

1.20%

5.54%

5.00%

1.00%
0.97%

3.00%

TOTAL PLAN PERFORMANCE
VERSUS LONG TERM TARGET
AND AGGREGATE BENCHMARK

0.80%

1.33%

1.00%

0.11%

0.55%

0.60%

-1.00%
-1.09%

0.50%

0.40%

-3.00%

0.20%

-5.00%
0.18%

-7.00%

Last 20 Years

Last 15 Years

Last 10 Years

Total Plan vs Long Term Target

0.00%

Last 5 Years

Total Plan vs Aggregate Benchmark

Predicted Total
Risk

Realized Active
Risk

Predicted Active
Risk

Actual Return

Active Return

Realized Total Risk

Global Equity Comp
History 25.18%

Real Estate 5.62%

Global Equity Comp
History 9.28%

Total Fund 16.89%

Strategic Investments
4.56%

Total Fund Asset
Allocation 6.49%

Private Equity 14.72%

Real Estate 3.99%

Strategic
Investments 2.88%

Real Estate 16.83%

Global Equity Comp
History 1.47%

Total Fund 6.20%

Real Estate 12.02%

Strategic Investments
2.18%

Real Estate 2.17%

Total Fund Asset
Allocation 16.34%

Total Fund 1.01%

Real Estate 4.81%

Total Fund 10.22%

Global Equity Comp
History 0.42%

Total Fund .56%

Strategic Investments
16.11%

Total Fund Asset
Allocation 0.45%

Private Equity 3.38%

Fixed Income 3.92%

Total Fund 0.36%

Global Equity .48%

Strategic Investments
3.13%
2.76%

Total Fund Asset
Allocation 0.14%

Fixed Income .24%

ONE YEAR ASSET CLASS KEY
PERFORMANCE AND RISK
MEASURES RANKING

Private Equity
14.85%

Fixed Income

0.39%

Fixed Income

Global Equity 14.90% Private Equity 8.92%

Cash 0.25%

Cash 0.22%

Strategic Investments
2.10%

Cash 0.01%

Fixed Income
-1.67%

Private Equity
-21.70%

Cash 0.01%

Total Fund Asset
Allocation NA

Fixed Income

Private Equity
8.49%

0.14%

Cash 0.01%

Cash 0.01%
Total Fund Asset
Allocation NA

CURRENCY EXPOSURE AS OF DECEMBER 31, 2013
(BARRAONE TOTAL FUND RISK SYSTEM)
CURRENCY EXPOSURE BY REGION

11%

NON DOLLAR CURRENCY EXPOSURE

United States

1%

GBP

5%

EMEA

28%

7%

Asia Pacific

17%

EUR

3%
3% 3%

Canada

Latin - S America

JPY
CHF
HKD

7%

CAD
AUD

7%

2%

KRW
BRL

69%

17%

20%

SEK

EURO BY COUNTRY OF EXPOSURE
2.7%
4.4%
5.7%

1.9%

Germany

1.0%

France

28.0%

Netherland
Spain

7.8%

Italy
Euro
Belgium

10.5%

Finland

26.1%
12.0%
Ente rpri se Ri s k Ma n a g em en t a n d Com p l i a n c e Q u a r t e r l y R e p o r t
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HISTORICAL SCENARIOS

VALUE AT RISK
Initial Market Value

Initial Market Value
Portfolio

Scenario

$143,264,463,940

$143,264,463,940
Value at Risk (%)

Value at Risk ($)

84% Confidence (1 Standard Deviation) One
Month

3.00%

$4,303,701,955

84% Confidence (1 Standard Deviation) One
Year

10.17%

$14,565,691,836

$31,003,232,731

95% Confidence (1.64 Standard Deviation)
One Month

4.97%

$7,118,410,852

13.53%

$19,671,617,874

95% Confidence (1.64 Standard Deviation)
One Year

16.82%

$24,091,950,992

9.47%

$13,770,731,746

Value at Risk (%)

Value at Risk ($)

1972-1974 Oil Crisis

24.89%

$36,173,310,209

2000-2002 Argentine Economic Crisis

21.88%

$31,798,219,550

2001 Dot-com Slowdown

21.33%

2002 Accounting Scandals
1987 Market Crash

See Appendix on page 17 for more information regarding these Stress Testing scenarios

Initial Market Value
Scenario

$143,264,463,940
Value at Risk (%)

Value at Risk ($)

1% Interest Rate Increase

-0.09%

-$127,078,051

5% Interest Rate Increase

-0.37%

-$531,264,678

* Negative Value at Risk indicates a predicted gain at the Total Fund Level in
the event of an interest rate increase

LIQUIDITY MEASURES AS OF DECEMBER 31, 2013

FRS PENSION PLAN PROJECTED LIQUIDATION
TIME FRAME BY ASSET CLASS

FRS PENSION PLAN PROJECTED ONE MONTH LIQUIDITY VS
MAXIMUM POTENTIAL DRAWDOWNS

100%

$40,000,000,000

90%

ABO*

$35,000,000,000

Benefit Payment**

80%

$30,000,000,000

70%

Strategic
Investments***
Private Equity***

$25,000,000,000

60%
50%

$20,000,000,000

Real Estate

40%

$15,000,000,000

30%
20%

$10,000,000,000

10%

$5,000,000,000

0%
Global Equity

Fixed Income

Cash

One Year or More 62,096,907,910 3,939,382,502
One Quarter

15,000,000,000 14,653,073,822

One Month

8,000,000,000 8,500,000,000

One Week

2,500,000,000 2,000,000,000 1,892,815,411

Real Estate

Private Equity

Strategic
Investments

9,238,478,018 7,098,012,121 7,657,056,252
1,084,286,694

Cash
Fixed Income
Global Equity

$0
One Month Liquidity

Potential Fund Drawdowns

*Accumulated Benefit Obligation for vested participants is based on actuarial valuation as of July 1, 2012
**Benefit Payments represent highest monthly payout recorded over the previous 12 month period
***Unfunded capital commitments as of September 30, 2013
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INVESTMENT MANAGEMENT RISK

FRS PENSION PLAN STRESS TESTING RESULTS AS OF
DECEMBER 31, 2013 (BARRAONE TOTAL FUND RISK SYSTEM)

SECURITIES LENDING COLLATERALIZATION
TOP EXPOSURES
Class B
Long Exposure by Market Value (Millions)

Billions

3.5
3.0

JP Morgan

2.5

Deutsche Bank

2.1

2.0

Toronto Dominion

1.0

1.5

Barclays

0.5

1.0

United Kingdom of Great Britain and Northern Ireland

0.1

0.5

36.9

Long Exposure by Notional Amounts (Millions)
United Kingdom of Great Britain and Northern Ireland

0.0
BNY Mellon

Deutsche Bank

Securities on Loan MV

Collateral MV

0.1

Class D
Long Exposure by Notional Amounts (Millions)

Note: Includes Cash and Securities

CME Group Inc

26.5

** No material compliance violations for the quarter

EXCESS FUTURES COLLATERAL

EXCESS SWAPS COLLATERAL

12.0

1,400.0
Monitoring
Standard

10.0

1,200.0
Monitoring
Standard

1,000.0
Thousands

8.0
Millions

INVESTMENT MANAGEMENT RISK

COUNTERPARTY EXPOSURE AS OF DECEMBER 31, 2013

6.0
4.0

800.0
600.0
400.0

2.0

200.0

0.0

0.0

Oct-13

Nov-13
Fixed Income

Dec-13

Oct-13

Global Equity

Nov-13

Dec-13

Fixed Income

All collateral is with Barclays

All collateral is with Barclays

For the quarter ending December 31, 2013:

TRADING COUNTERPARTY
MANAGEMENT
Approved Trading
Counterparty List

Approved Authorized
Trader list

Asset Class
trading volumes

Annual Trading
Authorization letters

Global Equity quarterly
trade cost analysis

Updated 1/17/14

Updated 11/22/13

within monitoring
standards

sent and current for
FY13-14

performed and
reviewed

Ente rpri se Ri s k Ma n a g em en t a n d Com p l i a n c e Q u a r t e r l y R e p o r t
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Rebalancing and Liquidity Assessments

Risk Budget

Derivative Instruments Usage

Aggregate active investment risks
(sources, levels and trends) reviewed by
Senior Investment Group (as of 11/26/13)

All funds currently not within policy
operating ranges - effective 9/16/13
rebalancing was suspended pending
possible near-term revisions to policy
weights

Reviewed counterparty risk exposures within historically normal ranges

INTRA-ASSET ALLOCATION RANGES
AS OF DECEMBER 31, 2013
100%

♦

90%

Current Position

█ Allocation Range

80%
70%
60%

PRIVATE EQUITY

50%
40%
30%
20%
10%
0%
Private Equity Growth and Venture Capital

Private Equity LBO

Private Equity Secondary

100%

♦

90%

Current Position

█ Allocation Range

80%
70%
60%

REAL ESTATE

50%
40%
30%
20%
10%
0%
Public

Private-Core (December 2013)

Private Non-Core (December 2013)

50%

♦
45%

Current Position

█ Allocation Range

40%
35%
30%

STRATEGIC
INVESTMENTS

25%
20%
15%
10%
5%
0%
Strategic Investments Debt

strategic Investments Equity

Strategic Investments Real
Assets

Strategic Investments Flexible
Mandates

Strategic Investments Special
Situations

4 t h Quart er 2013 9

INVESTMENT MANAGEMENT RISK

For the quarter ending December 31, 2013:

For the quarter ending December 31, 2013:

60
50

Recommendations

GOVERNANCE/MANAGEMENT RISK

AUDIT (CATEGORY A) AND CONSULTANT (CATEGORY B)
RECOMMENDATIONS FY TO 12/31/13

• All Conflict of Interest Certifications executed

6

40

23

30

9
20

3

10

10

5

1

1

4

1

17

16

17

Q2-13

Q3-13

Q4-13

12

• All Governance and Oversight meetings
conducted as specified in policy with the
exception of Senior Investment Group
(December meeting canceled) and Risk &
Compliance Committee (December meeting
canceled)

0
Q1-13
Category A Open/In Progress

Category B Open/In Progress

Category A Closed pending OIA Verification

Category B Closed per SBA Mgmt
pending OIA verification

COMPLIANCE RISK

COMPLIANCE EXCEPTIONS

BY CATEGORY - QUARTER ENDING 12/31/13

COMPLIANCE EXCEPTIONS BY ASSET CLASS
FY TO 12/31/13

2

4

Investment Portfolio
Guidelines
Policy

Fixed Income
GLobal Equity
Private Equity
Real Estate
PIA
Total Fund
Strategic Investments

6
5

22%

78%

1

BY CATEGORY - FY TO DATE

3
4

2

4

5%

3

1
2

1

1

1

Nov

Dec

26%

Investment Portfolio
Guidelines

0
Jul

Aug

Sep

Oct

69%

Total Exceptions = 19

INTERNAL
TRADING POLICY
EXCEPTIONS

4
Exceptions reported to the
Fixed Income Oversight Group -

Policy

OTHER NON-FRS
MANDATES/
TRUST FUNDS

INVESTMENT PORTFOLIO GUIDELINES COMPLIANCE
VIOLATIONS
Global Equity
Portfolios

REIT
Portfolios

Fixed Income/High Yield
Portfolios

Private Market
Asset Classes

0

0

2

0

material compliance
material compliance
material compliance
no material compliance
violations through 11/30/13 violations through 11/30/13 violations through 11/30/13 violations through 9/30/13
(one quarter lag)

Ente rpri se Ri s k Ma n a g em en t a n d Com p l i a n c e Q u a r t e r l y R e p o r t

Statutory

0
material compliance violations
through 11/30/13

10

For the quarter ending December 31, 2013:

Chapter 215.47, F.S.

Protecting Florida’s Investment
Act Compliance (Iran/Sudan)

All investments statutorily
No violations reported (latest
permitted and within statutory quarterly report approved by
limits
Trustees on 12/10/13

Chapter 215.44, F.S.
Audited Financial Statements
(2010-180)

SEC Form 13F - Institutional
Investment Managers that have
discretion over $100 million in
Section 13(f ) Securities

Completed as of 11/07/13 and All securities reported to the
presented to Audit Committee SEC
on 11/18/13

COMPLIANCE RISK

STATUTORY COMPLIANCE

MISCELLANEOUS
FRS Pension Plan

Lawton Chiles Endowment Fund

Asset Allocation was outside
specified ranges - effective
9/16/13, rebalancing was
suspended pending possible
near-term revisions to policy
weights

Asset Allocation within
specified ranges

Florida PRIME
Portfolio securities and
transactions in compliance with
Investment Policy Statement
Federated conducted monthly
stress tests - 12/31/13 results will
be reported to the Investment
Oversight Group on 2/26/14

External Investment Manager
and Private Market Acquisitions
Acquisition checklists completed
for all new managers and funds
Placement Agent disclosures
received and reviewed

Daily NAV and other high
risk ranked parameters
independently verified and in
compliance

INSIDER TRADING

PERSONAL
INVESTMENT
ACTIVITY

FRAUD HOTLINE

INSPECTOR
GENERAL
INVESTIGATIONS

0

3

0

0

violations reported

violations reported

calls received

active investigation;
resolved and final
report issued during
the quarter

FRAUD/MISCONDUCT/INTERNAL
CONTROLS RISK

For the quarter ending December 31, 2013:
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AGING OF FRS PENSION PLAN
WATCHLIST ASSETS

CURRENT ALLOCATION OF FRS PENSION PLAN
WATCHLIST ASSETS
More Than 4 Qtrs

$344,963,435

SERVICE PROVIDER RISK

4 Qtrs

$1,885,714,938

$1,527,254,401

3 Qtrs

Global Equity (6)

2 Qtrs

Fixed Income (1)

1 Qtr

Real Estate (5)

$183,425,718

Private Equity (27)

$2,957,238,156

Strategic Investments (6)

$3,189,355,130

$1,885,714,938

$300,283,564

FRS PENSION PLAN WATCHLIST ASSETS
AGING BY QUARTER

$5,771,946,014

FRS PENSION PLAN WATCHLIST ASSETS

$9,000

$6,000

$8,000

$5,000

$7,000

$4,000

$5,000

Millions

$4,000

UPDATE

$1,000

$0

3 Quarters

2 Quarters

$0

Dec-13
1 Quarter

Global Equity

Real Estate

Private Equity

Dec-13

4 Quarters

Sep-13

Sep-13

Jun-13

Jun-13

More Than 4 Quarters

Mar-13

Mar-13

Dec-12

Dec-11

Sep-12

Dec-12

$1,000

$2,000

Sep-12

$2,000

Jun-12

$3,000

$3,000

Mar-12

Millions

$6,000

Strategic Investments

For the quarter ending December 31, 2013:
•

FRS Investment Plan Education, Investment Plan Administrator and
Bundled Provider requirements in compliance

FRS PENSION PLAN ASSET VALUATION
AGING BY QUARTER

FRS PENSION PLAN ASSET VALUATION
CURRENT AGING
Other
0.2%

OPERATIONAL RISK

100%
95%
No Statement*

90%

Current
85.7%

360 Days
180 Days

85%

120 Days

120 Days
11.7%

30 Days

80%

Current

30 Days
2.1%

75%
Dec-12

Mar-13

Jun-13

Sep-13

Dec-13

Current

30 Days

120 Days

Other

*Investments funded in the most recent quarter will be valued in the following quarter

For the quarter ending December 31, 2013:
Performance Measurement

Investment Valuation
All direct-owned real estate properties externally
appraised within last 12 months (unless newly acquired, in
foreclosure, or in the process of being sold)

All calculations performed in compliance with policy

Ente rpri se Ri s k Ma n a g em en t a n d Com p l i a n c e Q u a r t e r l y R e p o r t
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HUMAN CAPITAL RISK

HIRING ACTIVITY
FISCAL YEAR TO DATE

20

# of Employees

15

10

5

0
Jul

Aug

Sep

Oct

Nov

Dec

Jan

Departures

New Hires

FY 13-14 Cumulative Departures

Monitoring Threshold

Feb

Mar

Apr

May

Jun

FY 12-13 Cumulative Departures

Years

AVERAGE YEARS OF SBA SERVICE
BY BUSINESS UNIT
AS OF DECEMBER 31, 2013

18
16
14
12
10
8
6
4
2
0

Monitoring
Standard

Business Unit (# of Employees)
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SECURITY RISK

INFORMATION TECHNOLOGY/SECURITY

WORKSTATION SECURITY EVENTS AND ALERTS
150
140
130
120

Number of Events

110
100
90
80
70
60
50
40
30
20
10
0
Oct

Nov

Dec

Jan

Viruses Blocked

Feb

Mar

Apr

May

Jun

Jul

Potential Unwanted Application Alert

Aug

Sept

Oct

Nov

Dec

Potential Unauthorized Use of Application

CRITICAL SYSTEM DOWNTIME
0.50%

Email Services

0.40%

Internet

0.30%

Monitoring Threshold

Peoplesoft Financials

Peoplesoft HR

0.20%

File Services

0.10%
Eagle Portfolio Management Systems

0.00%
Jan

Feb

Mar

Apr

May

Jun

Jul

Aug

Sept

Ente rpri se Ri s k Ma n a g em en t a n d Com p l i a n c e Q u a r t e r l y R e p o r t

Oct

Nov

Dec

14

Risk&ComplianceCommittee(EDPolicy#10Ͳ005)

PerformanceMeasurementGroup
ValuationOversightGroup
InformationTechnologySteeringGroup

SeniorOperationsGroup (EDPolicy#10Ͳ055)

BoardͲwidepolicydevelopmentandmaintenance
StrategicPlandevelopmentandmaintenance

Performancemeasurementandattribution
Monthly/quarterlyperformanceandanalyticsreports
Annualinvestmentperformancereporting
Monitoring/reconcilingtoexternalperformance
measurementprovider
Managementofmonthlyrateofreturnreconciliations
SeniorInvestmentGroup(SIG)reporting
Adhocperformanceinformationrequests
Maintenanceofperformancemeasurementdatabase

Performance&RiskAnalystI
PerfMeas

Enterpriseriskidentificationandassessment
Riskmonitoringandreporting,includingheatmaps
MaintenanceofERMframework
Documentationofriskmitigants/internalcontrols
BiͲennialriskmanagementplandevelopmentandmaintenance
Evaluationofriskmitigantadequacyandeffectiveness
AdministrationofBarraOnetotalfundinvestmentriskmodel
SeniorInvestmentGroup(SIG)riskreporting
QuarterlyRiskManagement&ComplianceReport
Riskbudgetingandtotalfundriskmanagement
Managementoversightgroupparticipation
Monitoringresolutionofauditrecommendations
StaffingquarterlyRiskandComplianceCommitteemeetings
Businesscontinuityplanning

SeniorRiskandControlsAnalystIII
ERM

SeniorPerformance&RiskAnalystIII
PerfMeas

SeniorPerformance&RiskAnalystIII(.5)
PerfMeas

EnterpriseRiskManager
ERM

SeniorPerformance&RiskAnalystIII
PerfMeas

AuditCommittee

MonthlyinvestmentguidelinecomplianceͲpublicmarketinternallymanagedportfolios
QuarterlyinvestmentguidelinecomplianceͲexternallymanagedportfolios
StaffingInvestmentOversightGroupmonthly/quarterlymeetings
Externalinvestmentmanageroversightprogram
Externalinvestmentmanagercertificationprocess
Externalinvestmentmanager/fundacquisitioncompliancechecklist
Externalinvestmentmanagerriskprofiledevelopmentandmaintenance
New/renewedcounterpartycomplianceprocess
Externalinvestmentmanagersduediligencesitevisits
Complianceprogramselfassessmentreport
Statutory/totalfundcompliance
Quarterlyreporting
Personalinvestmentactivitycompliance

ManagerofPublicMarketCompliance
Comp

ManagerofPublicMarketCompliance
Comp

DirectorofPublicMarketCompliance
Comp

ComplianceAnalystII
Comp

ComplianceAnalystII(.75)
Comp

ManagerofPrivateMarketCompliance
Comp

DirectorofExtInvestmentManagerOversight
ERM
Comp

RMCstatusreportsatregularlyscheduledmeetings(verbal)
Quarterlyriskmanagementandcompliancereport(written)

Policy&ComplianceAnalystII
Comp
Pol/Plan

ChiefRisk&ComplianceOfficer

SBATrustees
InvestmentAdvisoryCouncil

PerformanceMeasurementandAnalytics
EnterpriseRiskManagement
Compliance
Policy/StrategicPlanning

PrimaryPositionResponsibilityLegend
PerfMeas
ERM
Comp
Pol/Plan

Quarterlynarrativestatusreport(written)
Quarterlyriskmanagementandcompliancereport(written)

DirectorofEnterpriseRiskManagement
ERM
Pol/Plan

Memberof
internal
governanceand
oversightgroups

Appointment,compensationandterminationofCRCO
subjecttoaffirmationbytheTrustees

DirectorofPerformance&RiskAnalytics
PerfMeas

SeniorInvestmentGroup(EDPolicy#10Ͳ064)
InvestmentOversightGroups(oneforeachassetclassandTotalFund)
TradingOversightGroup
CorporateGovernance&ProxyVoting

ExecutiveDirector&CIO

RMC ORGANIZATIONAL STRUCTURE
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GLOSSARY

GLOSSARY
Actual Return - the portfolio performance return actually earned
Active Return - actual portfolio return minus the benchmark return
Class B Exposure - securities with contractual settlement dates
more than 5 business days after trade date

Long Term Target - FRS Pension Plan performance target which
is calculated by adding the monthly percentage change in the
Consumer Price Index to the real return rate of 5%
Realized Total Risk - standard deviation of actual returns
Realized Active Risk - standard deviation of active returns

Class D Exposure - over the counter derivative transactions,
including credit default swaps, interest rate swaps, total return
swaps and combinations thereof

Total Fund Aggregate Benchmark - sum of the products of asset
class target benchmarks at their respective asset class weights

Funded Status - comparison of the FRS Pension Plan projected
assets to its liabilities

Watch List - defines the qualitative and quantitative conditions
that will cause the SBA to formally evaulate the continued
retention of an Investment Manager

BARRA ONE
Currency Risk - risk arising from holdings in assets that are
denominated in currencies other than the numeraire currency; a
measure of exchange rates and short-term interest rates

Selection Risk - risk that is specific to an asset and is uncorrelated
(or negligibly correlated) with the risks of other assets; non-factor
component of risk

Currency/Market Interaction - the correlation between local
market and currency bets; a measure of diversification

Size - systematic return and risk differences between large-cap
and small-cap stocks

Emerging Market - spread associated with bonds issued in an
external currency by an emerging market sovereign or by a
company domiciled in an emerging market country

Spread - risk due to exposure to spread movements, a risk factor
that captures typical movements in term structure spreads

Factor Interaction - the measure of covariance among risk factors

Style - risk factor that characterizes equity’s fundamental or
market-based characteristics such as Size, Value, Momentum and
Volatility

Hedge Fund - a measure of risk correlated to characteristics of
certain hedge fund styles

Term Structure - risk due to exposure to term structure movements

Industry - risk due to exposure to specific industries and countries

Trading Activity - measures the relative activity of a firm’s shares
in the market

Momentum - sustained relative performance and its effect on risk
Private Real Estate - risk attributable to property type and location
factors
Predicted Total Risk - asset class active exposure multiplied by the
volatility and correlation

Value - distinguishes between value stocks and growth stocks
using the ratio of book-value of equity to market capitalization
Volatility - captures security price changes using measures of
standard deviation over long term historical periods and highlow cumulative range of prices over the last 12 months

Risk Factors - a characteristic shared by a group of securities that
influences the volatility of returns which is used to determine
correlations between assets

Ente rpri se Ri s k Ma n a g em en t a n d Com p l i a n c e Q u a r t e r l y R e p o r t

16

STRESS TESTING SCENARIOS

OIL CRISIS
2000 - 2002
ARGENTINE
ECONOMIC CRISIS
1987 MARKET
CRASH

2002 ACCOUNTING
SCANDALS

2001 DOT-COM
SLOWDOWN

APPENDIX

BarraOne stress testing scenarios are constructed by applying schocks to equity prices, interest rates, foreign
exchange rates, credit spreads and commodity prices that mimic actual movements during the period covered
by the chosen scenario or constructed based on possible outcomes in the event that a hypothetical event were
to actually take place.

(1 Dec 1972 to 30 Sep 1974)
Many developed countries suffered in this energy crisis as the OPEC members placed
an oil embargo to the U.S. and Israel’s allies during the Yom Kippur War in October
1973, which sent global oil prices soaring.
The shocks applied in this scenario are a 26% average decrease in global stocks,
263% average increase in copper, silver and crude oil and an increase in near term
US Treasury interest rates.

(03 Mar 2000 to 26 Jun 2002)
The political unrest in Argentina jeopardized its economy with its GDP declining.
As the peso depreciation intensified during the crisis, the Argentina government
eventually defaulted on its debts.
The shocks applied in this scenario are a 26% decrease in global equity prices, decline
in short term global interest rates, 11% decrease in foreign exchange rates, a 145
basis point widening of credit spreads, and 10% decrease in commodity prices.

(10 Mar 2001 to 09 Oct 2002)
Upon the burst of the tech bubble in 2000, more and more internet companies went
out of business as the stock market plummeted further. The Dot-com slowdown
scenario is based on actual market conditions during March 2001-October 2002.
The shocks applied are an average decrease in global equity prices of 19.82%, a
decline in foreign exchange rates of 6.64%, a decrease in commodity prices of 3.85%,
290 basis point increase in credit spreads and a 5% decrease in near term US Treasury
interest rates while longer term rates are not subject to a material change.
(30 Apr 2002 to 23 Jul 2002)
After the Enron accounting scandal in 2001, more companies were revealed in
a series of new accounting scandals that shook investors’ confidence in the stock
market. WorldCom’s bankruptcy in 2002 was the largest as the scandals unfolded.
The shocks applied in this scenario are a 13% decrease in equity prices, a decline in
interest rates, a 60 basis point widening of credit spreads, and an increase of 3% in
commodity prices.

(14 Oct 1987 to 19 Oct 1987)
The U.S. stock market began to topple on October 14, 1987 after reaching a record high. It
was also triggered by the reports of larger trade deficit and financing mergers’ tax benefits
elimination. The aggravating selling pressure in October 19 from confused and fearful
investors and the failing portfolio insurers’ models led to a substantial global market
selloff.
The shocks applied in this scenario in aggregate are a 10% increase in global equity prices,
40 basis point decline in near term interest rates, a 21 basis point widening in corporate
credit spreads, and a decrease in commodity prices of 1%.
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State Board of Administration
FRS Pension Plan Benchmark Review
Introduction – Ash Williams, Executive Director & CIO

Investment Advisory Council
March 17, 2014

FRS Pension Plan Benchmark Review
– Asset class benchmarks are defined in the FRS Pension Plan Investment
Policy Statement which is reviewed by the IAC and approved by the
Trustees.
– Usually asset class benchmarks are reviewed or changed:
• When the asset class’s investible universe or opportunity set has
changed.
• When the benchmark’s return, risk or opportunity cost assumptions
are no longer valid for the asset class or strategy.
• The mode of implementing the asset class or strategy has changed.
• The benchmark no longer satisfies the principles or characteristics of
a good benchmark.
3

Benchmarking Principles
‒ Good benchmarking attributes:
• Broad coverage
• Investable
• Transparent
• Appropriate
‒

Benchmarking Public and Private Markets
• In the public markets there are a broad array of published
benchmarks.
• For the private markets, broad published benchmarks either do not
exist or are of limited value. In these markets, appropriate
benchmarks would represent the opportunity cost of the allocation or
mode of implementation.
4

FRS Pension Plan Benchmark Review
‒ Asset class benchmarks may be subject to statutory constraints or
limitations.
• Tobacco Company Exclusions: Domestic Equity – May 1997 to December
2000, the Wilshire 2500 Stock Index adjusted to exclude companies whose
revenue is derived from tobacco products.
• Protecting Florida’s Investment Act (PFIA):
‣ Foreign Equity – April 2008 to June 2010, the MSCI All Country World
Index ex-US Investable Market Index, adjusted to exclude companies
divested under the Protecting Florida’s Investment Act (PFIA).
‣ Global Equity - July 2010 to present, the MSCI All Country World
Investable Market Index, adjusted to exclude companies divested under
the Protecting Florida’s Investment Act (PFIA).
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A Recent Chronological History of Pension Plan Benchmark
Changes from June 2007 to Present
 June 2007 Investment Policy Statement changes for multiple asset class
benchmarks:
‒ Foreign Equity – Transition from the MSCI All Country World Ex-US Index to
the MSCI All Country World Index Ex-US Investable Market Index.
‒ Fixed Income – Transition from a benchmark called the “Fixed Income
Management Aggregate” or “FIMA” to the Barclays U.S. Aggregate Bond
Index.
‒ Real Estate – Transition from the CPI plus 450 bps per annum to the National
Council of Real Estate Investment Fiduciaries (NCREIF) Fund Index – Open
Ended Diversified Core Equity (OEDCE) Index, weighted at 90%, and the
Wilshire Real Estate Securities Index, weighted at 10%.
‒ Strategic Investments – Established a new asset class whose benchmark was
the 5% +CPI.
‒ Cash – Change from the average 90-day Treasury Bill rate to the iMoneyNet
First Tier Institutional Money Market Funds Index.
6

April 2008 and December 2008 Investment Policy Statement Changes
for Foreign Equity and Strategic Investments Asset Class Benchmarks:
 April 2008 Foreign Equity benchmark transitioned from the MSCI
All Country World Index Ex-US Investable Market Index to the MSCI
All Country World Index Ex-US Investable Market Index adjusted to
exclude companies divested under the Protecting Florida’s
Investment Act (PFIA).
 December 2008 Strategic Investments’ benchmark changed from
5% +CPI to an average of individual portfolio level benchmark
returns.
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June 2010 Investment Policy Statement Changes for
Multiple Asset Class Benchmarks:
 June 2010 changes for multiple asset class benchmarks:
– Creation of a new asset class, “Global Equity”, benchmarked against the
MSCI All-Country World Investable Market Index, adjusted to reflect the
provisions of the Protecting Florida’s Investments Act (PFIA).
– Changes to the Real Estate benchmark:
• Private real estate portfolio: shift from a gross-of-fee version to a netof-fee version of the NCREIF OEDCE Index.
• REITS: change from the Dow Jones Wilshire Real Estate Securities
Index to the FTSE EPRA/NAREIT Developed Index.
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June 2010 Investment Policy Statement Changes for
Multiple Asset Class Benchmarks:
– Private Equity
• Moved to a 300bp premium over the public equity index from a
450bp premium.
• Adopted an additional secondary peer benchmark, the Cambridge
Associates Private Equity Index.
‒ Strategic Investments – Adopted an additional secondary benchmark
for Strategic Investments, the 5% +CPI.
‒ Cash – Shift from a gross-of-fee to a net-of-version of the iMoneyNet
First Tier Institutional Money Market Funds Index
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August 2013 Investment Policy Statement Changes for Fixed
Income Asset Class Benchmark:
 August 2013, changed Fixed Income’s benchmark from the
Barclays Capital U.S. Aggregate Index to the Barclays Capital U.S.
Intermediate Aggregate Index.
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Supplemental Information on Benchmark Changes

Supplemental Information on Benchmark
Changes are Found on the Following Slides:
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A Recent Chronological History of Pension Plan Benchmark
Changes from June 2007 to Present
June 2007 Investment Policy Statement changes for multiple asset class
benchmarks:
‒ Foreign Equity – Transition from the MSCI All Country World Ex-US Index to the
MSCI All Country World Index Ex-US Investable Market Index.
• Historically, the broadest definition of the non-US equity market was the MSCI
All Country World Ex-US Index as it includes exposure to developed markets,
including Canada, and emerging market countries.
• MSCI announced plans to develop the Investable Market Index, which was
expected to capture approximately 98% of the foreign equity opportunity set.
• The Investable Market Index improved upon the MSCI All Country World Ex-US
Index by:
‣ Broadening portfolio exposure and improving portfolio efficiency.
‣ Provided the potential for higher returns, albeit with higher risks.
12

June 2007 Investment Policy Statement Changes for
Multiple Asset Class Benchmarks:
– Fixed Income – Transition from a benchmark called the “Fixed Income Management
Aggregate” or “FIMA” to the Barclays U.S. Aggregate Bond Index.
• The Fixed Income Management Aggregate or FIMA included a market weighted
exposure to high yield fixed income securities.
• The Barclays U.S. Aggregate Bond Index is only composed of investment-grade
securities.
• The most common benchmarking approach for a fixed income asset class and its
underlying component managers is to use the Barclays Aggregate Index and/or a
combination of Barclays Aggregate Index sub-indices.
• It is easier to manage and benchmark both investment grade bonds and high yield
bonds as two distinct and separate asset classes or allocations.
• The Fixed Income asset class (investment grade) is viewed as a haven of safety (or less
risky assets) when compared to the equity or private market asset classes.
• Currently high yield bond investments are done in the Strategic Investments asset class
(risky assets).
13

June 2007 Investment Policy Statement Changes for
Multiple Asset Class Benchmarks:
– Real Estate – Transition from the CPI plus 450 bps per annum to the National
Council of Real Estate Investment Fiduciaries (NCREIF) Fund Index – Open Ended
Diversified Core Equity (OEDCE), weighted at 90%, and the Wilshire Real Estate
Securities Index, weighted at 10%.
• In 2006, the broad US real estate market was over $6.5 trillion in value and
therefore no index would capture the entirety of this asset class. As a result,
the next best approach to benchmarking in this asset class was to identify the
opportunity cost of the implementation strategy.
• The most common benchmarking approach within the real estate market was
to use the NCREIF Property Index (NPI) – an unlevered index of individual
properties.
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June 2007 Investment Policy Statement Changes for
Multiple Asset Class Benchmarks:
• We believed the NCREIF Property Index (NPI) suffered from the following:
‣ Self-selection bias: NCREIF is a member-driven index, with a value of roughly $250
billion (2006), a small fraction of the value of the overall real estate market
‣ Excluded leverage: Most investors use some leverage in purchasing properties
‣ Return relevancy: Since this is an index of individual properties, it does not represent
the returns earned by any investor
‣ Lagged appraisals: NCREIF requires its members to obtain appraisals every three years
‣ NCREIF developed an index of commingled funds that attempts to overcome the
drawbacks of the NCREIF Property Index.
• This index, the NCREIF Open End Diversified Core Equity (OEDCE) Index, represented the
average return earned by 14 (2006) core open ended real estate funds.
• The OEDCE index therefore represented the “opportunity cost” of the SBA managing
real estate assets internally.
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June 2007 Investment Policy Statement Changes for
Multiple Asset Class Benchmarks:
• While this index (ODECE) is the most appropriate benchmark for a private real
estate portfolio, it ignores exposure most investors, including the FRS Pension
Plan, have to REITS.
• For the REIT exposure, it was recommended to continue using the Dow Jones
Wilshire Real Estate Securities Index
• Therefore, a blended benchmarking approach within this asset class was
needed. The appropriate mix of public and private real estate is based upon
the actual split between the public real estate market (REITS) share at 10% and
the private real estate market share at 90% (2006).
• As in all asset classes, market exposures should inform exposures of investors.
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June 2007 Investment Policy Statement Changes for
Multiple Asset Class Benchmarks:
‒ Strategic Investments – A new asset class established June 2007 to house
investment strategies that do not fit neatly into the traditional asset categories,
that span multiple asset classes, or to provide a framework to test new
investment ideas.
• The overriding objective of this allocation is to improve the risk-adjusted return
of the Total Fund, but the individual constituents, at that point (June 2007),
were unknown and would change over time. It was therefore difficult to
identify, in advance, an appropriate benchmark for this new asset class.
• Given the overriding objective of this asset class, a benchmark that is
consistent with the Total Fund’s long-term investment objective was
appropriate, i.e. the Total Fund’s Absolute Real Target Rate of Return (5%).
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June 2007 Investment Policy Statement Changes for
Multiple Asset Class Benchmarks:
– Cash – Change from the average 90-day Treasury Bill rate to the
iMoneyNet First Tier Institutional Money Market Funds Index.
• Market-based proxies are not effective as benchmarks for cash
portfolios as most indices tend to focus exclusively on Treasuries,
while most cash portfolios invest in commercial paper and other
short dated corporate and mortgage securities.
• We believed a better benchmarking approach to be a peer-based
index (i.e., the returns earned by other cash portfolios).
• The iMoney Fund Average is the broadest peer cash universe
available, representing assets of over $1.8 trillion (2006).
18

April 2008 Investment Policy Statement Changes for Foreign
Equity Asset Class Benchmark:
‒ April 2008 Investment Policy Statement change for Foreign Equity’s
benchmark as required by law, Section 215.473, F.S.:
• Transition from the MSCI All Country World Index Ex-US Investable
Market Index to the MSCI All Country World Index Ex-US
Investable Market Index adjusted to exclude companies divested
under the Protecting Florida’s Investment Act (PFIA).
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December 2008 Investment Policy Statement Changes for
Strategic Investments Asset Class Benchmark:
‒ December 2008 change for Strategic Investments’ benchmark:
• Based on the recommendation by Clifton Gunderson’s Investment Compliance
Performance Audit released in April 2008, HEK was retained to review all of
SBA’s investment policy statements and guidelines at the plan, asset class, and
portfolio level.
• The outcome of the review included recommendations for the defined benefit
plan, the defined contribution plan, and the other smaller plans managed by
SBA as well as for the asset class and portfolio level investment guidelines.
• The recommendation for Strategic Investments:
‣ Change the benchmark for the Strategic Investments asset class from “5%
plus the contemporaneous rate of inflation” to “an average of individual
portfolio level benchmark returns”.
‣ Reflects the true set of investment strategies in the asset class.
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June 2010 Investment Policy Statement Changes for
Multiple Asset Class Benchmarks:
• June 2010 changes for multiple asset class benchmarks:
– Creation of Global Equity asset class by merging the Domestic Equity and
Foreign Equity asset classes.
• HEK recommended the broadest available global equity benchmark for the
new Global Equity asset class, i.e. the Morgan Stanley Capital International
(MSCI) All-Country World Investable Market Index adjusted to reflect the
provisions of the Protecting Florida’s Investments Act (PFIA).
– Real Estate
• For the private real estate portfolio, shift from a gross-of-fee version of the
index to a net-of-fee version of the index: National Council of Real Estate
Investment Fiduciaries (NCREIF) Fund Index – Open-ended Diversified Core
Equity (ODCE), net of fees.
• For the REIT subcomponent, transition from a domestic biased index to a
global-oriented index: Change from the Dow Jones Wilshire Real Estate
Securities Index to the FTSE EPRA/NAREIT Developed Index.
21

June 2010 Investment Policy Statement Changes for
Multiple Asset Class Benchmarks:
– Private Equity
• Move to 300bp premium over the public equity index from a
450bp premium, reflecting the risk premium of private equity
over public used in the asset/liability and asset allocation analysis.
• Adopt an additional, peer benchmark such as offered by Venture
Economics or Cambridge Associates. Currently, Private Equity is
benchmarked against the Cambridge Associates peer based
private equity benchmark.
– Strategic Investments – Adopt an additional benchmark for Strategic
Investments that measures the long-term effectiveness of the
program, i.e. 5% +CPI, which is the same benchmark as the FRS
Pension Plan’s long-term investment objective.
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June 2010 Investment Policy Statement Changes for
Multiple Asset Class Benchmarks:
– Cash – Shift from a gross-of-fee version of the index to a net-of-fee
version of the index: iMoneyNet First Tier Institutional Money
Market Funds Net Index.
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August 2013 Investment Policy Statement Changes for Fixed
Income Asset Class Benchmark:
‒ August 2013 Investment Policy Statement change for Fixed Income’s
benchmark:
• A shorter duration benchmark was adopted to address concerns
about rising interest rates.
• The Fixed Income benchmark was changed from the Barclays
Capital U.S. Aggregate Index to the Barclays Capital U.S.
Intermediate Aggregate Index.
• Provides more downside protection in a rising interest rate
environment.
• Intermediate-term government bonds are less volatile than longterm government bonds.
24

State Board of Administration
FRS Global Equity Benchmark Review
Scott Seery and Janice Yecco, Co-SIOs Global Equity

Investment Advisory Council
March 17, 2014

Global Equity Active Return & Risk Relative to Benchmark
 Two components drive the risk and return profile of the Global Equity Asset Class.
 Global Equity Policy Portfolio – represented by the asset class benchmark.
• Customized version of the MSCI ACWI IMI net
• Asset class default position

 Global Equity Active Risk Budget – determined by the Executive Director consulting with Senior
Investment Staff and External Consultants.
• Active risk budget of 75 bps (standard deviation of active returns)

 Represents the opportunity set for the asset class.
 By design the asset class structure approximates the risk exposures of the benchmark.
 The asset class takes more active risk in less efficient segments of the equity market.
2

Global Equity Structure - Benchmarks
 GE asset class currently comprised
of 59 portfolios representing 16
different market segments or
benchmarks.
 Each benchmark can be replicated
through passive management.





Transparent
Liquid
Rules based
Cost efficient to implement

 More passive management
employed in more efficient markets.
 Risk budget limits how much we can
deviate from the asset class target.

Market Segment

Benchmark

Portfolios Mkt Value

% of GE Passive

Active

Global w ith Emerging Markets
ACWI
Global exluding Emerging Markets World
Total Dedicated Global

2
5
7

1.67
4.11
5.78

1.9%
4.7%
6.6%

0.0%
12.0%
8.5%

100.0%
88.0%
91.5%

Developed Standard
Developed Small Cap
International All-Cap
Emerging Standard
Emerging Small Cap
Emerging All Cap
Frontier Markets
Total Dedicated International

World ex US
World ex US Small Cap
ACWI ex US IMI
EM
EM Small Cap
EM IMI
FM

10
9
1
5
2
5
3
35

28.09
4.32
0.72
4.02
0.49
3.67
0.36
41.67

32.0%
4.9%
0.8%
4.6%
0.6%
4.2%
0.4%
47.5%

38.8%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
26.2%

61.2%
100.0%
100.0%
100.0%
100.0%
100.0%
100.0%
73.8%

US All Cap
US Large Cap Core
US Large Cap Grow th
US Large Cap Value
US Small Cap Core
US Small Cap Grow th
US Small Cap Value
Total Dedicated US

Russell 3000
Russell 1000
Russell 1000 Grow th
Russell 1000 Value
Russell 2000
Russell 2000 Grow th
Russell 2000 Value

1
1
2
2
4
4
3
17

18.03
15.19
2.65
2.63
0.60
0.63
0.61
40.34

20.5%
17.3%
3.0%
3.0%
0.7%
0.7%
0.7%
46.0%

100.0%
100.0%
0.0%
0.0%
0.0%
0.0%
0.0%
82.4%

0.0%
0.0%
100.0%
100.0%
100.0%
100.0%
100.0%
17.6%

TOTAL GLOBAL EQUITY

ACWI IMI

59

87.79

100.0%

50.8%

49.2%

Market Value in billions as of 12/31/2013
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Global Equity Holdings Based Structure
Market Capitalization

Sector Allocations
40.00

25.00

35.00
30.00

Weight

20.00

25.00

15.00

20.00

10.00

15.00

5.00

10.00
5.00

--5.00
GE

-Finance Materia
ls
19.96
5.70

Energy

Utility

8.36

2.72

Teleco
m
3.56

Cons
Staples
9.12

Industri
als
12.09

Health
Care
10.42

Cons
Disc
13.27

Info
Tech
13.41

[Cash]

Misc

1.23

0.17

Target

21.57

6.43

8.77

3.03

3.73

9.08

11.95

10.10

12.63

12.69

--

--

Active

-1.62

-0.73

-0.41

-0.32

-0.17

0.04

0.14

0.31

0.64

0.71

1.23

0.17

Country Allocations
60.00
50.00
40.00
30.00
20.00

-5.00

MC Bin 1: >
50000.0

MC Bin 2:
10000.0 50000.0

MC Bin 4:
1000.0 5000.0

GE

MC Bin 3:
5000.0 10000.0

Target

MC Bin 5: 0.0
- 1000.0

[N/A]

[Cash]

Active

Com pany
BAIDU, INC
AIA GROUP LTD
INDITEX
SAMSUNG ELECTRONIC
VISA INC
PRUDENTIAL
ROLLS ROYCE HLDGS
MAGNIT
CELGENE CORP
CRH
Total Top 10

GE
0.24
0.33
0.25
0.54
0.40
0.26
0.20
0.15
0.27
0.14
2.77

Target
-0.15
0.09
0.40
0.28
0.14
0.10
0.04
0.17
0.04
1.40

Active
0.24
0.18
0.16
0.14
0.12
0.12
0.11
0.10
0.10
0.09
1.36

Country
China
Hong Kong
Spain
S Korea
US
UK
UK
Russia
US
Ireland

Sector
IT
Financial
Cons Disc
IT
Financial
Financial
Industrial
Cons Staples
Healthcare
Materials

Com pany
DAIMLER AG
PROCTER & GAMBLE CO
GLAXOSMITHKLINE
ALLIANZ SE
ROYAL BANK OF CANADA
SIEMENS AG
BHP BILLITON LTD
CMNWLTH BK OF AUST
ROYAL DUTCH SHELL
BP
Total Bottom 10

GE
0.11
0.45
0.22
0.10
0.13
0.15
0.15
0.15
0.43
0.22
2.11

Target
0.20
0.54
0.32
0.20
0.24
0.26
0.27
0.27
0.56
0.37
3.24

Active
-0.09
-0.10
-0.10
-0.10
-0.10
-0.12
-0.12
-0.12
-0.13
-0.15
-1.12

Country
Germany
US
UK
Germany
Canada
Germany
Australia
Australia
UK
UK

Sector
Industrial
Healthcare
Healthcare
Financial
Financial
Industrial
Materials
Financial
Energy
Energy

10.00
--10.00

GE

Target

Active
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Global Equity Risk Decomposition & Characteristics
RISK DECOMPOSITION
Source of Risk

PORTFOLIO CHARACTERISTICS

Risk

Contribution

(% Std Dev)

(% Active Risk)

Characteristic

GE

Target

Market Capitalization

Market Timing

0.00

0.00

Risk Indices

0.15

17.75

640.1

892.7

Industries

0.11

8.95

# of Securities

11,473

8,477

Country

0.15

17.79

Dividend Yield

2.21

2.33

Currency

0.12

10.41

Price/Earnings

World Equity

0.13

13.72

Weighted Average

32.1

33.9

Covariance * 2

N/A

7.36

Weighted Harmonic

16.6

16.5

Asset Selection

0.18

24.03

Active

0.36

Weighted Average

30.5

29.7

Weighted Harmonic

15.8

15.7

Weighted Average

19.2

19.2

Weighted Harmonic

14.4

14.3

Benchmark

12.24

Total

12.04

Weighted Average
Median

65,560.3

67,136.7

P/E using FY1 Est

P/E using FY2 Est

Price/Cash Flow

RISK INDEX EXPOSURES
Risk Index

Managed

Benchmark

Relative

MC to Risk

Weighted Average

17.7

18.7

Weighted Harmonic

9.5

9.4

7.8

Beta

0.02

0.02

0.00

-0.02

Mom entum

0.07

0.03

0.04

0.01

Weighted Average

11.7

Size

0.00

0.03

-0.03

0.00

Weighted Harmonic

2.1

2.1

Earnings Yield

0.01

0.01

-0.01

0.00

Hist 3Yr Sales Grow th

10.7

10.7

-0.06

-0.08

0.03

-0.01

Hist 3Yr EPS Grow th

12.1

10.9

0.03

0.00

0.04

0.00

Est 3-5 Yr EPS Grow th

12.5

12.3

Residual Volatility
Grow th

Price/Book

Dividend Yield

-0.04

0.01

-0.06

0.00

ROA

7.0

6.6

Book-to-Price

-0.03

0.01

-0.03

0.00

ROE

16.6

16.0

Leverage

-0.05

0.00

-0.05

0.00

Operating Margin

18.8

18.4

Liquidity

0.06

0.06

0.00

0.00

Net Margin

12.7

12.4

Non-Linear Size

0.01

-0.01

0.02

0.00

LT Debt/Capital

32.6

33.5

5

Proof Statement
• Provided equity returns while taking slightly less market (beta) risk.
• Added alpha in a risk controlled manner for 31 consecutive rolling 12 month
periods.
• No Surprises!

6

MSCI ACWI IMI

(USD)

The MSCI ACWI Investable Market Index (IMI) captures large, mid and small cap representation across 23
Developed Markets (DM) and 21 Emerging Markets (EM) countries*. With 8,485 constituents, the index is
comprehensive, covering approximately 99% of the global equity investment opportunity set.

Cumulative Index Performance — Net Returns (Jan 1999 – Jan 2014) — USD

Annual Performance (%)
MSCI
ACWI IMI

MSCI
World IMI

23.55
16.38
-7.89
14.35
36.41
-42.34
11.16
20.95
11.54
16.42
35.54
-17.58
-15.65
-15.36

27.42
16.06
-6.03
13.54
31.57
-40.82
8.49
20.10
10.27
15.93
34.81
-18.25
-16.41
-14.05

Year

MSCI ACWI IMI
MSCI World IMI
MSCI Emerging Markets IMI

2013
2012
2011

431.66

2010

400

2009
2008
2007
2006
2005
2004
204.96
198.02

200

2003
2002
2001
2000

MSCI
Emerging
Markets IMI

-2.20
18.68
-19.49
19.90
82.36
-53.78
39.83
31.70
33.47
26.62
53.97
-6.49
-2.02
-35.31

50
Jan 99

Apr 00
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Jul 06
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Index Performance — Net Returns (%) (January 31, 2014)

Fundamentals (January 31, 2014)
Annualized

MSCI ACWI IMI
MSCI World IMI
MSCI Emerging Markets IMI

1 Mo

3 Mo

1 Yr

YTD

3 Yr

5 Yr

-3.73
-3.46
-6.03

-0.62
0.38
-8.67

13.59
16.95
-9.48

-3.73
-3.46
-6.03

7.93
9.54
-3.34

10 Yr

16.78 6.97
17.01 6.84
15.46 10.29

Since

Div Yld (%)

P/E

P/E Fwd

P/BV

6.72
6.94
4.78

2.43
2.40
2.72

17.29
18.11
12.36

13.91
14.60
9.74

1.97
2.06
1.44

May 31, 1994

Index Risk and Return Characteristics (January 31, 2014)
Annualized Std Dev (%)2
Turnover
(%)1

2.62
2.38
5.41

MSCI ACWI IMI
MSCI World IMI
MSCI Emerging Markets IMI
1

Sharpe Ratio2,3

Maximum Drawdown
Since

3 Yr

5 Yr

10 Yr

3 Yr

5 Yr

10 Yr

May 31,
1994

(%)

Period YYYY-MM-DD

14.57
14.16
19.55

17.41
16.99
22.74

16.82
16.29
24.05

0.58
0.70
-0.09

0.97
1.00
0.73

0.37
0.37
0.45

0.29
0.30
0.18

58.59
58.03
65.44

2007-10-31—2009-03-09
2007-10-31—2009-03-09
2007-10-31—2008-10-27

Last 12 months

2

Based on monthly net returns data

3

Based on BBA LIBOR 1M

* DM countries include: Australia, Austria, Belgium, Canada, Denmark, Finland, France, Germany, Hong Kong, Ireland, Israel, Italy, Japan, Netherlands, New Zealand, Norway, Portugal, Singapore, Spain,
Sweden, Switzerland, the UK and the US. EM countries include: Brazil, Chile, China, Colombia, Czech Republic, Egypt, Greece, Hungary, India, Indonesia, Korea, Malaysia, Mexico, Peru, Philippines,
Poland, Russia, South Africa, Taiwan, Thailand and Turkey.

The MSCI ACWI IMI was launched on Jun 05, 2007. Data prior to the launch date is back-tested data (i.e. calculations of how the index might have performed over that time period had the index existed).
There are frequently material differences between back-tested performance and actual results. Past performance -- whether actual or back-tested -- is no indication or guarantee of future performance.

MSCI ACWI IMI

January 31, 2014
Index Characteristics

Top 10 Constituents

MSCI ACWI IMI
Number of
Constituents

Country

8,485
Mkt Cap

(USD Millions)

Index
Largest
Smallest
Average
Median

US
US
US
US
US
US
CH
US
US
US

APPLE
EXXON MOBIL CORP
GOOGLE A
MICROSOFT CORP
GENERAL ELECTRIC CO
JOHNSON & JOHNSON
NESTLE
WELLS FARGO & CO
CHEVRON CORP
PROCTER & GAMBLE CO
Total

39,692,990.52
454,793.60
10.40
4,678.02
868.63

Sector Weights

Mkt Cap

Index

(USD Billions)

Wt. (%)

454.79
405.65
323.51
299.52
255.92
249.32
234.30
228.71
215.67
209.81
2,877.21

1.15
1.02
0.82
0.75
0.64
0.63
0.59
0.58
0.54
0.53
7.25

Sector

Sector

Info Tech
Energy
Info Tech
Info Tech
Industrials
Health Care
Cons Staples
Financials
Energy
Cons Staples

8.9
11.6
6.3
5.9
5.4
6.0
6.7
2.7
6.2
6.0

Country Weights

8.86%

8.81%

10.53%

6.43%
3.67%
11.89%

3.17%

12.44%

3.36%
27.47%

3.68%
7.96%
8.07%

21.36%

12.84%

49.45%

Financials 21.36%

Information Technology 12.84%

Industrials 11.89%

Health Care 10.53%

Materials 6.43%

Wt. (%)

Consumer Discretionary 12.44%

Consumer Staples 8.86%

Telecommunication Services 3.67%

Energy 8.81%

United States 49.45%
France 3.36%

United Kingdom 8.07%

Japan 7.96%

Canada 3.68%

Other 27.47%

Utilities 3.17%

Index Methodology
The index is based on the MSCI Global Investable Market Indices (GIMI) Methodology—a comprehensive and consistent approach to index construction
that allows for meaningful global views and cross regional comparisons across all market capitalization size, sector and style segments and combinations.
This methodology aims to provide exhaustive coverage of the relevant investment opportunity set with a strong emphasis on index liquidity, investability
and replicability. The index is reviewed quarterly—in February, May, August and November—with the objective of reflecting change in the underlying equity
markets in a timely manner, while limiting undue index turnover. During the May and November semi-annual index reviews, the index is rebalanced and
the large, mid and small capitalization cutoff points are recalculated.

www.msci.com | clientservice@msci.com

About MSCI

MSCI Inc. is a leading provider of investment decision support tools to investors globally, including asset managers, banks, hedge funds and pension funds. MSCI products and services include indexes, portfolio risk and performance analytics,
and governance tools.
1

The company's flagship product offerings are: the MSCI indexes with approximately USD 7.5 trillion estimated to be benchmarked to them on a worldwide basis ; Barra multi-asset class factor models, portfolio risk and performance analytics;
RiskMetrics multi-asset class market and credit risk analytics; IPD real estate information, indexes and analytics; MSCI ESG (environmental, social and governance) Research screening, analysis and ratings; ISS corporate governance research, data
and outsourced proxy voting and reporting services; and FEA valuation models and risk management software for the energy and commodities markets. MSCI is headquartered in New York, with research and commercial offices around the world.
1

As of March 31, 2013, as reported on July 31, 2013 by eVestment, Lipper and Bloomberg.

The information contained herein (the "Information") may not be reproduced or redisseminated in whole or in part without prior written permission from MSCI. The Information may not be used to verify or correct other data, to create indices, risk
models, or analytics, or in connection with issuing, offering, sponsoring, managing or marketing any securities, portfolios, financial products or other investment vehicles. Historical data and analysis should not be taken as an indication or guarantee of
any future performance, analysis, forecast or prediction. None of the Information or MSCI index or other product or service constitutes an offer to buy or sell, or a promotion or recommendation of, any security, financial instrument or product or trading
strategy. Further, none of the Information or any MSCI index is intended to constitute investment advice or a recommendation to make (or refrain from making) any kind of investment decision and may not be relied on as such. The Information is
provided "as is" and the user of the Information assumes the entire risk of any use it may make or permit to be made of the Information. NONE OF MSCI INC. OR ANY OF ITS SUBSIDIARIES OR ITS OR THEIR DIRECT OR INDIRECT SUPPLIERS
OR ANY THIRD PARTY INVOLVED IN THE MAKING OR COMPILING OF THE INFORMATION (EACH, AN "MSCI PARTY") MAKES ANY WARRANTIES OR REPRESENTATIONS AND, TO THE MAXIMUM EXTENT PERMITTED BY LAW, EACH
MSCI PARTY HEREBY EXPRESSLY DISCLAIMS ALL IMPLIED WARRANTIES, INCLUDING WARRANTIES OF MERCHANTABILITY AND FITNESS FOR A PARTICULAR PURPOSE. WITHOUT LIMITING ANY OF THE FOREGOING AND TO
THE MAXIMUM EXTENT PERMITTED BY LAW, IN NO EVENT SHALL ANY OF THE MSCI PARTIES HAVE ANY LIABILITY REGARDING ANY OF THE INFORMATION FOR ANY DIRECT, INDIRECT, SPECIAL, PUNITIVE, CONSEQUENTIAL
(INCLUDING LOST PROFITS) OR ANY OTHER DAMAGES EVEN IF NOTIFIED OF THE POSSIBILITY OF SUCH DAMAGES. The foregoing shall not exclude or limit any liability that may not by applicable law be excluded or limited.
© 2014 MSCI Inc. All rights reserved.

State Board of Administration
FRS Fixed Income Benchmark Review
Katy Wojciechowski, SIO Fixed Income

Investment Advisory Council
March 17, 2014

Fixed income Benchmark
Barclays Intermediate Aggregate Index
Provides broad exposure to the bond market
• Investment grade
• US dollar denominated
• Fixed rate
• Taxable
Market value of the Index is $14.7 Trillion
Transitioned from Barclays Aggregate Bond Index in
2013, shortening duration by slightly over one year

US Intermediate Aggregate
U.S. GOVERNMENT: 45%
U.S. Treasuries
U.S. Agency

Basic Statistics:
Duration -- 4.43 years
Coupon -- 3.08
Price -- 103.76
Yield to Maturity -- 2.03%

U.S. CREDIT: 20%
U.S. Corporates
Sovereign, local auth.
Supranational, local agcy.

U.S. SECURITIZED: 35%
U.S. Securitized
U.S. Commercial MBS
U.S. Asset Backed Securities

FRS DB Key Performance and Risk Budget Measures

Data Through January 31, 2014

Global Credit Model (GCV12 EMD - Base as of 12/31/2013)
Total Fund vs. Barclays Capital Int. Agg - Rets on 12/31/2013

INDEX, PORTFOLIO & RISK SOLUTIONS
Sherwood Kuo
sherwood.kuo@barclays.com
+1 212 526 2490

Index Products | 31 July 2012

Alfred Mui
alfred.mui@barclays.com
+1 212 526 9170

Nolan Walsh
nolan.walsh@barclays.com
+1 212 526 4513

www.barclays.com/indices
live.barclays.com (keyword: index)
General Inquiries:
index_feedback@barclays.com

U.S. Aggregate Bond Index
The U.S. Aggregate Bond Index is a broad-based benchmark that measures the investment grade, U.S. dollar-denominated, fixed-rate
taxable bond market, including Treasuries, government-related and corporate securities, MBS (agency fixed-rate and hybrid ARM passthroughs), ABS, and CMBS. The U.S. Aggregate rolls up into other Barclays flagship indices, such as the multi-currency Global Aggregate
Index and the U.S. Universal Index, which includes high yield and emerging markets debt. The U.S. Aggregate Index was created in 1986,
with index history backfilled to January 1, 1976.
Sector Composition (MV%) – Trailing 5 Yrs (as of Jun 29, 2012)
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Quality Composition (MV%) – Trailing 5 Years (as of Jun 29, 2012)
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Rules for Inclusion
Amount
Outstanding/
Minimum
Issue Size

Quality

Maturity



For Treasury, government-related, and corporate securities, USD250mn minimum par amount outstanding. U.S. Treasuries held in
the Federal Reserve SOMA account (both purchases at issuance and net secondary market transactions) are deducted from the total
amount outstanding. New issuance bought at auction by the Federal Reserve does not enter the index. Net secondary market
purchases/sales are adjusted at each month-end with a one-month lag.



For MBS securities, pool aggregates with USD250mn minimum amount outstanding.



For ABS securities, USD 500mn minimum deal size and USD25mn tranche size



For CMBS securities, USD500mn minimum original deal size, with at least USD300mn amount outstanding remaining in the deal;
USD25mn minimum tranche size.



Rated investment-grade (Baa3/BBB-/BBB-) or higher using the middle rating of Moody’s, S&P, and Fitch after dropping the highest
and lowest available ratings. When a rating from only two agencies is available, the lower (“more conservative”) is used. When a
rating from only one agency is available, that is used to determine index eligibility.



Expected ratings at issuance may be used when there are other index-eligible bonds from the same issuer that hold the same actual
rating as the expected rating.



At least one year until final maturity, regardless of optionality. For securities with a coupon that converts from a fixed to a floating
rate, at least one year until the conversion date.



MBS must have a weighted average maturity of at least one year; CMBS and ABS must have a remaining average life of at least one
year.



Fixed-to-floating perpetual securities are included in the index. These are included until one year before their first call date, providing
they meet all other index criteria.



Subindices based on maturity are inclusive of lower bounds. Intermediate maturity bands include bonds with maturities of 1-9.9999
years. Long maturity bands include maturities 10 years and greater.

New York

London

Singapore

Tokyo

index-us@barclays.com
+1 212 526 7400

index-uk@barclays.com
+44 (0)20 7773 3744

index-sg@barclays.com
+65 6308 2225

index-tk@barclays.com
+81 3 4530 1760
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Rules for Inclusion (continued)
Seniority of Debt
Taxability

Coupon

Currency
Market of Issue

Security Types

Senior and subordinated issues are included. Capital securities (hybrid capital) are eligible during their fixed-rate term and
exit the index one year prior to their conversion to floating-coupon securities.


Only fully taxable issues are eligible, including taxable municipal securities.



Build America Bonds (BAB) with the tax credit issued to the issuer are eligible; those with tax credits issued to investors
are considered tax exempt.



Dividend Received Deduction (DRD) and Qualified Dividend Income (QDI) eligible securities are excluded.



Must be fixed-rate.



Step-up coupons and those that change according to a predetermined schedule are also included.



Capital securities with coupons that convert from fixed to floating rate are index eligible, given that they are currently
fixed rate; the maturity date then equals the conversion date. Fixed-to-floating rate perpetual capital securities that do not
have coupon rate step-ups on their first call date will remain index eligible for their fixed-rate term, provided that they
meet all other inclusion rules and exit the index one year prior to their conversion to floating-coupon securities.



Hybrid ARMs are index eligible during their fixed term but exit one year prior to their conversion to adjustable rate.

Principal and coupons must be denominated in USD.


SEC-registered securities, bonds exempt from registration at time of issuance, or SEC Rule 144A securities with
Registration Rights are index eligible. A security with both SEC Regulation S (Reg-S) and SEC Rule 144A tranches is
treated as one security in par value; to prevent double-counting, the 144A tranche is used to represent the issue and
comprises the combined amount outstanding of the 144A and Reg-S tranches.



Issues with global market of issue are included.



Bonds from issuers that have later de-registered remain index-eligible if they were previously SEC-registered or 144A with
Reg Rights.

Included
Hybrid ARMs
 Taxable municipal securities, including Build
America Bonds (BAB)
 Fixed-rate bullet, putable and callable bonds
 Soft bullets
 SEC registered or exempt from registration at
issuance, SEC Rule 144A with Registration
Rights
 Original issue zero coupon and underwritten
MTN
 Enhanced Equipment Trust Certificates
(EETC)
 Certificates of Deposit
 Fixed-rate and fixed to floating capital
securities
 Covered bonds (as of Jan 1, 2011)


31 July 2012

Excluded
Bonds with equity-type features (e.g., warrants, convertibles,
contingent capital securities)
 Tax-exempt municipal securities, DRD and QDI-eligible securities
 Private placements
 Floating-rate issues
 Strips
 Inflation-linked bonds
 Non-ERISA eligible CMBS issues
 Securities with both Regulation S and SEC Rule 144A without
Registration Rights tranches
 Fixed-rate perpetuals
 USD 25/USD 50 par bonds, retail bonds
 Structured notes, Loan Participation Notes (LPN), pass-through
certificates
 Illiquid securities with no available internal or third-party price
source
 CMBS A1A tranches (as of Jan 1, 2011)
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Historical Annual Returns in Unhedged USD, 1976-2011 (%)
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Index History
May 1, 2012

issuer eligibility for fixed-rate ABS no longer based on a predefined list of “eligible” issuers

January 1, 2011

Covered bonds become eligible, A1A tranches are removed from the CMBS portion of the index

October 1, 2009

U.S. ABS Home Equity Loans removed

January 1, 2008

U.S. MBS Fixed-Rate Balloons and U.S. ABS Manufactured Housing removed

April 1, 2007

Agency Hybrid Adjustable Rate Mortgage (ARM) securities added to the index, but not eligible for the Global Aggregate

July 1, 2005

Fitch ratings added to Moody’s and S&P to determine index eligibility and classification

July 1, 2004

Liquidity constraint raised to USD250mn/USD25mn CMBS tranche size from USD 200mn

October 1, 2003

Liquidity constraint raised to USD200mn from USD150mn. Started using the most conservative rating of Moody’s and
S&P to determine index eligibility instead of Moody’s only for split-rated securities

July 1, 2000

ABS index liquidity constraint raised to USD500mn for deal size and USD 25mn for tranches. Absorbed all Yankee
Corporates into their respective industry and sector classification

July 1, 1999

Liquidity constraint raised to USD150mn from USD100mn. ERISA-eligible CMBS issues added to the index

January 1, 1998

Removed U.S. TIPS from U.S. Aggregate Index

January 1, 1994

Liquidity constraint raised to USD100mn from USD50mn for non-government securities

January 1, 1992

ABS and MBS balloon issues added to the index. Liquidity constraint increased to USD50mn from USD25mn for nongovernment securities

January 1, 1990

Liquidity constraint raised to USD100mn from USD25mn

August 1, 1988

Liquidity constraint raised to USD25mn from USD1mn

January 1, 1986

U.S. Aggregate Index introduced, with historical data backfilled to January 1976

Rebalancing Rules
Frequency

The composition of the Returns Universe is rebalanced at each month-end and represents the fixed set of bonds on
which index returns are calculated for the ensuing month. The Statistics Universe is a forward-looking version that
changes daily to reflect issues dropping out and entering the index, but is not used for return calculation. On the last
business day of the month (the rebalancing date), the composition of the latest Statistics Universe becomes the
Returns Universe for the following month.

Index Changes

During the month, indicative changes to securities (credit rating change, sector reclassification, amount outstanding
changes, corporate actions, ticker changes) are reflected in both the Statistics and Returns Universe of the index on
a daily basis. These changes may cause bonds to enter or fall out of the Statistics Universe of the index on a daily
basis, but will affect the composition of the Returns Universe only at month-end, when the index is rebalanced.

Reinvestment
of Cash Flows

Intra-month cash flows from interest and principal payments contribute to monthly index returns, but are not
reinvested at any short-term reinvestment rate in between rebalance dates to earn an incremental return. However,
after the rebalancing, cash is effectively reinvested into the returns universe for the following month so that index
results over two or more months reflect monthly compounding.

New Issues

Qualifying securities issued, but not necessarily settled on or before the month-end rebalancing date, qualify for
inclusion in the following month’s index if required security reference information and pricing are readily available.

31 July 2012
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Pricing and Related Issues
Sources & Frequency

All index-eligible bonds are priced on a daily basis, predominantly by Barclays market makers. Pricing sources by
sector:


Treasury: Priced by Barclays market makers on a daily basis.



Corporate: All bonds are marked by traders at mid-month and month-end. Up to 1,000 actively traded benchmark
corporate securities continue to be priced by traders on a daily basis. Less liquid bonds are model/matrix priced
daily using these actively traded benchmark securities to generate issuer pricing curves and populate a spread
matrix algorithm that accounts for changes in the yield and swap curves.



Government-Related: A subset of approximately 200 liquid agency debentures are priced by Barclays traders on a
daily basis, with the remaining bonds model-priced using trader marks and updated curves.



MBS Fixed Rate: MBS TBA securities are priced by traders on a daily basis and are used to derive prices for indexeligible MBS generics.



Hybrid ARM: OAS updated weekly by traders to generate daily prices using curve and volatility changes.



ABS: Prices or spreads marked weekly and monthly for autos/credit cards/utilities to generate daily prices using
changes in swap curves.



CMBS: Spread matrix updated by traders on a daily basis with consideration to deal-specific attributes

Pricing Quotes

Bonds can be quoted in a variety of ways, including nominal spreads over benchmark securities/Treasuries, spreads
over swap curves, or direct price quotes as a percentage of par. In most instances, the quote type used is a spread
measure that results in daily security price changes from the movement of the underlying curve (swap or Treasury)
and/or changes in the quoted spread.

Timing

3pm (New York time) each day. On early market closes, prices will be taken as of 1pm unless otherwise noted. If the
last business day of the month is a public holiday in the U.S., prices from the previous business day are used.

Bid or Offer Side

Bonds in the index are priced on the bid side. The initial price for new corporate issues entering the index is the offer
side; after that, the bid side price is used.

Settlement Assumptions 

T+1 calendar day settlement basis for all bonds except MBS, which are priced for Public Securities Association
(PSA) settlement in the following month and discounted back to same-day settlement at the mortgage
repurchase rate.



At month-end, settlement is assumed to be the first day of the following month, even if the last business day is
not the last day of the month, to allow for one full month of accrued interest to be calculated. However, for MBS,
trade date and settlement date are assumed to fall on the last calendar date of the month.

Verification

Multi-contributor verification: The primary price for each security is analyzed and compared with other third-party
pricing sources through statistical routines and scrutiny by the research staff. Significant discrepancies are
researched and corrected, as necessary.

Calendar

The U.S. Aggregate follows the U.S. bond market holiday schedule.

Subindices and Index Customizations
Barclays publishes numerous subindices of flagship indices and bespoke benchmarks created for specific index users. Several types of bespoke
indices are available to select or customize the most appropriate benchmark for specific portfolio needs:
Custom Index Type

Description

Enhanced Constraint

Applies a more or less stringent set of constraints to any existing index.

Composites

Issuer Constrained

Liability Driven

Investors assign their own weights to sectors or other index
subcomponents within an overall index.
Indices that cap issuer exposure to a fixed percentage. Options available
for applying issuer caps and redistributing excess MV to other issuers.

Examples


U.S. Aggregate ex Baa



U.S. Intermediate Aggregate



50% U.S. Aggregate, 50% Euro
Aggregate



30% U.S. Govt-Related, 20% Securitized



U.S. Credit 2% Issuer Capped



U.S. HY 1.5% Issuer Capped ex
Financials

Designed to match a specific investor’s liability stream or future cash flow 
obligations. Often built using swaps indices or strips.


Very Liquid

Chooses the largest and most recently issued bonds from a given issuer.

Alternative Weight

Uses other rules-based weighting schemes instead of market value weights. 

An index of zero coupon nominal
swaps with weights matching the cash
flows of a specific liability stream
U.S. HY VLI Index
U.S. Aggregate Float Adjusted

Bespoke indices can be published on Barclays Live and Bloomberg. For more information about customizing indices please
contact your regional index group or email index_feedback@barclays.com.

31 July 2012
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Accessing Index Data
Barclays Live
live.barclays.com (keyword: index)

Barclays POINT®
Long Name: US Aggregate

Bloomberg®
LEHM and BCIX pages/Index Tickers

 Daily index returns and statistics

 Index level returns and statistics

 Current Month Returns & Statistics

 Historical index time series downloadable

 Historical index constituents

 Previous Month Returns & Statistics

 Fully customizable market structure reports

 Index Tickers:

into Excel
 Standardized market structure reports

 Index dynamics and turnover reports

- LBUSTRUU: Total Return Index Value

 Fully customizable views

 Portfolio upload/analysis

- LBUSYW: Yield To Worst

 Index primers and shelf reference

 Multi-factor Global Risk Model

- LBUSOAS: OAS

 Portfolio performance attribution

documents
 Latest Index, Portfolio, and Risk Solutions

 Portfolio optimization capabilities
 Automated batch processing

(IPRS) research publications

Barclays Indices are also available from licensed third party distributors and analytical platforms.
List of approved vendors available upon request.
Bloomberg Total Return Index Value Tickers for U.S. Aggregate and Related Indices
Ticker (USD Unhedged)

Index

Ticker (USD Unhedged)

Index

LBUSTRUU

U.S. Aggregate Bond Index
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State Board of Administration
FRS Real Estate Benchmark Review
Steve Spook, SIO Real Estate

Investment Advisory Council
March 17, 2014

Real Estate Benchmark Review
‒ 90% the National Council of Real Estate
Investment Fiduciaries (NCREIF) Fund Index-Open
End Diversified Core Equity (ODCE), net of fees
and 10% the FTSE EPRA/NAREIT Developed Index,
net of fees.

Real Estate Benchmark Review
‒ ODCE Index Component
·
·
·
·
·
·
·

Peer Benchmark
Comprised of 21 open-end core funds
Investable
+/- 25% levered
Quarterly valuation
Industry standard
2030 underlying properties

Real Estate Benchmark
‒ Private real estate portfolio vs. the ODCE Index:
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Real Estate Benchmark Review
‒ FTSE EPRA/NAREIT Developed Index Component
· Global real estate securities.
· Included companies derive minimum 75% of EBITDA from
property activities.
· 30% constituents.
· Net market cap of $1.07 trillion.
· Geographic Composition
· 50% North America
· 36% Asia Pacific
· 14% Europe

Real Estate Benchmark
‒ Public securities managers geographical weightings vs. the FTSE
EPRA/NAREIT Developed Index:
Geographical Weightings
North America
Europe
Asia Pacific

Benchmark
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RREEF

Invesco
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50.3%
15.2%
34.5%

49.1%
17.0%
32.9%

49.0%
15.0%
34.5%

49.7%
13.8%
34.6%

51.1%
15.0%
33.9%

State Board of Administration
FRS Private Equity Benchmark Review
John Bradley, SIO Strategic Investments & Private Equity

Investment Advisory Council
March 17, 2014

Private Equity Benchmark Review
• Primary Benchmark
– Russell 3000 + 300bps
• Measures the opportunity cost of investing in private equity
• PE allocation historically floated against the Domestic Equity
asset class (now Global Equity)
• The added premium represents the compensation we expect
to receive due to additional risks associated with private
equity

Private Equity Benchmark Review
Private Equity Sector Exposure
Source: Cambridge Associates, as of June 30, 2013
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IT/Media
20%

0%
C|A PE/VC
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Note: All exposure exhibits are based off of 98% of the State Board of Administration of Florida’s reported NAV of the Post-1999 Portfolio as of June 30, 2013. Manager provided company-level
information exists for about 65% of the State Board of Administration of Florida’s reported NAV; C|A made estimates/assumptions regarding the 35% remaining NAV by using financial statements,
manager comments, annual notes, and manager due diligence reports. Unfunded exposure assumptions rely on our due diligence projections or historical information for newly committed or pipeline
managers, and current manager exposures are extrapolated to include the unfunded amount pro rata. The C|A PE/VC Benchmark exposure is as of June 30, 2013 and consists of all US and Non-US PE
and VC managers tracked by C|A.

Private Equity Benchmark Review
Private Equity Geographic Exposure
Source: Cambridge Associates, as of June 30, 2013
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Note: All exposure exhibits are based off of 98% of the State Board of Administration of Florida’s reported NAV of the Post-1999 Portfolio as of June 30, 2013. Manager provided company-level
information exists for about 65% of the State Board of Administration of Florida’s reported NAV; C|A made estimates/assumptions regarding the 35% remaining NAV by using financial statements,
manager comments, annual notes, and manager due diligence reports. Unfunded exposure assumptions rely on our due diligence projections or historical information for newly committed or pipeline
managers, and current manager exposures are extrapolated to include the unfunded amount pro rata. The C|A PE/VC Benchmark exposure is as of June 30, 2013 and consists of all US and Non-US PE
and VC managers tracked by C|A.

Private Equity Benchmark Review
• Secondary Benchmark
– Cambridge Associates Peer Based Benchmark
• Large, high-quality database containing over 5,600 funds and
gross performance of the nearly 70,000 investments
underlying these funds
• Measures the effectiveness of the asset class in choosing
managers and allocating capital
• How are my funds performing relative to other funds?
– Did we select good managers?
– Managers are compared to other private funds raised and invested
in the same environment (vintage year)

Private Equity Benchmark Review
Sub-Asset Classes
U.S. Venture Capital
U.S. Growth Equity
Non-U.S. Growth Equity
U.S. Buyouts
Non-U.S. Buyouts
Distressed/Turnaround
Secondaries
Total Portfolio Post - 1999

as of 9/30/13, US Dollars ($), in millions
Commitment
1,822.5
825.0
130.3
8,760.0
1,700.6
1,375.0
1,075.0

Paid-In Capital Distributions Current NAV Multiple
1,017.1
275.9
981.0
1.2
378.7
153.6
338.4
1.3
84.5
11.4
76.0
1
5,773.0
4,804.8
3,831.5
1.5
792.6
203.3
785.5
1.2
601.8
484.4
438.6
1.5
749.2
677.3
421.9
1.5

Net IRR
6.5%
9.0%
1.4%
12.0%
8.1%
19.5%
17.0%

CA Mean
7.8%
9.1%
10.7%
9.9%
6.4%
11.7%
14.3%

15,688.4
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Executive Summary

 Private investments often play an important role in an investor’s portfolio, yet the
inconsistent methodologies typically used
to evaluate private investment performance
and public market performance result in a
lack of understanding about true relative
performance.
 The two most common measures of investment performance—time-weighted returns
(TWRs) and money-weighted returns,
typically an internal rate of return (IRR)—
differ in meaningful ways. An IRR is a
superior indicator of ultimate performance
because it looks holistically at the time
horizon of interest and considers all cash
flows. Unlike the compounded TWR, an
IRR captures the impact of managers’
investment decisions, including when to
call and return capital, when to exit, etc.
Nonetheless, IRRs are not perfect measures
and investors should keep in mind issues
associated with the IRR calculation,
including the reinvestment rate assumption
and the fact that the IRR can be managed
in certain circumstances. To put IRRs in
context, we recommend always reviewing
IRRs alongside cash-on-cash multiples like
distributed to paid-in capital and total value
to paid-in capital.
 Private investment funds and corresponding benchmarks require a surprisingly
long period of time before they provide
any indication of ultimate performance.
On average, a fund needs about six years
to “settle” into its final quartile ranking
versus peers. Funds can shift significantly
among quartiles, with 80% to 90% of funds
landing in at least three different quartiles
through the course of their lives. Based on
this analysis, we believe that drawing any
conclusions about a manager’s performance

earlier than five to six years into a fund’s
lifecycle can lead to incorrect conclusions
and poor selection of follow-on funds.
Given the staggered commitment approach
typical of private portfolios, this analysis
implies that investors should not attempt
to derive much meaning from private portfolio returns and benchmark comparisons
until the program is at least eight years old.
 The lack of a single “right” measure for
private investment performance has led to
inconsistent approaches across the industry
and difficulty decomposing the various
drivers of performance. We have developed
a framework that seeks to address this
problem by measuring success across a
series of key metrics and leveraging a set
of tools that can be applied in a consistent
manner. Taken together, these measures
demonstrate the degree of out/underperformance versus publics (using public
market equivalent analysis), the investor’s
manager selection skill (using medians and
quartile rankings against other funds raised
in a similar environment and employing
a similar strategy), and the investor’s skill
in selecting the right strategies at the right
times (through analysis of asset allocation
decisions versus custom benchmarks). ■
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P

rivate investments have the potential to
outperform public investments and therefore often play an important role in an investor’s
portfolio. However, private investments’ unique
characteristics relative to more traditional assets
like equities create challenges for understanding
performance. Public investments have widely
agreed upon benchmark criteria, including that
the benchmark must be: (1) appropriate—reflective of the manager’s investment style and
inclusive of a representative universe; (2) unambiguous—underlying components (and weights,
where applicable) should be clearly defined; and
(3) investable—the benchmark should represent
a viable opportunity set.
The nature of private investments—the long
lock-up of capital (typically 10+ years), the
impact of the J-curve as management fees are
called early in a fund’s life without offsetting
increases in portfolio company value (see “The
Lifecycle of a Private Investment” to the right),
and the managers’ latitude in valuing their portfolios—makes adherence to the basic principles
of benchmarking difficult. Investors in privates
have no control over the core investment decisions of when to call and return capital, which
assets to purchase, or when to exit. Further, the
confidential nature of private fund information
results in only a few data providers being able
to create representative benchmarks. Yet even
if an investor finds a benchmark that meets the
first criterion (“appropriate”), the ability to use
it is often undermined by the lack of transparency in terms of composition and weighting
of components. Finally, we’re not aware of any
private investments benchmark that’s truly
investable given the difficulty in accessing many
of the best-performing funds.
The lack of a single “right” measure of private
investment performance has led to inconsistent
approaches across the industry and difficulty

in decomposing the various drivers of performance. This paper offers a framework for
measuring the success of private investments
across a series of key metrics using a set of tools
that can be applied in a consistent manner.
Before we lay out the framework and show
how it works in practice, we first review the
various methods of calculating private investment performance and discuss when and how
to employ them. We then analyze fund performance to determine when the data can actually
provide meaningful guidance on relative
performance. Understanding the differences
in performance calculations and the length
of time required for performance to become
meaningful is critical knowledge to employ
the framework. Readers familiar with these
concepts may wish to skip to page 9.

The Lifecycle of a Private Investment
A unique aspect of private investments is the fund
lifecycle, or “seasoning.” The total fund lifecycle is often
referred to as the “J-curve” because as a fund ages, the
reported returns often resemble the shape of the letter
“J” when graphed. In the early years of a private equity
fund’s life, the payment of management fees without
corresponding increases in portfolio company valuation
often results in negative returns for a few years. Even
with the implementation of mark-to-market accounting,
managers have some latitude as to how they value
investments. In the absence of a true public market for
these companies, managers might use the discounted
cash flow method or the value of the most recent
financing round to value investments until exit values
become more certain. Managers commonly write down
poorly performing investments early in a fund’s life and
wait to significantly increase the value of good investments until just before exit. In many cases, exit values
increase 30% or more from the investment’s value in the
prior quarter. As a result, gauging fund performance is
difficult on an absolute and relative to peers basis until a
fund is well into its divestment period.
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Performance Calculations
The two most common measures of investment performance are time-weighted returns
(TWRs) and money-weighted returns, typically an internal rate of return (IRR). The two
calculations differ significantly, and IRR is the
most appropriate measure for private investments for a number of reasons outlined below.
In conjunction with measuring an investment’s
IRR, investors should also review cash-on-cash
multiples to get a more complete understanding
of performance, as IRRs can be misleading in
certain circumstances. Finally, the length of
time over which one measures performance
is very important. Longer time horizons, such
as five- or ten-year periods, provide a more
accurate sense of performance.
Time- and Money-Weighted Returns
A TWR (for example, an average annual
compound return) is calculated by geometrically
compounding quarterly returns over a specified
time horizon. TWRs capture the total return
earned over the specified period by $1 invested
on Day 1 of that period and are the standard
return measure for marketable investments.
As an absolute measure of private investment
performance, however, compounded quarterly
TWRs are misleading. Why? By definition,
a TWR calculation handles each quarter of
investment independently regardless of the
amount of dollars at work. This makes sense
for marketable investments because the investor
controls the investment decisions—every dollar
the investor decides to leave in the securities
over a given period will earn that period’s
TWR.
Private investments are different because
fund managers, rather than investors (limited
partners), control the decisions of when to call
and return capital, when to exit, etc., meaning

managers’ timing decisions meaningfully affect
performance. Because a compounded TWR
ignores key characteristics of a manager’s
performance, like realized net cash flows and
capital deployment decisions, it can paint a
distorted picture. In addition, the impact of
the relative magnitude (and timing) of capital
flows across quarters is not captured by the
compounded TWR calculation, which is problematic given the effects of the J-curve. Earlier
periods with relatively low activity but negative
performance (typically due to fees) will drive
overall compounded TWRs down even in cases
where a fund exhibited superior performance.
The solution is to use an IRR (also known as
an end-to-end or horizon return) to measure
private investment performance. The IRR
calculation extracts a return from a cash flow
stream composed of (1) the beginning net
asset value (NAV) for the time horizon, which
is treated as a cash inflow to the fund; (2) all
quarterly inflows and outflows within the
period; and (3) the final NAV, which is treated
as an outflow from the fund to the investor
(i.e., a distribution). TWRs and IRRs are equivalent over a single measurement period (one
quarter), but diverge when quarterly TWRs are
compounded. Because an IRR holistically looks
at the time horizon of interest and considers all
cash flows, it’s a superior indicator of ultimate
performance (though not a perfect one, as we
discuss later). Unlike the compounded TWR,
the IRR captures the impact of managers’
investment decisions.
TWRs and IRRs Can Lead to Very
Different Results. To highlight the differences in these calculations, Figure 1 shows
an extreme, but not uncommon, example of
how compounded TWRs can misrepresent the
performance of private investments. In this
example, the fund is valued at a 1.1x multiple
|
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Figure 1. The Disconnect Between IRRs and TWRs for a Single Private Investment
Hypothetical Example

Period Date

Quarterly
Contribution

Quarter 1

-150,000

Quarter 2

-150,000

Quarter 3
Quarter 4
Quarter 5

Quarterly
Distribution

Quarterly Net
Cash Flow

Quarter
Ending NAV

One-Quarter
Return

-150,000

143,864

-8.0%

-150,000

278,709

-6.9%

-100,000

-100,000

362,427

-4.9%

-300,000

-300,000

645,672

-3.3%

-200,000

-200,000

831,179

-1.9%

Quarter 6

-150,000

-150,000

999,139

2.0%

Quarter 7

-333,000

-333,000

1,570,269

20.6%

-130,530

1,733,789

2.0%

Quarter 8

-266,667

136,137

-1,649,667

136,137

1,733,789
IRR

15.3%

TVPI

1.1x

TWR

-1.6%

Source: Cambridge Associates LLC.

of invested capital, so one would expect the
return to exceed 0%, and it does with a positive
IRR of 15.3%. However, negative returns in
early periods result in a TWR of negative 1.6%
over the full period, which is certainly not
representative of actual performance—those
early periods have little capital at work, which is
accounted for in the IRR.
This divergence in returns is not confined to
individual fund analysis. Use of the different
methodologies can lead to very different results
at the private investment portfolio level as well.
In Figure 2, a private investment portfolio is
compared to the CA benchmark universe using
both measures (IRR and compounded TWR).
The top graph shows the portfolio’s performance against the relevant benchmark on an
IRR basis over one- through ten-year time
periods. In this comparison, the portfolio
outperforms the benchmark in seven of the ten

periods measured and outperforms over every
period longer than three years. The bottom
graph uses the same portfolio and benchmark
universe, but employs the compounded TWR
methodology to calculate returns. Using this
calculation, the portfolio only outperforms in
four of the ten periods. Notably, the largest
difference occurs over the six-year time period:
on an IRR basis, the portfolio outperforms
by 1,165 basis points (bps); on a compounded
TWR basis, the portfolio outperforms by
only 201 bps. The results are also directionally inconsistent at times. Over ten years, the
portfolio outperforms by 188 bps on an IRR
basis but trails the benchmark by 60 bps using
compounded TWRs! See “Convergence of
TWRs and IRRs Is Not a Given” on page 6 for
more on the use of IRRs versus TWRs.
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Figure 2. The Disconnect Between IRRs and TWRs for a Private Investment Portfolio
Hypothetical Example
IRR

30%

PI Portfolio

Pooled Benchmark

+1,165 bps

25%

20%
+188 bps
15%

10%

5%

0%

-5%

-10%
1 Yr

2 Yr

3 Yr

4 Yr

5 Yr

6 Yr

7 Yr

8 Yr

9 Yr

10 Yr

TWR

30%

25%
+201 bps

20%

-60 bps
15%

10%

5%

0%

-5%

-10%
1 Yr

2 Yr

3 Yr

4 Yr

5 Yr
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7 Yr

8 Yr
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Source: Cambridge Associates LLC.
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Convergence of TWRs and IRRs Is Not a Given
Many institutions use compounded TWRs to measure
the performance of private investments to maintain
consistent methodologies and compensation structures across the portfolio, and use the argument
that compounded TWRs and IRRs should converge
over time. This argument is flawed. Convergence
can happen to the extent that a portfolio approaches
“steady state”—that is, at least half of the portfolio is
composed of mature funds and there are no meaningful
strategy shifts or changes to the target allocation. At
steady state, a program’s net cash flows are the same
order of magnitude across periods (quarters). In this
situation, because cash flows are in the same “range,”
the TWR calculation’s independent handling of each
quarter will not distort performance. Note, however,
that even when compounded TWR and IRR results
have converged, the introduction of extreme cash
flows, which could happen in any number of scenarios
such as a huge win in venture or meaningful increase
or decrease in commitment pace, would immediately
cause the results to diverge again. The longer the time
horizon, the more severe such divergence can be.
The graph below illustrates this point using the
Cambridge Associates U.S. Venture Capital benchmark
universe. This universe is a reasonable proxy for a

steady-state portfolio because it comprises more than
900 funds across all stages of the fund lifecycle. The
IRRs and compounded TWRs seem to demonstrate
convergence until the tech bubble in 2000 and 2001.
At that point, the methodologies diverge significantly:
the IRRs continue to be impacted by large distributions
received in the late 1990s, while the compounded
TWRs are more heavily impacted by large scale
declines in valuations when the bubble burst. Once the
extreme event falls outside the considered time period,
the two methodologies converge once again.
In addition to measuring portfolio performance by
compounding TWRs, some institutions benchmark
IRRs for private investments against public TWRs.
As described in this paper, these calculations are
fundamentally different: one considers size and relative
timing of cash flows, while the other ignores this
distinction by considering each period independently.
Despite the popularity of benchmarks like S&P 500 plus
500 bps in investors’ policies on private benchmarking,
using a benchmark like this is an apples-and-oranges
comparison and is not appropriate. To more accurately
measure private performance, investors should use
IRRs to calculate private investment performance and
compare those returns to a public market equivalent
calculation.

U.S. Venture Capital Index: Five-Year Rolling Periods
March 31, 1990 – June 30, 2010

Annualized Return

80%
70%

Period IRR

60%

Linked Quarterly TWRs

50%
40%
30%
20%
10%
0%
-10%
-20%
Mar-90 Sep-91 Mar-93 Sep-94 Mar-96 Sep-97 Mar-99 Sep-00 Mar-02 Sep-03 Mar-05 Sep-06 Mar-08 Sep-09
Five-Year Period Ending

Source: Cambridge Associates LLC.
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Limitations of IRRs. While we believe
that IRRs are the most appropriate measure
for private investments, the metric is by no
means devoid of problems. Given that the IRR
assumes that all distributions are reinvested at
the same rate as the IRR itself, the performance
of early commitments can have a disproportionate impact (good or bad) on since-inception
performance. Early cash flows can “lock in”
subsequent long-term returns, leading the
IRR to overstate or understate the true level
of a portfolio’s returns. For an investor that
benefitted from strong venture capital distributions in the 1990s, for example, the IRR likely
overstates the true level of returns, because
subsequent investments are unlikely to have
generated the same level of returns. In the
hypothetical example in Figure 3, the entire
portfolio can be written off with little impact
on the IRR.

At the fund level, another issue for IRRs is
that they can be “managed” given the right
circumstances. Since IRRs are driven by the
size and timing of cash flows, to the extent
that a manager can create large distributions
early in a fund’s life, a manager can “lock in”
an overstated fund IRR. For example, tradingoriented distressed managers tend to have high
IRRs and low cash-on-cash multiples. In the
example in Figure 4, the fund generated meaningful distributions after only one year. These
large distributions will likely be recycled into
new opportunities, but have served to create
an outsized IRR compared to the more modest
multiple of invested capital.
To put IRRs in context, we recommend
always reviewing IRRs alongside cash-on-cash
multiples. Distributed to paid-in (DPI) and
total value to paid-in (TVPI) multiples provide
valuable insight into cash returns and cannot

Figure 3. Early Performance Strongly Influences IRRs for a Fund: Example 1
In this hypothetical example, the fund can be completely written off with a barely noticeable change in the fund's IRR.
Scenario A
Quarterly Net
Cash Flow
Year 1
-15
Year 2
-15
Year 3
0
Year 4
50
Year 5
25
Year 6
40
Year 7
15
Year 8
15
Year 9
15
Year 10
0
Ending NAV
20
TVPI Multiple
2.50x
IRR
55.3%
Impact of Portfolio Write-Off

Scenario B
Quarterly Net
Cash Flow
-15
-15
0
50
25
40
15
15
15
0
0
2.30x
54.6%
-69 bps

Source: Cambridge Associates LLC.
Note: Transactions occur at period-end for simplicity.
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Figure 4. Early Performance Strongly Influences IRRs for a Fund: Example 2
In this hypothetical example, a large early distribution leads to a high IRR but a low multiple.

Period
Quarter 1
Quarter 2
Quarter 3
Quarter 4
Quarter 5
Quarter 6
Quarter 7
Total

Quarterly
Contribution
-150
-900
-400
-100

-1,550

Quarterly
Distribution

250

300
400
500
1,450

Quarterly Net
Cash Flow
-150
-650
-400
-100
300
400
500
950
IRR
TVPI

Quarter
Ending NAV

950
58.0%
1.5x

Source: Cambridge Associates LLC.

be “locked in” or managed like the IRR can.
In addition, investors with established, mature
portfolios whose since-inception returns are
affected by this phenomenon may prefer to
emphasize five- and ten-year returns that
exclude prior periods of strong cash flows.
Understanding the differences in the TWR
and IRR calculation methodologies and their
limitations is critical to appropriately establish
private investment benchmarking policies
and to properly interpret private investment
performance.
Incorporating Private Investments into
the Total Portfolio Return. While we do not
consider TWRs an adequate measure of private
investment performance, in one area the use of
quarterly TWRs is not only relevant, but necessary—the calculation of total portfolio (i.e.,
marketable and private investment) returns.
In this context, the use of quarterly TWRs
is acceptable because the private investment
returns are not compounded across quarters
to generate a TWR, but rather the quarterly
private return is included as part of a weighted
average quarterly return for the total portfolio.
These combined quarterly portfolio returns can

then be compounded across time periods to
create a total portfolio return inclusive of both
public and private investments.
The Importance of Time
The length of time over which investors
measure performance is important. Return
calculations for shorter periods place less
emphasis on cash flows and are more sensitive
to period-ending valuations. While accounting
rules have changed to require mark-to-market
valuations, managers use a variety of different
methodologies in calculating fair value (some
are much more conservative than others),
leading to variability in ending valuations.
Shorter time periods can also be greatly influenced by recent changes in commitment pace,
a strategy shift, or extreme economic events.
In the case of a mature, stable portfolio where
commitments have been fairly constant over a
long period of time and strategy implementation has remained fairly consistent, shorter
time period returns, including those over
one- and three-year periods, can offer some
significance. However, in most cases, a five- or
ten-year return gives a more accurate sense of
performance.
|
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When Do Returns
Become Meaningful?
Understanding the length of time (and patience)
required before any meaningful assessment
of private investment performance can be
made is a critical aspect of our benchmarking
framework.
Many investors perform quantitative benchmarking analysis on funds and portfolios that
we consider to be very young and for which
such comparisons may be misleading. While
there is widespread understanding of the
J-curve (fund seasoning) among private investors, there is little definitive information about
when returns for a fund actually become meaningful. We have completed an analysis showing
that fund performance takes quite some time
to become meaningful, a concept that underlies
our benchmarking framework.

Given the variations in fund lifecycles and valuation methodologies, we analyzed more than
2,100 private investment funds raised between
1995 and 2005 to determine when fund returns
begin to provide meaningful guidance as to a
fund’s relative performance. While there’s some
variation around the mid-1990s, our analysis
shows that most funds require about six years
before they “settle” into their ultimate quartile
rankings as measured by IRR, and some strategies and vintages do not settle until sometime
during year seven. On average, funds have
settled into their ultimate quartiles between 5.8
years and 6.8 years into their lives (Figure 5).
The argument could be made that if a fund
tends to oscillate between two quartiles before
ultimately settling sometime around year six
of its life, then assessing relative performance
may, in fact, be meaningful at an earlier point in
time. However, our analysis shows that 80% to

Figure 5. Median Number of Years to Settle into Final Quartile Ranking
As of September 30, 2012 • Vintage Years 1995–2005
9

Number of Years

8
7
6
U.S. Private Equity
U.S. Venture Capital
Global ex U.S. PE/VC
Real Estate
Natural Resources*

5
4
3
1995

1996

1997

1998

1999

2000
Vintage Year

2001

2002

2003

2004

2005

Source: Cambridge Associates LLC.
Notes: Graph shows the median age at which a fund settles into its final quartile ranking for each vintage year. The top and bottom 5%
of each asset class are considered outliers and were excluded from the analysis.
* Vintage years 1995, 1997, and 1999 for natural resources have an insufficient number of funds in the sample to produce a meaningful
analysis.
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90% of all funds in the sample were at one time
ranked in three different quartiles during the
course of their lifecycles and about 40% were
ranked in each of the four quartiles at some
point (Figure 6). In addition, 37% of the funds
in our universe shifted quartiles between years
six and seven of their lives, and 22% continued
to shift between years eight and nine (Figure 7)!
Based on this analysis, we believe that placing
too much weight on a manager’s performance
earlier than five to six years into a fund’s life
cycle can lead to incorrect conclusions and
poor selection of follow-on funds. Save for a
big, obvious win or, conversely, a big, obvious
loss, investors should pay little attention to any
comparative benchmarking until an investment
is at least five years old. In practice, this is a
difficult exercise for investors and one that they
understandably struggle with. In our view, early
follow-on decisions should not be based on

performance alone, but grounded in a thorough
understanding of a manager’s organization,
strategy, and ability to execute.
At the portfolio level, our analysis implies that
investors should not attempt to derive much
meaning from aggregate private portfolio
returns and benchmark comparisons until the
program is at least eight years old, assuming a
steady commitment pace. Investors that ramp
up commitments in the years following a
portfolio’s inception should wait even longer.
Ignoring returns for a meaningful portion
of the portfolio is understandably difficult.
To ensure insight into the performance of
“seasoned” funds, investors could consider
grouping the private investment portfolio into
“mature” and “less mature” sub-portfolios for
reporting purposes, with appropriate attention
to performance and full benchmarking detail
focused on the mature funds.

Figure 6. Number of Quartile Rankings Experienced Throughout Fund Life
As of September 30, 2012 • Vintage Years 1995–2005

Percentage of Total Number of Funds

100%
90%
80%

4

4

4

3

3

4

4

3

3

2
1
U.S. Private Equity

2

2

2

1
U.S. Venture Capital

1
Global ex U.S. PE/VC

1

70%
60%
50%
3

40%
30%
20%
10%
0%

Real Estate

2
1
Natural Resources

Source: Cambridge Associates LLC.
Notes: Graph shows the number of different quartile rankings each fund experienced throughout the life of the fund or as of
September 30, 2012. Rankings are on a quarterly basis.
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Figure 7. Quartile Movement by Fund Age

Percentage of Active Funds Shifting Quartiles

As of September 30, 2012 • Vintage Years 1995–2005
90%
U.S. Private Equity

80%

U.S. Venture Capital
70%

Global ex U.S. PE/VC
Real Estate

60%

Natural Resources

50%
40%
30%
20%
10%
0%
0–1

1–2

2–3

3–4

4–5
5–6
6–7
Age (Years Since Fund Inception)

7–8

8–9

9–10

Source: Cambridge Associates LLC.
Notes: Graph shows the percentage of active funds that shifted quartile rankings for each year of the fund's life. The top and
bottom 5% of each asset class are considered outliers and were excluded from the analysis.

Framework for Benchmarking
Private Investments
Having examined the best method to calculate
private investment performance and the length
of time for relative performance to become
meaningful, we propose a framework for
benchmarking private investment portfolios that
looks broadly at these investments, assessing
the degree of out/underperformance versus
public alternatives, the investor’s manager selection skill, and the investor’s skill in selecting
the right strategies at the right times. Investors
employing the tools we suggest to evaluate each
of these aspects of the investment will be able to
answer the following three questions:
 Was the decision to allocate capital to
privates a good one?
 Did we select good managers?
 Within our private investments, did we
make good allocation decisions?

Performance vs. Public Markets
We believe that comparing private investment returns to public market alternatives is
the best way to evaluate whether the decision
to allocate capital to private investments was
beneficial. Public market equivalent (PME)
analysis provides an answer to the fundamental
question: Was it worth taking on the illiquidity?
A PME represents a private investment—
specifically private transactions—under public
market conditions. Private investment contributions are invested “on paper” in a chosen public
market index and distributions are taken out
of the public index. Performance of this public
equivalent can then be measured through using
private investment metrics such as IRRs and
multiples, and the results are then compared
to the corresponding measures for the actual
private investment to compute value add.
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Some investors argue against the use of PME
because it’s a mathematical construct and no
investor would or could have invested in this
way. While this is a legitimate concern, any
methodology that is broadly applicable and
properly accounts for the time value of money
in the private investment cash flows requires
some sort of construct. Certain approaches
allow for private-to-public comparisons under
specific conditions (e.g., what if private investment commitments had been funded from a
bond allocation and proceeds reinvested in
a public equity allocation), and while these
are informative in proper context, they’re not
broadly applicable.
Another consideration is the end-point sensitivity of this type of analysis. PME results can
be heavily impacted by the state of the public
markets over shorter periods of time. For
example, few private investments will show
outperformance in the current environment
given the run-up in many public markets since
2009. The need to focus on longer periods of
returns, as discussed earlier, pertains to PME
analysis as well. Over the long term, these nearterm dislocations between public and private
valuations will have less impact on the analysis.
Which PME? We considered numerous PME
and non-PME private-to-public comparison
methodologies as part of our research. Each
possesses slightly unique characteristics and
exhibits varying degrees of robustness. They
rank differently in terms of consistency, and
conclusions about private investment value add
(sign and magnitude) can vary across methodologies. Some of the most widely recognized
methodologies include:

 Long-Nickels (simple PME): Actual private
investment contributions are invested in
public market index, and actual distributions are taken out.
 Strengths: This approach is common
and intuitive.
 Considerations: When private investment distributions are high, public
returns may not be strong enough to
boost PME NAV to a level that can
fund these distributions in the public
equivalent, triggering the “negative
NAV” problem that can, in turn, lead to
unintuitive/non-meaningful results.
 Kaplan-and-Schoar (K&S) PME: A ratio
of future values of private investment
distributions and contributions, invested at
the public index return. A ratio greater than
one implies private investment outperformance. This approach is labeled “PME” but
is not actually constructed by buying/selling
public shares per the private investment
cash flow schedule.
 Strengths: This approach is well known,
intuitive, easy to explain, and avoids the
pitfalls of the IRR calculation.
 Considerations: The ratio is not consistently indicative of the magnitude of
value add.
In an effort to address the potential issues
associated with existing methodologies, we
developed a new measure, the Cambridge
Associates Modified PME, or mPME. Like
the Long-Nickels method, mPME assumes
that private investment capital calls are used to
purchase public shares, while private investment distributions represent the sale of those
shares. However, under mPME, private investment contributions are invested in the public
market index, and distributions are taken out in
|
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the same proportion as in the private investment.
Specifically, with each distribution, mPME
“sells” the same proportion of the dollar value
of shares owned by the public equivalent as the
private investment sells in private shares.1
This methodology is robust. In contrast to
other PME methodologies, mPME ensures
that distributions from the public equivalent
will—by design—never exceed what is available for distribution, avoiding the “negative
NAV” problem. In addition, it allows for the
calculation of DPI and TVPI multiples that
can be compared to a private fund or portfolio.
Comparing private investments to the public
alternative on both an IRR and multiples basis
gives investors a clear understanding of relative
performance.
Some PME methods try to incorporate the
impact of leverage on returns by making
blanket assumptions about its use by managers.
While true that leverage can be a significant
component of private investment returns,
the goal of the PME analysis is to determine
if investors have been compensated for the
illiquidity and administrative burden of private
investments. As such, the leverage question
does not play a role in this particular analysis.
Which Public Index? Role in portfolio
should be the driving factor in selecting the
appropriate public market index to use in
mPME analysis. A simple approach would be
to consider all private investments as growth
drivers in the overall portfolio and lump them
together versus a single public index that is
based on the return objective for the allocation.
Our methodology assumes contributions and
distribution occur on the middle day of the quarter.
Assumptions about the timing of cash flows can have
a meaningful impact on the PME calculation because
a small number of days in or out of public markets can
make a substantial difference.

1

A slightly more complicated approach would be
to break out the portfolio into growth (VC/PE)
and inflation hedging (some natural resources
and real estate strategies) and assign different
public indices for each. Arguably, either of
these methods should provide a reasonable
point of comparison to the public alternatives.
The decision of whether to lump or split the
portfolio into various benchmarks is unique to
each investor and should be based on the role
that private investments are perceived to serve
within the larger portfolio.
Premium Over Publics. Another investorspecific decision is whether private investments
should require a specified premium over public
markets. Nearly all institutions invest in private
investments due to their history of generating
returns in excess of what is usually achieved in
traditional, marketable asset classes. The tradeoff for investing in privates is illiquidity and
the added administrative burden of completing
detailed subscription documents, managing
the capital call and distribution cash flows, and
dealing with a potentially more complicated
audit process. An investor with a sufficiently
liquid portfolio and large back office staff
may determine that any premium over public
markets is a good outcome for private investments. Another investor with a largely illiquid
portfolio or with fewer administrative resources
may require a premium over public indices to
justify locking up additional capital. Typical
premiums average 3% over public markets. At
first glance, a premium of 3% may not sound
like much. However, assuming a 6% real return
on public investments over the long term,
the resulting 9% required return on private
investments is actually a 50% increase over the
required return for publics!
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Manager Selection
The second question in our benchmarking
framework is: did we select good managers? Once an
investment is mature enough to merit detailed
benchmarking, we believe private investment
medians and quartile rankings provide the best
measure of whether a given investment was
a good selection compared to other private
funds raised in the same environment and that
employ a similar strategy. Other metrics often
used to gauge a fund’s relative performance
such as the pooled return, which can be skewed
by the larger funds in a benchmark, or the
arithmetic mean, which is impacted by the
dispersion of returns within the sample set, are
less meaningful indicators.
The appropriate peer universe is specific to
the role an investment plays in each investor’s
portfolio. One investor may choose to benchmark a U.S. IT-focused venture fund raised
in 2004 against other U.S. IT-focused venture
funds raised in the same year, while another
might benchmark that same fund against global
venture funds (including all strategies) raised in
2004. The desire to evaluate a fund versus very
closely related funds must be balanced against
the need to maintain a minimum number of
funds in the universe to return a statistically
meaningful result. A minimum of 20 funds
provides an ideal sample set, with five funds
present in each quartile. A minimum of 12
funds is probably necessary to provide significant results in terms of quartile breakpoints.
Investors mainly concerned with comparing to
a median may consider a universe as small as
eight funds meaningful.
While private-to-private benchmarks are the
best gauge of manager selection skill, PME
analysis can also be instructive. For this
analysis, investors may compare manager
performance to the most similar public index

for each manager or each fund. For example,
the Russell 2000® Index could be used for
venture funds, the MSCI All Country World
Index could be used for global large-cap buyout
funds, and the NAREIT Industrial could be
used for industrial-focused real estate funds.
Allocation Decisions
The third question in the framework is: within
our private investments, did we make good allocation
decisions? To examine the value added as a
result of allocation decisions within private
investments, we recommend creating customweighted pooled benchmarks. Investors can use
this methodology to gauge the effectiveness
of specific strategy and sub-strategy allocation
and timing decisions. Suppose an institution
had been investing in private equity since 1995
but didn’t allocate to venture until 2000. To
conduct an analysis on allocation decisions, the
investor would construct a benchmark based
on the weights of the actual allocations of the
portfolio and then compare that result with a
second benchmark based on alternative allocation weightings. Comparing two benchmark
scenarios allows investors to isolate the effectiveness of allocation decisions and quantify the
value add without the impact of manager selection. This methodology can be used to gauge
strategy, vintage year, and geographic allocation
decisions.
There are two important methodological
variables associated with this type of analysis—
the type of data used in the analysis and the
weighting methodology.
Custom-weighted benchmarks can be
constructed using either the combined IRR
method or pooled transaction method. The
combined IRR method “calculates” a return
from a series of IRRs (weighted average IRR),
while the pooled transaction method pools
|
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the underlying transactions of the benchmark
universe to create a stream of cash flows on
which to calculate an IRR. The two approaches
are completely different mathematically and
intuitively and may or may not produce similar
results. We believe that pooled transaction
method is the correct way to create customweighted benchmarks.
The only way to calculate a true benchmark
return for the purposes of assessing allocation
choices is to construct a benchmark in the
same manner that a portfolio is constructed.
Combining the underlying cash transactions of
the benchmark universe produces a composite
stream of cash flows that is representative of
real investment decisions and actual IRRs can
be calculated from the results. While medians,
arithmetic means, quartiles, minimums, and
maximums all provide useful context to understand the performance of an individual fund,
when considering any more elaborate composite
(for example, multi-vintage year, multi-strategy
portfolios, etc.), any mathematical combination of the underlying returns (IRRs) has little
chance of producing a number that matches
the true return had the portfolio been invested
in the specified manner. Put differently, more
elaborate composites created by combining
IRRs are arbitrary numbers that may “feel”
right, but are not reflective of what one could
accomplish by “investing in the benchmark.”

and the intent of the allocation analysis is to
eliminate the influence of manager selection. In
addition, since both invested capital and market
value will change over time, weighting by either
of these measures would call for the ongoing
“restatement” of weightings over time.
The results of this dynamic analysis may
influence how investors think about portfolio
construction and exposures, and could impact
how the portfolio is invested going forward
based on lessons learned from the past. While
PME and private investment medians and quartiles are useful as defined benchmarks that are
monitored from quarter to quarter for mature
funds and portfolios, the allocation analysis
described above is best reserved for periodic,
in-depth portfolio reviews. Pooled custom
benchmarks, weighted by investor commitments, allow investors to evaluate performance
in a dynamic way and provide insights into
longer-term trends—a static benchmark would
not serve this purpose.

The next question that naturally arises asks
which weighting methodology should be
applied to the cash flows—commitment,
invested capital, or market value. The simplest
answer is that weights should be determined
by the decision that investors control—they
only control the scale and timing of commitments. Invested capital and market value are
dynamic measures over which investors have
no control. Managers control these decisions
|
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The Framework in Practice:
A Case Study
A complete review of private portfolio performance should always start with a review of the
portfolio’s maturity. In this case study, over
80% of the portfolio is invested in funds that are
at least five years old. However, a look-through
to when the capital was actually invested reveals
that less than 60% of the invested capital has
been in the ground for at least five years (Figure
8). A portfolio can be considered mature if at
least 40% of the invested capital has been in the
ground for five years or more.
The next step in the analysis is to consider how
additive the private investments have been as
compared to the public market alternatives.

Figure 9 demonstrates that once the sample
portfolio began to mature around 2004, private
investments have consistently added value over
time. After narrowing from 2003 to 2007, the
spread widened slightly in 2008 during the
global financial crisis as public markets fell
significantly more than private investments.
In 2012, the spread narrows and inverts with
publics outperforming as they recovered from
the extreme losses suffered in the downturn.
To smooth out the impact of extreme periods
of performance, investors may prefer to review
rolling five- or ten-year periods as we do in
Figure 10. This also addresses the potential
issue of an IRR that’s “locked-in” due to strong
early cash flows.

Figure 8. Case Study: Examination of Private Investment Portfolio Maturity
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Source: Cambridge Associates LLC.

|

16

Private Investments

Figure 9. Case Study: Did Allocating to Privates Add Value? Since Inception Analysis
Since Inception Public Market Equivalent
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35%
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Source: Cambridge Associates LLC.
Notes: Cambridge Associates Modified Public Market Equivalent (CA mPME) is composed of the following public indices: S&P 500,
Russell 2500™, FTSE® NAREIT All Equity REITs, and S&P GSCI™ Energy. Dashed line prior to September 30, 2004, indicates that
the portfolio is not mature yet and therefore analysis is not meaningful.

Figure 10. Case Study: Did Allocating to Privates Add Value? Rolling Ten-Year Analysis
Rolling Ten-Year Public Market Equivalent
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Source: Cambridge Associates LLC.
Notes: Cambridge Associates Modified Public Market Equivalent (CA mPME) is composed of the following public indices: S&P 500,
Russell 2500™, FTSE® NAREIT All Equity REITs, and S&P GSCI™ Energy.
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Evaluating manager selection is the second part
of the framework. Again, investors will first
want to understand the investments’ maturity to
determine whether the benchmark comparisons
are meaningful. For this case study, Figure 11
details the breakout of mature versus immature
commitments by strategy. Looking just at the
mature funds, we analyze both the quartile
placement by capital invested (Figure 12) and

quartile ranking by strategy (Figure 13). In this
example, 55% of the mature portfolio has been
invested with funds that have outperformed
the median fund in the benchmark. Looking
at quartiles by asset class of mature funds, the
investor has done a good job selecting energy
managers and has done less well in the venture
capital space.

Figure 11. Case Study: Did Manager Selection Add Value? Maturity Analysis
Mature vs. Immature Funds
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Source: Cambridge Associates LLC.
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Figure 12. Case Study: Did Manager Selection Add Value? Performance of Mature Funds
Mature Portfolio by Quartile
(Based on Invested Capital)
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Source: Cambridge Associates LLC.
* Funds unable to be ranked due to a limited sample size.

Figure 13. Case Study: Did Manager Selection Add Value? Quartile Rankings of Mature Funds by Strategy
Quartiles for Mature Portfolio by Asset Class
(Based on Capital Invested)
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The final part of the framework aims to
measure allocation decision attribution. This
analysis does not apply a standard benchmark,
but instead seeks to answer portfolio-specific
“what if” questions by comparing two benchmark scenarios. For this particular portfolio, the
investor could examine the following decisions
(among others):
 All of the energy exposure has been through
private equity–style managers. What if historical commitments to the sector had been split
between energy private equity managers and
upstream & royalties managers?
 A portfolio of 100% energy private
equity (based on the investor’s commitment pace and sizing) outperforms a
similar portfolio of 75% energy private
equity/25% energy upstream & royalties by 20 bps. Therefore, the decision
to only invest in private equity–style
managers was additive.
 What if the institution had invested its
heavily U.S.-focused buyouts portfolio more
globally since the start?
 A buyouts portfolio of 70% United
States, 20% Europe, and 10% Asia and
Rest of World outperforms the investor’s actual geographic allocation by
approximately 70 bps. Therefore, the
investor would have benefitted from
geographic diversification.
 The investor’s venture portfolio is heavily
weighted toward IT and diversified venture
funds. Would the institution have benefitted from doing more health care–focused
venture funds?
 The investor’s decision to focus only
on IT and diversified focused funds
resulted in approximately 100 bps of
outperformance. Therefore, the decision
to avoid health care–focused strategies
was additive.

Conclusion
Measuring and benchmarking private investment performance is an ambiguous and
complex process. The lack of a single “right”
measure leads to inconsistency across the
industry and makes it difficult to decompose
the various drivers of performance. Our framework seeks to solve that problem by identifying
the key performance questions to address and
then measuring success across a series of key
metrics using a set of tools that can be applied
in a consistent manner.
While the framework provides answers to the
key questions, investors should wait until their
portfolios are sufficiently seasoned before
deriving any meaning from the results. The
possibility of strong returns drives investors toward private investments, but those
investors must go into privates with a clear
understanding of the patience required to
measure and realize these returns. In many
cases, the ultimate payout from private investments is realized long after staff and investment
committees have turned over. Understanding
the potential for this asset class and embracing
the reality that returns are not meaningful for
quite some time, and therefore investment decisions should not be based on early returns, is a
crucial element for success. ■
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Cambridge Associates LLC
Overview of Private Investments Performance Data and Services

1. Overview
Cambridge Associates' Private Investments Database is one of the most robust collections of
institutional quality private fund performance. It contains the historical performance records of
over 1,600 fund managers, their more than 5,600 funds (as of Q3 2013), and gross performance
information of the nearly 70,000 investments underlying these funds; this is the largest collection
of portfolio-level performance information in the world. This performance information is
drawn from the quarterly and audited annual financial statements of the fund managers and the
managers' reported performance numbers are independently verified by Cambridge Associates.
Every quarter, our team of over 40 performance analysts based in Arlington, VA and Singapore,
update the performance of more than 4,000 active funds in the database.
2. Institutional Quality Data
Cambridge Associates strives to include only institutional quality funds in our benchmarks.
“Institutional quality” funds, in our definition, tend to meet the following criteria: closed-end
funds, commingled funds that invest 3rd party capital (we exclude firms that invest off of their
balance sheet, such as a bank’s principal investing group or a corporate’s venture capital arm),
fund vehicles that are structured to be acceptable to typical sophisticated investors, and funds
that are of a sufficient size relative to their asset class/geographic investment strategy in order to
permit the entry of large institutional investors. This institutional quality screen provides
investors with performance data consistent with their investible opportunity set.
3. Sources of Benchmark Data
Our benchmark database utilizes the quarterly unaudited and annual audited fund financial
statements produced by the fund managers (GPs) for their Limited Partners (LPs). These
documents are provided to Cambridge Associates by the fund managers themselves. Unlike
other data providers, Cambridge Associates does not use Freedom of Information Act (FOIA)
requests, regulatory filings, manager surveys, or press “scrapings” to obtain information. We use
a number of paths to encourage fund managers to submit their performance data to our
database: our clients for whom we provide private investment performance reporting, our
research organization’s meet regularly with thousands of managers, we have special projects
designed to enhance existing benchmarks or launch new ones, we have exclusive relationships
with over ten globally-diverse fund manager associations, and finally, we have an exclusive
relationship with the Institutional Limited Partners Association (ILPA). By leveraging these
varied sources and proprietary relationships, Cambridge Associates has constructed a rich and
diversified benchmark data set.
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4. Verifying Data Accuracy and Classifying Funds
Each quarter the necessary cash flow data is extracted from managers’ financial statements. In
the limited number of cases in which a manager does not submit its performance data to
Cambridge Associates on a timely basis, quarterly returns may be calculated based on client data
or preliminary data provided by the manager. However, once the manager’s financials are
received, the data is reconfirmed and, if necessary, revised accordingly. Any data discrepancies
are addressed through direct reconciliation of the data with the fund manager.
Our proprietary data input tool conducts several automated tests on fund, client, and companylevel data to ensure completeness and accuracy prior to inclusion in the database. Once a fund
has been updated with new data (whether via a quarterly update or when adding a new fund to
the database) it goes through a quality control process. When all funds for a given asset class are
updated, the Benchmark Services team makes a final quality check before the finalized
benchmark statistics are reported.
As we are sourcing data from information that is included in audited financial statements
released by fund managers’ accounting firm, we have an additional level of verification, as
opposed to those data providers who rely on manager-reported surveys.
In addition to performance information, Cambridge Associates is constantly reviewing
classification information on managers in the database to ensure accuracy. For example,
Cambridge Associates conducts over 2,000 meetings and calls with fund managers annually, and
regularly reviews our database information to ensure that a manager’s classifications in terms of
fund strategy, geographic and sector focus are up-to-date.
Cambridge Associates assigns funds to the vintage year in which they were legally formed, or
their “legal inception date,” which is typically around the first close.
5. How Benchmarks are Calculated
Cambridge Associates uses the end-to-end internal rate of return calculation to calculate the
official quarterly, annual, and multi-year index figures. The End-to-End IRR (E2E)
performance calculation is similar to the Since Inception IRR; however, it is measuring the
return between two points in time. The calculation takes into account the beginning NAV (if
any), the quarterly cash flows and the ending NAV (if any). All cash flows are recorded on the
mid-period date of the quarter. In order for a fund to be included in an E2E IRR calculation,
the fund must have at least one quarterly contribution, distribution or NAV during the time
frame being measured. The calculation takes into account the beginning NAV of the time frame
being measured, the quarterly cash flows and the ending NAV. Similar to the since inception
IRR, the E2E IRR is annualized for time frames greater than one year.
Money Weighted Returns (MWRs)/IRRs versus Time Weighted Returns (TWRs)
TWR is the standard return measure used for marketable investments. It captures the total
return earned over the specified period by one dollar invested on day one of that period. This
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makes sense for marketable investments because the investors control the investment decisions,
therefore every dollar they decide to leave in the securities over a given period will earn that
period’s TWR. As an absolute measure of private investment performance, however,
compounded quarterly TWRs are misleading because a TWR calculation handles each quarter of
investment independently regardless of the amount of dollars at work.
Private Investments are different because the fund managers, rather than investors, control the
decisions of when to call and return capital and when to exit. In contrast to marketable
securities, manager decisions rather than client decisions drive performance. Because a
compounded TWR ignores realized net cash flows and capital deployment decisions, it can paint
a distorted picture, and thus is not as useful a measure of private investment performance. In
addition, in the presence of a J-curve, the impact of the relative magnitude (and timing) of
capital flows across quarters is not captured by the compounded TWR calculation. Earlier
periods with relatively low activity but negative performance (typically due to fees) drives overall
compounded TWR down even in cases where a fund exhibited superior performance.
IRR is a better measure because it considers time horizon and cash flows. Unlike the
compounded TWR, it captures the impact of investment decisions by managers.
6. Timing of Preliminary and Final Benchmarks and Data Evolution
The Cambridge Associates’ benchmarks are reported on a one-quarter lag from the end of the
performance quarter due to the reporting time frame of private investments fund managers.
Cambridge Associates does not rely upon FOIA requests and other public sources of data, so
our benchmarks do not suffer from the “FOIA time lag” that can sometimes cause months of
additional delays to the benchmarks prepared by other providers.
When all of a benchmark group’s (e.g., US Venture Capital) performance information is updated
for a quarter, say 2013 Q1, that benchmark is considered “final” and published via the quarterly
benchmark reports. Once a benchmark group is published, the data for that particular group is
“frozen” until all other benchmarks are published for the performance quarter. Over a matter of
weeks, additional benchmark groups are finalized until all benchmarks are published. During
these periods when benchmarks are being finalized on a rolling basis, the data in the database
will remain frozen; this period of frozen data usually lasts for a matter of weeks.
Once all benchmark groups for a performance quarter are published, Cambridge then
“unfreezes” the database and begins updating historical data for all funds, which can include
adding a new fund and its performance history to the database (“backfills”) and/or updating
past information for an existing fund due to late-arriving, updated, or refined information.
Whereas historical updates are immediately visible to users, updates to the next performance
quarter, say 2013 Q2, are not available until a benchmark group goes into “preliminary” mode.
For example, when at least 50% of the number of funds and 70% of the previous quarter’s NAV
in a benchmark group have been updated for the 2013 Q2 period, Cambridge Associates will
release “Preliminary” data to its clients and on the Benchmark Calculator in order to give clients
a preview of that quarter’s performance. 2013 Q2 data will then go “final” and be published on
a rolling basis as described above.
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This process of making data available for a certain performance quarter at different times
explains why the data in a published “final” report will remain static on the Benchmark
Calculator for some period of weeks, but then may change as first, historical updates are applied,
and then the next performance quarter’s preliminary data becomes available.
One final reason why performance information can change in the database over time is that
Cambridge Associates may change the classification of certain funds; this often driven by the
evolution of private investments and the resulting need to introduce new benchmarks or refine
our classification scheme. For example, as buyout strategies have evolved over the years, the
definition of what is a “large cap” buyout has changed and we have moved funds accordingly.
7. Managing Funds that Stop Reporting their Performance
In order to track the performance of a fund in our benchmarks, we require the complete set of
financial statements from the fund’s inception to the most current reporting date. When an
active fund stops providing financial statements, we reach out to the manager and make several
attempts to encourage them to submit their data. We may, during this communication period,
roll forward the fund’s last reported quarter’s net asset value (NAV) for one or two quarters.
When we are convinced that the manager will not resume reporting to us, the fund’s entire
incomplete performance history is removed from the database. This approach is in marked
contrast to some other data providers that choose to keep incomplete performance records in
their database and continually roll forward the last-reported quarters’ NAV, leaving an
incomplete and inaccurate record of that fund’s performance.
When fund managers stop reporting before their fund’s return history is complete, an element of
“survivorship bias” may be introduced to a performance database, which could skew the
reported returns upwards if the funds dropping out had poorer returns than those funds that
remained. Survivorship bias can affect all investment manager databases, including those for
public stock managers and hedge funds. Compared to public stocks and hedge funds, however,
the illiquid nature of private investments can actually help limit this survivorship effect. Whereas
an underperforming stock manager may simply close up shop or drop out of databases as clients
liquidate their positions and fire the manager, private investment partnerships owning illiquid
assets continue to exist and require reporting to the limited partners, even if the original manager
ceases to exist.
Over the last five years the number of fund managers that stopped reporting to Cambridge
Associates represented between 0.7% to 0.4% (per year) of the total funds in our database;
during that same period the overall number of funds in our database increased between 7% to
10% per year. The performance of these funds that stopped reporting was equally spread
amongst all quartiles and was not concentrated in bottom quartile managers.
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Private Equity Performance: What Do We Know?

Robert S. Harris*, Tim Jenkinson** and Steven N. Kaplan***

Abstract
We present evidence on the performance of nearly 1400 U.S. private equity (buyout
and venture capital) funds using a new research-quality dataset from Burgiss, sourced
from over 200 institutional investors. Using detailed cash-flow data, we compare
buyout and venture capital returns to the returns produced by public markets. We find
better buyout fund performance than has previously been documented. Average U.S.
buyout fund performance has exceeded that of public markets for most vintages for a
long period of time. The outperformance versus the S&P 500 averages 20% to 27%
over the life of the fund and more than 3% per year. Average U.S. venture capital
funds, on the other hand, outperformed public equities in the 1990s, but have
underperformed public equities in the 2000s. Our conclusions are robust to various
controls for risk. We also compare the Burgiss evidence to that derived from other
commercial datasets. Private equity performance in Cambridge Associates and Preqin
is qualitatively similar to the performance in the Burgiss data. Consistent with
Stucke’s (2011) finding of a downward bias, buyout performance is markedly lower in
the Venture Economics data.
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Despite the large increase in investments in private equity funds and the concomitant increase in
academic and practitioner scrutiny, the historical performance of private equity (PE) remains
uncertain, if not controversial. The uncertainty has been driven by the uneven disclosure of
private equity returns and questions about the quality of the data that have been available for
research. While several commercial enterprises collect performance data, they do not obtain
information for all funds; they often do not disclose, or even collect, fund cash flows; and the
source of the data is sometimes obscure, resulting in concerns about biases in the samples.
Furthermore, some data are only periodically made available to academic researchers.
In this paper, we use a new research-quality data set of private equity fund-level cash
flows from Burgiss. We refer to private equity as the asset class that includes buyout funds and
venture capital (VC) funds. We analyze the two types of funds separately. The data set has a
number of attractive features that we describe in detail later. A key attribute is that the data are
derived entirely from institutional investors (the limited partners or LPs) for whom Burgiss’
systems provide record-keeping and performance monitoring services. This feature results in
detailed, verified and cross-checked investment histories for nearly 1400 private equity funds
derived from the holdings of over 200 institutional investors.
Using these data, we reassess the performance of private equity funds in absolute terms
and relative to public markets. Our results are markedly more positive for buyout funds than
have previously been documented with commercial datasets. We also compare the Burgiss
evidence to that derived from the other major commercial datasets – Cambridge Associates,
Preqin and Venture Economics. Private equity performance in Cambridge Associates and Preqin
is qualitatively similar to the performance in the Burgiss data. Consistent with Stucke’s (2011)
finding of a downward bias, performance is lower in the Venture Economics data, particularly for
buyout funds.
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Analyzing the cash flow data from Burgiss, we find that average U.S. buyout fund returns
have exceeded those of public markets for most vintages since 1984.

The public market

equivalent (PME) method of Kaplan and Schoar (2005), which compares how much a PE fund
investor actually earned net of fees to what the investor would have earned in an equivalent
investment in the public market, shows that outperformance versus the S&P 500 averages 20% to
27% over the life of the fund and more than 3% per year. Buyout fund outperformance remains
similar in magnitude using other benchmarks, such as the Nasdaq and the (small-cap) Russell
2000, and is lower, but also positive, measured against the (small-cap) Russell 2000 value index
and Fama-French size deciles. These results are consistent with those in Robinson and Sensoy
(2011a) who use data from a single large LP who, they argue, invested very much like an index
fund, particularly for buyout funds. Average venture capital fund returns in the U.S., on the other
hand, outperformed public equities in the 1990s, but have underperformed public equities in the
most recent decade. Although we cannot directly estimate the systematic risk of the underlying
portfolio companies, our results, for both buyouts and venture capital funds, are qualitatively
similar when we assume higher levels of systematic risk.
We also examine whether fund performance is linked to capital – both the aggregate
amount of capital flowing into private equity and to the capital committed to a particular fund.
We find that both absolute performance and performance relative to public markets are
negatively related to aggregate capital commitments for both buyout and VC funds. This is
consistent with and extends the results in Kaplan and Stromberg (2009). This result also is
consistent with those in Robinson and Sensoy (2011a) except that they do not find a negative
relation between capital commitments and buyout fund PMEs.
We find no significant relation between performance and fund size for buyout funds. For
VC funds, we find that funds in the bottom quartile of fund size underperform. Controlling for
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vintage year, top size quartile funds have the best performance although they do not differ
significantly from funds in the 2nd and 3rd size quartiles.1
To shed additional light on private equity performance and the different data sets used in
private equity research, we use summary level data from the other leading commercial sources –
Cambridge Associates (CA), Preqin, and Venture Economics (VE).2 Again harnessing fund-level
cash flows from Burgiss, we study the relationship between market-adjusted performance (PME)
and absolute performance measures –the internal rate of return (IRR) and multiple of invested
capital. We find that within a given vintage year, PMEs are reliably predicted by a fund’s
multiple of invested capital and IRR. Regression results show that multiples and IRRs explain at
least 93% of the variation in PMEs in more than 90% of vintage years. Although both add
explanatory power, the multiple of invested capital provides more explanatory power than the
IRR overall and in most vintage years. This suggests that multiples of invested capital are
preferable to IRRs as summary measures of private equity performance.
Using the strong statistical relationship between PMEs, multiples and IRRs found in the
Burgiss data, we estimate the average market-adjusted performance implicit in the other
commercial databases. We apply the regression coefficients to the vintage year multiples of
invested capital and IRRs from CA, Preqin, and VE to estimate vintage year PMEs for the funds
in those databases. This procedure requires only the vintage year multiples and IRRs from the
other databases, even if the underlying fund cash flows are not available to us or, even, to the
commercial source.
As with the Burgiss data, we estimate that buyout funds outperform public markets in the
1990s and 2000s in the three other commercial databases. We estimate that the funds in CA and
1

The other relationship of interest relates to performance persistence across funds of the same GP, as analyzed by
Kaplan and Shoar (2005). In this sample of the Burgiss data, we do not have access to fund sequence numbers.
Using a later sample of Burgiss data, Harris et al. (2013) explore persistence.
2
Harris et al. (2010) and Cornelius (2011) also present performance data from different commercial data sets, but do
not use cash flow data for individual funds. Lerner, Schoar and Wongsunwai (2007) use Preqin data.
3

Preqin, like those in Burgiss, outperform the S&P 500 in the average vintage year by at least 20%
over the life of the fund. Although the PMEs are lower in the (likely downwardly biased) VE
database, the VE PMEs still imply that the average private equity fund outperformed the S&P
500 by more than 10% over the life of the fund. For VC funds, the PME results are generally
consistent across all four databases although, again, slightly lower in the VE data.
Overall, our findings strongly suggest that buyout funds have outperformed the public
equity markets net of fees over most of our sample period. To invalidate that conclusion, all
three reliable commercial datasets would have to be subject to a similar and large positive
selection bias despite very different data collection and reporting methods. We view this as very
unlikely. Instead, we view the similar results as more consistent with the conclusion that all three
databases provide unbiased estimates of the overall performance of private equity.
Because private equity investments are illiquid it is, perhaps, not surprising that they yield
investors some premium relative to investing in public markets. As well as the relatively illiquid
nature of private equity investments, there is also uncertainty regarding how much to commit to
private equity funds to achieve a target portfolio allocation. This is due to the uncertain time
profile of capital calls and realizations. Consequently, “commitment risk” exists when investing
in private equity. This contrasts with investing in public markets where there is no distinction
between capital committed and invested, and trading is continuous. The cost of illiquidity or
commitment is likely to vary across investors, and remains an important area for research.3.
Several prior papers have studied private equity returns. Kaplan and Schoar (2005)
examine the returns to buyout and VC funds using fund cash flow data from Venture Economics.
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The size of the commitment risk premium is likely to depend upon the ability (or willingness) of the investor to
diversify their holdings across vintage years and, within vintage years, between funds. Given that many funds have
minimum investment levels, this in turn would depend upon the overall size of the portfolio being managed.
Furthermore, the cost of deviating from an “optimal” portfolio allocation, and the impact of cash-flow uncertainty,
will vary across investors. Hence, it is likely that risk premia will vary significantly across investors. Note that such
risks could be mitigated, to some extent, by secondary transactions to sell commitments to private equity funds.
However, the development of such trading is still in its infancy.
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While their focus is return persistence across funds of the general partner (GP), they report that
buyout fund investors earn slightly less than the public market. Venture capital funds slightly
underperform public markets on an equal-weighted basis, but outperform on a capital-weighted
basis. Using a slightly updated version of the Kaplan and Schoar (2005) dataset, Phalippou and
Gottschalg (2009) obtain qualitatively similar results and reach a similar, but somewhat more
negative, conclusion for buyout funds. They assume that any remaining investments held by
funds for which VE reports no cash flows after 10 years have no value (rather than the book
value applied by Kaplan and Schoar (2005)).
Stucke (2011), however, identifies a significant problem with the VE data: he presents
strong evidence that many funds stopped being updated from around 2001 and yet were retained
in the VE database. For these funds, no additional cash flows were recorded and net asset values
(NAVs) were simply rolled forward each quarter. As a result, fund-level IRRs in the VE sample
fall with the passage of time; multiples of invested capital remain constant, rather than increasing.
This is consistent with the findings of Harris et al. (2010) that returns based on the VE sample are
consistently lower than those for other commercial providers for most vintage years. We confirm
this finding. This serious bias in the VE performance data suggests that the results in Kaplan and
Schoar (2005) and Phalippou and Gottschalg (2009) understate fund returns, particularly for
buyout funds.
Furthermore, these papers focus on funds that were close to being fully liquidated at the
time the data were made available to the researchers, and so only funds that started investing (the
so-called “vintage year”) before 1995 are included.4 Subsequent years have seen a huge increase
in the number and size of private equity funds. Whereas around $148bn was raised by U.S.
buyout and VC funds from 1980-95, $668bn was raised for 1996-2004 vintage funds. These sums
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The main results of Phalippou and Gottschalg (2009) use funds with a vintage year of 1993 or earlier, although they
also report results for the same sample – up to the 1995 vintage – as employed by Kaplan and Schoar (2005).
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were further eclipsed by the boom period 2005-08 when $794 billion was raised by private equity
funds over just four vintage years.5 The samples in the earlier papers offer no evidence on more
recent performance from private equity investing.
More recently, Robinson and Sensoy (2011a) study the returns earned by a large bank LP
in buyout and VC funds. Their results are qualitatively similar to ours, albeit somewhat lower for
VC funds. We discuss their results in this paper. Finally, in contemporaneous work that first
appeared several months after the initial draft of this paper circulated, Higson and Stucke (2012)
study private equity performance using cash flow data from Cambridge Associates. They obtain
qualitatively similar results to our estimates for Cambridge Associates (and, thus, provide strong
support for our PME estimation methodology).
The paper proceeds as follows. In the next section, we discuss the important features of
the Burgiss data. Section 2 contains our main performance results. In section 3, we analyze
whether performance is related to aggregate fundraising and to fund size. Section 4 explores the
relationship between our preferred PME performance measure and the absolute performance
measures most often used in practice, and allows us to estimate the PMEs that would be found if
one had detailed cash-flow data from the other leading datasets. Section 5 concludes.

1. Data
This is the first paper to take advantage of data from Burgiss, and so we explain it in some
detail. According to Burgiss, the dataset “is sourced exclusively from LPs and includes their
complete transactional and valuation history between themselves and their primary fund
investments.” The data include all funds and cash flows from the LPs that provide the data. This
is the first advantage of the Burgiss data: in order to compute performance relative to public
markets, which we view as the most relevant metric, timed cash-flow data are required. Few
5

These figures are estimates from Private Equity Analyst. For details, see the Internet Appendix, Table IA.1.
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commercial providers have such detailed data, although they often have large samples of selfreported IRRs and investment multiples (see Harris et al. (2010) for a summary of the main
commercial databases).
The second important advantage of the Burgiss data is that it comes from over 200
investment programs that represent over $1 trillion in committed capital. The LPs comprise a
wide array of institutions; over two-thirds have private equity commitments in excess of $100
million. Of these, about sixty percent are pension funds (a mix of public and corporate) and over
twenty percent are endowments or foundations. This broad range of investors differentiates this
paper from others that have sourced similar high-quality cash-flow data from single investors (for
example, Ljungqvist and Richardson (2003) and Robinson and Sensoy (2011a,b)).
The identities of the underlying investors are not made available to us, and so we cannot
formally test how representative the LPs (and their chosen GPs) are. It is possible that the LPs in
the Burgiss sample have had better than average experience with private equity, which is why
they use Burgiss and allow Burgiss to aggregate their results. Our results that follow, however,
lead us to doubt that this is the case.
A third important feature of the Burgiss data is that LPs use their systems for record
keeping and fund investment monitoring. This “check book” data – recording the exact cash
outflows made by the LPs to the GPs as well as the distributions from the GPs back to the LPs –
has a number of unique advantages for research purposes. The fact that the data are sourced from
the back-office systems used by the LPs for reporting and fund accounting, and, importantly, are
cross-checked across investors in the same fund, results in a level of data integrity and
completeness that cannot be achieved by surveys, voluntary reporting, or (largely) involuntary
reporting using Freedom of Information (FOIA) requests – the method primarily employed by
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Preqin. Furthermore, when data are sourced at least in part from GPs (as do CA6, Preqin and
VE), it is possible for a GP to strategically stop reporting. The Burgiss data also are up to date –
given the need for quarterly reporting by most investors – and so there are no problems resulting
from a lack of updating as there can be with other commercial databases.
Finally, we have Burgiss’ detailed data for nearly 1400 U.S. funds. Table 1 reports the
distribution of our sample by vintage year,7 and compares our coverage with that of other
commercial and proprietary databases.8 We distinguish between buyout funds and venture capital
funds, and focus on funds formed between 1984 (the first year with meaningful numbers of funds
in the datasets) and 2008. Our sample is comprised of 598 buyout funds and 775 VC funds. In
comparison, Robinson and Sensoy (2011a) have information on 446 buyout funds and 260 VC
funds. The earlier Kaplan and Schoar (2005) study used Venture Economics cash-flow data, and
focused on vintage years up to 1995. Although Preqin has summary performance data (reported
IRRs and money multiples) for a larger number of funds, it has cash-flow data for only a subset
of funds.9 This is sourced mainly from public investors subject to the Freedom of Information
Act.10 Until recently, Cambridge Associates, who have more funds than any other provider, had
not made their data – which are based on cash flows – available to researchers. However, since
the first version of this paper circulated, Higson and Stucke (2012) report results for U.S. buyout
funds based on this data. They do not analyze VC funds. As we report later in section 4, their
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Cambridge Associates provides investment advice to LPs and, as a result, obtains its data from LPs as well as from
GPs who have raised or are trying to raise capital. This may introduce a bias towards GPs who are raising new funds
and, therefore, may have performed well. Our results, however, suggest that this is not the case.
7
Vintage years are defined in various ways by data providers. Burgiss classifies a vintage year as the year in which a
fund first draws capital from its LPs.
8
In Internet Appendix table IA.1 we compare the databases on the basis of the size of the funds for which
performance data is available, both in absolute terms and relative to an estimate of the total size of the market.
9
The Preqin numbers also overstate U.S. buyout funds because they include some funds raised by U.S. GPs in
dollars that are earmarked for investment outside the U.S. The Burgiss data do not include such funds.
10
Preqin’s data is largely derived from quarterly FOIA requests, where investors provide information on cash
invested, realizations and net asset values on a quarterly basis. It is, therefore, a quarterly aggregation of the cash
flows, rather than the individual, timed cash-flows in the Burgiss data. Furthermore, Preqin may be missing some
high performing funds that refuse to accept public pension funds as investors precisely because they are subject to
FOIA requests.
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results are similar to ours, and in line with the PMEs that we estimate for Cambridge Associates
from our regression model. This provides support for our method for estimating PMEs using the
more generally available IRRs and money multiples.
While we believe the Burgiss data is of higher quality than that used in previous work, it
is important to note some weaknesses in the data. In terms of U.S. buyout funds, the coverage is
excellent since 2000, but includes relatively few funds before 1993. Consequently, Higson and
Stucke (2012) have a more even, and larger, coverage of U.S. buyout funds, but they do not
analyze VC funds. Robinson and Sensoy (2011a) have greater buyout fund coverage through
2001 (their single investor participated in more U.S. buyout funds than the entire samples of each
of the other data providers in the late 1990s), but this collapses after 2001. It appears that their
investor effectively wound down their private equity investment program at this point, and so
their data miss the large growth of the buyout industry from 2001-2008. For VC funds, the
Burgiss sample is less extensive in the early years than Venture Economics (and hence Kaplan
and Schoar), but the coverage increases significantly over the sample period.
In summary, the strengths of the Burgiss data are its detailed cash flows for both venture
capital and buyout funds, the fact that it is sourced exclusively from investors, the broad base of
over 200 institutional investors who contribute data, the fact that the data is used for control
(audit and performance measurement) purposes, its quality (being cross-checked when LPs invest
in the same fund), and the good coverage of funds (particularly in more recent years).
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2. Private Equity Performance

A.

Performance measures: IRR and Investment Multiples
Private equity performance can be measured in various ways. The most widely used

metrics among funds and investors are the fund IRR and the investment multiple (also referred to
as the multiple of invested capital). The former measures the LP’s annualized IRR based on fund
contributions and distributions, net of fees and profit shares (also known as carried interest) paid
to the GP. Until all the investments in the fund are realized, and the cash returned to the
investors, the IRR calculation includes the estimated value of any unrealized investments (the
residual net asset value, or NAV) as of the last reporting date as a final “cash flow.” The
investment multiple compares the sum of all fund contributions by investors to the sum of all
fund distributions and the value of unrealized investments, again net of fees and carried interest.
NAV assumptions have been somewhat controversial in the literature and merit
discussion. As we do, Kaplan and Schoar (2005) use the stated NAVs in their analysis of
Venture Economics data. Again using VE data, Phalippou and Gottschalg (2009) question the
NAVs based on patterns in the data and, in their primary analysis, assume that for funds beyond
their 10th year with no cash flow activity, NAVs are zero.

Stucke (2011) convincingly

demonstrates that VE did not update cash flows and NAVs for many funds. As a consequence,
calculations using VE data that were available to Phalippou and Gottschlag understate returns for
many funds even if the stated NAVs are used. The Phalippou and Gottschalg (2009) assumption
that NAVs are zero, therefore, is clearly (with hindsight) inappropriate and understates
performance even more.
The proportion of invested capital that has been realized in the Burgiss data is presented
in Table 2 for the median fund in each vintage year. For buyout funds unrealized investments
never exceed 3% of invested capital for the median fund in pre-1999 vintages and are only 10%
10

of invested capital for the median 1999 fund. The pre-2000 vintages, therefore, represent largely
realized funds. The proportion of realized investments naturally falls for the later vintages, to less
than 20% for vintages after 2003. Similar patterns apply to the VC funds. The residual value
assumptions, therefore, become increasingly important for more recent vintages.
Although caution is warranted before including residual values in returns calculations, we
benefit from two differences not available to the authors of the earlier papers. First, since the end
of 2008, the Financial Accounting Standards Board (FASB) has required private equity firms to
value their assets at fair value every quarter, rather than permitting them to value the assets at
cost until an explicit valuation change.11 This likely has had the effect of making estimated
unrealized values closer to true market values than in the past, particularly for buyout funds.
Second, the Burgiss figures for both distributions and NAVs are up-to-date because the data are
sourced directly from LPs, subject to extensive cross-checking, and part of the Burgiss systems
that are used for the LPs’ monitoring and record-keeping.
Furthermore, recent evidence from Brown et al. (2013) and Jenkinson, Sousa and Stucke
(2013) finds that, on average, residual values have historically been conservative estimates of the
ultimate cash returned to investors. The estimates in this paper for funds that are not fully
realized, therefore, may be conservative.
The average IRRs and investment multiples derived from the Burgiss data are also shown
in Table 2, separately for buyout funds and venture capital funds.12 The mean, median and the
weighted average (where the weights are capital commitments) figures are shown for each
vintage year, as well as averages for the 1980s, 1990s and 2000s. There is considerable variation
in average returns across vintage years, with cycles that appear to lead economic booms and
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This was formalized in the Statement of Accounting Standards 157, known as FAS157, relating to topic 820 on
Fair Value Measurement. FAS 157 was first proposed in September, 2006 and required as of December 15, 2008.
12
In the Internet Appendix, Tables IA.2 and IA.3 and Figures IA.1, IA.2 and IA.3 we compare our results with IRRs
and investment multiples obtained using alternative averaging techniques and the different data sources.
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busts. This is due to the convention of classifying funds by vintage year, the year of the fund’s
first investment in a company. Most funds have a 5 or 6 year investment period, and so deploy
most of their capital in the few years after their designated vintage year.
For buyout funds, the IRR has averaged around 14% per annum, and the average
investment multiple has been about 2. Average returns peaked in the mid-1990s, but were also
high for vintage years in the early 2000s. Buyout funds that started investing just before the
financial crisis have, on average, lower IRRs and investment multiples close to 1.
For VC funds, the pattern of returns over time is more variable. IRRs and investment
multiples were extremely high for vintage years in the mid-1990s. For instance, the (weighted
average) IRR for the 1996 vintage funds was around 76%, and the investment multiple was over
6. However, post-1998 and after the demise of the dot-com boom, the fortunes of VC investors
reversed. The vintages with the largest amounts of VC fundraising, 1999 and 2000, have
returned negative IRRs and investment multiples well below 1. The generally lower average
returns from VC have persisted in the 2000s.

B.

Does private equity out-perform public markets?
Although most practitioners have historically focused on IRRs and investment multiples,

one of the key questions regarding private equity is how returns compare with public equity. To
perform such a comparison requires timed cash flows that many data providers either do not have
or do not make available to researchers. Such cash flows are one of the key strengths of the
Burgiss data.
Comparisons with public markets can be performed in various ways. We focus on the
public market equivalent from Kaplan and Schoar (2005), which compares an investment in a
private equity fund to an equivalently timed investment in the public market. The PME
calculation discounts (or invests) all cash distributions and residual value to the fund at the public
12

market total return and divides the resulting value by the value of all cash contributions
discounted (or invested) at the public market total return. The PME can be viewed as a marketadjusted multiple of invested capital (net of fees). A PME of 1.20, for example, implies that at
the end of the fund’s life, investors ended up with 20% more than they would have if they had
invested in the public markets.
We also report (but do not present) an annualized excess return measure using the LongNickels methodology in Kocis et al. (2009). We first calculate the annualized IRR that an
investor in a fund would have earned if it had invested the money in the S&P 500 or relevant
index. We calculate the annualized excess return as the difference between the fund’s actual IRR
and the annualized S&P 500 IRR. This excess return measure is positive when the PME is
greater than one and negative when the PME is less than one. We do not focus on the LongNickels measure because it has the mathematical peculiarity that for a small number of funds
with particularly good performance, it is not possible to calculate a return on an S&P 500
equivalent investment.
Like Kaplan and Schoar, we use the S&P 500 index to proxy the public market. This is
arguably an appropriate standard of comparison for institutional investors.

More formally,

Sorensen and Jagannathan (2013) show that the PME and its use of a value-weighted stock
market index have a strong theoretical underpinning. The PME is equivalent to using the
stochastic discount factor of the log utility investor to value risky cash flows.
There also are additional empirical justifications for this assumption, particularly for
buyout funds. In their study of publicly traded funds-of-funds that invest in unlisted private
equity funds, Jegadeesh et al. (2009) find that publicly traded funds-of-funds have a market beta
of 1.0. Driessen, Lin, and Phalippou (2011) report a beta of 1.3 for buyout funds, but a higher
beta of 2.7 for venture funds.
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Later in this section, we report on the sensitivity of PMEs to alternative benchmark
indices (such as Nasdaq, growth or size-focused indices, that are sometimes used by LPs and
partially control for differences in risk) as well as to different beta assumptions.
Table 3 presents average PMEs by vintage year. Buyout funds consistently out-perform
the S&P 500. The average of the weighted average vintage PMEs is 1.27; the average of the
averages is 1.22; and the average of the medians is 1.16. All of these significantly exceed 1.0.
The weighted average, average, and median PMEs also exceed 1.0 in all three decades. The
weighted average and the average buyout PMEs each exceed 1.0 for 20 of 25 vintages from 1984
to 2008; even the median PME exceeds 1.0 for 19 of 25 vintages. Three of the six vintage years
with a median below 1.0 – 1984, 1985 and 1992 – have five or fewer funds. In vintage years
with at least 10 funds, the median PME is below 1.0 in only 2 of 15 years. And, ignoring vintage
years, the average fund in the entire sample has an average PME of 1.20 and a median PME of
1.11.
We also calculate an annualized excess return measure using the Long-Nickels
methodology in Kocis et al. (2009).13 We find that the average fund in the sample has a return
that is 6.6% greater than if it had been invested in the S&P 500 while the median is 3.4%. The
capital weighted average excess return is 3.7% while the median is 3.0%.14
These results strongly suggest that the buyout funds have significantly outperformed
public markets – by around 20% over the life of the fund, or 3-4% per annum – for a long period
of time. Not only have top quartile funds outperformed, but so have average and median funds.
These results suggest, as can be seen from Figure 1, significantly better performance for private
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Since capital committed by investors is only called when investment opportunities arise, and is returned when the
portfolio companies are sold, the duration of the fund is significantly less than the legal life of the fund (which is
typically 10 years, although this term can, and typically is, to allow the GP to sell any remaining investments).
Translating a PME into an annual excess rate of return also requires knowledge of the timed cash flows.
14
We could not calculate an S&P 500 equivalent for 22 funds. These funds have an average PME of 2.0. If we
assume these funds have an excess return of 10% (top quartile) and include them, the averages increase by 0.10%
and the medians increase by 0.40%.
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equity than those found in earlier research, in particular Kaplan and Schoar (2005) and Phalippou
and Gotschalgh (2009), although the results are largely consistent with the returns realized by the
single investor of Robinson and Sensoy (2011a).
In part the lower performance in earlier work may be due to the problems with the VE
data noted earlier, although to some extent the differences derive from using a more recent
sample of funds. The Burgiss data include a relatively large number of 1990s and 2000s vintage
funds, reflecting the growth in the buyout market in recent years. It is worth stressing again that
the eventual performance for the more recent vintages will depend on the future realization of
investments over the funds’ remaining lives. That performance will improve if the historical JCurve pattern of private equity funds – in which fund multiples increase over a fund’s life –
continues to hold.15
The performance of venture capital contrasts considerably with that of buyouts, as can be
seen from Panel B of Table 3. PMEs for the early vintages were less than 1.0, but then increased
sharply after 1986. Weighted average PMEs exceed 1.0 for the 1987 to 1998 vintage years, with
the 1996 vintage having a weighted-average PME above 4.0.
From 1999 to 2008, the pattern reverses. Except for 2005, none of those vintages have a
weighted average or simple average PME greater than 1.0. The 1999 to 2002 vintages are
particularly low with all PMEs at, or below, 0.90. Overall, then, the results suggest that VC
PMEs exceeded 1.0 for most of the 1990s by a fairly wide margin. Since 1999, they have been
less than 1.0, being particularly low for 1999 to 2002 vintages. Compared to earlier research, the
more negative findings for VC returns largely reflect the fact that our data includes more recent
funds. As can be seen from Figure 1, the returns obtained from the Burgiss data have a similar
trend to those found by Kaplan and Schoar (2005), although the PMEs are somewhat higher.
15

See Kocis et al. (2009) for a description of the J-Curve. Consistent with this general time profile for fund returns,
Harris et al. (2013) find higher average PMEs, particularly for post-2004 vintages, using a later sample (from
December 2011) of Burgiss data.
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However, the inclusion of more recent vintages reverses the previous finding that VC generally
out-performed public markets: this was true up to 1998, but afterwards the performance has not
kept pace. Our results are consistent with the findings of the Kaufmann Foundation for their
investments in VC (see Kauffman Foundation (2012)).

C.

Sensitivity of PMEs to the Choice of Benchmark
So far our PME calculations have used the S&P 500 because it is a widely used proxy for

U.S. public market returns, has a natural asset pricing interpretation and allows direct comparison
to past research. However, buyout and venture capital funds may have return characteristics that
are closer to other benchmarks.16 To gauge the sensitivity of our results, Table 4 reports vintageyear average, average, and median PMEs using a number of different indices each of which
represents a different public market alternative for investing funds.
The first five columns calculate PMEs with the S&P 500 and four other commonly used
benchmarks. For buyout funds (Panel A), the average vintage-year PMEs exceed 1.0 measured
using all five benchmark indices. They are of similar magnitude (1.20 to 1.22) using the
S&P500, Nasdaq, Russell 3000, and (small cap) Russell 2000 indices. The average vintage-year
PME is slightly lower (1.16) using the narrower Russell 2000 Value (small cap value) index.
Average vintage-year PMEs also are consistent across time for those four indices – they all
exceed 1.0 for each of the indices in each of the three decades for which we have data. Finally,
the overall sample average PMEs also exceed 1.0 across all indices.
Measured against the S&P 500, Nasdaq, the Russell 3000 indices, sample average PMEs
are between 1.17 and 1.20. They are lower using the Russell 2000 (1.11) and the Russell 2000
Value (1.07), but, again, still statistically greater than 1.0. The lower PMEs for the Russell 2000
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For instance, a number of LPs indicated to us that they considered the Nasdaq or Russell 2000 better benchmarks
for VC funds as these indices capture returns to smaller firms.
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Value index are driven by PMEs below 1.0 for the late 1990s vintages and the more recent 2007
and 2008 vintages.
For venture funds (Panel B), the patterns identified using the S&P 500 persist. Although
average vintage-year PMEs exceed 1.0 across all indices, they are below 1.0 in the 2000s and
well above 1.0 in the 1990s. Sample average PMEs are similar for the different indices with the
lowest using the Nasdaq (1.12) and the highest using the Russell 2000 Growth index (1.25).
The next four columns of Table 4 calculate PMEs using returns to Fama-French size
deciles 8, 6, 4, and 2 whose firms have average market values, respectively, of roughly $6 billion,
$2.5 billion, $1.2 billion and $0.5 billion in both 2007 and 2011.17 As with the commonly used
benchmarks, the average vintage-year PMEs and the sample average PMEs for buyout fund
significantly exceed 1.0 for all four size indices. The PMEs are somewhat lower although still
greater than 1.0 for the 6th and 8th size deciles, driven to a large extent by lower PMEs in the
more recent and less fully realized 2006 to 2008 vintages. It is worth noting that it is unusual for
even the largest funds to make individual equity investments exceeding $2.5 billion. In other
words, deciles 8 and, even, 6, are larger than the corresponding deciles for most buyout funds.
For VC funds, the average vintage year PMEs and sample average PMEs using the four
size deciles are qualitatively identical to those using the Russell 2000.
Overall, then, Table 4 shows that average PMEs across our sample are robust to a range
of public market benchmarks. Medium size and value benchmarks reduce the outperformance of
buyout funds somewhat, but do not eliminate it. This reinforces our conclusions about private
equity performance from the prior section. In keeping with prior research and the asset pricing
interpretation, we rely on PMEs using the S&P 500 for the remainder of our analysis.
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The results are qualitatively similar using the odd Fama-French size deciles. To conserve space, we do not report
them in the table.
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D.

Sensitivity of PMEs to Beta or Systematic Risk
As mentioned above, Sorensen and Jagannathan (2013) provide a strong economic

justification for our PME analyses, particularly the assumption that we can discount at the market
return without making assumptions about systematic risk (or betas). The relatively stable and
positive pattern of PMEs for buyout funds that we find over the 1980s, 1990s, and 2000s –
periods of very different market returns – suggests this assumption is reasonable.
Nevertheless, to further consider the effect of this assumption, we approximated assuming
betas of 1.5 and 2.0 by estimating PMEs assuming that an alternative investment earned,
respectively, 1.5 times and 2 times the return on the S&P 500.
For buyout funds, we find that the average fund has a PME of 1.20, 1.18, and 1.20,
respectively, assuming public market returns of 1.0, 1.5, and 2.0 times the S&P 500. The median
PMEs are, respectively, 1.12, 1.11, and 1.13. The PMEs are similarly insensitive to the public
market return assumption for 1990s vintages and 2000s vintages. The one set of vintages where
beta seems to matter is the 1980s – a period of particularly high leverage and a rising stock
market. This is potentially consistent with a change in the nature of the buyout industry and how
GPs add value to their portfolio companies after the 1980s. Overall, we conclude that systematic
risk does not explain our PME results for buyout funds, particularly since 1990.
For venture capital funds, we find that the average fund has a PME of 1.21, 1.10, and
1.07, respectively, assuming public market returns of 1.0, 1.5, and 2.0 times the S&P 500. The
medians are much closer at 0.90, 0.87 and 0.85. At the vintage year level, the results vary little in
the 2000s, but average PMEs vary somewhat more – between 1.40 and 1.77 – for the 1990s
vintages depending on the assumed systematic. Our basic conclusions are unchanged regardless
of our assumption about systematic risk – VC funds outperformed in the 1990s and
underperformed in the 2000s.
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3. Private Equity Performance, Capital Flows and Fund Size
In this section, we re-examine two possible determinants of private equity performance
that have been studied in prior research – the relation of performance to aggregate private equity
capital commitments (or fund flows) and the relation of private equity performance to fund size.
Kaplan and Schoar (2005), Kaplan and Stromberg (2009) and Robinson and Sensoy (2011a) all
find some evidence that increased aggregate capital commitments to buyout and venture capital
funds are related to subsequent performance. At the fund level, Kaplan and Schoar (2005) find a
concave relation between performance and fund size for VC funds, but not for buyout funds.
Robinson and Sensoy (20011a) find that PMEs for both buyout and VC funds are modestly
concave in the log of fund size. We undertake a similar, but slightly different, analysis using the
Burgiss data.

A.

Capital Flows
To measure fund flows into the industry, we take capital committed to U.S. buyout and

VC funds using annual estimates from Private Equity Analyst for the current and previous
vintage year.18 This sum provides an (imperfect) estimate of the amount of capital available to
fund deals.19 In order to compare these capital flows over a long period of time, we deflate the
two-year capital commitments by the total value of the U.S. stock market at the beginning of the
vintage year. In a typical year, the two-year capital commitments to buyout funds average 0.76%
(median of 0.70%) of the stock market value. The two-year capital commitments to VC funds
average 0.27% (median of 0.23%). We then regress weighted-average vintage year performance
– as measured by PME, as well as IRR and investment multiple – on aggregate capital flows,
separately for buyouts and VC. The results are qualitatively and statistically similar using
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These estimates from Private Equity Analyst are reported in the Internet Appendix, Table IA.1.
Ideally we would use an estimate of the “dry powder” – capital committed that has not been invested – for buyouts
and VC separately, by year back to the mid-1990s. However, such estimates are only available for recent years.
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unweighted average performance. We limit the analysis to vintage years from 1993 onwards,
from which point Burgiss begins to have more substantial fund coverage.
Table 5 reports the results. Consistent with Kaplan and Stromberg (2009), buyout fund
performance is significantly negatively related to capital commitments. We, like Robinson and
Sensoy (2011a), find that absolute performance measures – IRRs and investment multiples – are
negatively related to capital commitments. When capital commitments increase from the bottom
quartile of years (0.42%) to the top quartile of years (0.87%), IRRs decline by more than 5% per
year while multiples decline by around 0.45. Unlike Robinson and Sensoy (2011a), we also find
that PMEs are negatively related to capital commitments. The regression coefficients imply that
PMEs decline by 0.14 when capital flows move from the bottom to top quartile. Overall, these
results suggest that an influx of capital into buyout funds is associated with lower subsequent
performance.
Table 5 also shows a negative relation between capital commitments and performance for
VC funds. The regression coefficients imply that when capital flows move from the bottom to
top quartile, IRRs decline by 9% per year, multiples decline by 0.75 and PMEs decline by 0.33.
These results are broadly consistent with Kaplan and Stromberg (2009) and Robinson and Sensoy
(2011a) and add support to the finding that an influx of capital into VC funds is associated with
lower subsequent performance.

B.

Fund Size
Most practitioners are concerned with how performance varies with fund size. Over time,

fund sizes have, on average, increased for both buyout and VC funds. This is apparent in panel A
of Table 6 where we classify funds into size quartiles by decade. Buyout fund sizes have
increased from an average size of $390 million in the 1980s to $782 million in the 1990s to $1.4
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billion in the 2000s. VC fund sizes also increased from an average of $77 million to $191
million to $358 million. Similar increases have occurred over time for each fund size quartile.
Panel A also reports PMEs by size quartile, across the entire sample, for buyout and VC
funds. Although not controlling for any vintage year effects, these average returns by size
quartile do not demonstrate strong correlation between fund size and performance. The only
noticeable relationship is that the smallest quartile of both buyout and VC funds tend to have
lower performance.
To investigate this further, Panel B reports fund-level regressions of PME on fund size
quartiles (by decade). When vintage year dummies are not included the regressions have little
explanatory power, as might be expected given the important time-series trends in returns
reported earlier. When controlling for vintage years there remains no significant relationship
between fund size and returns for buyout funds. These results are consistent with the findings of
Lopez-de-Silanes, Phalippou and Gottschalg (2012) who find no relationship between buyout
fund size and returns, but find evidence of diseconomies of scale related to the number of
simultaneous deals being undertaken for buyout fund. Our findings are also consistent with the
earlier results of Kaplan and Schoar (2005).
For VC funds, however, we find a strong positive relation between size and performance.
Funds in the smallest two size quartiles significantly underperform funds in the 3rd and 4th size
quartiles once we control for vintage year effects.
Our conclusions about the effects of fund size are not sensitive to our size classifications.
We find (but do not report in the table) qualitatively similar results when we classify funds by
their size quartile in a particular vintage year.
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4.

Relation of Absolute and Relative Performance Measures

The cash-flow level data we employ in this paper allow us to explore an additional
question: how PMEs are related to the absolute performance measures – IRRs and investment
multiples – provided by most commercial data sources.

This exploration has two primary

motivations. First, if there is a robust relationship between PMEs, IRRs and investment multiples
in the Burgiss data, we can use this to estimate the PMEs that would be obtained were the
required cash-flow data available. Since absolute performance measures are often the only
metrics available from data providers (as well as from some LPs and GPs), this approach
provides a way to assess the extent to which conclusions on private equity performance depend
on the data sample being studied. Second, our analysis can shed light on the debate among
practitioners as to whether IRRs or multiples provide more accurate indicators of market-adjusted
performance.
We start, in Table 7, by reporting regressions of PMEs on IRRs and multiples. We report
standard errors both unclustered and clustered by vintage years. Clustering by vintage years
increases standard errors, but all coefficients of interest remain strongly statistically significant.
As before, we focus on vintages starting with 1993 because from that year onward all VC
vintages and all but one vintage for buyout funds have at least ten observations. Results using the
full sample are similar and are presented in the Internet Appendix Table IA.4.
Columns 1 to 3 of table 7 report regressions, each with vintage year dummies, of buyout
fund PMEs on IRRs, on multiples and on both IRRs and multiples. Buyout fund PMEs are
strongly related to IRRs and multiples. IRRs and vintage years alone explain 75% of the
variation in PMEs; multiples and vintage years alone, 92% of the variation; and IRRs, multiples
and vintage years also explain 92% of the variation in PMEs. In other words, it is possible to
predict a buyout fund’s PME with a great degree of reliability knowing a fund’s IRR, multiple,
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and vintage year. IRRs explain less of the variation than multiples and add little incremental
explanatory power. Columns 4 to 6 repeat the regressions for VC funds with similar findings.
We also ran the regressions by vintage year, to allow the regression relationship to change
over time, and find that there is not a single vintage year in which IRRs and multiples explain
less than 86% of the variation in PMEs. In all but three of the thirty-two vintage year cohorts,
IRRs and multiples explain at least 93% of the variation in PMEs. As with the combined
regressions in Table 7, multiples typically provide greater explanatory power for PMEs than do
IRRs. These results are presented in the Internet Appendix, Table IA.5.
These results have two implications for understanding performance. First, the consistent
findings for both buyout and VC funds suggest that multiples are more robust indicators of fund
performance relative to public markets than are IRRs (controlling for vintage year). Second, each
0.10 increase in a multiple (equal to 10% of invested capital) is associated with an increase in
PME of 0.071 for buyout and 0.056 for VC funds. If the funds have an effective duration of
about five years and we use the estimated impact on PME, a 0.10 increase in multiple translates
to roughly an additional 100 to 125 basis points per year relative to public markets.
Having found a strong relationship between PME, IRR and investment multiple in the
Burgiss data, we take advantage of this relationship to estimate the PMEs that are implicit in
other commercial data sources. Our approach uses the regression results from the Burgiss cash
flow data to translate vintage year IRRs and investment multiples into PMEs even when the
underlying cash flow data are not available. We would expect any selection biases affecting a
given sample to show up in the IRRs and investment multiples as well as PMEs, all of which are
interconnected.
For our analysis, we use the regressions coefficients by vintage year reported in the
Internet Appendix Table IA.5 and apply these to the IRRs and investment multiples reported by
CA, Preqin and VE as of March 2011, the same date for which we have the Burgiss data. We
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note that for some of the earlier vintage years the number of observations in the regressions is
small so there is more potential for estimation error. With these caveats in mind, Table 8
presents the estimated PMEs for the other main private equity data samples, along with the actual
PMEs from the Burgiss data and those found by Robinson and Sensoy (2011a).
Panel A of Table 8 reports the PME estimates for buyouts. These results are also
presented graphically in Figure 2. The estimates imply that the weighted average PMEs and
average PMEs for buyout funds of 1990s and 2000s vintages exceed 1.0 for all three commercial
databases just as they do for the Burgiss data. The average PMEs are only slightly higher in the
Preqin data than in Burgiss and slightly lower for CA. The VE estimates, although greater than
1.0, are markedly lower than those from the other three commercial data sets, consistent with the
downward bias uncovered in Stucke (2011). The very similar overall results obtained using
samples from Burgiss, CA and Preqin, despite each source’s very different collection processes,
suggests these samples provide unbiased estimates of overall buyout performance.
An opportunity to conduct an “out of sample” test of our approach is presented by the
data in Higson and Stucke (2012), a paper that appeared subsequent to our analysis. They have
fund-level cash flow data on a sample of buyout funds (they do not analyze VC funds), most of
which come from CA. Higson and Stucke report sample average values for PMEs, IRRs and
multiples by vintage year that they calculate from the cash flow data.
To gauge how well our regression approach works, we use average IRRs and multiples
for each vintage year to estimate the vintage year PMEs we would predict, paralleling our
analysis in Table 8. Our estimates come very close to the mark. The mean (median) predicted
vintage year PME is 1.23 (1.25) from 1993-2008. For this same time interval, the PMEs directly
calculated by Higson and Stucke from the fund cash-flows have a mean (median) vintage year
value of 1.27 (1.26). Looking at differences in individual vintage years, the mean (median)
difference is -0.04 (-0.04) with a standard error of 0.05. The mean (median) absolute vintage year
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difference is 0.05 (0.05). Thus, our procedure provides estimates that closely track the actual
sample PMEs that could have been calculated with cash flow data.
Overall, all these results reinforce the earlier conclusion that buyout funds have
consistently outperformed public markets for some time. Such outperformance holds despite the
different selection criteria and data gathering methods used in the various datasets. Confirmation
of this claim must await the emergence of a complete buyout fund dataset. Nevertheless, for this
conclusion to turn out to be incorrect, the four commercial datasets (as well as Robinson and
Sensoy (2011a)) with different selection criteria would all have to have a substantial positive
selection bias.
Panel B of Table 8 repeats our analysis for venture capital funds.
consistent across all four commercial datasets.

The results are

VC funds outperformed public markets

substantially until the late 1990s. The performance is stronger in the Burgiss data than in the
others and lowest in VE. In contrast to the strong VC performance in earlier vintages, from the
1999 vintage year onwards VC funds have generally underperformed public markets in all four
commercial datasets.

The average vintage year PMEs are similar across all four commercial

datasets.

5. Conclusions
Our research highlights the importance of high quality data for understanding private
equity and the returns it provides to investors. Many of the existing papers in the academic
literature have relied upon data whose reliability has recently been questioned. Most previously
published papers also have focused on funds raised up until the mid- or late-1990s.

The

enormous growth in investor allocations to private equity funds since the late 1990s has created a
need for a re-evaluation of private equity performance. This paper is the first to take advantage
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of a new research-quality cash flow data set from Burgiss, using data as of March 2011. We
believe our paper has several implications.
First, it seems likely that buyout funds have outperformed public markets, net of fees and
carried interest, in the 1980s, 1990s, and 2000s. Our estimates imply that each dollar invested in
the average fund returned at least 20% more than a dollar invested in the S&P 500. This works
out to an outperformance of at least 3% per year. These conclusions appear to be relatively
insensitive to assumptions about benchmark indices and systematic risk. For the more recent and
less fully realized vintage funds, however, the eventual performance will depend on the ultimate
realization of their remaining investments. Our results (and those we estimate from the other
commercial datasets) imply that buyout funds outperformed public markets much more
substantially gross of fees. Nailing down the sources of this large outperformance seems a
fruitful subject for future research.
Second, VC funds outperformed public markets substantially until the late 1990s, but
have underperformed since. Extant research focused on the earlier vintage years and inevitably
obtained more positive results. Since 2000, the average VC fund has underperformed public
markets by about 5% over the life of the fund. Although disappointing, this under-performance
is much less dramatic than the more commonly quoted absolute return measures. Again, these
conclusions do not appear sensitive to assumptions about systematic risk.
Third, vintage year performance for buyout and VC funds decreases with the amount of
aggregate capital committed to the relevant asset class, particularly for absolute performance, but
also for performance relative to public markets. This suggests that a contrarian investment
strategy would have been successful in the past in these asset classes. The magnitudes of these
relations have been greater for VC funds. Why these patterns have persisted is something of a
puzzle and an interesting topic for future research.
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Fourth, within a given vintage year, PMEs are reliably related to the more generally
available absolute performance measures – IRRs and investment multiples. For both buyout and
VC funds, IRRs and investment multiples explain at least 90% of the variation of PMEs in most
vintage years, with investment multiples explaining substantially more of the variation than do
IRRs. As a result, researchers and practitioners can use our models to estimate PMEs without
having the underlying fund cash flows.
Fifth, the Burgiss, CA and Preqin datasets yield qualitatively and quantitatively similar
performance results. There is little reason to believe that the Burgiss and Preqin datasets, in
particular, suffer from performance selection biases in the same direction. Accordingly, we think
this suggests that the three datasets are unbiased and, therefore, suitable for academic research
and practitioner use. At the same time, consistent with Stucke (2011), we find that performance,
particularly for buyout funds, is markedly lower in the VE data. This confirms that academic
research and practitioners should be cautious in relying on VE data.
Finally, although it is natural to benchmark private equity returns against public markets,
investing in a portfolio of private equity funds across vintage years inevitably involves
uncertainties and potential costs related to the long-term commitment of capital, uncertainty of
cash flows and the liquidity of holdings that differ from those in public markets. While the
average out-performance of private equity we find is large, further research is required to
calibrate the extent of the premia investors require to bear these risks.
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Table 1: Number of Funds in Private Equity Datasets
This table shows the number of funds in the various private equity datasets, for which performance data are available
by vintage year (as defined by each source). Preqin has summary performance information (IRR and investment
multiples) for the number of funds shown; it only has cash-flow information, which is required for computing public
market equivalent measures of performance, for a subset of these funds. Panel A focuses on buyout funds, and Panel
B on venture capital, using the classifications provided by the suppliers or authors. Only funds with a North
American geographical focus are included.

Vintage
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
Total
Total 2000-08
Total 1990-99
Total 1984-89
Vintage
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
Total
Total 2000-08
Total 1990-99
Total 1984-89

Burgiss
2
1
5
7
7
8
2
4
5
11
13
17
9
30
38
28
39
26
21
13
46
57
67
74
68
598
411
157
30

Panel A : Buyout Funds
Venture
Preqin Cambridge
Economics
Associates
7
6
7
3
10
9
8
25
7
9
17
14
14
24
10
15
9
14
5
5
8
11
15
17
12
21
18
22
26
24
17
23
22
28
23
24
33
40
35
44
53
50
51
38
43
49
46
67
65
27
25
18
15
28
29
13
29
32
17
35
58
20
63
73
26
60
64
22
65
67
14
53
52
543
729
776
200
425
458
253
255
272
90
49
46

Panel B : Venture Capital Funds
Venture
Preqin Cambridge
Economics
Associates
18
63
17
32
20
46
23
25
12
41
19
30
17
64
21
34
16
44
24
26
18
50
38
37
13
21
20
16
6
18
12
17
17
27
22
23
13
41
32
37
20
36
31
42
18
49
29
34
20
36
35
40
33
64
54
73
46
78
59
81
65
107
78
112
80
122
115
156
48
59
66
52
18
20
47
32
25
17
37
35
32
22
51
64
48
20
58
58
62
37
77
69
65
18
71
52
45
14
57
55
775
1114
1093
1232
423
329
579
573
251
477
372
475
101
308
142
184

Burgiss

30

KaplanSchoar
6
12
16
22
21
22
14
6
17
11
6
7

RobinsonSensoy

160

1
8
14
16
7
2
4
9
24
24
41
40
59
59
68
26
5
8
3
2
8
6
12
446

61
99

269
39

KaplanSchoar
57
37
36
63
42
45
20
11
18
45
49
43

RobinsonSensoy
6
5
3
6
9
10
1
4
5
7
13
13
19
36
40
55
18
7
1
2

466

260

186
280

138
39

Table 2: Private Equity Fund Internal Rates of Return and Investment Multiples
This table shows average Internal Rates of Return (IRR) and Investment Multiples, by vintage year on the individual funds using the Burgiss data. Investment multiples
are ratio of total value to paid-in capital (TVPI). Total value is the sum of the cash returned to investors and the remaining net asset value (NAV) as estimated by the
private equity fund manager. Given the limited life of the funds, for the early vintage funds the vast majority of the investments have been realized; whereas the opposite
is true for the later vintages, for which the reported IRRs and multiples relate mainly to NAVs, with little cash having been returned to investors. Weighted averages use
the capital committed for each fund as a proportion of the total commitments for each vintage year. Panel A focuses on buyout funds, and Panel B on venture capital, as
classified by Burgiss. Only funds with a North American geographical focus are included.
Panel A: Buyout Funds
Internal Rate of Return
Vintage year
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
Average
Average 2000s
Average 1990s
Average 1980s

Panel B: Venture Capital Funds
Investment Multiple

Funds
2
1
5
7
7
8
2
4
5
11
13
17
9
30
38
28
39
26
21
13
46
57
67
74
68

Median %
Realised
100.0
100.0
100.0
100.0
100.0
100.0
97.8
100.0
100.0
100.0
100.0
99.5
100.0
98.3
96.9
89.9
62.2
57.5
44.9
29.4
18.1
9.7
10.8
1.9
6.3

Average
10.6
13.7
13.6
17.3
14.4
20.6
31.9
25.7
11.2
31.0
29.6
20.9
6.0
8.6
6.4
3.3
12.7
13.7
16.1
19.5
12.8
6.8
2.6
3.7
3.2

Median
10.6
13.7
16.8
16.2
10.1
22.4
31.9
24.9
10.7
19.1
25.7
10.5
5.7
5.5
8.0
4.3
11.9
14.6
16.4
16.2
11.7
7.6
1.2
6.2
2.8

Weighted
average
15.8
13.7
16.0
15.3
18.4
21.1
52.9
27.8
15.0
26.0
34.5
16.9
2.4
8.8
3.6
4.8
14.3
15.1
18.4
22.5
15.4
7.1
0.5
4.4
1.5

Average
2.44
2.66
2.40
2.93
2.03
2.55
3.03
2.45
1.68
2.62
2.73
2.08
1.46
1.42
1.42
1.31
2.66
1.58
1.72
1.98
1.53
1.26
1.08
1.11
1.07

598
411
157
30

72.9
26.8
98.2
100.0

14.2
10.1
17.5
15.0

13.0
9.8
14.6
14.9

15.7
11.0
19.3
16.7

1.97
1.55
2.02
2.50

Median
2.44
2.66
2.36
2.55
1.74
2.69
3.03
2.54
1.41
2.07
2.18
1.51
1.30
1.28
1.39
1.21
1.58
1.72
1.79
1.75
1.50
1.25
1.03
1.12
1.04
1.81
1.42
1.79
2.41

Internal Rate of Return

Weighted
average
3.28
2.66
3.27
2.58
2.32
2.75
3.37
2.54
1.88
2.48
3.29
1.82
1.17
1.50
1.28
1.40
1.75
1.67
1.84
1.80
1.64
1.27
1.02
1.09
1.04
2.03
1.46
2.07
2.81
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Investment Multiple

Funds
18
20
12
17
16
18
13
6
17
13
20
18
20
33
46
65
80
48
18
25
32
48
62
65
45

Median %
Realised
100.0
100.0
100.0
100.0
100.0
100.0
100.0
100.0
100.0
100.0
100.0
100.0
98.3
97.6
97.1
85.0
66.7
60.5
55.0
41.7
23.9
17.3
16.0
3.0
13.0

Average
8.2
5.5
9.0
15.8
17.9
20.5
25.3
28.1
21.0
47.1
41.7
49.2
64.5
65.9
16.3
-7.4
-2.7
-1.7
-1.1
-2.1
-1.5
2.2
-1.3
1.7
-2.8

Median
6.9
8.7
9.3
16.7
21.6
15.3
21.7
24.4
14.2
40.9
31.8
28.9
25.2
26.3
-1.2
-5.6
-2.1
-2.4
-0.2
0.1
-1.0
0.5
-2.4
2.6
-1.6

Weighted
average
7.9
7.1
9.4
20.2
24.4
25.7
29.5
28.5
24.8
51.9
41.4
46.4
76.7
76.1
15.5
-4.5
-1.3
-0.7
0.6
0.9
0.3
3.3
0.6
3.2
-4.5

Average
1.78
1.96
1.83
2.70
2.45
2.92
2.96
3.11
2.69
6.65
5.27
3.64
5.92
3.03
1.55
0.81
0.91
0.97
1.01
0.99
1.01
1.37
1.01
1.06
0.99

775
423
251
101

85.8
33.0
97.8
100.0

16.8
-1.0
35.2
12.8

11.1
-0.7
20.7
13.1

19.3
0.3
38.6
15.8

2.34
1.03
3.56
2.27

Median
1.71
1.81
1.93
2.35
2.55
2.41
2.48
2.70
2.07
3.28
3.05
2.50
2.06
1.87
0.93
0.73
0.88
0.87
0.99
1.00
0.97
1.02
0.95
1.06
0.98
1.73
0.97
2.17
2.13

Weighted
average
1.73
1.93
1.82
2.77
2.88
3.09
3.30
2.92
2.72
6.34
6.58
3.55
6.33
3.28
1.60
0.94
0.97
1.01
1.07
1.11
1.07
1.31
1.04
1.09
0.97
2.46
1.07
3.76
2.37

Table 3: Private Equity Fund Public Market Equivalent Ratios
This table shows the average Public Market Equivalent (PME) ratios by vintage year, comparing private equity
returns to equivalent timed investments in the S&P 500 using the Burgiss data. Vintage years are defined by the date
of the first investment by a fund. Weighted averages use the capital committed to the funds as weights. Only funds
with a North American geographical focus are included.

Vintage year
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008

Panel A: Buyout Fund PMEs
Weighted
Funds
Average
Median
average

Panel B: Venture Capital Fund PMEs
Weighted
Funds
Average
Median
average

2
1
5
7
7
8
2
4
5
11
13
17
9
30
38
28
39
26
21
13
46
57
67
74
68

0.87
0.91
1.00
1.25
0.98
1.26
1.57
1.23
0.79
1.35
1.48
1.34
1.13
1.23
1.35
1.19
1.42
1.31
1.42
1.75
1.40
1.20
1.03
1.03
0.91

0.87
0.91
1.11
1.21
0.80
1.28
1.57
1.23
0.87
1.11
1.34
1.00
1.01
1.16
1.32
1.06
1.39
1.43
1.47
1.56
1.35
1.19
0.97
1.03
0.88

1.09
0.91
1.11
1.20
1.13
1.22
2.34
1.32
0.89
1.24
1.75
1.20
0.90
1.30
1.21
1.27
1.47
1.38
1.53
1.58
1.51
1.23
0.99
1.02
0.90

18
20
12
17
16
18
13
6
17
13
20
18
20
33
46
65
80
48
18
25
32
48
62
65
45

0.70
0.71
0.75
1.18
1.18
1.34
1.50
1.37
1.27
2.79
2.40
2.16
3.79
2.43
1.43
0.76
0.79
0.80
0.82
0.88
0.90
1.27
0.93
0.97
0.84

0.63
0.70
0.73
1.09
1.31
0.95
1.18
1.26
0.94
1.54
1.43
1.48
1.75
1.45
0.93
0.65
0.77
0.71
0.79
0.90
0.85
0.95
0.85
0.96
0.81

0.69
0.73
0.80
1.29
1.44
1.52
1.66
1.35
1.34
2.74
2.86
2.09
4.17
2.65
1.48
0.90
0.85
0.84
0.88
0.99
0.96
1.23
0.97
0.99
0.84

Average

598

1.22

1.16

1.27

775

1.36

1.02

1.45

Average 2000s
Average 1990s
Average 1980s

411
157
30

1.27
1.27
1.04

1.25
1.17
1.03

1.29
1.34
1.11

423
251
101

0.91
1.99
0.98

0.84
1.26
0.90

0.95
2.12
1.08
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Table 4: Private Equity PMEs Using Alternative Public Market Indices
This table shows vintage-year average, average and median Public Market Equivalent ratios calculated with alternative market benchmarks. The Russell 3000 index is
based on the largest 3000 U. S. companies. The Russell 2000 measures the performance of small-cap stocks and is based on a 2000 company subset of the Russell 3000.
The Russell 2000 Growth and 2000 Value indices are subsets of the Russell 2000 chosen on the basis of forecasted growth rates and price-to-book ratios. We also
include selected Fama-French size deciles. The final columns calculate PMEs using multiples of the S&P 500 to approximate the effect of betas of 1.5 and 2. Panel A
focuses on the 598 buyout funds, and Panel B on the 775 venture capital funds, in the Burgiss dataset.

Panel A: Buyout Funds
Russell indices
Vintage years

Fama French

Multiple of S&P 500

S&P 500

Nasdaq

3000

2000

2000 value

8th

6th

4th

2nd

1.5X

2X

1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
Average

0.87
1.09
1.00
1.25
0.98
1.26
1.57
1.23
0.79
1.35
1.48
1.34
1.13
1.23
1.35
1.19
1.42
1.31
1.42
1.75
1.40
1.20
1.03
1.03
0.91
1.22

0.97
0.98
1.02
1.2
0.9
1.15
1.48
1.15
0.78
1.33
1.45
1.3
1.26
1.3
1.56
1.36
1.48
1.27
1.34
1.66
1.3
1.1
0.94
0.95
0.86
1.20

0.90
0.94
1.02
1.27
0.99
1.27
1.57
1.25
0.82
1.38
1.52
1.35
1.12
1.19
1.3
1.15
1.38
1.28
1.39
1.72
1.38
1.19
1.02
1.02
0.91
1.21

1.15
1.18
1.18
1.43
1.05
1.34
1.58
1.40
0.97
1.62
1.78
1.5
1.02
1.01
1.01
0.92
1.18
1.15
1.28
1.63
1.32
1.12
0.96
0.94
0.85
1.22

1.07
1.09
1.10
1.32
0.99
1.23
1.43
1.31
0.92
1.56
1.70
1.43
0.83
0.88
0.81
0.74
1.05
1.12
1.29
1.66
1.36
1.17
0.99
0.97
0.87
1.16

0.93
0.98
1.05
1.31
1.00
1.29
1.49
1.35
0.92
1.53
1.59
1.33
0.92
0.94
0.98
0.91
1.17
1.12
1.22
1.54
1.24
1.07
0.95
0.95
0.89
1.15

0.96
0.99
1.05
1.30
0.97
1.26
1.51
1.32
0.98
1.60
1.76
1.54
1.05
1.03
1.02
0.88
1.08
1.04
1.12
1.39
1.12
0.97
0.87
0.90
0.88
1.14

1.15
1.20
1.21
1.49
1.09
1.36
1.56
1.39
0.98
1.59
1.72
1.48
1.00
0.99
0.99
0.89
1.12
1.09
1.21
1.54
1.25
1.07
0.94
0.94
0.91
1.21

1.39
1.45
1.36
1.59
1.14
1.36
1.47
1.35
0.88
1.45
1.51
1.25
0.80
0.83
0.85
0.84
1.16
1.16
1.32
1.71
1.35
1.14
0.99
0.96
0.90
1.21

0.59
0.6
0.75
0.95
0.74
0.95
1.23
0.95
0.58
1.03
1.13
1.13
1.06
1.21
1.39
1.2
1.38
1.23
1.34
1.75
1.42
1.26
1.1
1.07
0.94
1.08

0.44
0.42
0.61
0.75
0.58
0.76
1.03
0.77
0.44
0.81
0.9
0.99
1.07
1.28
1.51
1.28
1.43
1.24
1.35
1.87
1.54
1.39
1.19
1.13
0.91
1.03

Average 2000s
Average 1990s
Average 1980s

1.27
1.27
1.07

1.21
1.30
1.04

1.25
1.27
1.07

1.16
1.28
1.22

1.16
1.16
1.13

1.13
1.20
1.09

1.04
1.27
1.09

1.12
1.26
1.25

1.19
1.12
1.38

1.28
1.09
0.76

1.34
1.01
0.59

Sample average
Sample median

1.20
1.11

1.17
1.05

1.18
1.09

1.11
1.02

1.07
0.99

1.07
1.00

1.04
0.96

1.09
1.01

1.09
1.01

1.18
1.11

1.21
1.13
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Table 4: Private Equity PMEs Using Alternative Public Market Indices (continued)

Panel B: Venture Capital Funds
Russell indices
Vintage years

Fama French

Multiple of S&P 500

S&P 500

Nasdaq

3000

2000

2000 growth

8th

6th

4th

2nd

1.5X

2X

1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
Average

0.70
0.71
0.75
1.18
1.18
1.34
1.50
1.37
1.27
2.79
2.40
2.16
3.79
2.43
1.43
0.76
0.79
0.80
0.82
0.88
0.90
1.27
0.93
0.97
0.84
1.36

0.80
0.76
0.73
1.10
1.07
1.18
1.32
1.23
1.24
2.38
2.10
1.89
3.01
2.05
1.52
0.89
0.83
0.76
0.76
0.82
0.82
1.16
0.85
0.89
0.78
1.24

0.73
0.73
0.76
1.18
1.18
1.35
1.50
1.40
1.32
2.92
2.50
2.21
3.85
2.42
1.38
0.73
0.77
0.78
0.80
0.87
0.89
1.26
0.92
0.95
0.83
1.37

0.92
0.91
0.86
1.32
1.26
1.45
1.55
1.64
1.56
3.88
3.23
2.59
4.46
2.45
1.15
0.57
0.64
0.69
0.73
0.82
0.83
1.18
0.85
0.88
0.77
1.49

1.01
0.98
0.95
1.42
1.34
1.57
1.68
1.75
1.68
3.90
3.35
2.67
4.34
2.42
1.37
0.72
0.73
0.72
0.73
0.80
0.80
1.13
0.82
0.86
0.75
1.54

0.75
0.75
0.76
1.20
1.20
1.40
1.52
1.55
1.50
3.55
2.86
2.33
3.92
2.21
1.08
0.56
0.63
0.68
0.71
0.80
0.81
1.15
0.85
0.91
0.79
1.38

0.78
0.77
0.75
1.18
1.16
1.36
1.48
1.61
1.55
3.92
3.33
2.67
4.62
2.53
1.18
0.54
0.56
0.60
0.63
0.71
0.73
1.03
0.79
0.86
0.78
1.44

0.91
0.93
0.89
1.36
1.29
1.48
1.58
1.66
1.57
3.86
3.24
2.58
4.47
2.47
1.14
0.55
0.61
0.66
0.70
0.80
0.81
1.14
0.85
0.91
0.80
1.49

1.11
1.10
1.00
1.48
1.32
1.47
1.54
1.53
1.46
3.42
2.75
2.25
3.82
2.12
0.97
0.52
0.64
0.72
0.78
0.88
0.87
1.22
0.87
0.92
0.79
1.42

0.48
0.49
0.54
0.85
0.87
0.98
1.14
0.98
0.92
1.91
1.70
1.71
3.13
2.26
1.47
0.81
0.80
0.80
0.81
0.91
0.95
1.36
0.98
1.02
0.84
1.15

0.35
0.36
0.41
0.66
0.66
0.74
0.89
0.74
0.68
1.35
1.24
1.40
2.69
2.15
1.58
0.92
0.87
0.84
0.84
0.98
1.01
1.48
1.02
1.04
0.81
1.03

Average 2000s
Average 1990s
Average 1980s

0.91
1.99
0.98

0.85
1.76
0.94

0.90
2.02
0.99

0.82
2.31
1.12

0.82
2.39
1.21

0.81
2.11
1.01

0.74
2.34
1.00

0.81
2.31
1.14

0.85
2.04
1.25

0.94
1.60
0.70

0.99
1.36
0.53

Sample average
Sample median

1.20
0.88

1.12
0.86

1.19
0.87

1.21
0.83

1.25
0.85

1.14
0.81

1.17
0.76

1.21
0.83

1.17
0.84

1.10
0.87

1.07
0.85
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Table 5: The Relationship Between Aggregate Flows into Private Equity and Performance
This table reports regressions where the dependent variable is fund performance – as measured by IRR, Multiple or
PME – and the explanatory variable is an estimate of capital flows into private equity. We measure capital flows by
summing the capital commitments (as estimated by Private Equity Analyst, see Internet Appendix Table IA.1) in the
current and previous vintage years, and then take the ratio of this sum to the aggregate U.S. stock market value at the
start of the current vintage year. This provides a measure of the amount of capital available to fund private equity
deals. The performance measures are weighted averages, where the weights are the proportion of capital committed
in each vintage year to the total capital committed over the vintages included in the regression. Given the small
sample sizes in early vintages, only vintage years from 1993 onwards are included. See Tables 2 and 3 for
explanations of the performance measures. Separate regressions are estimated for buyout funds and venture capital
funds. Standard errors are reported in brackets. ***, ** and * denote significance at the 1%, 5% and 10%
respectively.
Buyout Funds
Dependent variable:
Capital Commitments to
Total Stock Market Value
Constant
N
R-squared

VC Funds

PME

IRR

Multiple

PME

IRR

Multiple

-31.7***
[9.9]

-12.23***
[3.97]

-71.9***
[23.9]

-278.9**
[128.6]

-75.0*
[37.9]

-625.8**
[268.8]

1.58
[0.10]

0.24
[0.04]

2.30
[0.25]

2.48
[0.47]

0.43
[0.14]

4.39
[0.98]

16
0.42

16
0.40

16
0.39

16
0.25

16
0.22

16
0.28
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Table 6: The Relationship Between Private Equity Fund Size and Performance
This table examines whether fund size affects performance. In Panel A, funds are classified into size quartiles by
decade. The cut off points for each quartile, by decade, are reported. The performance – as measured by PME – is
then analyzed for these size quartiles. Buyout funds and venture capital funds are considered separately. Panel B
reports regressions where the dependent variable is PME, and the explanatory variables are fund size quartiles
(calculated as above) and, for some regressions, vintage year dummies. Standard errors are reported in brackets. ***,
** and * denote significance at the 1%, 5% and 10% respectively.
Panel A: Average Performance by Fund Size Quartile
Bottom
quartile

Buyout Funds
Top
Median Quartile

Mean

Venture Capital Funds
Bottom
Top
quartile Median quartile

Mean

Size Cutoffs ($ Millions)
1980s
1990s
2000s

85
200
284

215
485
700

425
998
1530

390
782
1420

34
81
137

55
137
278

90
250
475

77
191
358

PME
Small Funds
2nd Quartile Funds
3rd Quartile Funds
Large Funds

0.80
0.90
0.93
0.91

1.02
1.16
1.14
1.14

1.37
1.49
1.40
1.43

1.16
1.23
1.21
1.19

0.57
0.61
0.69
0.70

0.78
0.90
0.96
0.90

1.08
1.24
1.30
1.14

1.03
1.25
1.34
1.18

Panel B: Regressions of PME on Fund Size Quartiles
Dependent variable: PME
2nd size quartile

Buyout Funds
0.065
0.039
[0.059]
[0.057]

Venture Capital Funds
0.219
0.138
[0.149]
[0.140]

3rd size quartile

0.042
[0.059]

0.059
[0.057]

0.314**
[0.150]

0.318**
[0.141]

4th (highest) size quartiile

0.027
[0.059]

0.031
[0.057]

0.149
[0.150]

0.349**
[0.145]

No
598
0.00

Yes
598
0.15

No
775
0.01

Yes
775
0.21

Vintage year dummies
Funds
R-squared
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Table 7: The Relationship Between PME, IRR and Multiples
This table reports fund-level regressions where PME is the dependent variable. Given the small sample sizes in early
vintages, only vintage years from 1993 onwards are included. Ordinary standard errors are reported in brackets, and
standard errors clustered by vintage year are in curly brackets. ***, ** and * denote significance at the 1%, 5% and
10% respectively using standard errors clustered by vintage.

Buyout Funds
IRR

2.52***
[0.07]
{0.43}

Multiple

Dummies Included
N
R-squared

Y
557
0.75

VC Funds
0.43
[0.07]
{0.25}

0.71***
[0.01]
{0.06}

0.62***
[0.02]
{0.10}

Y
557
0.92

Y
557
0.92
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3.47***
[0.11]
{0.55}

Y
638
0.71

1.21***
[0.07]
{0.25}
0.56***
[0.01]
{0.07}

0.44***
[0.01]
{0.07}

Y
638
0.91

Y
638
0.94

Table 8: Actual PMEs and Implied PMEs
This table reports, by vintage year, average actual PMEs for Burgiss and Robinson-Sensoy and implied PMEs for
Venture Economics, Preqin and Cambridge Associates. The implied PMEs use the results of vintage year regressions
of PMEs on IRRs and Multiples from Burgiss data which are reported in Internet Appendix Table1A5. Weighted
averages use as weights fund capital commitments, as a proportion of total commitments for funds reporting
performance data, in each vintage. Capital commitments at the fund level are not reported by Cambridge Associates.
Panel A: Buyout Funds
Vintage

Actual PME
Burgiss

1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008

1.09
0.91
1.11
1.20
1.13
1.22
2.34
1.32
0.89
1.24
1.75
1.20
0.90
1.30
1.21
1.27
1.47
1.38
1.53
1.58
1.51
1.23
0.99
1.02
0.90

Average 2000s
Average 1993-99

1.29
1.27

Vintage

Actual PME
Burgiss

1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008

0.69
0.73
0.80
1.29
1.44
1.52
1.66
1.35
1.34
2.74
2.86
2.09
4.17
2.65
1.48
0.90
0.85
0.84
0.88
0.99
0.96
1.23
0.97
0.99
0.84

Average 2000s
Average 1993-99

0.95
2.41

Weighted Average
Actual PME
Implied PME
RobinsonVenture
Preqin
Sensoy
Economics
1.56
1.27
0.93
1.28
0.77
1.15
1.35
0.84
1.31
1.49
1.07
1.16
1.28
0.91
1.14
1.33
1.00
1.16
1.07
1.08
1.27
1.41
1.23
1.22
1.25
1.04
1.18
1.20
1.42
1.30
1.14
1.31
1.52
1.03
1.15
1.78
1.25
1.25
1.43
1.43
1.46
1.71
1.04
1.31
1.42
1.04
1.04
1.16
0.89
1.02
0.98
1.00
0.87
0.92

Actual PME
Burgiss
0.87
0.91
1.00
1.25
0.98
1.26
1.57
1.23
0.79
1.35
1.48
1.34
1.13
1.23
1.35
1.19
1.42
1.31
1.42
1.75
1.40
1.20
1.03
1.03
0.91

Unweighted Average
Implied PME
Venture
Preqin Cambridge
Economics
Associates

1.02
0.91
1.04
1.15
1.03
1.21
1.23
1.25
1.16
1.15
1.21
1.28
1.07
0.98
1.06
0.93

1.17
1.10
1.23
1.56
1.25
1.37
1.31
1.55
1.62
1.30
1.43
1.39
1.21
1.05
1.08
0.95

1.06
0.89
1.26
1.19
1.21
1.61
1.56
1.41
1.65
1.45
1.38
1.33
1.20
1.12
1.03
0.88

1.16
1.29

1.14
1.33
1.27
1.12
1.29
1.27
1.11
1.21
1.30
1.08
1.29
1.25
Panel B: Venture Capital Funds
Weighted Average
Unweighted Average
Implied PME
Implied PME
Actual PME
Actual PME
RobinsonVenture
Preqin
Burgiss
Venture
Preqin Cambridge
Sensoy
Economics
Economics
Associates
0.78
0.70
0.92
0.71
0.78
0.75
0.73
1.18
1.02
1.18
1.17
1.34
1.01
1.50
1.37
0.84
1.27
1.19
1.51
1.76
2.79
1.30
1.70
1.58
1.87
2.18
3.14
2.40
1.53
2.08
1.80
1.22
2.47
3.52
2.16
2.24
2.82
2.97
1.27
3.21
1.75
3.79
3.25
2.44
3.09
1.8
1.92
2.28
2.43
2.01
2.09
2.04
1.54
1.61
1.64
1.43
1.55
1.58
1.40
0.61
0.69
0.81
0.76
0.79
0.87
0.88
0.71
0.92
0.90
0.79
0.82
0.98
0.78
0.67
1.00
0.99
0.80
0.92
0.89
0.90
0.85
0.80
0.91
0.82
0.81
0.80
0.87
1.03
0.95
0.88
1.00
0.90
0.96
0.97
1.06
0.90
0.94
1.07
1.19
0.8
1.07
1.03
1.27
1.05
0.96
0.98
0.93
0.97
0.93
0.86
0.94
0.95
0.93
0.96
0.97
0.96
1.04
1.12
0.85
0.89
0.84
0.78
0.84
0.90
1.36

0.94
1.94

0.96
2.13
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0.91
2.25

0.90
1.81

0.94
1.94

0.96
1.96

Figure 1: Buyout and VC fund PMEs
This figure shows average Public Market Equivalent ratios (PMEs) by vintage year, comparing private equity returns
to equivalently timed investments in the S&P 500. Panel A focuses on buyout funds, and Panel B on venture capital,
using the classifications used by the suppliers or authors. Only funds with a North American geographical focus are
included.
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Figure 2: Actual and estimated PMEs
This figure shows, by vintage year, average Public Market Equivalent ratios (PMEs) from different commercial data
sets. PMEs for Burgiss are calculated using underlying cash flow data for funds. PMEs for Venture Economics,
Preqin and Cambridge Associates, are the PMEs implied by using regressions results as reported in Table 8. Panel A
focuses on buyout funds, and Panel B on venture capital, using the classifications used by the suppliers or authors.
Only funds with a North American geographical focus are included.
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Panel B: VC fund PMEs
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Abstract
We present conclusive evidence on the performance of private equity, using a
high quality dataset of fund cash flows that covers about 85 percent of capital
ever raised by U.S. buyout funds. For almost all vintage years since 1980, U.S.
buyout funds have significantly outperformed the S&P 500. Liquidated funds
from 1980 to 2000 have delivered excess returns of about 450 basis points per
year. Adding partially liquidated funds up to 2005, excess returns rise to over
800 basis points. The cross-sectional variation is considerable with just over
60% of all funds doing better than the S&P, and excess returns being driven by
top-decile rather than top-quartile funds. We document an extreme cyclicality
in returns with much higher figures for funds set up in the first half of each of
the past three decades, and correspondingly lower returns towards the end of
each decade. However, we find a significant downward trend in absolute
returns over all 29 vintage years. Our results are robust to measuring excess
returns via money multiples instead of IRRs, and are essentially unchanged
when pricing residual values at observed secondary market discounts.
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1. Introduction
Researchers have faced a tough challenge in measuring the returns from the private equity
industry for its investors: there is no active and transparent market for private equity assets;
fund managers are not required to disclose the performance or the cash flows of their funds;
and information that is available through subscription data providers is summarized or
anonymized and, therefore, hard to compare and to validate.
One approach has been to source fund cash flow data directly from a single limited
partner. These studies all show private equity significantly outperforming public equity
benchmarks. For example, Ljungqvist and Richardson (2003) find excess returns of 5 to 8
percentage points per annum compared to the S&P 500.2 Limited partner data is likely to
be of high quality since limited partners invest on it and have a strong incentive to maintain
its accuracy. However, Lerner, Schoar and Wongsunwai (2007) report significant
differences in skill and performance between limited partners, making it difficult to
generalize from such studies.
By contrast, the Thomson VentureXpert (TVE) private equity database is broad in
coverage and has a long history, so has been a natural destination for researchers looking
for representativeness. Using TVE’s underlying cash flow dataset as of 2001, Kaplan and
Schoar (2005, KS) find that net returns from U.S. buyout funds are slightly below the S&P
500. Using the 2003 dataset, Phalippou and Gottschalg (2009, PG) show a significant
underperformance of the entire asset class. These findings have been influential and widely
referenced in the past.3 However, recent evidence suggests that a significant proportion of
the records in those datasets had missing cash flow data that could result in a systematic
downward bias in measured performance (Stucke (2011), Phalippou (2012)).
Aside from the data issues - the problems of single source bias and data accuracy features of the private equity industry itself made it very hard to draw strong conclusions
about performance. The returns from a private equity fund can only be measured with
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Further studies include Gottschalg, Talmor and Vasvari (2010), Robinson and Sensoy (2011).
By December 2011, these two studies had been downloaded around 20,000 times from SSRN. Politicians,
commentators, labour unions and others who are critical of private equity’s robust brand of capitalism were
probably slightly surprised to find that buyouts did not even deliver superior returns.
3
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certainty when the fund is fully liquidated, which is usually well beyond the nominal 10year fund life. But the industry is quite young, so judgments about performance are still
largely dependent on vintage years in the 1980s and 1990s. Since private equity
performance is also very cyclical, there is a real risk that your conclusion depends on where
you are standing.

This paper gives a conclusive answer on how private equity has performed in the past
relative to the S&P 500, and resolves the ambiguity in the existing studies of private equity
performance. We do this by building a dataset with detailed cash flow data on U.S. buyout
funds that is unmatched in size and quality.
Our primary source of data is the fund cash flow database of Cambridge Associates
(CA), which has not previously been made available to researchers. The CA data has the
integrity of limited partner data, but with broad coverage and a long history, containing
around 60% of the universe of U.S. buyout funds by value. However, no single source of
data is complete, so that even broad coverage data sources may be vulnerable to the charge
of selection bias. The solution is to build a complete dataset. We extend the CA data using
buyout funds collected from a number of further limited partners to get a sample that is by
far the most comprehensive yet assembled. It contains 1,169 funds with total committed
capital of over $1 trillion. It captures approximately 85% of funds ever raised by the U.S.
buyout industry, and this proportion is fairly steady back to 1980.

Our key findings are as follows:
We show that U.S. buyout funds with vintage years from 1980 to 2008 have outperformed
the S&P 500 by over 500 basis points per annum (as of June 2010). Leaving out very
young funds from 2006 to 2008, excess returns rise to over 800 basis points per annum.
There is a continuing debate about the reliability of IRRs as performance measures, so we
also conduct the analysis in terms of money multiples. The conclusions are unaffected. Our
results are broadly consistent with the results of earlier single-limited partner studies such
as Ljungqvist and Richardson (2003), suggesting that those findings were not, in fact, the
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product of selection bias. Also, we find no evidence of the ‘success’ bias that some critics
argue may be present in data aggregators such as CA.
We document an extreme cyclicality in returns to U.S. buyout funds through time.
IRRs and TVPIs show a highly pronounced wave pattern, with much higher returns for
fund vintage years in the first half of the 1980s, 1990s, and 2000s, and correspondingly
lower returns towards the end of each decade. However we find a significant downward
trend in absolute returns over all 29 vintage years. There is also a considerable cross
sectional variation in the performance of funds. Just over 60% of funds earn a positive IRR
spread against the S&P 500, and the average fund did much better than the median,
suggesting that excess returns are mainly driven by positive outliers. This naturally raises
the question of who those outliers are. We find a (weakly) statistically significant positive
relationship between the size of a fund and its performance, both absolutely and relative to
the S&P 500. Focusing on funds whose investments were less affected by a subsequent
economic downturn, that is vintage years from the first half of each decade, the relationship
between size and performance becomes highly significant.
We examine the impact on measured performance of using fund managers’ own
valuation estimates for funds that are not yet fully liquidated, which show up as net asset
values (NAVs). There is a natural mistrust of the NAV component of returns, but we show
that NAV is a second order issue in assessing the historical record. Limiting the sample to
‘effectively liquidated’ funds from 1980 to 2000 slightly reduces excess returns to 450
basis points per annum. More reasonably, if we assume a sale of remaining fund interests
into the secondary market at observed discounts this raises returns back to over 500 basis
points per annum. Adding funds until 2005, excess returns rise to 700 basis points again.
We investigate the gross performance of our funds. We infer the fees and carried
interest from the net cash flows and interim valuation figures by making reasonable
assumptions about the terms of the partnership agreements. Gross returns are approximately
60% to 80% higher than net returns to LPs, and in excess of 12 percentage points of the
S&P 500. However, even at the gross level, still only 70% of all buyout funds beat the S&P
500. We estimate that the gross outperformance is equally split between GPs and LPs over
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the period 1980 to 2004, with the managers of our 764 funds retaining around $200bn in
fees and carried interest.

2. Empirical framework and literature
Private equity funds are closed-end with an expected lifetime of 10 to 12 years, and an
optional extension to liquidate remaining investments. Outside investors (LPs) commit to
subscribe capital and the fund manager (GP) subsequently calls this capital for investments
or management fees during the first 5 to 6 years of a fund’s lifetime. Cash distributions
back to LPs may start as early as the third year, as first investments are exited or
recapitalized, and continue until the fund is fully liquidated.

2.1.

The profile of returns

The net return from a private equity fund can only be measured with certainty when the
fund is fully-liquidated and all cash flows between the fund and its LPs are complete.
Interim measures of fund performance have to combine cash flows with a net asset value
(NAV), which is the accounting record of the fund’s current invested capital.
NAV initially records the purchase cost of investments. NAV is written down if the
recoverable value falls below cost but, since 2006, industry guidelines and GAAP
(SFAS157, IAS39) require NAV to be recorded at ‘fair value’, that is, written up to current
value as well as written down. This codified what was already widespread practice in the
private equity industry. In principle, fair value is an arm’s-length exchange value for the
asset but in very illiquid markets there is no consensus on how to measure fair value. So on
the one hand, NAVs may display accounting conservatism; they may understate the current
realizable value of the assets and, in particular, are likely to provide an underestimate of the
outturn of future cash flows. On the other hand, GPs may opportunistically overstate NAVs
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at certain points of a fund’s lifecycle, for example, at times of raising a follow-on fund.4 In
this paper we are agnostic on the direction of bias.
A fund’s remaining NAV is commonly related to the total of invested capital, and
presented by the ‘residual value to paid-in capital’ (RVPI) ratio. The expected profile of
RVPI would be to peak at around year 4 to 5; thereafter, cash distributions start to exceed
final calls and RVPI trends to zero as investments are realized or written-off. The ‘total
value to paid-in capital’ (TVPI) ratio or ‘money multiple’ is the sum of the ‘distribution to
paid-in capital’ (DPI) ratio and the RVPI. So the TVPI is an undiscounted measure of
performance that is not sensitive to the timing of distributions. Annual and quarterly IRRs
effectively use the current NAV as terminal cash flow.

2.2.

TVE and residual values

Table I presents RVPI ratios of TVE, CA, Preqin, and a group of public reporting
institutions (PRI) for U.S. buyout funds as of December 2009. While RVPIs by CA, Preqin
and PRI all follow the expected profile following their 10th anniversary and are very similar
to each other, the TVE RVPIs are significantly higher. Half of the funds from the 1980s
still carry positive RVPIs 20 to 30 years after inception, the average of which is almost
40%. Similarly, half of the funds from 1990 to 1996 have RVPIs above 10%, the average of
which is almost 60%.
One explanation might be that TVE is simply more complete than other data
aggregators with respect to failed funds, that is, CA, Preqin or PRI data may be subject to a
survivorship bias. However, inspection of the TVE database does not support this
conjecture: incomplete funds appear to be randomly drawn with respect to interim
performance, with respect to size, and with respect to fund age. In terms of age, many funds
that enter stasis in TVE do so quite early in life. Instead, Stucke (2011) shows that the
reason for these implausibly high residual values are a large number of funds in the TVE
database that stopped being updated during their active lifetime, so their data records were
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Certainly, when private equity firms engage in club deals, material differences in measured NAVs for the
same asset are regularly observed.
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truncated and their NAVs have simply been carried forward since that date and remained
constant. As a consequence, significant cash distributions are missing in the TVE data.

The two major studies using early TVE data, Kaplan and Schoar (2005, KS) and Phalippou
and Gottschalg (2009, PG), are impacted by incomplete fund data in different ways.
KS compare the performance of U.S. buyout and U.S. venture capital funds from
1980 to 1995 to the S&P 500, using TVE data at December 2001. The authors conclude
that, on average, overall net returns of the asset class are approximately equal to the S&P
500, while U.S. buyout returns are slightly below those of the S&P. KS seek to sample
funds that are no longer active and use two criteria to establish this: the fund has been
officially liquidated, or the fund had no more cash flow activity for at least the final 6
quarters. However, the ‘no more cash flow’ criterion allows all funds with truncated data
into the sample, while mature and complete funds with minor cash flow activity, such as
dividend payments from remaining equity stakes, are removed. Consequently, the authors
oversample incomplete funds in most vintage years, which is the main reason for the
downward bias of their results. As an example, the KS sample at December 2001 includes a
number of funds from vintage years 1992 to 1995, though, in practice, it would be rare for a
private equity fund to have zero cash flow activity between its 5th to 8th anniversary, or to
be even liquidated that early.

PG merge TVE’s U.S. and European buyout and venture capital funds with 1980 to 1993
vintage years into a single sample, using data at December 2003. The authors report a
substantial underperformance of 3% per year with respect to the S&P 500. Unlike KS, PG
actively discuss the high proportion of funds with constant residual values and no cash flow
activity. Using the same ‘6 quarters of inactivity’ filter, PG find that as many as 50% of the
funds in their working sample have abnormally high residual values.5 But rather than the
non-updating explanation for the truncated data, the authors interpret constant NAVs as
evidence of valueless ‘living dead investments’, and write NAVs off to zero. Given this
5

PG write that 462 of their 852 sample funds, which are between 10 and 24 years old, still carry positive
residual values that total as much as 43% of the amount they invested, and that most of these funds have not
shown any sign of life for a long time.
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treatment, PG’s conclusion is probably not surprising; reducing the absolute returns of
more than every second fund by an average of 43 percentage points inevitably has a strong
negative effect.

While PG do not detail the number of U.S.-only funds in their 2003 sample, in an earlier
study Gottschalg, Phalippou and Zollo (2003, GPZ) find 161 U.S. buyout funds with
vintage years from 1980 to 1993, a decrease by 36 funds. As of 2010, the TVE database has
just 148 U.S. buyout funds left for the same period – a further decrease by 13 funds, and a
drop of 25 percent since 2001 (see Table II, Panel A). Overall, GPZ document a total of
983 U.S. and European buyout and venture capital funds from 1980 to 1993 in their 2003
sample, only 898 of which are left by 2010. This difference of 85 funds is about the same as
the difference between the ‘more than 398’ funds without ‘any sign of activity over the last
two years’ prior to Dec. 2003 that Phalippou and Zollo (2005) report (plus about 30 funds
with constant residual values in TVE’s ‘officially liquidated’ sample), and the 348 funds
without any activity over this period that are still in the TVE database as of 2010. We
conjecture that the decrease in overall funds between 2003 and 2010 in general, as well as
in U.S. buyout funds between 2001, 2003 and 2010 in particular, is due to incomplete funds
that were subsequently removed from the TVE database. As a result, vintage years from
1980 to 1993 seem to be in much better shape today (we revisit June 2010 PME values of
TVE later).
The impact of extending the subset of truly liquidated funds with these incomplete
funds seems to be material. For the 169 U.S. buyout funds in KS’s working sample the
authors calculate a weighted-average PME value of 0.93. For the subset of 64 officially
liquidated funds, Stucke (2011) finds a PME value of 1.09. Similarly, GPZ report that their
minority of liquidated U.S. and European buyout funds reached a PME value of 1.06 (with
U.S. funds performing better), while adding the remaining buyout funds reduces this value
to 0.97. The total of GPZ’s liquidated buyout and venture capital funds reached a PME
value of 1.03, while adding the majority of incomplete and non-liquidated funds also results
in a PME of 0.97.
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2.3.

Evidence based on single-limited partner data

Ljungqvist and Richardson (2003, LR) use a sample of private equity funds that come from
one of the largest institutional investors in private equity in the U.S. Their sample of 73
mature funds consists of 54 buyout funds and 19 venture capital funds with vintage years
from 1981 to 1993, and cash flow records up to September 30, 2002. To benchmark, the
authors invest into the S&P 500 according to the funds’ actual (or average) drawdown
schedules. Instead of following the funds’ actual distribution schedules, however, the
authors assume a single, full distribution from the S&P 500 at the end of year 10 at the
index’s actual value or the index’s average value during year 10.
LR calculate average IRR spreads between the private equity funds and their
corresponding index investments of 5.7 to 7.5 percentage points, which is high compared to
other studies and compared to our results for this period. However, the IRR spreads of LR’s
approach are not directly comparable. As measured IRR is sensitive to the timing of
distributions, a single distribution of the index investments at the end of year 10 is likely to
result in a higher IRR spread, since, as LR document, the average private equity fund in
their sample has already delivered one third of all cash distributions by shortly after its 6th
anniversary and another third by its 9th anniversary. Using the authors’ reported vintage
year IRRs and TVPIs we reestimate the performance of their sample to have a positive IRR
spread (comparable to our approach) of about 2.1 percentage points, which is broadly in
line with our results reported later.

Robinson and Sensoy (2011, RS) compare private equity returns to the S&P 500 for a
mixed sample of U.S. and international buyout and venture capital funds with data provided
by a large, single limited partner. For their group of liquidated buyout funds, the authors
find an outperformance of about 2.5 percentage points.
To form their sample of liquidated funds, RS use the same rule as KS – they keep
only ‘funds that were either officially liquidated as of 6/30/2010, or had no cash flow
activity for the last six quarters’. This rule generates a surprisingly large number of funds
with recent vintage years. For vintage years from 1998 to 2005, Panel B of Table II
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compares the number of U.S. & international buyout funds in RS’s full sample, as well as
the number and fraction of funds that were either liquidated or had no more cash flow
activity for the last 6 quarters in their ‘liquidated’ sample, with corresponding figures for
our sample of U.S. buyout funds. The fractions of funds that match this rule are
significantly different. This is particularly notable for funds with vintage years 1998 to
2001, where the overlap between RS’s and our sample must be large. One explanation
might be that there are truncated records in RS’s data, too.

A recent study by Harris, Jenkinson, and Kaplan (2011, HJK) compares IRRs and money
multiples of four commercial databases (TVE, Cambridge Associates, Preqin and Burgiss)
and two academic studies (KS and RS). HJK then calculate PME values for a sample of
U.S. venture capital and buyout funds from the Burgiss Group, and estimate PME values
for the other commercial data providers based on their vintage year multiples and IRRs. For
buyout funds, the authors reach a conclusion similar to RS, estimating a positive
performance of about 3 percentage points relative to the S&P 500. However, the Burgiss
data is comparably young.

3. Data and methodology

3.1.

The universe of buyout funds

For research into public equity performance, exchange listing provides a convenient
institutional research frame. In the case of private equity, identifying the universe of buyout
funds is challenging. Both TVE and Preqin maintain and publish a record of the universe of
buyout funds. However, these lists are not identical. For example, the Preqin universe
increases significantly by the mid-1990s, while the TVE universe is large in the 1980s and
1990s, but declines in the 2000s. There are many discrepancies of data and definition in
terms of fund size, fund vintage year, and fund type between both databases. Merging the
Preqin and TVE funds by hand, using a conservative rule that retains all U.S. funds that are
categorized as ‘buyout’ in at least one of the two databases, results in a total of capital
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raised of $1,138bn between 1980 and 2008.6 Similarly, the Dow Jones LP Source database
reports an amount of capital raised of $1,231bn over the same period.
With respect to the number of funds, our merge of Preqin and TVE suggests a
maximum of about 1,750 funds. However, TVE lists a large number of small funds, side
funds and sub funds (about 500 funds are below $100m, 275 of which below $50m). The
number of discrete funds in LP Source is about 1,500 funds. Since the Dow Jones database
has a constantly high coverage throughout the past three decades, and appears to be highly
accurate, we benchmark to the Dow Jones figures in the following.

3.2.

Our sample of buyout funds

Our base sample comprises all U.S. buyout funds from Cambridge Associates’ private
equity fund database. CA was formed in the 1970s and became the world’s leading private
equity advisory firm with over 900 LP clients. It maintains a cash flow and NAV database
for over 4,000 private equity and venture capital funds, most of which are administrated on
behalf of their LP clients in its role as a data custodian and running customized accounts.
We use CA data because it has the data integrity of limited partner data, but with broad
coverage and a long history.7 We have 556 funds for the vintage years from 1986 to 2008
with combined capital commitments of about $668bn, and with data updated to the second
quarter of 2010. For each fund we have quarterly data on capital calls and capital
distributions between the fund and its LPs, and net-to-LP NAVs.
No single data source is complete with respect to the universe: for example, for the
vintage years 1980 to 2005, the TVE sample has 497 funds; Cambridge Associates has 431
funds; State Street has 419 funds; Burgiss has 399 funds; Preqin has cash flow data for 290
funds. As a result, even studies that use broad coverage databases sourced from data
aggregators are vulnerable to the accusation of selection bias. In the case of Cambridge
Associates, some practitioners have interpreted CA’s apparently higher benchmarks,
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If there were differences in the size of a fund between both databases, we count the larger value. If the
vintage year did not match, we took the earlier of both years.
7
CA has recently been appointed by the Institutional Limited Partners Association to create the industry’s
official future benchmarks for LPs.

10

compared to TVE, as a result of success bias, perhaps resulting from investments in
outperforming first-time funds. As we note below, we find no indication that Cambridge
data has a bias in any direction.
To increase coverage relative to the universe, we extend the sample by adding a
further 613 U.S. buyout funds with capital commitments of $356bn, collected from a
number of single LPs.8 The full sample of 1,169 funds provides additional coverage
primarily of smaller funds from the 1980s and 1990s. In total, the 1,169 funds have capital
commitments of $1,024bn, and have quarterly cash flows and valuation figures until the
second quarter of 2010. The full sample covers about 90% of the capital raised by the
combined Preqin/TVE universe of U.S. buyout funds. With respect to the LP Source
universe, we cover almost 85% by value. Importantly, the coverage is fairly evenly
distributed back to 1980.
Table III, Panel A, compares the number of funds from the different data sources
and in past studies. Panel B compares the CA sample and the full sample to the LP Source
universe in capital terms. Figure I compares the median IRRs of the CA sample and the full
sample to different data sources.

3.3.

Methodology

We calculate our absolute performance measures (IRRs and TVPIs) and our relative
performance measures (IRR spreads and adjusted TVPIs) for our sample funds by vintage
year, for sub-periods, and overall. All capital-weighted and equally-weighted average
performance measures are calculated on an annually-pooled cash flow basis. For any period
of vintage years we aggregate individual values by weighting them by their underlying
amount of invested capital or by the number of underlying funds.
We benchmark against the total (gross) returns of different public equity indices
using the traditional ICM approach first documented by Long and Nickels (1996), as well
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These LPs are randomly distributed with respect to their private equity experience (8 to 34 years as of 2012)
and assets under management ($200m to over $20bn). They cover the full spectrum of institutional investors,
including public and corporate pension funds, fund of funds, insurance companies, banks and endowments
from the U.S., the U.K. and Continental Europe (Germany and Switzerland).
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as the approach of KS. The rationale of the Long and Nickels approach is to invest equally
in a public equity index whenever a private equity fund calls capital from its LPs, and to
divest an equivalent amount from the index whenever a private equity fund distributes
capital back to LPs.9 In the meantime, all invested capital changes in value corresponding
to the index. The result is a spread between the IRR of the private equity fund and the IRR
of the equivalent index investments. KS discount capital distributions and capital calls
separately according to the changes in the index and calculate the ratio of both present
values. The result is an index-adjusted TVPI.

4. The net returns from U.S. buyout funds
This section presents the net returns generated by U.S. buyout funds for their investors for
the 29 vintage years from 1980 to 2008. We study the absolute performance of funds for
LPs, the performance relative to the S&P 500, and finally compare our results with the
literature and other data sources.

4.1.

Absolute returns to LPs

Table IV shows the distribution and absolute performance of the 556 U.S. buyout funds in
the CA sample from 1986 to 2008, while Table V shows the same data for the full sample
containing all funds. We show capital-weighted, equally-weighted and median IRRs and
TVPIs. The IRRs and TVPIs include the reported NAVs, where relevant, as of June 2010.
Over all years, U.S. buyout funds in the CA sample have delivered an average IRR
of 8.0% and a TVPI of 1.38. The full sample of U.S. buyout funds delivered an overall IRR
of 8.6% and a TVPI of 1.41. The slightly better performance of the full sample comes
mainly from the vintage years 1980 to 1985 which are not carried in CA. These were
golden (vintage) years for buyout performance, though they involved few funds and
relatively little capital.10 Otherwise, the CA data appears to be highly representative of the
9

In contrast to the original ICM approach, we avoid running into a short position with the index equivalent.
Most funds in the earlier 1980s focused on venture capital, or a combination of venture, growth and buyout
investments. Funds in our sample are those exclusively conducting leveraged buyouts.
10
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full sample of buyout funds in terms of performance and there is no evidence of a success
bias in the CA data. Figure II plots the capital-weighted and median IRRs and TVPIs for
the CA sample and for the full sample since the mid-1990s. This emphasizes the
consistency between them; the CA returns are almost identical to those of the full sample.
Figure III graphically depicts the strong downward trend of absolute U.S. buyout
returns over time, and the highly cyclical nature of buyout returns in general. For the full
sample from 1980 to 2008, Figure III plots 3-years rolling IRRs and TVPIs (to account for
overlapping investment periods and to smooth). IRRs of above 25% and TVPIs of above
2.5 achieved by many funds in the first half of the 1980s became the unofficial return goal
of the buyout industry: ‘returns of 25 and 2.5’. IRRs and TVPIs fell in the second half of
the 1980s due to many overleveraged companies and a weak U.S. economy in the early
1990s. Funds with vintage years from the earlier 1990s that exited their investments during
the economic boom towards 2000 show again IRRs around 25% and TVPIs up to 2.5.
Later-1990s vintage years delivered correspondingly poor returns – for the first time with
single-digit IRRs. The 2000s followed the same pattern as the 1980s and 1990s, though
funds in the 2000s increasingly contain unrealized investments.
The cyclical nature of private equity returns has often been noted. KS argue that
cyclical underperformance is a result of capital flowing to underperforming funds and to
new funds in boom periods. Gompers and Lerner (2000) talk about the ‘money chasing
deals’ feature of private equity performance. The evident inverse correlation between the
performance cycles in Figure III and equity and debt capital market cycles, and with the
business cycle, suggests that wider economic factors have a significant impact.

4.2.

Relative performance to the S&P 500

U.S. buyout funds outperformed the S&P 500 in almost every vintage year since 1980
(Table VI). The overall capital-weighted average IRR for 1980 to 2008 vintage years is 544
basis points higher than for equivalent investments in the S&P 500. Excluding the very
young vintage years 2006 to 2008, this number rises to 809 basis points per annum. Over
the whole period, the equally-weighted average IRR is 468 basis points higher than the

13

S&P 500, and the median buyout fund has a positive spread of 390 basis points, against the
accepted wisdom that the average or median buyout fund does not outperform public
equity.
In most vintage years the average outperformance is above the median, often
significantly, indicating that the substantial excess returns are largely driven by positive
outliers. This observation is underscored by the fact that just 63% of the sample displays a
positive IRR spread against the S&P 500. Over all 29 vintage years, the S&P adjusted
TVPI is 1.23 for the capital-weighted and 1.21 for the equally-weighted average fund, as
well as 1.11 for the median fund. Excluding funds from 2006 to 2008, these multiples
increase to 1.35, 1.30 and 1.21, respectively.
U.S. buyout funds from the 1980s delivered weighted-average excess returns of 244
basis points per annum over the S&P 500. This number is very similar in size to our
estimation based on the data of Ljungqvist and Richardson (2003). The equally-weighted
average fund performed better with an IRR spread of 370 basis points.11 The median fund
in the 1980s slightly underperformed the S&P. The average U.S. buyout fund from the
1990s delivered excess returns of about 470 basis points per annum, while the median fund
reached 300 basis points. Although the absolute performance of U.S. buyout funds was
very cyclical in the 1990s, the excess returns over the S&P 500 remained comparably stable
throughout the decade.
Funds from 2000 to 2005 have average IRR spreads of around 1,000 basis points or
above. The likely reasons for this strong outperformance were relatively low entry
multiples until the mid-2000s, and unprecedented levels of cheap debt, leveraged
recapitalizations and secondary sales. However, the outperformance of these younger funds
measured at June 2010 partly relies on net asset values since these funds are not yet fully
liquidated. Unreported estimates suggest that vintage-year 2000 and 2001 funds would
remain strong outperformers even if their residual values of 42 to 50% of invested capital
were entirely valueless. Funds from 2002 to 2005 need to realize 30%, 20%, 55% and 75%,
respectively, of their residual values to continue outperforming the S&P 500.
11

Many large funds from 1986 to 1988 delivered below average returns. Especially one outlier in 1987 that
accounted for roughly 40% of funds raised in that vintage year.
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Average funds from 2006 and 2007 mostly have positive interim spreads. However,
it is far too early to make a serious judgment as most of these funds have not even finished
their investment period. Overall, vintage years from 2005 to 2008 account for roughly 50%
of capital ever raised by U.S. buyout funds, and their final returns will ultimately be
influential for the overall outperformance of the asset class.

4.3.

Comparison with other studies, and with other data sources

In the following, we compare the S&P 500-adjusted TVPI ratios – PME values – with
results reported by KS, RS and HJK. We also present PMEs based on pooled vintage year
cash flows from various data sources, some of which might contain a part of the 15 percent
of funds not covered by our full sample. Although some differences are present, mainly due
to smaller sample sizes prior to 1997, PME values based on Burgiss, State Street, Preqin,
Calpers, and the full TVE sample (as of June 2010) support our finding that U.S. buyout
funds have systematically outperformed the S&P 500 over a long period.
Figure IV, Chart A, compares our adjusted TVPIs with the results of KS, which
start in 1983. Although KS’s PME values are systematically lower from 1984 to 1995, for
reasons discussed earlier, both time series are clearly correlated. In 1983, 1984 and 1986
results are similarly positive, then also drop below 1.0 in 1987 and 1988, followed by an
upward trend. From 1991 to 1995, PME values of KS are systematically below 1.0, while
our corresponding figures are above 1.0. Nonetheless, a certain level of co-movement is
present.
Chart B compares our results to RS. For the ten vintage years from 1984 to 1993
their PME values are comparably volatile. In certain years (1985, 1988 to 1990, and 1992)
RS’s PME values are similar to ours; these are vintage years with comparably more funds
in their sample. In other years (1986, 1991 and 1993) their PME values are quite different.
From 1994 to 1998, PME values are very much in line with each other, which is probably
the result of a large overlap between the samples. From 1995 to 1998 the RS PME values
are consistently higher, which may reflect the presence in the RS sample of a number of
European buyout funds that performed better than their U.S. counterparts in those vintage
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years. The post-1998 PME values that RS calculate are much lower than our PMEs, and
this is particularly notable for 2000 and 2001 when the overlap between both samples must
be significant. As mentioned before, a possible explanation might be truncated data.
In Chart C we compare our PME values with those that HJK calculated based on
fund cash flow and NAV data from the Burgiss Group. As for RS, results of HJK are more
volatile than ours from 1984 to 1994, with PME values being closer in vintage years with
comparably more funds in the Burgiss data (1989, 1991 and 1993), and vice versa. In 1987
and 1988, HJK find positive PME values, while their sample seems also not to contain the
major outlier fund of 1987 (see Table 2 of their study), the positive PME value in 1988 is in
contrast to both, RS and us. From 1995 to 1997 their PME values are similar to ours (in
fact, slightly below). In 1998 to 2000, 2002 and 2003 their PME values are almost the
same. However, on a like-with-like comparison, these PME values should also be a bit
below, as their calculations include NAVs as of December 2010, which were significantly
higher than in June 2010 (the final quarter of our funds).
Charts D through G compare with evidence from State Street, Preqin, Calpers and
TVE’s full sample, reflecting their different periods of coverage. The State Street and
Preqin results are broadly in line with ours since those dates, with occasional exceptions –
State Street’s 1996 points in the opposite direction to our results and to HJK and RS.
Preqin’s drop in 2002 is similar to the drop in 2001 documented by HJK. Calpers is the
U.S.’s largest public pension fund, and has been a performance touchstone for a long time.
Since 1999, their PME values are consistently higher than those of our full sample, perhaps
indicating superior fund selection skills. Vintage years with lower PME values in the full
TVE sample (1990, 1991, 1994, 1995) are correlated with higher fractions of incomplete
funds, and vice versa.
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5. Evidence based on liquidated funds
The return metrics reported above treat the final NAV as a cash flow. Concern about the
integrity and uncertain outcome of NAV numbers has led researchers to focus on liquidated
funds. We define a fund as ‘effectively liquidated’ if its residual value is less than 10% of
invested capital. Table VII profiles the full sample by vintage year on the basis of RVPIs,
focusing on the period 1990 to 2005. As at June 2010, all funds with vintage years up to
1992 were liquidated. For post-1996 vintage years, the number of effectively liquidated
funds falls off sharply, and for funds formed since 2000 a significant part of returns is still
represented by unrealized investments so that few of these funds make it into our liquidated
sample. Setting the cutoff following vintage year 2000, there are 410 liquidated funds out
of 584 funds for the 1980 to 2000 period.
Table VIII, Panel A, shows the returns to this liquidated subset, benchmarked
against the S&P 500. All numbers are calculated based only on the actual cash flows of the
funds, not reported NAVs. Overall, for the period 1980 to 2000, liquidated funds have
delivered weighted-average excess returns of 387 basis points and average excess returns of
462 basis points per annum (adjusted TVPIs are 1.18 and 1.20). The median fund has
delivered excess returns of 158 basis points – in total, 55% of all liquidated funds did better
than the S&P 500. As for the full sample, the substantial positive spread of the average
fund is largely driven by positive outliers. While the returns in Panel A are calculated using
only realized cash flows, the inclusion of their (inevitably small) NAVs does not materially
alter the result. As shown in the bottom row of the table, the overall weighted-average IRR
spread increases to 410 basis points and the average spread increases to 474 basis points per
annum if one accounts for residual values.

Focusing only on effectively liquidated funds risks bringing a downward bias to estimates
of the ultimate performance of this period, as it is primarily the more successful and larger
funds from the later-1990s that still have an RVPI above 10%, and these are excluded. This
is also the reason why the average performance exceeds the weighted-average in the
liquidated sample.
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An alternative methodology is to assume a sale of remaining fund interests in the
secondary market using reported secondary market prices. Cogent Partners and UBS are the
two most active intermediaries in the secondary market and report discounts to buyout fund
NAVs of 12.0% and 12.6%, respectively, at June 2010. This approach will be more
unreliable the more immature a fund is, so we argue that funds from 2006 to 2008 are too
young to be priced using a general secondary market discount, as the large undrawn
commitments require individual fund valuations.
Assuming a sale in the secondary market at a 12.6% discount in mid-2010, investors
into U.S. buyout funds from 1980 to 2000 would have gained excess returns over the S&P
500 of 534 basis points (see Panel B). The average fund would have returned 508 basis
points, and the median fund would have returned 341 basis points over the S&P. This
increase in excess returns relative to the subset of effectively liquidated funds in Panel A is
driven by the stronger outperformance of funds from 1995 to 1999 that still have an RVPI
above 10%. Adding funds until 2005, the overall excess returns rise to 692 basis points for
the weighted-average, and 586 basis points for the average fund following the sale of the
partnership interests in the secondary market.

6. The effect of benchmark
Compared to other alternative investment asset classes, performance benchmarking in the
buyout literature remains unsophisticated, which is a result of the intractable nature of the
asset class – there is no active or liquid market in private equity assets, and fund returns
cannot be reliably estimated until a fund is widely liquidated, so the conventional
estimation of factor pricing models is infeasible. Studies of private equity performance
have benchmarked against the S&P 500 index, even though it is not obviously comparable
in terms of size, liquidity or leverage. Since the focus of the current paper is the
measurement of returns, we also use the S&P 500, for comparability with previous studies.
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However, the minimum size threshold of the S&P 500 – $5bn at current prices –
exceeds the transaction size of 99% of historic leveraged buyouts by far.12 As a pointer to
the importance of benchmark we repeat our analysis using the S&P 600 Small-Cap
performance index, which contains 600 publicly-listed U.S. companies with an equity value
of $200m to $1,000m – much more in line with past buyout transactions sizes.
Table IX presents IRR spreads and adjusted TVPIs for the full sample using the
S&P 600 as the benchmark.13 The cyclical pattern is broadly the same as we observed in
Table V and partly in Table VI. However, using the S&P 600 benchmark reduces
outperformance by over 300 basis points compared to the S&P 500. Over the full period
from 1980 to 2008, U.S. buyout funds delivered a weighted-average IRR spread of 184
basis points. Excluding funds from 2006 to 2008, the outperformance rises to 481 basis
points. Numbers for the average fund are very similar with 199 and 478 basis points. The
median fund’s outperformance is again below the average, and only slightly over 50% of
the funds have generated excess returns over the S&P 600.
Funds from 1980 to 1986 performed extremely well with weighted-average excess
returns of about 1,600 basis points per annum (about 1,400 for the average and almost 900
basis points for the median fund). Funds from the late-1980s substantially offset this
success. The 1990s and 2000s show almost the same pattern, however, on a lower level
compared to the 1980s: the first six vintage years of both decades did very well, while the
subsequent vintage years substantially underperformed the S&P 600.

7. Fund size and performance
In a world where skilled managers attract larger funds, there may be a systematic
relationship between the size of a buyout fund and its achieved performance. Past studies
12

Moreover, the combined market capitalization of only the 10 largest (out of 500) companies in the S&P 500
exceeded the amounts of capital ever raised by U.S. private equity funds at any point in history.
13
In unreported work we find that benchmarking against a number of other smaller listed company
performance indices, including the Russell Microcap, the Dow Jones U.S. Small-Cap and the MSCI U.S.
Small-Cap gives essentially the same results. The Russell Microcap index contains 2,000 U.S. stocks with
capitalizations from $50m to $2,500m. The Dow Jones U.S. Small-Cap index contains 1,750 U.S. stocks with
capitalizations up to $4,500m, half of which below $600m. The MSCI U.S. Small-Cap index contains 1,750
U.S. stocks with capitalizations from $300m to $2,800m.
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report ambiguous results. KS find a positive, concave relationship between size and
performance in their full sample, but not for their subsample of buyout funds. RS find
significance, but only after including sequence numbers.
We look for such a relationship, using as dependent variables a fund’s IRR and its
IRR spread over the S&P 500, and three measures of fund size: the natural logarithm of the
amount of invested capital; the fund’s percentile rank within its single vintage year; the
fund’s rank within three adjacent vintage years. We add the square of log fund size to test
for concavity, and vintage year dummies to control for inter-year variation in returns. Table
X presents the results. Panel A shows a systematic positive relationship between the IRR of
a fund and its size that is statistically significant at the 5% level. Coefficients are similar for
the one and three-year rank and suggest that a decile in relative size yielded additional 40
basis points per annum. With respect to log fund size, a fund two times in size has delivered
an additional 60 basis points in annualized returns.
For the IRR spread over the S&P 500, there is also a positive relationship that is
significant at the 5% level, suggesting that larger funds have also generated a higher
outperformance relative to public equity. Coefficients for the IRR spreads are almost the
same as for the absolute IRRs of a fund. In unreported regressions we find that an increase
in a fund’s IRR almost perfectly translates into an equal increase of its IRR spread over the
index, with a coefficient of 0.92 and an explanatory power of the variation in IRR spreads
as high as 96%. Using the IRR spread over the S&P 600 as the dependent variable,
coefficients of our size measures are almost the same as for the S&P 500. Both
observations are intuitively plausible: the overall timing of drawdowns and distributions for
most buyout funds within a vintage year are reasonably similar – not least, since both are
much determined by general market conditions and macro-economic factors. The main
difference between funds is the magnitude of distributions to paid-in capital, depending on
the success of their investments. Thus, an absolute adjustment by a single market factor,
such as the growth of a public equity index affects the funds within a vintage year in very
much the same way. And in case of a linear relationship between two market factors, e.g.,
two equity indices the impact will be equivalent, resulting in similar coefficients in the
cross section.

20

In contrast to both RS and KS, we find no evidence for a concave relationship
between size and performance in either of our equations. If RS data contained truncated
records in later vintage years, this might explain their finding of concavity, since larger
funds towards the end of each sample may simply have suffered a lower performance due
to incomplete records.

In Panel B we explore the question, whether the systematically higher performance of
larger funds is particularly pronounced in certain years or periods. As larger private equity
funds have regularly been able to borrow higher levels of debt for their (larger)
transactions, one might assume that large funds from those vintage years have performed
better, whose investments were less affected by a subsequent U.S. recession, i.e., the fund
has been fully invested and portfolio companies had some time to deleverage the peak of
their debt before the economy turned down. Under such a scenario funds would be able to
fully appreciate the higher levels of initial debt. With respect to the U.S. recession starting
in 1991, we set the cut-off following the year 1985. With respect to the 2001 downturn, we
similarly choose 1995, and with respect to the 2009 downturn we stop in 2005.14
When focusing on these three periods, we find the absolute IRR and the relative
IRR spreads to have a highly significant relationship with our three measures of fund size.
Coefficients are again very similar. In the cross-section, an increase in the size rank by a
decile translates into a higher IRR and higher IRR spreads of 70 to 75 basis points. As fund
sizes double, the IRR and the IRR spreads increase by about 130 basis points. These are
economically significant results for this asset class. Panel C shows regression results for the
complementary vintage years 1986 to 1989 and 1996 to 1999. Coefficients of our three size
measures are roughly similar in magnitude but with a negative sign in all cases. However,
none of our size measures shows statistical significance. Critical for the overall historic
success of larger buyout funds will be the final outcome of the very large funds being

14

One might argue that funds of 2005 invested too close to the recession in 2009. However, unlike in the
later-1980s and 90s, new developments were substantially benefitting equity investors: senior debt for large
LBOs in the U.S. was often ‘covenant-lite’ in 2005-07, i.e., did not contain financial maintenance covenants
such as decreasing debt to EBITDA ratios. Furthermore, recent years saw unprecedented levels of discounted
debt buybacks that were even treated tax neutral by the government.

21

closed in 2006 and 2007. Although few of the associated ‘mega buyouts’ have gone
bankrupt, many of the deals were done at historically high entry multiples.

8. Gross returns from U.S. buyout funds
Per se, the results of KS and PG may simply have implied that rent-seeking GPs fully
appropriated the excess returns to buyouts through fees and carried interest, leaving net
returns to investors that were no better than a random drawing from the S&P. This would
be consistent with the evidence for mutual funds (Berk and Green (2004)) and for hedge
funds (Fung, Hsieh, Naik, Ramadorai (2008)), that fund managers capture most or all of the
rent and leave little or no alpha for investors.
Correctly measured, the net returns of U.S. buyout funds have been systematically
higher than those of public equity, a variety of additional questions arise, such as about the
magnitude of excess returns at the gross level and the number of funds that outperform
public equity before charging fees and carried interest. Benchmarking gross returns against
the same index further provides the opportunity to analyze how excess returns are split
between GPs and LPs.
Without original data on the gross cash flows between the private equity fund and
its investments, we need to infer the fees and carried interest from the net cash flows to LPs
and the (interim) fund performance by making reasonable assumptions about the terms of
the partnership agreement. Fortunately, the economics of private equity funds in the 1980s
and 1990s were fairly standard (Gompers and Lerner (1999), Metrick and Yasuda (2007)).
We assume an investment period of 5 years for our funds with a management fee of
2% per annum based on committed capital, a 1.5% management fee on remaining invested
capital at cost during years 6 to 10, and no fees thereafter. We approximate the remaining
invested capital at cost by dividing the interim NAV with the interim TVPI at each quarter.
Fees in early years of a fund’s lifetime are drawn from committed capital, and afterwards
are kept and recouped from distributions. We also assume an 8% soft hurdle rate with
100% catch-up, and 20% carried interest timed at the deal level (American waterfall), both
of which were standard in the U.S. in the 1980s and 1990s.
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These assumed parameters provide a realistic, though conservative, estimate of
gross performance over this period. 2.5% management fees were common in earlier years
and for smaller funds; a number of funds have a 6 years investment period; step-down in
fees was not standard in 1980s, nor was netting write-downs or write-offs between
investments. After 2000 larger funds moved to carried interest on a whole-fund basis
(European waterfall) and fees rates fell below 2%, particularly in larger funds. However,
GPs increasingly sought to offset reductions in management fees with other types of fees
that were only partly nettable against management fees. In general, we ignore other kinds of
fees, such as transaction or monitoring fees, in our simulation, so that our fee estimations
rather provide a lower bound.
Table XI reports the weighted-average and average gross IRRs of our funds before fees and
carried interest, the net IRRs as seen in previous tables, as well as the IRRs of the
equivalent investments in the S&P 500. Panel A presents these numbers for our subset of
liquidated funds, and Panel B contains the numbers for all funds from 1995 to 2004. Table
XI also reports the percentage of funds that delivered a gross IRR greater than the S&P
500. Given the intensity of the buyout process and the high levels of leverage involved, it
might seem surprising that this percentage is not reliably 100%. Overall, around 70% of all
funds from 1980 to 1999 earn a gross return greater than the S&P 500.15 As noted, U.S.
buyout funds performed better in the first part of each decade, and this continues into the
2000s where 92% of the funds with vintage years 2000 to 2004 beat the S&P 500 at the
gross level. However these returns are to a greater or lesser extent dependent on NAVs.
Over the period 1980 to 2000, the gross IRR of the weighted-average liquidated
fund is 8.4 percentage points higher than its net IRR. The spread of the average liquidated
fund is 8.8 percentage points. This corresponds to an increase of around 60% to the net
IRR. Compared to the annualized returns of the equivalent investments in the S&P 500, the
gross IRR of the weighted-average and average fund is 12.2 and 13.4 percentage points in
excess of the index returns. This implies that the gross returns of our sample of liquidated
U.S. buyout funds are more than twice as high as the returns from the S&P 500 (9.8 and
15

Even if we assume fees and carried interest to be at the higher end, the percentage does not exceed 75%.
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11.8 percent). Moreover, the spread between the gross IRR and the S&P 500 is about three
times the spread of the net IRR and the S&P.
Since higher net IRRs usually correspond with disproportionately higher gross
IRRs, i.e., an increase in the absolute spread between gross and net values, we find larger
spreads in the first half of the 1980s and 1990s compared to the second half of each decade.
The spread during the period 2000 to 2004 increases to 12.0 percentage points for the
weighted-average fund and 10.6 percentage points for the average fund, which is around
70% above the net IRR.
Table XII decomposes the quantum of value created by U.S. buyout funds into equivalent
returns from the S&P 500, excess returns for limited partners, carried interest and
management fees. Panel A shows the results for the subset of liquidated funds, and Panel B
provides evidence for the full sample until 2004.
The 410 funds in our liquidated subset invested a total of $157.2bn over the period
from 1980 to 2000. While equivalent investments into the S&P 500 had rewarded public
equity investors with additional $75.6bn (i.e., had returned a total of $232.8bn), U.S.
buyout funds generated an additional $53.5bn for their limited partners. General partners
were compensated with carried interest of a very similar size, $52.7bn, as well as received
fees for managing the funds of $19.7bn. Figure V illustrates the split of excess returns at the
gross level into the surplus for LPs, carried interest and management fees for the different
periods. Overall, 57.5% of all excess returns remained with the fund manager and 42.5%
were passed on to their investors. However, this distribution varies with the extent of
outperformance of the funds.
The 764 funds in the full sample from 1980 to 2004 invested a total of $432.6bn.
This number is mainly driven by larger funds from the second half of the 1990s, as well as
funds with vintage years 2000 to 2004. Invested in the S&P 500 the compensation would
have been $111.4bn, resulting in overall returns of $544.0bn. Excess returns for limited
partners sum up to $194.2bn, while fund manager kept an overall similar piece: $136.4bn
through profit sharing agreements, and $53.5bn via management fees.
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9. Summary and discussion
Private equity firms are highly selective in their acquisitions and seek to cherry pick targets
that have significant value creation potential. They tend to focus on industries within their
expertise. They do extensive due diligence and arrive with a clear strategic plan that they
execute urgently, motivating senior management with a large stick and a large carrot. They
recoup invested equity as quickly as possible and use financial leverage to amplify the
return on invested equity. Given the intensity of this process, it would be truly surprising if
private equity investors did not generate positive gross returns.
As the early and highly influential results of Kaplan and Schoar (2005, KS) and
Phalippou and Gottschalg (2009, PG) related to the net returns to investors, their results
were not necessarily surprising. This is what would be expected in a world where rentseeking fund manager fully appropriated the excess returns through fees and carried
interest, leaving net returns to investors that are no better than a random drawing from the
S&P. This would be consistent with the evidence for mutual funds (Berk and Green (2004))
and for hedge funds (Fung, Hsieh, Naik, and Ramadorai (2008)) that fund managers capture
most or all of the rent and leave little or no alpha for investors. However, the KS and PG
results sat uncomfortably alongside the results from single-limited partner studies. They
were also at odds with the observation that capital allocations to private equity have grown
tremendously since 1980.
We show that U.S. buyout funds have significantly outperformed public equity for
almost every year since 1980. We believe that the results reported in this paper are now
definitive for the outperformance of U.S. buyout funds. However, these results need
extending in several ways. Perhaps the biggest question is the outturn of the funds raised
since the mid-2000s in the lead up to the recession. A reliable judgment on this needs data
that will take years to emerge.
The more pressing issue is the question of benchmark. Since the principal focus of
this paper was the measurement of returns, we adopted the S&P 500 as a benchmark,
consistent with the existing literature. But hard conclusions about whether or not the U.S.
buyout industry has created alpha for its investors requires further research on the
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appropriate benchmark. Finally, appropriate adjustments for risk will be necessary to draw
a definitive conclusion on the risk-adjusted performance of U.S. buyout funds.
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Table I - Vintage years RVPIs from different data sources
This table presents residual value to paid-in capital ratios for U.S. buyout funds as of December 2009 for
Thomson VentureXpert (TVE), Preqin, Cambridge Associates (CA), and major public reporting institutions
(PRI). Public reporting institutions include CalPERS, Washington State Board and University of California.
Vintage
Year

Sample Size
TVE Preqin CA

PRI

1980-83
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999

9
7
7
10
25
17
24
9
5
15
21
26
23
23
40
53
38

7
6
3
5
6
8
10
10
7
11
16
21
20
21
28
46
34

n/a
n/a
n/a

7
7
12
13
2
7
8
8
21
17
24
31
37
35

2
1
4
1
2
–
1
1
3
2
6
11
12
10
13
15
20

Total

352

259

229

104

RVPI (Avg)
TVE Preqin CA
.00
.00
.00
.00
.00
.00
.00
.00
.00
.00
.01
.03
.02
.05
.11
.16
.27

.03
.18
.17
.33
.17
.11
.29
.27
.68
.22
.25
.27
.21
.44
.32
.37
.66

Source: Stucke (2011).
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n/a
n/a
n/a

.00
.00
.00
.01
.00
.00
.00
.03
.03
.04
.05
.09
.16
.26

PRI
.00
.00
.00
.00
.01
–
.00
.01
.00
.00
.02
.02
.02
.05
.08
.16
.26

RVPI (Wtd-avg)
TVE Preqin CA PRI
.01
.05
.02
.26
.18
.11
.13
.16
.38
.30
.29
.37
.12
.32
.43
.31
.61

.00
.00
.00
.00
.00
.00
.00
.00
.00
.00
.01
.06
.03
.07
.12
.13
.25

n/a
n/a
n/a

.00
.00
.00
.00
.00
.01
.00
.04
.04
.06
.07
.11
.16
.24

.00
.00
.00
.00
.01
–
.00
.01
.00
.00
.01
.03
.03
.05
.12
.17
.23

Table II - Buyout funds in previous studies
Panel A shows the number of U.S. (and European) buyout funds in the TVE sample as reported by Kaplan
and Schoar (2005) for Dec. 2001, Gottschalg et al. (2003) for June 2003, and TVE as of June 2010. Panel B
compares the number of U.S. & international buyout funds in Robinson and Sensoy’s (2011) full sample, and
the number and fraction of their funds that were either liquidated or had no cash flow activity since 2009, with
corresponding figures from our sample.
Panel A: Number of buyout funds in different TVE samples.
Kaplan and Schoar (2005)
TVE data as of Dec. 2001

Gottschalg et al. (2003)
TVE data as of June 2003

TVE data
as of June 2010

U.S. Buyout Funds, 1980-93

197

161

148

E.U. Buyout Funds, 1980-93

-

121

88

Panel B: Liquidated sample of Robinson and Sensoy (2011).

Vintage
Year

1998
1999
2000
2001
2002
2003
2004
2005

Robinson and Sensoy
U.S. & International Buyout Funds
Full Sample
Liquidated or Fraction
(U.S. in brackets) no CF for 6Q
of all
78 (59)
69 (59)
83 (68)
33 (26)
7 (5)
8 (8)
4 (3)
2 (2)

54
37
60
22
6
7
2
2

69%
54%
72%
67%
86%
88%
50%
100%

Higson and Stucke
U.S. Buyout Funds
Full Sample Liquidated or Fraction
no CF for 6Q
of all
72
58
84
47
37
34
62
92

18
9
11
1
2
2
1
2

25%
16%
13%
2%
5%
6%
2%
2%

Source: Gottschalg et al. (2003), Kaplan and Schoar (2005), Robinson and Sensoy (2011), Thomson VentureXpert, Cambridge
Associates and own LP sample data.
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Table III - Coverage of the CA sample and the full sample
Panel A compares sample sizes from different data sources and past studies. Panel B compares the amount of
capital raised by the funds in the CA sample and the full sample with the Dow Jones’ universe.
Panel A: Comparison of sample sizes from different sources.
Vintage
Year

Higson
& Stucke

Kaplan
& Schoar

Robinson
& Sensoy

1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008

6
2
4
8
10
8
18
24
23
26
16
11
21
23
42
36
36
56
72
58
84
47
37
34
62
92
108
107
98

6
6
12
16
22
21
22
14
6
17
11
6
7
-

3
5
1
9
14
15
7
2
4
6
22
24
36
30
54
37
60
22
6
7
2
2
-

-

1,169

166

Burgiss
Cambridge
(Harris et al.) Associates

State Street

Preqin

TVE

Calpers

2
1
1
5
7
7
10
25
17
24
9
5
15
21
26
23
23
40
53
38
47
27
16
13
18
24
27
27
14

3
2
4
9
6
6
6
8
6
11
7
4
7
8
10
15
12
6

565

130

-

2
1
5
7
7
8
2
4
5
11
13
17
9
30
38
28
39
26
21
13
46
57
67
74
68

7
7
12
13
2
7
8
8
21
17
24
31
37
35
52
20
19
23
36
52
43
44
38

4
7
8
10
22
16
15
30
33
30
38
42
21
25
43
58
63
69
67

2
2
3
3
4
5
4
7
1
8
12
13
9
17
16
28
21
31
12
16
15
22
39
34
37
30

368

598

556

618

391

17

Panel B: Coverage of the Dow Jones universe by the CA sample and the full sample.
Vintage
Years

Dow Jones Universe
Size ($bn)

CA Sample
% of Size

Full Sample
% of Size

1980-84

6.4

-

86.2

1985-89

46.5

41.1

72.3

1990-94

43.6

37.8

87.3

1995-99

189.0

60.2

83.4

2000-04

260.0

58.8

84.2

2005-08

685.2

53.5

83.1

1980-08

1,230.7

54.7

83.1

Source: Cambridge Associates and own LP sample data, Kaplan and Schoar (2005), Robinson and Sensoy (2011), Harris et al. (2012),
State Street, Preqin, Thomson VentureXpert, Calpers, Dow Jones LP Source.
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Table IV - Absolute performance of the CA sample
This table shows IRRs and TVPIs for the Cambridge Associates sample. Capital-weighted averages (Cap) and
equally-weighted averages (Eql) are calculated on an annually-pooled cash flow basis. For periods of vintage
years we weight by invested capital or the number of funds.
Vintage
Year

# of
Funds

1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008

7
7
12
13
2
7
8
8
21
17
24
31
37
35
52
20
19
23
36
52
43
44
38

20.5
10.1
13.3
22.3
43.2
27.0
33.8
24.8
26.4
13.3
5.9
9.4
5.0
10.0
17.0
19.0
19.9
22.5
12.3
4.4
-1.9
-0.6
-2.6

15.0
14.2
10.6
22.1
41.5
29.9
31.2
26.6
19.5
15.3
7.1
4.5
7.5
10.0
16.1
18.9
17.0
16.5
11.1
3.6
0.0
1.5
-10.8

1986-89
1990-99
2000-08

39
190
327

14.4
10.4
6.9

1986-99
1986-05
1986-08

229
431
556

10.9
12.8
8.0

Internal Rate of Return
Cap
Eql
Med

Cap

TVPI
Eql

Med

13.9
11.3
10.8
20.7
42.4
26.9
26.0
24.4
14.5
11.3
3.9
4.7
8.2
10.5
13.4
16.4
15.2
15.2
10.5
4.2
-2.3
1.2
-9.9

3.75
1.88
1.75
2.67
3.08
3.05
3.10
2.37
2.33
1.67
1.31
1.55
1.29
1.51
1.77
1.73
1.71
1.71
1.42
1.13
0.95
0.99
0.97

2.55
2.65
1.65
2.39
3.02
2.78
2.68
2.43
1.97
1.71
1.36
1.24
1.43
1.54
1.78
1.74
1.66
1.57
1.36
1.10
0.95
1.02
0.90

2.23
2.19
1.61
2.05
3.02
2.85
2.60
2.15
1.64
1.55
1.25
1.27
1.40
1.52
1.66
1.60
1.67
1.58
1.33
1.11
0.95
1.02
0.89

15.9
12.4
6.6

12.7
9.8
7.4

2.19
1.57
1.27

2.24
1.66
1.29

1.82
1.50
1.17

13.0
12.7
9.2

10.5
10.9
8.8

1.65
1.59
1.38

1.76
1.63
1.48

1.57
1.49
1.32

Source: Cambridge Associates sample data, own calculations.
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Table V - Absolute performance of the full sample
This table shows IRRs and TVPIs for the full sample. Capital-weighted averages (Cap) and equally-weighted
averages (Eql) are calculated on an annually-pooled cash flow basis. For periods of vintage years we weight
by invested capital or the number of funds.
Vintage
Year

# of
Funds

1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008

6
2
4
8
10
8
18
24
23
26
16
11
21
23
42
36
36
56
72
58
84
47
37
34
62
92
108
107
98

30.9
33.6
38.7
20.2
23.6
24.2
20.1
11.7
14.1
20.4
20.4
29.5
26.5
22.7
29.8
18.9
5.8
9.7
4.7
8.5
15.3
19.8
21.1
22.1
13.3
7.4
-1.0
-1.7
0.2

25.5
29.4
23.1
23.8
16.9
20.7
20.6
14.7
13.7
18.9
19.3
31.0
24.3
27.1
21.3
20.7
7.0
8.3
7.9
7.1
14.2
18.4
18.4
22.2
11.6
5.5
-0.3
2.0
-4.5

1980-89
1990-99
2000-08

129
371
669

16.5
11.4
7.2

1980-99
1980-05
1980-08

500
856
1169

12.2
13.6
8.6

Internal Rate of Return
Cap
Eql
Med

Cap

TVPI
Eql

Med

23.3
26.6
24.7
15.5
12.0
20.4
16.2
13.2
11.3
18.5
18.7
27.9
20.9
20.1
15.1
13.7
6.0
4.9
7.8
8.4
12.1
18.6
16.6
14.4
9.7
4.5
-1.2
1.9
-6.3

5.87
4.67
3.24
2.46
3.92
2.39
3.20
1.92
1.82
2.53
2.26
2.68
2.64
2.09
2.57
1.88
1.30
1.55
1.26
1.41
1.72
1.79
1.80
1.71
1.45
1.23
0.98
0.97
1.01

4.89
4.01
2.68
2.48
2.50
2.25
2.86
2.33
1.87
2.27
2.16
2.70
2.48
2.26
1.97
2.00
1.36
1.42
1.45
1.39
1.69
1.76
1.69
1.86
1.38
1.15
0.99
1.04
0.97

3.34
4.01
2.76
2.16
1.70
2.11
2.32
2.17
1.62
1.93
2.12
2.68
2.36
1.92
1.58
1.88
1.28
1.27
1.39
1.43
1.56
1.69
1.69
1.63
1.33
1.12
0.98
1.03
0.95

18.3
13.8
6.7

14.2
9.9
6.5

2.34
1.61
1.28

2.48
1.71
1.28

2.05
1.51
1.16

15.0
14.3
10.2

11.5
11.3
8.9

1.72
1.64
1.41

1.91
1.75
1.55

1.64
1.52
1.31

Source: Cambridge Associates and own LP sample data, own calculations.
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Table VI - Full sample benchmarked against the S&P 500
This table shows the results of a public market equivalent analysis between the full sample and the S&P 500
performance index. Capital-weighted averages (Cap) and equally-weighted averages (Eql) are calculated on
an annually-pooled cash flow basis. Median (Med) values are derived from individual calculations. For
periods of vintage years we weight by invested capital or the number of funds. ‘IRR spread’ follows the
approach by Long and Nickels (1996), and ‘Adjusted TVPI’ follows the approach by Kaplan and Schoar
(2005). ‘Spread > 0’ shows the number and fraction of funds that generated excess returns over the S&P 500.
Vintage
Year

# of
Funds

1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008

6
2
4
8
10
8
18
24
23
26
16
11
21
23
42
36
36
56
72
58
84
47
37
34
62
92
108
107
98

1,394
1,551
1,839
244
637
1,170
648
-123
-43
611
241
1,319
422
194
475
442
6
765
387
550
918
1,167
1,284
1,709
1,209
932
290
-10
-424

779
1,168
418
491
44
749
773
42
-29
557
148
1,422
233
341
194
437
61
516
804
547
992
1,032
1,029
1,727
1,053
704
179
215
-790

615
864
624
-166
-225
680
303
1
-318
456
78
1,207
157
138
-76
268
-31
311
655
618
785
1,125
1,153
1,259
895
626
26
193
-1,166

3
1
2
3
5
5
10
12
7
15
9
10
12
13
19
23
17
33
52
41
72
38
32
29
48
68
58
62
33

50
50
50
38
50
63
56
50
30
58
56
91
57
57
45
64
47
59
72
71
86
81
86
85
77
74
54
58
34

1.88
2.02
1.67
1.10
1.38
1.35
1.28
0.89
0.95
1.25
1.09
1.41
1.27
1.14
1.43
1.26
1.00
1.37
1.20
1.28
1.48
1.55
1.55
1.59
1.41
1.28
1.07
1.00
0.96

1.54
1.71
1.20
1.22
1.02
1.25
1.33
1.03
0.97
1.19
1.09
1.44
1.17
1.23
1.14
1.28
1.04
1.23
1.38
1.30
1.52
1.50
1.43
1.71
1.35
1.19
1.04
1.04
0.92

1.29
1.73
1.22
0.91
0.85
1.25
1.17
0.96
0.84
1.12
1.04
1.39
1.11
1.06
0.93
1.19
0.98
1.16
1.28
1.40
1.41
1.44
1.42
1.48
1.33
1.16
1.01
1.03
0.90

1980-89
1990-99
2000-08

129
371
669

244
470
588

370
472
484

-59
297
518

63
229
440

49
62
66

1.08
1.25
1.24

1.16
1.24
1.22

0.97
1.14
1.14

1980-99
1980-05
1980-08

500
856
1169

434
809
544

446
680
468

246
530
390

292
579
732

58
68
63

1.22
1.35
1.23

1.22
1.30
1.22

1.12
1.21
1.13

IRR Spread (bps)
Cap
Eql
Med

Spread > 0
#
%

Adjusted TVPI
Cap
Eql
Med

Source: Cambridge Associates and own LP sample data, S&P Index Service, TF Datastream, own calculations.
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Table VII - Distribution of residual values
This table shows the distribution of ‘residual value to paid-in capital’ (RVPI) ratios for the capital-weighted
average (Cap) and the equally-weighted average (Eql) fund, as well as the values at the Median (Med), the
bottom (1st) and the top quartile (3rd) for funds in the full sample with vintage years 1990-2005. The final
two columns present the number and fraction of funds with an RVPI ratio below 10 percent.
Vintage
Year
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005

# of
Funds
16
11
21
23
42
36
36
56
72
58
84
47
37
34
62
92

Cap
0
0
0
2
3
4
5
10
14
22
42
50
67
77
88
97

Residual Value to Paid-In (%)
Eql
1st
Med
0
0
0
2
3
5
4
7
14
25
41
45
58
92
85
93

0
0
0
0
0
0
0
0
1
5
20
24
26
55
66
76

Source: Cambridge Associates and own LP sample data, own calculations.
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0
0
0
0
0
1
0
2
8
18
37
43
53
77
82
93

3rd
0
0
0
2
2
5
7
11
20
40
56
56
71
117
103
106

RVPI < 10%
#
%
16
11
21
22
38
30
31
41
39
22
10
4
2
2
0
0

100
100
100
96
90
83
86
73
54
38
12
9
5
6
0
0

Table VIII - Benchmarks against the S&P 500 based on cash flows
Panel A shows the results of a public market equivalent analysis between the liquidated subset of the full
sample and the S&P 500 performance index. All calculations are based only on the actual cash flows of the
funds, not reported net asset values (with the exception of the final row). Capital-weighted averages (Cap) and
equally-weighted averages (Eql) are calculated on an annually-pooled cash flow basis. Median (Med) values
are derived from individual calculations. For periods of vintage years we weight by invested capital or the
number of funds. ‘IRR spread’ follows the approach by Long and Nickels (1996), and ‘Adjusted TVPI’
follows the approach by Kaplan and Schoar (2005). ‘Spread > 0’ counts the number and fraction of funds that
generated excess returns over the S&P 500. Panel B shows all funds from 1980 to 2005, with remaining net
asset values being discounted by 12.6% as of June 2010.
Panel A: Liquidated Funds.
Vintage
Year

# of
Funds

1980-84
1985-89
1990-94
1995-99

30
99
108
163

772
192
457
340

435
351
337
443

-166
-23
144
207

14
49
61
94

47
49
56
58

1.40
1.04
1.27
1.15

1.25
1.13
1.18
1.20

0.91
0.99
1.07
1.11

1980-89
1990-99

129
271

244
374

370
401

-59
167

63
155

49
57

1.08
1.19

1.16
1.19

0.97
1.09

1980-00

410

387

462

158

225

55

1.18

1.20

1.08

+ NAV

410

410

474

165

228

56

1.19

1.21

1.08

IRR Spread (bps)
Cap
Eql
Med

Spread > 0
#
%

Adjusted TVPI
Cap
Eql
Med

Panel B: All funds from 1980-05 incl. secondary market discounts.
Vintage
Year

# of
Funds

1980-84
1985-89
1990-94
1995-99
2000-04

IRR Spread (bps)
Cap
Eql
Med

Spread > 0
#
%

Adjusted TVPI
Cap
Eql
Med

30
99
113
258
264

772
192
465
450
1,038

435
351
344
511
977

-165
-22
143
369
788

14
49
63
164
209

47
49
56
64
79

1.40
1.04
1.28
1.23
1.43

1.25
1.13
1.18
1.26
1.42

0.91
0.99
1.07
1.19
1.33

1980-89
1990-99

129
371

244
453

370
460

-58
286

63
227

49
61

1.08
1.24

1.16
1.23

0.97
1.14

1980-00
1980-05

584
856

534
692

508
586

341
419

359
550

61
64

1.27
1.29

1.25
1.26

1.16
1.17

Source: Cambridge Associates and own LP sample data, S&P Index Service, TF Datastream, UBS, own calculations.
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Table IX - Full sample benchmarked against the S&P 600
This table shows the results of a public market equivalent analysis between the full sample and the S&P 600
performance index. Capital-weighted averages (Cap) and equally-weighted averages (Eql) are calculated on
an annually-pooled cash flow basis. Median (Med) values are derived from individual calculations. For
periods of vintage years we weight by invested capital or the number of funds. ‘IRR spread’ follows the
approach by Long and Nickels (1996), and ‘Adjusted TVPI’ follows the approach by Kaplan and Schoar
(2005). ‘Spread > 0’ shows the number and fraction of funds that generated excess returns over the S&P 600.
Vintage
Year

# of
Funds

1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008

6
2
4
8
10
8
18
24
23
26
16
11
21
23
42
36
36
56
72
58
84
47
37
34
62
92
108
107
98

1,944
2,285
2,660
1,139
1,634
2,589
1,305
-27
1
629
301
1,288
963
706
1,449
799
-321
4
-476
-251
393
724
959
1,460
1,028
697
-53
-447
-998

1,363
1,944
1,236
1,498
937
1,991
1,420
440
16
522
235
1,496
776
984
591
860
-222
-108
-190
-226
385
611
692
1,479
849
448
-135
-241
-1,391

1,245
1,596
1,495
692
428
1,189
848
448
-229
441
72
1,371
518
453
-112
250
-230
-398
-172
-110
185
603
818
979
677
379
-259
-322
-1,736

6
2
4
6
5
7
14
14
8
16
8
10
14
17
20
21
11
19
25
26
53
32
28
28
46
59
44
44
25

100
100
100
75
50
88
78
58
35
62
50
91
67
74
48
58
31
34
35
45
63
68
76
82
74
64
41
41
26

2.70
3.16
2.23
1.55
2.12
1.69
1.64
0.98
1.00
1.28
1.13
1.48
1.44
1.28
1.57
1.27
0.86
1.00
0.78
0.89
1.19
1.32
1.38
1.47
1.33
1.20
0.99
0.92
0.90

2.22
2.64
1.75
1.68
1.46
1.62
1.66
1.20
1.01
1.21
1.11
1.56
1.35
1.38
1.23
1.33
0.91
0.95
0.91
0.89
1.18
1.27
1.27
1.57
1.27
1.11
0.97
0.96
0.86

1.74
2.74
1.78
1.34
1.14
1.53
1.38
1.11
0.89
1.17
1.03
1.55
1.28
1.15
0.97
1.10
0.87
0.82
0.91
0.94
1.09
1.26
1.31
1.34
1.25
1.09
0.95
0.96
0.86

1980-89
1990-99
2000-08

129
371
669

523
49
208

809
200
81

391
-94
113

82
171
359

64
46
54

1.25
1.00
1.11

1.39
1.07
1.10

1.17
0.96
1.03

1980-99
1980-05
1980-08

500
856
1169

125
481
184

357
478
199

31
221
80

253
499
612

51
58
52

1.04
1.17
1.09

1.16
1.19
1.12

1.01
1.09
1.03

IRR Spread (bps)
Cap
Eql
Med

Spread > 0
#
%

Adjusted TVPI
Cap
Eql
Med

Source: Cambridge Associates and own LP sample data, S&P Index Service, TF Datastream, own calculations.
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Table X - Fund size and performance
This table shows regression results between the absolute IRR and the IRR spread over the S&P 500, and three
different size variables. 1-year rank is a fund’s percentile position within its vintage year. 3-year rank is a
fund’s percentile position within 3 adjacent vintage years. Ln (size) is the natural logarithm of a fund’s size.
Panel A shows the results for all funds from 1980 to 2005. Panel B and C group these funds into different,
complementary sub periods. Standard errors are in brackets and robust to heteroskedasticity. ***, **, *
indicate that coefficients are statistically significantly different from zero at the 1%, 5%, and 10% levels,
respectively.
Panel A: Regressions results for the full sample, 1980-2005.
IRR
1 year rank

0.037**
[0.018]

3 year rank

0.034**
[0.016]
0.039**
[0.019]

0.036**
[0.017]

ln (size)

0.008**
[0.004]

0.008
[0.016]
0.000
[0.001]

Yes
0.143
856

Yes
0.143
856

ln (size)²
Year F.E.
R-squared
No. of obs.

IRR spread over S&P 500

Yes
0.143
856

Yes
0.143
856

Yes
0.081
856

Yes
0.081
856

0.008**
[0.004]

0.007
[0.014]
0.000
[0.001]

Yes
0.081
856

Yes
0.081
856

Panel B: Regression results for vintage years 1980-85, 1990-95, 2001-05.
IRR
1 year rank

0.070***
[0.026]

3 year rank

0.067***
[0.024]
0.76***
[0.028]

ln (size)

0.075***
[0.025]
0.019*** 0.029
[0.006] [0.020]
0.001
[0.019]

ln (size)²
Year F.E.
R-squared
No. of obs.

IRR spread over S&P 500

Yes
0.138
459

Yes
0.139
459

Yes
0.141
459

Yes
0.141
459
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0.018*** 0.022
[0.005] [0.017]
0.001
[0.002]
Yes
0.075
459

Yes
0.076
459

Yes
0.076
459

Yes
0.076
459

Table X (continued)
Panel C: Regression results for vintage years 1986-89 and 1996-00.
IRR
1 year rank

-0.004
[0.023]

3 year rank

-0.006
[0.022]
-0.001
[0.023]

ln (size)

-0.006
[0.021]
-0.003
[0.005]

-0.01
[0.022]
0.000
[0.002]

Yes
0.068
397

Yes
0.068
397

ln (size)²
Year F.E.
R-squared
No. of obs.

IRR spread over S&P 500

Yes
0.068
397

Yes
0.068
397

Yes
0.069
397

Yes
0.069
397

-0.003
[0.005]

-0.002
[0.020]
0.000
[0.002]

Yes
0.069
397

Yes
0.069
397

Source: Cambridge Associates and own LP sample data, S&P Index Service, TF Datastream, own calculations.
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Table XI - Performance gross of fees and carried interest
This table shows the capital-weighted and equally-weighted average IRRs of the S&P 500, and the net and
gross cash flows for our liquidated sample (Panel A), as well as 1995 to 2004 funds of our full sample (Panel
B). Capital-weighted averages (Cap) and equally-weighted averages (Eql) are calculated on an annuallypooled cash flow basis. For periods of vintage years we weight by invested capital or the number of funds.
‘Gross > S&P’ shows the number and fraction of funds whose gross cash flows generated excess returns over
the S&P 500.
Panel A: Liquidated Funds.

Vintage
Year

# of
Funds

Capital-weighted IRR

Equally-weighted IRR

S&P
500

PE
Net

PE
Gross

S&P
500

PE
Net

PE
Gross

Gross > S&P
#

%

1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000

6
2
4
8
10
8
18
24
23
26
16
11
21
22
38
30
31
41
39
22
10

17.0
18.1
20.3
17.8
17.2
12.5
13.6
12.9
14.5
14.3
18.0
16.3
22.3
19.8
24.5
14.9
6.0
2.5
0.4
-0.3
-1.1

30.9
33.6
38.7
20.2
23.6
24.2
20.1
11.7
14.1
20.4
20.4
29.5
26.5
21.1
29.4
20.0
6.9
8.9
1.7
3.9
22.6

39.7
41.3
51.5
30.5
30.6
39.7
27.1
16.5
23.4
29.0
30.8
41.8
37.6
34.4
42.9
32.3
12.3
15.2
6.6
11.1
32.8

17.7
17.8
18.9
18.9
16.4
13.2
12.9
14.3
14.0
13.3
17.8
16.8
21.9
23.0
19.7
16.0
6.9
3.6
-0.3
0.5
-8.6

25.5
29.4
23.1
23.8
16.9
20.7
20.6
14.7
13.7
18.9
19.3
31.0
24.3
25.5
21.8
20.6
7.3
10.2
6.6
2.0
24.4

33.2
36.7
31.1
34.5
23.2
32.0
28.0
20.7
20.6
27.2
29.4
43.4
34.9
38.5
34.0
32.2
13.6
18.7
12.5
8.0
35.1

6
2
3
7
5
7
14
14
13
20
12
11
17
18
26
19
19
28
28
13
9

100
100
75
88
50
88
78
58
57
77
75
100
81
82
68
63
61
68
72
59
90

1980-84
1985-89
1990-94
1995-99

30
99
108
163

17.7
13.7
20.9
3.8

25.5
15.6
25.5
7.2

34.3
23.2
38.0
14.0

17.8
13.6
20.2
5.2

22.1
17.1
23.6
9.6

30.1
24.6
35.4
17.3

23
68
84
107

77
69
78
66

1980-89
1990-99

129
271

14.1
8.8

16.5
12.5

24.2
21.0

14.6
11.2

18.3
15.2

25.9
24.5

91
191

71
70

1980-00

410

9.8

13.6

22.0

11.8

16.4

25.2

291

71

+ NAV

410

9.8

13.9

22.2

11.8

16.5

25.3

291

71
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Table XI (continued)
Panel B: All Funds (1995-2004).

Vintage
Year

# of
Funds

Capital-weighted IRR

Equally-weighted IRR

S&P
500

PE
Net

PE
Gross

S&P
500

PE
Net

PE
Gross

Gross > S&P
#

%

1995
1996
1997
1998
1999
2000
2001
2002
2003
2004

36
36
56
72
58
84
47
37
34
62

14.5
5.8
2.1
0.8
3.0
6.1
8.1
8.2
5.0
1.2

18.9
5.8
9.7
4.7
8.5
15.3
19.8
21.1
22.1
13.3

30.7
10.8
17.0
8.7
13.8
25.6
32.5
35.3
38.8
23.0

16.4
6.4
3.2
-0.1
1.6
4.3
8.1
8.1
4.9
1.1

20.7
7.0
8.3
7.9
7.1
14.2
18.4
18.4
22.2
11.6

32.4
13.1
15.5
13.6
13.2
23.1
30.0
30.7
35.4
21.1

24
21
37
56
43
80
41
33
32
57

67
58
66
78
74
95
87
89
94
92

1995-99
2000-04

258
264

3.1
5.6

7.8
17.3

14.0
29.3

4.2
4.8

9.5
16.0

16.5
26.5

181
243

70
92

Source: Cambridge Associates and own LP sample data, S&P Index Service, TF Datastream, own calculations.
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Table XII - Dollar values of net and gross components
For the sample of liquidated funds (Panel A) and the full sample of funds until 2004 (Panel B) this table
shows the USD amounts of capital invested, the USD amounts of gross returns, and the split into (equivalent)
USD returns generated by the S&P 500, the excess returns to LPs, and the amounts kept by GPs in forms of
carried interest and management fees.
Panel A: Liquidated funds.
Vintage
Years

# of
Funds

Capital
Invested

S&P 500
Return

U.S. Buyout
Excess Return

Carried
Interest

Management
Fees

U.S. Buyout
Gross Return

1980-84

30

3.2

6.0

5.7

2.7

0.4

14.8

1985-89

99

32.8

68.5

4.1

13.6

4.4

90.6

1990-94

108

34.3

60.7

22.0

19.5

4.1

106.4

1995-99

163

83.5

94.3

17.4

15.0

10.4

137.1

1980-00

410

157.2

232.8

53.5

52.7

19.7

358.7

Panel B: Full sample until 2004.
Vintage
Years

# of
Funds

Capital
Invested

S&P 500
Return

U.S. Buyout
Excess Return

Carried
Interest

Management
Fees

1980-84

30

3.2

6.0

5.7

2.7

0.4

14.8

1985-89

99

32.8

68.5

4.1

13.6

4.4

90.7

1990-94

113

36.5

64.2

24.3

20.7

4.4

113.6

1995-99

258

151.2

168.4

44.4

27.2

19.3

259.3

2000-04

264

208.9

236.8

115.7

72.1

24.9

449.6

1980-04

764

432.6

544.0

194.2

136.4

53.5

928.0

Source: Cambridge Associates and own LP sample data, S&P Index Service, TF Datastream, own calculations.
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U.S. Buyout
Gross Return

Figure I - Median IRRs from different sources
This figure shows median IRR values for U.S. buyout funds of the CA sample and our full sample, as well as
the Preqin, Burgiss and State Street database. The circles for Burgiss in 1985 and Preqin in 1981 indicate
vintage years without funds in the respective database; we interpolate their lines in these two years.
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Source: Cambridge Associates and own LP sample data, Preqin, Burgiss, and State Street sample data, own calculations and illustration.
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Figure II - Performance of the Cambridge Sample and the Full Sample
This figure compares weighted-average and median IRRs and TVPIs of U.S. buyout funds from the Cambridge Associates sample and our full sample
from 1994 to 2008. Panel A shows IRR values and Panel B shows TVPI ratios.
Chart A: Weighted-average and Median IRRs.
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Chart B: Weighted-average and Median TVPIs.
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Source: Cambridge Associates and own LP sample data, own calculations and illustrations.
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Figure III - IRR and TVPI waves since 1980s
This figure shows weighted-average IRRs (left axis) and TVPIs (right axis) for the U.S. buyout funds in our
full sample. To partly adjust for overlapping investment periods and to smooth we calculate rolling +/- 1
vintage year values.
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Source: Cambridge Associates and own LP sample data, own calculations and illustration.
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Figure IV - Comparison of our results
This figure compares our S&P 500-adjusted TVPI ratios (‘PME values’) with those from other studies and
further data sources.
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Figure IV (continued)
Chart D: State Street
1.80
1.60
1.40
1.20
1.00
0.80
State Street

Higson & Stucke

0.60
1990

1991

1992

1993

1994

1995

1996

1997

1998

1999

2000

2001

2002

2003

2004

2005

Chart E: Preqin
1.8
1.6
1.4
1.2
1
0.8
Preqin

Higson & Stucke

0.6
1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

Chart F: Calpers
1.80
1.60
1.40
1.20
1.00
0.80
Calpers

Higson & Stucke

0.60
1990

1991

1992

1993

1994

1995

1996

1997

46

1998

1999

2000

2001

2002

2003

2004

2005

Figure IV (continued)
Chart G: Thomson VentureXpert
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Source: Cambridge Associates and own LP sample data, Kaplan and Schoar (2005), Robinson and Sensoy (2011), Harris et al. (2012),
State Street, Preqin, Thomson VentureXpert, Calpers, own calculations and illustration.
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Figure V - Split of gross outperformance
This figure shows the split of U.S. buyout funds’ gross excess returns over the S&P 500 into the surplus to
LPs, carried interest kept by the GPs, and management fees charged by the GPs for different sub periods of
our liquidated sample, as well as two sub periods of all funds.
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Strategic Investments Benchmark Review
The Strategic Investments asset class has four objectives.
1. Generate long-term incremental returns in excess of a 5%
annualized real rate of return, commensurate with risk.
2. Diversify the FRS Pension Plan assets.
3. Provide a potential hedge against inflation.
4. Increase investment flexibility across market environments to
access:
a.
b.

Evolving or opportunistic investments outside of traditional asset classes;
and
Effective risk-adjusted portfolio management strategies.

Strategic Investments Benchmark Review
The Strategic Investments asset class uses two asset class level
benchmarks.
• A short-term benchmark, which is a weighted-average of individual
benchmark returns.
• A long-term benchmark, which is an annualized return of 5% above
the Consumer Price Index.

Strategic Investments Benchmark Review
Benchmarking alternative investments is problematic as benchmarks
used often violate the principles of a good benchmark.
•
•
•
•
•

Benchmarks may not accurately reflect the strategy.
Tracking error can be wide.
Benchmarks are often not investable.
Benchmark constituents may not be known in advance.
Typical problems in benchmarking can be even greater in
alternative investments, i.e. survivorship bias.

Strategic Investments Benchmark Review
• At the fund level, 10 benchmarks are used across 84 different
funds and accounts, depending on the strategy.
• However, over 90% of the funds are benchmarked to either the
long-term benchmark of the Strategic Investments (the Consumer
Price Index + 500 basis points), or to the Credit Suisse Hedge Fund
Indices.

Credit Suisse Hedge Fund Index
The Credit Suisse Hedge Fund Index was the industry's first—and remains the leading—asset-weighted
hedge fund index. Asset-weighting, as opposed to equal-weighting, provides a more accurate depiction
of an investment in the asset class.
The flagship index of the Credit Suisse Hedge Fund Index family is the Credit Suisse Hedge Fund Index.
The family also includes individual strategy indexes, which are collectively known as the Credit Suisse
Hedge Fund Strategy Indexes. The methodology utilized to create the Credit Suisse Hedge Fund Index
starts by defining the universe it is measuring. The index universe is defined as funds with:
•
•
•

A minimum of U.S. $50 million assets under management ("AUM"),
A minimum one-year track record, and
Current audited financial statements.

Funds within the Credit Suisse Hedge Fund Index are separated into ten primary subcategories based on
their investment strategy. The Credit Suisse Hedge Fund Index in all cases represents at least 85% of the
AUM in each respective category of the index universe. The methodology analyzes the percentage of
assets invested in each subcategory and selects funds for the index based on those percentages,
matching the shape of the index to the shape of the universe. Fund weight caps may be applied to
enhance diversification and limit concentration risk. The index is calculated and rebalanced monthly.
Funds are reselected on a quarterly basis as necessary.
The Credit Suisse Hedge Fund Index uses a rules-based construction methodology, identifies its
constituent funds, and minimizes subjectivity in the index member selection process as a result of the
rules-based method. It aims to achieve maximum representation of the index universe. To minimize
survivorship bias, funds are not removed from the index until they are fully liquidated or fail to meet the
financial reporting requirements.
Index figures are typically released on the 15th of each month or the subsequent business day, should
the 15th fall on a holiday or weekend.

Credit Suisse Event Driven Hedge Fund Index
The Credit Suisse Event Driven Hedge Fund Index is a subset of the Credit Suisse Hedge Fund Index that
measures the aggregate performance of event driven funds. Event driven funds typically invest in
various asset classes and seek to profit from potential mispricing of securities related to a specific
corporate or market event. Such events can include: mergers, bankruptcies, financial or operational
stress, restructurings, asset sales, recapitalizations, spin-offs, litigation, regulatory and legislative
changes as well as other types of corporate events. Event driven funds can invest in equities, fixed
income instruments (investment grade, high yield, bank debt, convertible debt and distressed), options
and various other derivatives. Many event driven fund managers use a combination of strategies and
adjust exposures based on the opportunity sets in each subsector.
There are 68 constituents as of February 27, 2014

Credit Suisse Event Driven Distressed Hedge Fund Index
The Credit Suisse Event Driven Distressed Hedge Fund Index is a subset of the Credit Suisse Hedge Fund
Index that measures the aggregate performance of event driven funds that focus on distressed
situations. These funds typically invest across the capital structure of companies subject to financial or
operational distress or bankruptcy proceedings. Such securities often trade at discounts to intrinsic
value due to difficulties in assessing their proper value, lack of research coverage, or an inability of
traditional investors to continue holding them. This strategy is generally long-biased in nature, but
managers may take outright long, hedged or outright short positions. Distressed managers typically
attempt to profit on the issuer’s ability to improve its operation or the success of the bankruptcy
process that ultimately leads to an exit strategy.
There are 27 constituents as of February 27, 2014

Credit Suisse Long/Short Equity Hedge Fund Index
The Credit Suisse Long/Short Equity Hedge Fund Index is a subset of the Credit Suisse Hedge Fund Index
that measures the aggregate performance of long/short equity funds. Long/short equity funds typically
invest in both long and short sides of equity markets, generally focusing on diversifying or hedging
across particular sectors, regions or market capitalizations. Managers typically have the flexibility to shift
from value to growth; small to medium to large capitalization stocks; and net long to net short.
Managers can also trade equity futures and options as well as equity related securities and debt or build
portfolios that are more concentrated than traditional long-only equity funds.
There are 116 constituents as of February 27, 2014
http://www.hedgeindex.com/hedgeindex/en/indexoverview.aspx?indexname=HEDG&cy=USD
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Introduction
The National Council of Real Estate Investment
Fiduciaries (NCREIF) Timberland Index is arguably the
only index currently available for tracking the
performance of the timberland asset class in a private
equity context. Other benchmarks, such as the S&P
Global Timber & Forestry Index and Forisk Timber REIT
Index, also follow the performance of the timber sector,
but they only track the securities of publicly-traded forest
products companies and timber REITs.
The NCREIF Timberland Index has significant influence
over perceptions of the asset class and its investment
attributes because it is the only private equity benchmark
available for timberland investments. As a consequence,
it is important for those investing in timberland, as well
as those who are considering involvement in it, to
understand its history and mechanics. This white paper
was developed for that purpose. It provides an overview
of the index’s design, scope and limitations and offers
recommendations on how investors can make the best
use of it to inform their investment analysis and decisionmaking.

History

Since its inception, the
NCREIF Timberland Index has
been released quarterly as a
composite measure of
investment return.

The publisher of the timberland index, the National
Council of Real Estate Investment Fiduciaries (NCREIF),
is a non-profit association founded in 1982 by members
of the real estate investment sector. NCREIF was
created to provide institutional investors, such as
pension funds, foundations and endowments, with
market data and investment performance information.
At present, the organization’s members include large
institutional investors as well as real estate investment
managers, which contribute the performance data from
which NCRIEF builds its databases and benchmark
indices. Other members of NCREIF include real estate
investment consultants, appraisers, accountants and
members of academia.
The NCREIF Timberland Index, in particular, was
established when several timberland investment
management organizations (TIMOs), and some other
leading members of the institutional investment
community, lobbied NCREIF in the early 1990s to
establish a broad measure of performance for private
timberland investments. These efforts culminated in the
publication of the NCREIF Timberland Index in 1994,
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which provided historical investment performance dating
back to 1987.
Since its inception, the NCREIF Timberland Index has
been released quarterly as a composite measure of
investment return. Its data sets are derived from a
collective aggregate of timber properties purchased and
held for investment purposes – all of which must have
been acquired by institutional investors - or on their
behalf by TIMOs. Consequently, all of the timberland
holdings that comprise the index’s data universe are
held and managed in a fiduciary context.

Table 1. Historic performance of the NCREIF Timberland
Index through third quarter of 2010.

Since its inception, the NCREIF Timberland Index has
not only provided a composite measure of return for the
United States as a whole, it also has tracked regional
returns for properties held by, or for, institutional
investors in the U.S. South and U.S. Pacific Northwest.
Over time, as the index grew in size and scope two new
investment regions where added.
NCREIF began
reporting timberland returns for the
U.S. Northeast region in 1994 and for
the U.S. Lake States region beginning
in the fourth quarter of 2006.
Through the third quarter of 2010, the
NCREIF Timberland Index has
averaged an annualized return of
14.04 percent on a time-weighted
basis. This is against a quarterly
standard deviation of 4.22 percent
(Table 1). In short, for purposes of
illustration, a $1,000 investment in
timberland made in 1987, if it
performed in accordance with the
index, would have been worth
$21,005 at the end of the third quarter
of 2010 (Figure 1).

Figure 1. The resulting value of a hypothetical $1,000 investment in timberland
from 1987 though the third quarter of 2010 if performance tracked that of the
NCREIF Timberland Index.
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Reporting
NCREIF combines the performance data submitted by
each contributing member of the index to calculate
aggregate performance for the asset class. As one
might expect, the methodology and data submission
requirements are modeled after NCREIF’s longestablished commercial real estate indexes. After every
quarter, each contributing member is required to submit
five types of data concerning the operation and
performance of the timberland properties they own
and/or manage: (1) operating EBITDDA (i.e., earnings
before interest, taxes, depreciation, depletion and
amortization); (2) capital expenditures; (3) property
sales; (4) timberland purchases; (4) ending market
value; and (5) total area of represented assets.
The Timberland Index started with a value of 100 in the
first quarter of 1987. From that point forward, it has
been adjusted quarterly based on the aggregate returns
provided by contributing NCREIF members (before
management fees are deducted). The returns for each
property tracked by the index are weighted by the
property’s market value, and performance is reported on
a pure equity, unlevered basis.
In addition to reporting total return, NCREIF also breaks
out performance into EBITDDA Return and Appreciation
Return. The former is the income derived from the
operation of the timberland holdings (timber sales, etc.).
The latter represents the change in market value of the
assets, adjusted for any capital improvements and
partial lands sales. NCREIF also provides the market
value of the properties represented in the index; the
number of properties that comprise it during any given
period; the total amount of capital expenditures made by
members during that period; and, total acreage amounts.

Construction of the Index
Maintaining the integrity of the index is a major emphasis
for NCREIF and its members and contributors are
required to comply with certain rules and requirements
with regard to data submission and use. Among other
things, contributing members must report to NCREIF the
performance of all qualifying properties under their
ownership or management, which helps prevent
selection bias. A qualifying property is one that is a
wholly-owned or one that is held through a joint venture
structure within a fiduciary context.
The NCREIF
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Timberland Index only accepts data for pure forestland
assets.
Non-forest holdings, such as pastureland,
farmland and commercial or residential real estate are
excluded. Furthermore, at least 80 percent of each
forest asset included in the index must be held on a fee
simple basis. This excludes such holdings as leased
lands and investments structured as timber deeds.
Figure 2 shows the total number of properties and
acreages represented in the NCREIF Timberland Index
during its 24-year history.

Figure 2. Total area and number of properties
represented in the NCREIF Timberland Index through
its data contributors from 1987 through Q3 2010.

Both leveraged and unleveraged properties can qualify
for submission to NCREIF. However, as was mentioned
earlier, leveraged properties are reported on an
unlevered basis. Regardless, each property’s market
value is assessed by a real estate appraisal
methodology that is applied on a consistent basis.
Beginning in 2012, this requirement is expected to
undergo an adjustment. At that point, NCREIF will likely
require data contributors to conduct annual,
independent, third-party appraisals on most properties
whose data is submitted to the index for tracking. After a
property is sold, it is removed from the index for the
quarter in which the sale took place.

Contributors
Any organization that owns or manages timberland
properties that qualify for the NCREIF Timberland Index
is required to contribute data to the index in order to
remain a NCREIF member. In other words, investors
and TIMOs are not permitted to join NCREIF as a
Professional Member, which is an option for investment
consultants and academics.
While this rule helps
prevent “free riders,” (non-contributors) from deriving
direct benefits from the index, it has not prevented them
from using it or referencing it in their marketing materials
if they have been able to obtain it through other means.
At present, a total of 12 organizations, out of a total of
more than 20 TIMOs operating domestically, belong to
1
NCREIF and directly support the index. While these
organizations oversee a significant portion of the

1

In addition to TIR, organizations that are members of the NCREIF Timberland Subcommittee are: The Hancock
Timber Resource Group, The Campbell Group, Resource Management Service, RMK Timberland Investments,
Forest Investment Associates, Molpus Woodlands, Brookfield Asset Management, Wells Timber REIT, Olympic
Resource Management and Pennsylvania Timber (a unit of LandVest). Global Forest Partners also is a member, but
the firm is not contributing data at present because its current activities are completely off-shore.
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timberland assets being managed for institutional
investors in the U.S., the reluctance of others to join and
contribute prevents the NCREIF Timberland Index from
being as broad and inclusive as it otherwise would be.
From this standpoint, it is in that respect more akin to the
Dow Jones Industrial Average than the Standard &
Poor’s 500. The Dow Jones Industrial Index uses the
stocks of just 30 companies to generate its large cap
U.S. equities index, while the S&P 500 uses the
performance of the 500 largest U.S. stocks to cover
effectively all U.S. large caps.

The Index and the Market: Caveats and Limitations
Like any other benchmark, the NCREIF Timberland
Index can be a useful tool if it is employed in a manner
consistent with its design and limitations.
When
analyzing or interpreting timberland asset class
performance data from it, there are five issues that
current and prospective timberland investors should
consider.

In the late 1980s and early
1990s… the number of
managers reporting
performance information into
the index typically amounted
to fewer than half a dozen
firms.
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1 Participation and Coverage Inconsistency
As was discussed earlier, only NCREIF members
contribute data to the index – but not all timberland
investors or managers are members of NCREIF.
Therefore, once aggregated into the index, the data may
not be completely representative of the performance of
the timberland asset class in its entirety. Today, this is
less of an issue than it once was because the index
roughly covers about two-thirds of all institutional
timberland investments in the United States. On the
other hand, it is important to understand that during the
early years of its existence, the universe of contributors
was quite small. In the late 1980s and early 1990s,
there were far fewer TIMOs operating in the marketplace
than there are today and the number of managers
reporting performance information into the index typically
amounted to fewer than half a dozen firms. In fact, one
TIMO, in particular, constituted more than three-quarters
of the index’s value in the first few years of its existence.
Although the national timberland index is now well
populated with data from numerous managers, certain
investment regions, the U.S. Northeast and U.S. Lake
States, in particular, are still “data thin” when compared
to the U.S. South and U.S. Pacific Northwest (Figure 3) .
This is because some of the TIMOs with the largest
presence in those regions refuse to join NCREIF.
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Along with the issue of total coverage, the consistency of
coverage remains a problem. The number of properties
that go into the NCREIF Timberland Index changes from
quarter to quarter as lands are purchased and sold and
as members enter or drop out of NCREIF. If a large
property, one that represents a sizable proportion of the
land base being tracked in a given region, is added or
removed from the index, it can skew NCREIF’s returns
by having undue influence on the performance of that
region, and perhaps even the national index.

Figure 3. The relative contribution by market value
of properties represented in the NCREIF Timberland
Index, broken out by the four major timberland
investment regions in the U.S. as of the third quarter
of 2010.

An example of this occurred in late 1990s.
The
performance of the Northeast region as tracked by the
NCREIF Timberland Index was heavily skewed by the
extraordinary performance of a single hardwood
property, which constituted more than half of the
Northeast regional index. Because of this phenomenon,
the fourth quarter of 1999 saw the Northeast portion of
the index produce a 77.2 percent annualized total return.
After 1999, the property was removed from the index,
which meant a second, significant adjustment had to be
made to the Northeast component because the
circumstances clearly did not reflect actual market
fundamentals.
2 Appraisal Lag and Smoothing
Unlike commodities, precious metals and tradable
securities, timberland and other forms of real estate are
not fungible assets. In short, they lack established and
transparent markets, which means that the value of any
given timberland asset must be estimated through an
appraisal process. Appraisals do not perfectly reflect
movements in the timberland investment sector and
generally lag the market, which tends to dampen the
perceived volatility of the asset class.
One reason for
this is that appraisers must take the time to incorporate
comparable sales into their estimates of market value.
Another is the valuation process itself. Most institutional
investors and TIMOs do not perform independent, thirdparty appraisals on every property, every quarter
because of the time and costs involved. In most cases,
a single timberland property is appraised independently
2
once a year or even less frequently (see Figure 4).
During the intervening quarters between full appraisals,
some NCREIF contributors use internal assessments to

2

Likely in 2012, NCREIF would require annual independent appraisals at a minimum for all contributors to the
Timberland Index

12/2010

Timberland Investment Resources, LLC

6

adjust property valuations based on perceived
movements of wood markets, but hold land values from
the latest appraisal constant.

Figure 4. The average return observed for a given
quarter in the NCREIF Timberland Index from 1987
through 2009. This suggests the outsized affect of
whole-property external appraisals on the values of the
timberland index, due to the observation that external
appraisals are more commonly performed at the end of
the year (fourth quarter).

Consequently, the practice of relying on periodic outside
appraisals and using internal valuation assessments to
bridge process gaps creates a lag and smoothing effect.
For that reason, the NCREIF Timberland Index – like
many other private equity-based indices – should not be
used as a representative indicator of spot timberland
market performance. This means that if one attempts to
project the performance or movement of the asset class
based on current data shown in the index, the market
cycle that generated that data may have already long
since passed.
3 Winner’s Bias
Another issue to keep in mind when using the NCREIF
Timberland Index is the fact that the index naturally
trends toward a “winner’s” bias. This is because returns
are weighed by the market value of the contributing
property, which means larger timberland properties carry
more weight in the index. This is because successful,
well performing properties tend to have net asset values
that rise faster than those of poorer performing
properties.
As a result, there can be a bias in the
NCREIF Index toward reporting higher returns than are
actually being generated within the market as a whole.
To illustrate this point, hypothetically assume that an
investor made a $100 million investment – splitting the
allocation between two timberland properties, each
having an inbound value of $50 million. Assume those
two properties are the only ones being contributed to the
NCREIF Timberland Index.. Assume the first property
performs very well, generating a 5.0 percent annual
income return. It is then sold for $100 million at the end
of 10 years – generating an 11.0 percent IRR. For
purposes of comparison, then assume the second
property performs poorly – generating income of 3.4
percent during the same 10-year holding period and
selling for $60 million. It produces a total IRR of just 6.0
percent. To the investor, the initial $100 million portfolio
netted out an annual return of 8.0 percent (i.e., the
average of 11.0 percent and 5.0 percent). However, for
those same two properties, the NCREIF Timberland
Index would have reported a biased total return that was
higher than 8.0 percent because the 11.0 percent
property would carry more weight within the index across
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the 10-year holding period because of its higher market
value.
4 Survivor’s Bias
Closely related to the winner’s bias is a characteristic
that could be called “survivor’s bias.”
Timberland
investments that show high returns may be held for
longer durations. By contrast, assets or portfolios that
are performing poorly may be sold relatively quickly.
As a result, the NCREIF Index may be skewed because
better performing assets may remain a part of it longer
than those that perform less impressively.
5 Geographic Limitation
Finally, as was explained earlier, the NCREIF
Timberland Index only tracts timberland investments
made in the United States. At the time of writing, there
is no established, industry-accepted benchmark
available by NCREIF or any other organization that
covers important, non-U.S. timberland investment
regions such as Latin America, Oceania, and Europe.
Given that timberland is quickly emerging as a global
asset class, one that spans all forested continents, this is
a need that the timberland investment community
broadly recognizes and efforts are underway to address
the shortcoming.

Future Developments and Trends
NCREIF understands the limitations of its timberland
index and has made efforts to deal with many of them.
As was referenced earlier, annual, independent, fullproperty appraisals are likely to be required of all
contributing members beginning in 2012. While this will
not fully resolve the issue of the index lagging current
market performance, it will improve its responsiveness to
market conditions on an annual, if not on a quarterly,
basis.
In addition, efforts have been made to develop a new
fund-level benchmark that will track property-level
performance for assets held within commingled funds.
In contrast to the property-level timberland index, the
fund-level index would notably include the impacts of
advisory fees, interest income and leverage.
An outgrowth of having a separate fund-level timberland
index would be that funds could be segregated by
strategy or type. Domestic funds, for instance, could be
separated from global or offshore funds. This would
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facilitate the establishment of a benchmark index for
global or international timberland investments.

Conclusions

Similarly, caution should be
used when employing the
index to assess volatility or
risk. Whenever possible,
measure risk and return on an
annual basis.

The NCREIF Timberland Index offers the best measure
available for tracking the performance of the timberland
asset class. To derive the most benefit from the index,
however, it is important to understand its construction
and to use it with its limitations in mind. The best advice
TIR can offer investors is not to employ the NCREIF
Timberland Index as a measure of current timberland
market performance. The lagging and smoothing effect
caused by the practice of employing periodic appraisals
means that any market movement may take several
quarters to be manifested through the index’s
performance.
Similarly, caution should be used when employing the
index to assess volatility or risk. Whenever possible,
measure risk and return on an annual basis.
Furthermore, take the index’s reported performance from
the 1980s and early 1990s with a grain of salt. The
small data set used to populate the index during its early
years of existence, combined with frequent movements
of large properties and multiple contributors into and out
of the index, tends to distort the performance of the
asset class during that period. Finally, the problem of
thin data sets for the U.S. Northeast and U.S. Lake
States continues to be a challenge.
A Closing Note: Can Everybody Really Have Above
Average Performance?
Those involved in the timberland investment sector often
observe that a large number of TIMOs tout performance
numbers that exceed the returns reflected in the
NCREIF Timberland Index. It may seem odd that so
many market participants can beat the index when the
index is supposedly meant to be a credible benchmark
for the entire, domestic timberland investment universe.
However, there are several reasons for this seeming
dichotomy. One explanation is that, again, a significant
number of institutional investors and TIMOs are still not
members of NCREIF and do not submit data to the
organization. Another explanation is that several types
of timber investments are not included in NCREIF, such
as timber leases and timber cutting rights. However,
firms and investors that do not contribute data to
NCREIF are widely suspected of incorporating the
performance of such assets in their return numbers, A
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third factor is that NCREIF deleverages the performance
of all properties used in the index. When leverage is
added back, it can augment equity returns on a fund or
TIMO level if the overall return exceeds its cost.
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Florida State Board of Administration
Comprehensive Benchmarking Review

March 2014

Executive Summary
 The objective of this comprehensive review of the SBA’s asset class and total fund benchmarks is to
ensure the appropriateness of each benchmark given the asset classes’ composition, goals and
objectives
 Analysis includes input from HEK’s specialist groups, the SBA’s Senior Investment Group, other SBA
Consultants, as well as peer comparisons
 When identifying appropriate benchmarks, HEK seeks the following characteristics:
– Broad coverage
• Market capitalization based
• Countries
• Sectors
• Number of securities
– Investable
• Easily replicated through passive management (exception alternatives)
• Liquidity considerations
– Transparent
• Rules-based methodology
• Holdings available for review
– Appropriate
• Portfolio’s assets are similar to the benchmark
• Minimizes tracking error (active risk) of portfolio against the benchmark
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Benchmark Overview & Recommendations
Asset Class

Benchmark

Recommendation

Global Equity

MSCI ACWI IMI*

--

Fixed Income

Barclays U.S. Intermediate
Aggregate Index

--

Real Estate

90%*NFI-ODCE Index +
10%*FTSE EPRA/ NAREIT
Developed Index

Rationale
Broad coverage, investible
Broad coverage, investable

90%*[85%*NFI-ODCE +
Better represents risk/return profile
expected from non-core
investments

15%*(NFI-ODCE + 150 bps)]
10%*FTSE EPRA/ NAREIT
Developed Index

Private Equity
Primary
Secondary
Strategic
Investments
Primary
Secondary

Russell 3000 Index + 300 bps
Peer Universe Benchmark

An aggregation of individual
portfolio level benchmark returns
CPI + 5%

MSCI ACW IMI + 300 bps

Better represents opportunity cost of
capital

--

Customizable based on SBA
invested PE portfolio
Customizable, most appropriate
short-term measure

--

--

Total Fund objective / validates
asset class

Cash

iMoneyNet First Tier Institutional
Money Market Funds Net Index

--

Represents the best available
benchmark

Total Fund

Policy Portfolio

--

Industry standard

*Custom version net of withholding taxes on non-resident institutional investors and adjusted to reflect the provisions of the
Protecting Florida’s Investments Act.
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Global Equity & Fixed Income Benchmark Review
 We find that the following asset class benchmarks continue to be the most appropriate
measures for the respective asset class and have no recommendations at this time
Global Equity Benchmark: MSCI ACW IMI*
 Captures the broadest scope of investable universe, covers roughly 99% of the
opportunity set
 Consistent index construction
 Strong emphasis on liquidity, investability and replicability
 Most widely used among institutional investors
Fixed Income Benchmark: Barclays U.S. Intermediate Aggregate Bond Index
 Broadest coverage of U.S. fixed income market
 Sound construction methodology
 Most widely used and universally accepted among institutional investors

*Custom version net of withholding taxes on non-resident institutional investors and adjusted to reflect the provisions of the
Protecting Florida’s Investments Act.
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Strategic Investments & Cash Benchmark Review
Strategic Investments
Primary Benchmark: Aggregation of individual portfolio level benchmark returns
 Houses multiple, distinct investment strategies
 Impractical to measure with single benchmark
 Aggregation of the individual strategy benchmark returns most sensible approach
 Provides a short-term measurement
Secondary Benchmark: CPI + 5%
 Represents the Total Fund’s investment objective
 Measures long-term success of the asset class as a whole
Cash: iMoneyNet First Tier Institutional Money Market Funds Net Index
 Leading provider of peer cash benchmarks
 Provides broadest peer index of money market funds

4

Real Estate Benchmark Recommendation
Real Estate Benchmark: 90% NFI-ODCE / 10% FTSE EPRA/NAREIT Developed
Recommendation: Add a 150 bps premium to the non-core portion of the private real
estate benchmark
 FTSE EPRA/NAREIT: broadest coverage of global REIT opportunity set
 NFI-ODCE: most appropriate core, open-end fund peer benchmark
 SBA’s Private Real Estate Policy Target: 85% Core and 15% Non-Core
 A premium better represents the higher expected return from non-core investments
 150 bps derived considering the following factors:
– Target premium of non-core investments, as stated in SBA’s Real Estate IPS
– Discussions with HEK’s Real Estate group, SBA’s Senior Investment Group, SBA
Staff and input from the SBA Real Estate Consultant
– Low level of leverage
– Strong, above benchmark historical performance
 Applied to the Total Real Estate Benchmark this comes to:
– 76.5% * NFI-ODCE + 13.5% * (NFI-ODCE + 150 bps) + 10%* REIT Index, or
– 90%*(NFI-ODCE + 23 bps) + 10% REIT Index
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Private Real Estate Benchmark: Peer Data
 The addition of a premium has become common practice among the clients we advise
 Table below lists the private real estate benchmark used by the largest 30 public funds in the U.S.
– No single most commonly used benchmark
– Of the 13 plans that use the NFI-ODCE Index, 8 of them (over 60%) add a premium
Fund

Private Real Estate Benchmark

CalPERS

NFI-ODCE + 100bps

CalSTERS

NCREIF Property Index

New York Common
New York City Retirement
Texas Teachers
New York State Retirement
State of Wisconsin
Investment Board
Ohio Public Employees
North Carolina

25% NFI ODCE / 75% NCREIF Townsend
Fund Return
NFI ODCE + 100bps
NFI-ODCE
NYCREDIF Index + 200bps
20% NCREIF Property Index / 80% NFI
ODCE
NFI-ODCE + 85bps
NFI-ODCE

New Jersey Public
Employees

NCREIF Property Index

Ohio State Teachers

NCREIF Property Index

Oregon Public Employees
Washington State Board
Virginia Retirement
Massachusetts PRIM

NCREIF Property Index + 75bps
NCREIF Property Index
NFI-ODCE Index
NCREIF Property Index

Fund

Private Real Estate Benchmark

Michigan Retirement

NECREIF Property Index -130 bps

Pennsylvania Employees

NCREIF Townsend Fund Index

LA County

NCREIF Property Index -25 bps

Colorado Public Employees

NFI-ODCE + 50 bps

Maryland State Retirement

NCREIF Property Index

Teachers' System of Illinois

NFI-ODCE Property Index

Tennessee Retirement
System

NCREIF Property Index

Missouri Teachers

NCREIF Property Index

Arizona Retirement System

NFI-ODCE Index

Illinois Municipal Retirement

NFI-ODCE Index + 100bps

Nevada Public Employees

NCREIF Property Index

South Carolina Retirement
Systems

NFI-ODCE Index + 75bps

Connecticut Retirement Plans

NCREIF Property Index

Pennsylvania State
Employees

Townsend Custom Stylized Index

Iowa Public Employees

NCREIF Property Index
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Private Equity Recommendation
Private Equity Primary Benchmark – Russell 3000 Index plus 300 bps annually
Recommendation: Replace the Russell 3000 Index with the MSCI ACWI IMI Index
 Benchmark intended to reflect the opportunity cost of capital
 Opportunity cost for the SBA is Global Equity
 We find the 300 bps premium to be an appropriate level
 Premiums have trended modestly downward in recent years
– Actual historical premium of private equity over public equity has declined
– Expected private equity returns over public equities have diminished
– Peers have lowered premiums
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Private Equity Benchmark: Peer Data
 Surveyed largest 20 public funds that invest in private equity
– 13 of 20 utilize a public market index + premium
– Average premium of below decreased to 285 bps, down from 394 bps in 2010
Fund

Primary Benchmark

Premium
(basis
points)

67% FTSE U.S. TMI +
33% FTSE AW ex- U.S. TMI

300

Russell 3000

300

Cambridge U.S. Private
Equity Index

--

Russell 3000

300

Texas Teachers

State Street Private Equity
Index

--

New York State
Retirement

S&P 500

300

Venture Economics

--

60% Russell 3000 / 40%
MSCI ACWI ex U.S. IMI

300

North Carolina

Cambridge Associates
Benchmark

--

New Jersey
Employees

Cambridge Associates
Benchmark

--

CalPERS
CalSTERS
New York Common
New York City
Retirement

Wisconsin
Investment Board
Ohio Public
Employees

Fund

Primary Benchmark

Premium
(basis
points)

Ohio State
Teachers

Russell 3000

100

Oregon Public
Employees

Russell 3000

300

Washington State
Board

Russell 3000

300

MSCI ACW IMI

250

Russell 3000

300

S&P 500

300

CPI

--

Thomson ONE Median
Return

--

Russell 3000

400

DJ U.S. Total Stock Market
Index

250

Virginia Retirement
Massachusetts
PRIM
Michigan
Retirement
Minnesota State
Board
Pennsylvania
Employees
LA County
Colorado Public
Employees
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Private Equity Secondary Benchmark Review
Private Equity Secondary Benchmark: Cambridge Associates
 The SBA utilizes a blend of the Cambridge Associates Private Equity Index and the
Cambridge Associates Venture Capital Index as a secondary benchmark
 Best reflects a like-invested portfolio to compare performance on an apples-to-apples
basis
 Compares IRR and multiple on cost with private equity portfolios with similar composition
of style and vintage years
 We find Cambridge to be a capable and appropriate peer benchmark provider
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Total Fund Benchmark
Total Fund Benchmark: Policy Portfolio
 Utilization of a blend of the individual asset class benchmarks conforms to standard
practice among institutional investors
 Passive representation of a fund’s specific asset allocation strategy
– An unbiased measure of portfolio success
 Best characterization of a fund’s requirements to meet its long term objectives –
providing funding for future benefit payments
 The SBA uses a policy portfolio that floats the Real Estate, Private Equity, and Strategic
Investments asset classes against Global Equity and Fixed Income
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Comprehensive Benchmark Review
Florida State Board of Administration
Comprehensive Benchmark Review

March 2014

Date

Background and Recommendations
Following the completion of the Asset Liability Study conducted for the Florida Retirement System
Pension Plan (the Plan), Hewitt EnnisKnupp (HEK) conducted a comprehensive benchmark review of
the Plan’s Asset Class and Total Fund benchmarks. The goal of this review is to ensure the
appropriateness of each benchmark given the asset classes’ composition, goals and objectives. Our
analysis includes input from HEK’s specialist groups, including the Private Equity, Real Estate and
Liquid Alternatives teams, the Florida State Board of Administration’s (SBA’s) Senior Investment
Group, as well as peer comparisons where appropriate.
Below we list each asset class, the current benchmarks and our recommendations for the SBA based
on this review.
Global Equity: A custom version of the Morgan Stanley Capital International All Country World
Investable Market Index (MSCI ACW IMI), in dollar terms, net of withholding taxes on non-resident
institutional investors, adjusted to reflect the provisions of the Protecting Florida’s Investments Act
Fixed Income: The Barclays U.S. Intermediate Aggregate Bond Index
Real Estate: 90% the National Council of Real Estate Investment Fiduciaries (NCREIF) Fund Index –
Open-Ended Diversified Core Equity (ODCE), net of fees and 10% the FTSE EPRA/ NAREIT
Developed Index, net of fees
Recommendation: We recommend the SBA add a premium of 150 basis points to the non-core
portion of the private real estate benchmark, the NFI-ODCE Index, which reflects the expected valueadded from the policy allocation to non-core real estate.
Private Equity: Primary Benchmark – Russell 3000 Index plus a 300 basis point premium;
Secondary Benchmark – Peer Universe Benchmark
Recommendation: Change the public market equity component of the primary benchmark from the
Russell 3000 Index to the MSCI ACW IMI, to better reflect the SBA’s opportunity cost of capital.
Strategic Investments: Primary Benchmark – An aggregation of individual portfolio level benchmark
returns; Secondary Benchmark – CPI + 5%
Cash: iMoneyNet First Tier Institutional Money Market Funds Net Index
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Total Fund: A Policy Portfolio – a passive representation of the FRS policy asset allocation strategy,
including floating weights for Real Estate, Private Equity, and Strategic Investments against Global
Equity and Fixed Income
In the following sections, we review the current benchmarks and provide support for the
recommendations made above.
Benchmarking Principles
HEK’s benchmarking philosophy is built on research conducted by Sharpe and others and is
consistent with Modern Portfolio Theory which identifies the market portfolio as the most efficient
portfolio to own. Investors should stray away from the market portfolio only when they believe they
are compensated to do so. As a result, we believe the benchmark for any asset class should include
all, or substantially all, the investment opportunities in that particular market and be constructed
without bias. In identifying appropriate benchmarks, HEK’s recommendations revolve around the
following attributes:
1. Broad Coverage: Benchmarks should be market capitalization based and attempt to include
the widest coverage of countries, sectors and number of securities
2. Investable: Easily replicable and liquid; refers to investors’ ability to secure the return through
passive management
3. Transparent: Rules-based methodology with transparency through to the benchmark’s
constituents and their weights and known in advance
4. Appropriate: Portfolio’s assets are similar to the benchmark’s, minimizes tracking error and is
used by similar institutions
It is important to note that there are certain markets, mainly the private markets, where broad
published benchmarks either do not exist or are of limited value. In these markets, appropriate
benchmarks would represent the opportunity cost of the allocation or mode of implementation.
Global Equity
Benchmark: Morgan Stanley Capital International All Country World Investable Market Index (MSCI
ACW IMI), adjusted to exclude companies divested under the provisions of the Protecting Florida's
Investments Act (PFIA)
Conclusion: We continue to believe the MSCI ACW IMI Index is the most appropriate benchmark for
the SBA’s global equity portfolio and do not recommend any changes.
Consistent with our benchmarking philosophy, we believe the global equity target should capture the
broadest scope of investable global equity securities, attempting to maximize country coverage and
market capitalization. In 2010, the SBA modified its global equity target to better achieve this goal by

Hewitt EnnisKnupp

2

switching from the MSCI All Country World (ACW) Index, which covers approximately 85% of the
investable global equity opportunity set, to the MSCI ACW Investable Markets Index (IMI), which
covers approximately 99% of the opportunity set. The MSCI ACW IMI Index captures large, mid and
small cap companies across 44 countries and includes 8,485 constituents.
HEK has considered alternative global equity index providers in addition to MSCI, such as FTSE and
S&P, two other major global equity index providers. Each provider has a slightly different construction
methodology, though all offer global indices that are market-cap weighted, adjusted for free float and
have long-track records. While recent historical performance has shown that there is little difference
with respect to returns and correlations, we continue to find the MSCI ACW IMI to be the most
appropriate for the following reasons:
–

Implements consistent index construction across size, region and style, providing meaningful
aggregation to the broad index along with broad exposure

–

Represents 99% of global market capitalization and includes small cap securities

–

Exhibits low turnover and has a strong emphasis on liquidity, investability and replicability

–

Represents the most widely used global benchmark provider for institutional investors

Fixed Income
Benchmark: The Barclays U.S. Intermediate Aggregate Bond Index
Conclusion: We continue to believe the Barclays U.S. Intermediate Aggregate Bond Index is the most
appropriate index for the fixed income asset class and do not recommend any changes.
The Barclays suite of indices is the most widely-followed and universally accepted performance
benchmark among institutional investors. Barclays employs a sound construction methodology and
covers a significant portion of the U.S. fixed income market. The Barclays U.S. Intermediate
Aggregate Bond Index is designed to track the performance of bonds issued in the U.S. investmentgrade bond market. The index includes investment grade issues with a maturity between one and ten
years that are dollar denominated and non-convertible. The index includes Treasuries, Agencies,
residential and commercial mortgage-backed securities, asset-backed securities, and corporate debt,
and is reconstituted on a monthly basis.
As part of this assessment, we reviewed alternative fixed income index providers in the industry. JP
Morgan and Citigroup also provide suites of fixed income benchmarks and have sound construction
methodologies. While we find them to be of institutional quality and believe they have leading indices
in certain sector specific bond markets, we find Barclays provides the best index given the SBA’s
mandate. Barclays continues to be the leading index provider and continue to view them favorably
given the following:
–

Market share leader with over $5 trillion benchmarked to Barclays indexes
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–

Deep coverage (70,000 index eligible securities world-wide and more than $32 trillion in assets)

–

Rules based methodology

–

Monthly Rebalancing

–

Market value weighted

–

Emphasis on liquidity

Provided that the role of the SBA’s fixed income asset class is primarily to provide downside
protection against weak equity markets, dampen volatility, provide stable returns and act as a key
source of liquidity, we believe the Barclays U.S. Intermediate Aggregate Bond Index is the most
appropriate benchmark.
Real Estate
Primary Benchmark: Blend of 90% the NFI-ODCE Index, net of fees, and 10% the FTSE
EPRA/NAREIT Developed Index, net of fees.
Recommendation: We continue to believe the real estate target noted above is an appropriate
benchmark given the SBA’s goals and objectives for the asset class. However, we recommend the
SBA add a premium of 150 basis points to the non-core portion of the private real estate benchmark
(NFI-ODCE), which reflects the higher expected return from the allocation to non-core investments.
The Real Estate asset class benchmark continues to be appropriate given the Policy target of 90% to
private real estate investments and 10% to publicly traded real estate investments (REITs). The
FTSE EPRA/NAREIT Developed Index captures the broad global REIT opportunity set and we
continue believe it is the most appropriate index for the public real estate allocation given its objective
of investing in a globally diversified public real estate portfolio.
The NCREIF Fund Index Open-end Diversified Core Equity (NFI-ODCE) Index is a peer benchmark
that includes, on both a historical and current basis, investment returns of 28 open-end commingled
funds pursuing a core investment strategy. The underlying funds are leveraged with gross and net
returns available. Given the alternative benchmarks that are available, or lack thereof, and that the
NFI-ODCE is the most commonly used in the industry, we continue to find it as the most appropriate
benchmark for the private real estate allocation.
That being said, we recommend the SBA add a premium to the private real estate benchmark to
better represent the expected return of the non-core real estate allocation above that of a core real
estate allocation. The Private Real Estate Policy targets an 85% allocation to core real estate and a
15% target to non-core real estate. The NFI-ODCE Index reflects the industry beta, or a core real
estate profile, and therefore, the private market return target does not capture the greater expected
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return of the non-core portion of the policy. Given that the SBA’s allocation to non-core is at its policy
target of 15% and that it is likely to stay that way, we believe a premium for that portion is appropriate.
We also note that this has become a common practice among the clients we advise.
For additional context, we surveyed the largest 30 public funds in the U.S., and where applicable, we
list the benchmark used to assess their private real estate allocation in the table below. The survey
reveals that there is not a single most commonly used private real estate benchmark among industry
participants. Of the 30 plans listed below, 13 use the NFI-ODCE Index as the primary private real
estate benchmark. Of those 13 plans, 8 of them add a premium to the NFI-ODCE Index. Given that
we do not have transparency to the core/non-core mix of each plans’ real estate portfolio, nor the
detail on the leverage utilized, we cannot opine on the level of the premium added.
Fund
CalPERS
CalSTERS
New York Common
New York City Retirement

Private Real Estate Benchmark
NFI-ODCE + 100bps
NCREIF Property Index
25% NFI ODCE / 75% NCREIF Townsend Fund Return
NFI ODCE + 100bps

Texas Teachers
New York State Retirement
State of Wisconsin Investment Board
Ohio Public Employees

NFI-ODCE
NYCREDIF Index + 200bps
20% NCREIF Property Index / 80% NFI ODCE
NFI-ODCE + 85bps

North Carolina

NFI-ODCE

New Jersey Public Employees

NCREIF Property Index

Ohio State Teachers

NCREIF Property Index

Oregon Public Employees
Washington State Board

NCREIF Property Index + 75bps
NCREIF Property Index

Virginia Retirement

NFI-ODCE Index

Massachusetts PRIM

NCREIF Property Index

Michigan Retirement

NECREIF Property Index -130 bps

Pennsylvania Employees

NCREIF Townsend Fund Index

LA County

NCREIF Property Index -25 bps

Colorado Public Employees

NFI-ODCE + 50 bps

Maryland State Retirement

NCREIF Property Index

Teachers' System of Illinois

NFI-ODCE Property Index

Tennessee Retirement System

NCREIF Property Index

Missouri Teachers

NCREIF Property Index

Arizona State Retirement System

NFI-ODCE Index

Illinois Municipal Retirement Fund

NFI-ODCE Index + 100bps
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Nevada Public Employees

NCREIF Property Index

South Carolina Retirement Systems

NFI-ODCE Index + 75bps

Connecticut Retirement Plans

NCREIF Property Index

Pennsylvania State Employees

Townsend Custom Stylized Index

Iowa Public Employees

NCREIF Property Index

Following multiple discussions with the SBA’s Senior Investment Group and Staff, and with input from
the SBA’s Real Estate Consultant, we recommend a premium level of 150 bps to the non-core portion
of the private real estate benchmark. This premium was thoughtfully derived, considering both the
goals of the non-core allocation and the long-term strategic plan of the real estate portfolio. At the
onset, HEK proposed a premium level of 225 bps as an appropriate hurdle to achieve on the noncore segment of the private real estate benchmark. This premium was based on an assumed 50/50
split of non-core investments to value-added and opportunistic strategies, using the respective target
premiums of 125 bps and 325 bps, which are stated in the Real Estate Investment Policy Statement.
However, in discussions with the SBA’s Senior Investment Group and with input from the Real Estate
Consultant, it was determined that a lower premium of 150 bps was more appropriate given the
conservative nature of the SBA’s real estate portfolio. Historically, the real estate portfolio has utilized
a very low level of leverage, especially relative to the broad index. While the Policy allows for
leverage up to 40% of the Total Real Estate portfolio, the average leverage since 2004 has been
approximately 20%. Further, among the SBA’s Principal Investments, which comprise the bulk of the
private investments, leverage has averaged 11% since 2004. This is relative to an average leverage
of roughly 20% for the NFI-ODCE Index. The relatively low use of leverage may hinder the SBA’s
ability to meet an investment objective that includes a higher premium. However, as shown below, the
SBA’s Real Estate portfolio, including the Principal Investments, have historically performed very
favorably. Therefore, we believe 150 bps is an appropriate balance between the expected value-add
given the riskier nature of non-core investments and the conservative tilt of the SBA’s Real Estate
allocation given the low use of leverage.
As of 12/31/13
Total Real Estate
Real Estate Target
Total Principal Investments
NFI-ODCE Index

Trailing 3-Year

Trailing 5-Year

Trailing 10-Year

15.2%

4.4%

8.9%

12.9%

1.9%

4.3%

16.1%

5.1%

10.5%

13.2%

0.0%

6.1%

We stress that there is not an obvious right or wrong answer as to whether or not a premium should
be added for the non-core portion of the private real estate benchmark. However, provided that the
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SBA has a long term policy allocation to non-core investments that is currently at target, we believe
that the addition of a premium for that portion of the benchmark is appropriate and will better reflect
the targeted risk/return profile of the allocation. HEK held multiple discussions with the SBA’s Senior
Investment Group and Staff, and with input from the SBA’s Real Estate Consultant, all parties
concurred that a 150 bps premium is appropriate to add to the non-core portion of the private real
estate benchmark to better reflect the long-term strategic goals of the asset class. If we apply this to
the Total Real Estate Benchmark, we get the following:
(76.5% * NFI-ODCE) + [13.5% * (NFI-ODCE + 150 bps)] + (10%* REIT Index).
Private Equity
Primary Benchmark: Russell 3000 Index + 3% annually
Secondary Benchmark: Cambridge Associates Private Equity Index
Recommendation: HEK recommends the SBA modify the public equity index used in the primary
benchmark from the Russell 3000 Index to a global equity index, namely the MSCI ACW IMI, to better
reflect the SBA’s opportunity cost of investing in private equity.
Unlike traditional market security asset classes, there are no perfect or universally accepted
benchmarks for private equity investments given the illiquid and unique characteristics of the asset
class. However, the two approaches used by the SBA are the two most common benchmarks we see
used by institutional investors. We provide a brief explanation of each below:
Public market index plus a premium: This method measures the opportunity cost of the decision to
invest in private equity. Under this approach, institutional investors seek a premium over the return
that they would expect to earn from public equities. A premium is added because private equity
investments are expected to be more risky than public equity investments, on account of the illiquid
nature and early stage of many private equity portfolio companies. Investors expect to earn a higher
rate of return to be compensated for the higher risk. Given the historical bias to U.S. public equities
within institutional portfolios, a U.S. public equity asset class benchmark has been the most
commonly used index to evaluate the performance of private equity allocations. While this is the most
commonly used benchmark we see, we must recognize that it has its drawbacks. An index with a
return premium is not investable, violating one of our key benchmarking tenants. Further, public
equity markets are priced on a continuous basis and fluctuate more rapidly than illiquid private equity
investments. For this reason, there can be significant tracking error and short-term performance
comparisons are less meaningful.
Peer Benchmark: Peer benchmarks are the second most commonly used benchmark typically seen
for institutional private equity portfolios. Entities such as Cambridge Associates and VentureXpert
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have provided peer benchmarks by collecting cash flow data from institutional private equity
investors. Returns are net of fees and carried interest for individual direct investment funds. These
institutions have the ability to compile the returns into different vintage year and geographical
benchmarks to provide performance comparisons for like-invested funds. This is important because
performance of private equity funds with different vintage years or geographical representation can
vary significantly. Private equity returns tend to be cyclical in nature, primarily as a result of the
operational costs of a private equity fund which tends to be higher during the earlier years of a fund’s
life compared to the payback period (also known as the J-curve effect). In addition to vintage year
and geographical groups, peer benchmarks can also be compiled by strategy, such as buyout,
venture capital, and distressed debt, as well as by size or sub-category (i.e. early stage, growth
stage, large, mega).
For evaluating the performance of an entire portfolio of private equity investments, peer benchmarks
can provide returns of composite portfolios that mirror the investor’s own portfolio as well as possible.
The composite portfolios are comprised of funds formed in a number of years rather than in one
vintage year and the holding period composite returns are pooled rates of return for each investment
horizon. One of the downfalls of using peer benchmarks is that the data is only available on a 4-5
month lagged basis.
We continue to find the SBA’s current approach of using a public market index plus a premium as the
primary benchmark and a peer benchmark as the secondary benchmark to be an appropriate and
effective means to benchmarking the private equity portfolio. We next evaluated the implementation
of these two approaches and provide our recommended changes.
Primary Benchmark (Opportunity Cost): Russell 3000 Index + 300 basis points annually
Recommendation: Replace the Russell 3000 Index with the MSCI ACW IMI
The public market index utilized under this method should reflect the opportunity cost of the decision
to invest in private equity. Historically, this has been represented by the SBA’s domestic public equity
allocation. Provided that investment programs, including the SBA, have migrated towards a more
global oriented investment structure, we recommend the SBA consider the use of the MSCI ACW IMI
for the public market index component of the Private Equity primary benchmark. The MSCI ACW IMI
is consistent with the SBA’s opportunity cost of capital based on its current Investment Policy.
It is important to note that a global equity index may experience greater levels of volatility over shortterm time periods relative to a U.S. equity Index. While periods of elevated volatility will occur using
any public equity market index, the inherent broader coverage of global equity, and specifically the
inclusion of emerging markets which tend to be more volatile, may cause periods of short-term
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divergence between a global and a U.S. equity index. However, over the years equity markets around
the globe have become increasingly more correlated with each other, and the risk/return profile of the
MSCI ACW IMI and the Russell 3000 Index over long-term periods is very similar. The table below
illustrates the common level of risk (standard deviation) and return over the trailing five-, ten- and
twenty-year time periods. The last row in the table shows the high level of correlation between the
Russell 3000 Index and the MSCI ACW IMI Index over all time periods. Therefore, while it is
important to be aware of the potential for short-term periods of elevated volatility a global index may
experience relative to a U.S. index, we are comfortable with the long-term measure that the MSCI
ACW IMI will provide for the Private Equity allocation.
Trailing Periods Ending December 31, 2013
Index

1-Year

3-Year

5-Year

10-Year

20-Year

Standard

Russell 3000

8.7

12.7

16.3

15.2

15.5

Deviation

MSCI ACW IMI

9.4

14.3

17.8

16.8

15.7

Russell 3000

33.6

16.2

18.7

7.9

9.3

MSCI ACW IMI

23.6

9.8

15.6

7.6

7.0

0.89

0.96

0.96

0.96

0.95*

Annualized Return

Correlation (R. 3000 & MSCI ACW IMI
*Represents the MSCI ACWI for periods prior to 1994

The second component of the primary benchmark is the annual premium that is added to the public
equity index to compensate for the added risk of investing in private equity. The premium is largely a
function of the historical premium that private equity markets have yielded over their public equity
counterparts. In addition, we also take into account the expected private equity returns based on our
most recent capital market assumptions, as well as identifying industry standards. Historically, we
have seen premiums within the range of 200-500 basis points among institutional investors. The
SBA’s premium of 300 basis points falls in the lower half of this range.
In recent years we have seen the premium trending modestly downward. Based on our most recent
Capital Market Assumptions (forward looking return expectations for the major asset classes
available for investment), we expect private equity to earn a premium over public equities of 180
basis points. Further, given that the SBA’s private equity long term targets have a greater weighting to
leveraged buyouts (LBO’s) than our model private equity portfolio, and that LBO’s have a lower
expected return, we would expect an even lower premium.
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The table below illustrates our latest private equity return expectations:
Based on 1Q 2014 CMAs

Model Portfolio
Weights

SBA PE
Weights

Expected
Return

Premium*

Venture Capital

24.0%

15.0%

10.9%

3.6%

Buyouts (LBOs)

54.0%

65.0%

8.2%

0.9%

Other**

22.0%

20.0%

9.1%

1.8%

Model Private Equity Portfolio

100.0%

9.1%

1.8%

8.8%

1.5%

SBA's Private Equity portfolio

100.0%

*Premium reflects the expected return over global equity’s expected return of 7.3%
**Other includes mezzanine, distressed debt and special situations
Further, below we illustrate the SBA’s historical private equity return over the global equity asset class
on a rolling 5-year basis. As seen below, the private equity portfolio has outperformed the global
equity asset class on average by 90 basis points from 1993 through 2013.
SBA's Rolling 5-Year Private Equity Performance Over Global Equity
12.0%

Private Equity Premium

8.0%
4.0%
Average

0.90%

0.0%
-4.0%

Rolling 5-Year Excess
Return

-8.0%

Dec-13

Dec-12

Dec-11

Dec-10

Dec-09

Dec-08

Dec-07

Dec-06

Dec-05

Dec-04

Dec-03

Dec-02

Dec-01

Dec-00

Dec-99

Dec-98

Dec-97

Dec-96

Dec-95

Dec-94

Dec-93

-12.0%

Lastly, we surveyed the largest 20 public funds that invest in private equity and list the results on the
following page. The survey reveals that a number of different public market indices are used as
benchmarks. Further of the top 20 largest plans, 13 utilize a public market index plus a premium.
Since the last survey, conducted in 2010, we have seen the premium level decrease; mostly
premiums of 500 bps came down to 300 bps. Further, the average premium has decreased to 285
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bps, down from 394 bps in 2010. The survey also reveals that more plans are using peer benchmarks
rather than a public market index plus a premium, though the latter is still the most commonly used
primary benchmark in the industry.
Fund

Primary Benchmark

Premium
(basis points)

CalPERS
CalSTERS
New York Common
New York City Retirement
Texas Teachers
New York State Retirement
Wisconsin Investment Board
Ohio Public Employees

67% FTSE U.S. TMI +
33% FTSE AW ex- U.S. TMI
Russell 3000

300
300

Cambridge U.S. Private Equity Index

--

Russell 3000

300

State Street Private Equity Index

--

S&P 500

300

Venture Economics

--

60% Russell 3000 / 40% MSCI ACWI ex
U.S. IMI

North Carolina

Cambridge Associates Benchmark

New Jersey Employees

300
--

Cambridge Associates Benchmark

--

Ohio State Teachers

Russell 3000

100

Oregon Public Employees

Russell 3000

300

Washington State Board

Russell 3000

300

Virginia Retirement

MSCI ACW IMI

250

Massachusetts PRIM

Russell 3000

300

Michigan Retirement

S&P 500

300

CPI

--

Minnesota State Board
Pennsylvania Employees
LA County
Colorado Public Employees

Thomson ONE Median Return

--

Russell 3000

400

DJ U.S. Total Stock Market Index

250

Given both the historical and expected private equity premium over global equities, as well as the
trend we have seen among peers within the industry, an argument can be made to lower the premium
added to the public equity index for the private equity asset class. However, the SBA’s current
premium of 300 bps is among the most commonly used among peers and well within the range of
what we are seeing in the industry. Further, we do not find 300 bps to be an unrealistic premium and
still believe it is an appropriate benchmark for the SBA’s Private Equity allocation.
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Secondary Benchmark (Peer Benchmark): Cambridge Associates
The SBA utilizes a blend of the Cambridge Associates Private Equity Index and the Cambridge
Associates Venture Capital Index as a secondary benchmark to best reflect a like-invested peer
private equity composite portfolio. This benchmark compares IRR and multiple on cost of the entire
component with those of composite portfolios compiled by Cambridge Associates with similar
composition of style and vintage years. Cambridge also compares SBA’s time weighted returns
(TWR) with the holding-period TWR of the composite portfolios. We find Cambridge to be a capable
and appropriate provider of peer private equity benchmarks and will serve the purpose of comparing
the SBA’s private equity portfolio on an apples-to-apples basis.
Strategic Investments
Primary Benchmark: Aggregation of individual portfolio level benchmark returns
Secondary Benchmark: CPI + 5%
Conclusion: We continue to find the benchmarks used to be appropriate means to measuring the
short- and long-term success of the Strategic Investments asset class.
As defined in the Investment Policy Statement, the objective of the Strategic Investments allocation is
to “proactively identify and utilize non-traditional and multi-asset class investments, on an
opportunistic and strategic basis, in order to accomplish one or more of the following:
1) Generate long-term incremental returns in excess of a 5% annualized real rate of return,
commensurate with risk.
2) Diversify the FRS Pension Plan assets
3) Provide potential hedge against inflation
4) Increase investment flexibility, across market environments, in order to access: a) Evolving or
opportunistic investments outside of traditional asset class; and b) Effective risk-adjusted
portfolio management strategies”
Given the broad investment objective and the widely flexible guidelines set forth for the Strategic
Investment asset class, the allocation may include multiple distinct investment strategies. Identifying a
single benchmark that will appropriately capture the entire set of investment characteristics and
measure its success is challenging and somewhat impractical. Therefore, we believe using an
aggregation of the individual strategy benchmark returns is the most sensible approach to
benchmarking the asset class over the short-term.
Over the long-term, and for this type of asset class, we find it important to measure its success as a
whole, which is the goal of the secondary benchmark. In 2007, when the Strategic Investments
category was created, this type of asset class was a relatively new investment category. On
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recommendation from HEK, the SBA implemented a secondary benchmark that focused on the Total
Fund’s investment objective of earning a real return of 5% over the long-term. We continue to view
this as a reasonable approach for a secondary benchmark for Strategic Investments.
Cash
Benchmark: iMoneyNet First Tier Institutional Money Market Funds Net Index
Conclusion: We continue to support the SBA’s use of the iMoneyNet Fund Average Index, instead of
a market based index, for benchmarking the performance of the Cash asset class.
In 2010, the SBA switched from the gross of fees version of the Index to the net-of-fees version.
iMoneyNet continues to be a leading provider of peer cash benchmarks, providing the broadest peer
index of money market funds available and is widely used in the industry. We do not recommend any
changes.
Total Fund
Benchmark: Policy Portfolio; A blend of asset class benchmarks at Policy weights
Conclusion: The total fund benchmark, as a blend of the individual asset class benchmarks, conforms
to standard practice among institutional investors.
Most investors use a Policy Portfolio to gauge the success of their investment programs. A policy
portfolio is a passive representation of a fund’s specific asset allocation strategy and is an unbiased
measure of portfolio success. The policy portfolio’s return is the best characterization of a fund’s
requirements to meet its long term objectives – providing funding for future benefit payments.
The SBA currently uses a policy portfolio that floats the Real Estate, Private Equity, and Strategic
Investments asset classes against Global Equity and Fixed Income, as these allocations take time to
become fully invested.
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The Townsend Group
To:
From:
Subject:
Date:

The State Board of Administration of Florida
The Townsend Group
The State Board of Administration of Florida (“SBAF”) Benchmark Change – Add a
premium to ODCE benchmark for Non-Core allocation
March 7, 2014

We approve the recommended benchmark change to a blended benchmark for SBAF of 76.5% NFI-ODCE
Index (net of fees), 13.5% NFI-ODCE Index (net of fees) + 150 bps, and 10% FTSE EPRA/NAREIT Global
Index, measured over a rolling five-year period. The 150 bps premium takes into account SBAF’s stated
policy with target premiums of 125 bps and 325 bps for value added and opportunistic investments,
respectively, as well as the lower risk core portfolio versus the ODCE index. Current benchmark is 90%
NFI-ODCE Index, net of fees and 10% FTSE EPRA/NAREIT Global Index.
Client Profile:
All information contained in the client profile below is as of September 30, 2013.
(i)

Strategy and Objectives. SBAF contracted with The Townsend Group to provide oversight to the
real estate program in 2Q04. The primary objective of the SBAF real estate portfolio is to diversify
the total SBAF plan assets due to the low correlation of private market real estate to equities and
fixed income investments, provide a potential hedge against inflation and provide a total return
over multiple market cycles that is competitive on a risk-adjusted basis with the returns provided
by other asset classes.
SBAF seeks to achieve their objectives through a diversified portfolio comprised of both private
and public investments further diversified across core, value-added, opportunistic and farmland
investments. Within the private portfolio, investments are further diversified between externally
managed investments (pooled funds) and principal investments (separate accounts).
As of 3Q13, the targeted allocation to real estate was 7% (range of 2%-12%) of total Fund assets.
However, in December/January SBAF approved an increase allocation to 10%. This increase
corresponds to approximately $4.0 billion of additional capital with 20% targeted for non-core
investments. As of 3Q13, SBAF’s funded real estate allocation was 7.4% ($10.2 billion) or 7.8%
when including current unfunded commitments.

(ii)

Risk Tolerance. SBAF has historically been a lower risk portfolio with a high core allocation. This
has benefitted the portfolio over the long term including during the Global Financial Crisis. The
real estate program targets an allocation of 90% to Private Real Estate Investments and 10% to
Public Investments. Within SBAF’s Private allocation, non-core has a range of 0%-30% with a 15%
target, the remaining 85% (range of 70%-100%) is allocated to core investments (includes
Farmland). Through recent conversations with Staff (including the Executive Director), SBAF has
Skylight Office Tower, 1660 West 2nd Street, Suite 450
Cleveland, Ohio 44113 Telephone: (216) 781-9090 Facsimile: (216) 781-1407

indicated a preference to move up the risk spectrum with a target non-core allocation closer to
20%-25%.
SBAF’s portfolio allocation is outlined below as of 3Q13 on a funded basis. The portfolio is in
compliance with allocation ranges/targets.
On a Funded Basis

Portfolio Compliance
Private Investments
Core Investments
Farmland Investments
Non-Core Investments
Value-Added Investments
Opportunistic Investments
Public Investments

Target
90%
85%
N/A
15%
N/A
N/A
10%

Range
85-95%
70-100%
N/A
0-30%
N/A
N/A
5-15%

Exposure
Compliance
90%
Yes
81%
Yes
4%
N/A
19%
Yes
11%
N/A
8%
N/A
10%
Yes

As mentioned above, the portfolio is further diversified between Principal Investments (“PI”)
defined as separate account investments and Externally Managed (“EM”) defined as commingled
fund investments. The portfolio has no set policy regarding the split between PI and EM.
Currently, SBAF uses PI for the majority of their core allocation supplemented by ODCE funds. The
PI portfolio has historically utilized minimal leverage associated with the investments. As of 3Q13
73% of the Core portfolio is invested through PI investments with leverage of less than 10%. The
remaining core portfolio is invested in six ODCE funds. The aggregate Core portfolio leverage is
16.8%.
The Non-Core portfolio includes both PI and EM investments with Opportunistic investments
100% invested in EM commingled funds. As of 3Q13 14% of the Non-Core portfolio is invested
through PI with the remaining 86% is invested in EM Open End Value and Close end fund
investments.
(iii)

Benchmark. SBAF’s current benchmark is to outperform on a net of fees basis a blended
benchmark comprised of 90% NFI-ODCE (net of fees) and 10% EPRA/NAREIT Global over rolling
five-year periods. The portfolio’s net return has consistently exceeded the benchmark since 3Q02.
As of 3Q13, the portfolio exceeded the benchmark by 180 basis points. This outperformance has
been driven by SBAF’s core investments which outperformed the ODCE by 420 basis points over
the same five-year period.
Performance Performance as of September 30, 2013

Quarter (%)
TGRS
TNET
The State Board of Administration of Florida ("SBA")

3.8

SBAF Primary Benchmark

3.2

3.6

1 Year (%)
TGRS
TNET
18.0
11.8

17.1

3 Year (%)
TGRS
TNET
16.4
13.2

15.5

5 Year (%)
TGRS
TNET
3.7

3.0

1.2

We are comfortable with the current benchmark and did not approach SBAF with the change.
Hewitt EnnisKnupp (“HNK”) is proposing benchmark changes across SBAF’s asset classes. The
original proposal from HNK was a 90% NFI-ODCE + 30 bps (net of fees) and 10% EPRA/NAREIT
Global. HNK backed into the 30 bps premium by putting a 225 bps premium on the 15% private

2

non-core allocation. While not unreasonable to add a premium to the benchmark we highlighted
the following through conversations with SBAF staff:








ODCE funds have the ability to use up to 15% for non-core purposes; therefore, there is an
inherent non-core allocation within the ODCE benchmark itself.
SBAF has historically employed less leverage than ODCE; especially on PI, which has provided
for lower volatility while outperforming the benchmark. For example over the past five years,
the median ODCE leverage is 25.1% and the maximum ODCE leverage reached 33.5% in the
middle of the GFC. We note that during the GFC, several ODCE funds exceeded 40% during
that period. Over the same period SBAF’s median portfolio leverage 23.4% and a maximum
leverage of 28.2%.
The vast majority of SBA’s core portfolio, approximately 73%, is invested through PI. Due to
the pure core unlevered nature of the investments the levered ODCE index (with some noncore exposure) already provides an inherent premium to a majority of the portfolio. The
remaining 23% core allocation to EM investments (ODCE funds) obviously is benchmarked
appropriately to the ODCE. The non-core portfolio includes higher risk and leveraged
investments that balance out the core PI. Therefore, the risk profile of the portfolio today
closely matches that of the ODCE.
Our concern would be a higher benchmark would result in SBA increasing its risk profile in
order to beat the benchmark. The portfolio target allocations today are designed to achieve
both the expected return for real estate and outperform the current benchmark.
Given the primarily core composition of the ODCE, adding a basis point premium is simply
adding return without the increased risk necessary to obtain the outperformance.

Through conversations with Staff they understand our view and also believe a premium is not
unreasonable; therefore, our proposal is to add a 150 bps premium to the ODCE for the Non-Core
target allocation of the portfolio only. The 150 bps premium takes into account SBAF’s stated
policy with target premiums of 125 and 325 bps for value added and opportunistic investments,
respectively, as well as the lower risk core portfolio versus the ODCE index. The change in
benchmark is meant to more closely track the target allocation of the private real estate portfolio
and will be made on a go forward basis with no change made to the historic benchmark.
As shown by the chart below, from a historical perspective the benchmark adjustment has little
effect on the private portfolio’s outperformance.
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Five-Year Rolling Return
17.00%
15.00%
13.00%

11.00%
9.00%
7.00%

5.00%
3.00%
1.00%

-1.00%

SBAF Private Portfolio Performance

NFI-ODCE Value Weighted Index

NFI-ODCE Value Weight Index + 30 BPS

Custom - Core vs ODCE / NC vs ODCE +150 Policy Weight
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May-13

Jan-12

Sep-12

May-11

Jan-10

Sep-10

May-09

Jan-08

Sep-08

May-07

Jan-06

Sep-06

May-05

Jan-04

Sep-04

May-03

Jan-02

Sep-02

May-01

Jan-00

Sep-00

May-99

Jan-98

Sep-98

May-97

Jan-96

Sep-96

May-95

Jan-94

Sep-94

May-93

Jan-92

Sep-92

May-91

Jan-90

Sep-90

Sep-88

May-89

-3.00%
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FLORIDA RETIREMENT SYSTEM
DEFINED BENEFIT PLAN INVESTMENT POLICY STATEMENT

I.

DEFINITIONS

Absolute Real Target Rate of Return - The total rate of return by which the FRS Portfolio must
grow, in excess of inflation as reported by the U.S. Department of Labor, Bureau of Labor
Statistics (Consumer Price Index – All Urban Consumers), in order to achieve the long-run
investment objective.
Asset Class - An asset class is an aggregation of one or more portfolios with the same principal
asset type. 1 For example, all of the portfolios whose principal asset type was stocks would be
aggregated together as the Global Equity asset class. As such, it would contain primarily—but not
exclusively—the principal asset type.
Asset Type - An asset type is a category of investment instrument such as common stock or bond.
Portfolio - A portfolio is the basic organization unit of the FRS Fund. Funds are managed within
portfolios. A portfolio will typically contain one principal asset type (common stocks, for
example), but may contain other asset types as well. The discretion for this mix of asset types is
set out in guidelines for each portfolio.
II.

OVERVIEW OF THE FRS AND SBA

The State Board of Administration (Board) provides investment management of assets contributed
and held on behalf of the Florida Retirement System (FRS). The investment of retirement assets is
one aspect of the activity involved in the overall administration of the Florida Retirement System.
The Division of Retirement (DOR), the administrative agency for the FRS, provides full
accounting and administration of benefits and contributions, commissions actuarial studies, and
proposes rules and regulations for the administration of the FRS. The State Legislature has the
responsibility of setting contribution and benefit levels, and providing the statutory guidance for
the administration of the FRS.
III.

THE BOARD

The State Board of Administration has the authority and responsibility for the investment of FRS
assets. The Board consists of the Governor, as Chairman, the Chief Financial Officer, and the
Attorney General. The Board has statutory responsibility for the investment of FRS assets, subject
to limitations on investments as outlined in Section 215.47, Florida Statutes.

1

The Strategic Investments asset class is an exception, purposefully established to contain a variety of portfolios
which may represent asset types and strategies not suitable for inclusion in other asset classes.
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The Board shall discharge its fiduciary duties in accordance with the Florida statutory fiduciary
standards of care as contained in Sections 215.44(2)(a) and 215.47(9), Florida Statutes.
The Board delegates to the Executive Director the administrative and investment authority, within
the statutory limitations and rules, to manage the investment of FRS assets. An Investment
Advisory Council (IAC) is appointed by the Board. The IAC meets quarterly, and is charged with
the review and study of general portfolio objectives, policies and strategies, including a review of
investment performance.
The mission of the State Board of Administration is to provide superior investment management
and trust services by proactively and comprehensively managing risk and adhering to the highest
ethical, fiduciary and professional standards.
IV.

THE EXECUTIVE DIRECTOR

The Executive Director is charged with the responsibility for managing and directing
administrative, personnel, budgeting, and investment functions, including the strategic and tactical
allocation of investment assets.
The Executive Director is charged with developing specific individual investment portfolio
objectives and policy guidelines, and providing the Board with monthly and quarterly reports of
investment activities.
The Executive Director has investment responsibility for maintaining diversified portfolios, and
maximizing returns with respect to the broad diversified market standards of individual asset
classes, consistent with appropriate risk constraints. The Executive Director will develop policies
and procedures to:
•

Identify, monitor and control/mitigate key investment and operational risks.

•

Maintain an appropriate and effective risk management and compliance program
that identifies, evaluates and manages risks within business units and at the
enterprise level.

•

Maintain an appropriate and effective control environment for SBA investment and
operational responsibilities.

•

Approve risk allocations and limits, including total fund and asset class risk
budgets.

The Executive Director will appoint a Chief Risk and Compliance Officer, whose selection,
compensation and termination will be affirmed by the Board, to assist in the execution of the
responsibilities enumerated in the preceding list. For day-to-day executive and administrative
purposes, the Chief Risk and Compliance Officer will proactively work with the Executive
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Director and designees to ensure that issues are promptly and thoroughly addressed by
management. On at least a quarterly basis, the Chief Risk and Compliance Officer will provide
reports to the Investment Advisory Council, Audit Committee and Board and is authorized to
directly access these bodies at any time as appropriate to ensure the integrity and effectiveness of
risk management and compliance functions.
Pursuant to written SBA policy, the Executive Director will organize an Investment Oversight
Group(s) to regularly review, document and formally escalate guideline compliance exceptions
and events that may have a material impact on the Trust Fund. The Executive Director is delegated
the authority and responsibility to prudently address any such compliance exceptions, with input
from the Investment Advisory Council and Audit Committee as necessary and appropriate, unless
otherwise required in this Investment Policy Statement.
The Executive Director is responsible for evaluating the appropriateness of the goals and
objectives in this Plan in light of actuarial studies and recommending changes to the Board when
appropriate.
V.

INVESTMENT OBJECTIVES

The investment objective of the Board is to provide investment returns sufficient for the plan to be
maintained in a manner that ensures the timely payment of promised benefits to current and future
participants and keeps the plan cost at a reasonable level. To achieve this, a long-term real return
approximating 5% per annum (compounded and net of investment expenses) should be attained,
consistent with the actuarial investment return assumption of 7.75%. As additional considerations,
the Board seeks to avoid excessive risk in long-term cost trends. To manage these risks, the
volatility of annual returns should be reasonably controlled.
The Board's principal means for achieving this goal is through investment directives to the
Executive Director. The main object of these investment directives is the asset class. The Board
directs the Executive Director to manage the asset classes in ways that, in the Board's opinion, will
maximize the likelihood of achieving the Board's investment objective within an appropriate risk
management framework. The Board establishes asset classes, sets target allocations and
reasonable ranges around them for each and establishes performance benchmarks for them. In
addition, it establishes a performance benchmark for the total portfolio.
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VI.

TARGET PORTFOLIO AND ASSET ALLOCATION RANGES

The Board's investment objective is an absolute one: achieve a specific rate of return, the absolute
real target rate of return. In order to achieve it, the Board sets a relative objective for the Executive
Director: achieve or exceed the return on a performance benchmark known as the Target Portfolio
over time. The Target Portfolio is a portfolio composed of a specific mix of the authorized asset
classes. The return on this portfolio is a weighted-average of the returns to passive benchmarks for
each of the asset classes. The expectation is that this return will equal or exceed the absolute real
target rate of return long-term and will thus assure achievement of the Board's investment
objective.
This relative return objective is developed in a risk management framework. Risk from the
perspective of the Board is any shortfall of actual investment returns relative to the absolute real
target rate of return over long periods of time, and the asset mix is developed to manage this risk.
In selecting the Target Portfolio, the Board considers information from actuarial valuation reviews
and asset/liability studies of the FRS, as well as asset class risk and return characteristics. In
addition, the timing of cash demands on the portfolio to honor benefit payments and other
liabilities are an important consideration. Potential asset mixes are thus evaluated with respect to
their expected return, volatility, liquidity, and other risk and return measures as appropriate.
The Target Portfolio defined in Table 2 has a long-term expected compound annual real return that
approximates the absolute real target rate of return. To achieve the absolute real target rate of
return or actuarial return, material market risk must be borne (i.e., year to year volatility of
returns). For example, in 2008 the Trust Fund’s net managed real return was -26.81% compared to
gains of 17.56% in 2009 and 21.48% in 2003. While downside risk is considerably greater over
shorter horizons, the natural investment horizon for the Trust Fund is the long-term. Table 1
illustrates a modeled estimate of the Target Portfolio’s potential range of real returns that could
result over longer-term investment horizons. Over a 15-year investment horizon there is an 80
percent probability that the Target Portfolio will experience a compound annual real return
between -1.2% and 10.4% and a 90 percent probability that the Target Portfolio will experience a
compound annual real return between -3.2% and 11.7%.
Table 1: Expected Risk in Target Portfolio’s Real Returns
Time
5th Percentile
10th Percentile
90th Percentile
Horizon
Real Return
Real Return
Real Return
10 Years
15 Years

-5.5%
-3.2%

-3.2%
-1.2%
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11.5%
10.4%

95th Percentile
Real Return
12.7%
11.7%
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20 Years
25 Years
30 Years

-2.3%
-1.6%
-1.1%

-0.2%
0.1%
0.7%

9.7%
9.1%
9.0%

10.8%
10.3%
10.0%

Although the Target Portfolio has an expected return and risk associated with it, it is important to
note that this expected return is neither an explicit nor an implicit goal for the managers of the
Florida Retirement System Trust Fund (FRSTF). These figures are used solely in developing
directives for fund management that will raise the probability of success in achieving the absolute
real target rate of return. The Executive Director is held responsible not for specifically achieving
the absolute real target rate of return in each period, but rather for doing at least as well as the
market using the Target Portfolio's mix of assets.
In pursuit of incremental investment returns, the Executive Director may vary the asset mix from
the target allocation based on market conditions and the investment environment for the individual
asset classes. The Executive Director shall adopt an asset allocation policy guideline which
specifies the process for making these tactical decisions. The guideline shall concentrate on the
analysis of economic conditions, the absolute values of asset class investments and the relative
values between asset classes. The Board establishes ranges for tactical allocations, as shown in
Table 2.
Table 2: Authorized Asset Classes, Target Allocations and Policy Ranges

Asset Class

Target Allocation Policy Range Low

Policy Range
High

Global Equity
Fixed Income
Real Estate

53%
18%
10%

45%
10%
4%

65%
26%
16%

Private Equity
Strategic Investments
Cash Equivalents
Total Fund

6%
12%
1%
100%

2%
0%
0.75%
--

9%
16%
5%
--

For purposes of determining compliance with these policy ranges, an asset class is considered to be
an aggregation of one or more portfolios with substantially the same principal asset type. 2 An asset
2

The Strategic Investments asset class is an exception, purposefully established to potentially contain a variety of
portfolios which may represent asset types and strategies not suitable for inclusion in other asset classes.
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type is a category of investment instrument such as common stock or bond. For example, all of the
portfolios whose principal asset type is bonds would be aggregated together as the Fixed Income
asset class. As such, it would contain primarily—but not exclusively—the principal asset type. As
a standard management practice, portfolio managers are expected to meet their goals for all assets
allocated to their portfolio.
It is expected that the FRS Portfolio will be managed in such a way that the actual allocation mix
will remain within these ranges. Investment strategies or market conditions which result in an
allocation position for any asset class outside of the enumerated ranges for a period exceeding
thirty (30) consecutive business days shall be reported to the Board, together with a review of
conditions causing the persistent deviation and a recommendation for subsequent investment
action.
The asset allocation is established in concert with the investment objective, capital market
expectations, projected actuarial liabilities, and resulting cash flows. Table 3 indicates estimated
net cash flows (benefit payments less employer and employee contributions) and associated
probabilities that are implicit in this policy statement, assuming the Legislature adheres to system
funding provisions in current law. Additionally, the annualized income yield of the fund is
projected to approximate 2% to 3%.
Table 3: Estimated Net Cash Outflow ($ millions/ % Fund)
In 5 Years
10th Percentile
25th Percentile
Median
75th Percentile
90th Percentile

$
$
$
$
$

6,317
6,189
6,063
5,925
5,760

In 10 Years
5.3%
4.7%
4.2%
3.8%
3.6%

6

$ 11,200
$ 9,762
$
8,674
$
6,875
$
4,002

6.3%
5.5%
4.8%
4.2%
3.7%
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VII. PERFORMANCE MEASUREMENT
Asset class performance is measured in accordance with a broad market index appropriate to the
asset class. The indices identified in Table 4 are used as the primary benchmarks for the
authorized asset classes.
Table 4: Authorized Target Indices
Asset Class

Index

Global Equity

A custom version of the MSCI All Country World Investable Market
Index (ACWI IMI), in dollar terms, net of withholding taxes on nonresident institutional investors, adjusted to reflect the provisions of the
Protecting Florida’s Investments Act

Fixed Income

The Barclays Capital U.S. Intermediate Aggregate Index

Real Estate

The core portion of the asset class is benchmarked to Aan average of
the National Council of Real Estate Investment Fiduciaries (NCREIF)
Fund Index – Open-ended Diversified Core Equity, NET of fees,
weighted at 9076.5%, and the non-core portion of the asset class is
benchmarked to an average of the National Council of Real Estate
Investment Fiduciaries (NCREIF) Fund Index – Open-ended
Diversified Core Equity, NET of fees, weighted at 13.5%, plus a fixed
return premium of 150 basis points per annum, and the FTSE
EPRA/NAREIT Developed Index, in dollar terms, net of withholding
3
taxes on non-resident institutional investors, weighted at 10%

3
3

Core RE

Non-Core RE

Public RE

(76.5% * NFI-ODCE) + [13.5% * (NFI-ODCE + 150 bps)] + (10%* REIT Index)
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Private Equity

The Russell 3000 MSCI All Country World Investable Market Index
(ACWI IMI), in dollar terms, net of withholding taxes on non-resident
institutional investors, adjusted to reflect the provisions of the
Protecting Florida’s Investments Act, index return plus a fixed
premium return of 300 basis points per annum

Strategic Investments

A weighted-average of individual portfolio level benchmark returns

Cash Equivalents

iMoneyNet First Tier Institutional Money Market Funds Net Index

The return on the Target Portfolio shall be calculated as an average of the returns to the target
indices indicated in Table 4 weighted by the target allocations indicated by Table 2, but adjusted
for floating allocations. The policy allocations for the private market asset classes would all
“float” against the public market asset classes (i.e., limited short-term liquidity available for
rebalancing and benefit payments means that their policy allocations would equal their actual
allocations) as identified in Table 5.

Table 5: Allocations of Private Market (Real Estate, Private Equity and Strategic Investments)
Under and Overweights to Public Market (Global Equity, Fixed Income and Cash) Table 2
Target Allocations
Private Market Asset Classes
Float
Public Market
Allocation
Real
Private
Strategic
Asset Classes
Limit
Estate
Equity
Investments
Global Equity
+/-7%
50%
100%
75%
Fixed Income
N/A
50%
0%
25%
Cash - If the total overweight or underweight that floats against Global Equity exceeds 7% (ex. total allocation to
Global Equity exceeds 60%), the remaining unallocated float is assigned to Cash.

Measurement of asset allocation performance shall be made by comparing the actual asset
allocation times the return for the appropriate indices to the target allocation times the index
returns. For asset classes with floating allocations the basis of tactical measurement shall be the
asset class’s actual share.
Performance measurement of the effectiveness of the implementation of the Private Equity asset
class shall be based on an internal rate of return (IRR) methodology, applied over significant
periods of time. Performance measurement of the effectiveness of the implementation of the
Private Equity and Strategic Investments asset classes shall be assessed relative to both the
applicable index in Table 4 and:
•

For Private Equity, a fund-based private equity benchmark (e.g., from Venture
Economics or Cambridge Associates).
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•

For Strategic Investments, the CPI, as reported by the U.S. Department of Labor,
Bureau of Labor Statistics (Consumer Price Index – All Urban Consumers), plus
5%. Fundamentally, the Strategic Investments asset class is expected to improve
the risk-adjusted return of the total fund over multiple market cycles.

VIII. ASSET CLASS PORTFOLIO MANAGEMENT
General Asset Class and Portfolio Guidelines
The Executive Director is responsible for developing asset class and individual portfolio policies
and guidelines which reflect the goals and objectives of this Investment Policy Statement. In
doing so, he is authorized to use all investment authority spelled out in Section 215.47, Florida
Statutes, except as limited by this Plan or SBA Rules. The Executive Director shall develop
guidelines for the selection and retention of portfolios, and shall manage all external contractual
relationships in accordance with the fiduciary responsibilities of the Board.
All asset classes shall be invested to achieve or exceed the return on their respective benchmarks
over a long period of time. To obtain appropriate compensation for associated performance risks:
•

Public market asset classes shall be well diversified with respect to their
benchmarks and have a reliance on low cost passive strategies scaled according to
the degree of efficiency in underlying securities markets, capacity in effective
active strategies, and ongoing total fund liquidity requirements.

•

Private Equity, Real Estate and Strategic Investments asset classes shall utilize a
prudent process to maximize long-term access to attractive risk-adjusted investment
opportunities through use of business partners with appropriate:
o Financial, operational and investment expertise and resources;
o Alignment of interests;
o Transparency and repeatability of investment process; and
o Controls on leverage.

Strategic Investments Guidelines
The objective of the asset class is to proactively identify and utilize non-traditional and multi-asset
class investments, on an opportunistic and strategic basis, in order to accomplish one or more of
the following:
•

Generate long-term incremental returns in excess of a 5% annualized real rate of
return, commensurate with risk.
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•

Diversify the FRS Pension Plan assets.

•

Provide a potential hedge against inflation.

•

Increase investment flexibility, across market environments, in order to access
evolving or opportunistic investments outside of traditional asset classes and
effective risk-adjusted portfolio management strategies.

Strategic Investments may include, but not be limited to, direct investments authorized by s.
215.47, Florida Statutes or investments in capital commitment partnerships, hedge funds or other
vehicles that make or involve non-traditional, opportunistic and/or long or short investments in
marketable and nonmarketable debt, equity, and/or real assets (e.g., real estate, infrastructure, or
commodities). Leverage may be utilized subject to appropriate controls.
The Executive Director shall develop and implement policies as appropriate for the orderly and
effective implementation of the provisions of Chapter 2007-88, Laws of Florida, the “Protecting
Florida’s Investments Act.” Actions taken and determinations made pursuant to said policies are
hereby incorporated by reference into this Investment Policy Statement, as required by subsection
215.473(6), Florida Statutes.
IX.

REPORTING

The Board directs the Executive Director to coordinate the preparation of quarterly reports of the
investment performance of the FRS by the Board's independent performance evaluation consultant.
The following formal periodic reports to the Board shall be the responsibility of the Executive
Director:

X.

•

An annual report on the SBA and its investment portfolios, including that of the
FRS.

•

A monthly report on performance and investment actions taken.

•

Special investment reports pursuant to Section 215.44-215.53, Florida Statutes.

IMPLEMENTATION SCHEDULE

This policy statement shall be effective March May 1, 2014.
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FLORIDA RETIREMENT SYSTEM
DEFINED BENEFIT PLAN INVESTMENT POLICY STATEMENT

I.

DEFINITIONS

Absolute Real Target Rate of Return - The total rate of return by which the FRS Portfolio must
grow, in excess of inflation as reported by the U.S. Department of Labor, Bureau of Labor
Statistics (Consumer Price Index – All Urban Consumers), in order to achieve the long-run
investment objective.
Asset Class - An asset class is an aggregation of one or more portfolios with the same principal
asset type. 1 For example, all of the portfolios whose principal asset type was stocks would be
aggregated together as the Global Equity asset class. As such, it would contain primarily—but not
exclusively—the principal asset type.
Asset Type - An asset type is a category of investment instrument such as common stock or bond.
Portfolio - A portfolio is the basic organization unit of the FRS Fund. Funds are managed within
portfolios. A portfolio will typically contain one principal asset type (common stocks, for
example), but may contain other asset types as well. The discretion for this mix of asset types is
set out in guidelines for each portfolio.
II.

OVERVIEW OF THE FRS AND SBA

The State Board of Administration (Board) provides investment management of assets contributed
and held on behalf of the Florida Retirement System (FRS). The investment of retirement assets is
one aspect of the activity involved in the overall administration of the Florida Retirement System.
The Division of Retirement (DOR), the administrative agency for the FRS, provides full
accounting and administration of benefits and contributions, commissions actuarial studies, and
proposes rules and regulations for the administration of the FRS. The State Legislature has the
responsibility of setting contribution and benefit levels, and providing the statutory guidance for
the administration of the FRS.
III.

THE BOARD

The State Board of Administration has the authority and responsibility for the investment of FRS
assets. The Board consists of the Governor, as Chairman, the Chief Financial Officer, and the
Attorney General. The Board has statutory responsibility for the investment of FRS assets, subject
to limitations on investments as outlined in Section 215.47, Florida Statutes.
The Board shall discharge its fiduciary duties in accordance with the Florida statutory fiduciary
standards of care as contained in Sections 215.44(2)(a) and 215.47(9), Florida Statutes.
1

The Strategic Investments asset class is an exception, purposefully established to contain a variety of portfolios
which may represent asset types and strategies not suitable for inclusion in other asset classes.
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The Board delegates to the Executive Director the administrative and investment authority, within
the statutory limitations and rules, to manage the investment of FRS assets. An Investment
Advisory Council (IAC) is appointed by the Board. The IAC meets quarterly, and is charged with
the review and study of general portfolio objectives, policies and strategies, including a review of
investment performance.
The mission of the State Board of Administration is to provide superior investment management
and trust services by proactively and comprehensively managing risk and adhering to the highest
ethical, fiduciary and professional standards.
IV.

THE EXECUTIVE DIRECTOR

The Executive Director is charged with the responsibility for managing and directing
administrative, personnel, budgeting, and investment functions, including the strategic and tactical
allocation of investment assets.
The Executive Director is charged with developing specific individual investment portfolio
objectives and policy guidelines, and providing the Board with monthly and quarterly reports of
investment activities.
The Executive Director has investment responsibility for maintaining diversified portfolios, and
maximizing returns with respect to the broad diversified market standards of individual asset
classes, consistent with appropriate risk constraints. The Executive Director will develop policies
and procedures to:
•

Identify, monitor and control/mitigate key investment and operational risks.

•

Maintain an appropriate and effective risk management and compliance program
that identifies, evaluates and manages risks within business units and at the
enterprise level.

•

Maintain an appropriate and effective control environment for SBA investment and
operational responsibilities.

•

Approve risk allocations and limits, including total fund and asset class risk
budgets.

The Executive Director will appoint a Chief Risk and Compliance Officer, whose selection,
compensation and termination will be affirmed by the Board, to assist in the execution of the
responsibilities enumerated in the preceding list. For day-to-day executive and administrative
purposes, the Chief Risk and Compliance Officer will proactively work with the Executive
Director and designees to ensure that issues are promptly and thoroughly addressed by
management. On at least a quarterly basis, the Chief Risk and Compliance Officer will provide
reports to the Investment Advisory Council, Audit Committee and Board and is authorized to
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directly access these bodies at any time as appropriate to ensure the integrity and effectiveness of
risk management and compliance functions.
Pursuant to written SBA policy, the Executive Director will organize an Investment Oversight
Group(s) to regularly review, document and formally escalate guideline compliance exceptions
and events that may have a material impact on the Trust Fund. The Executive Director is delegated
the authority and responsibility to prudently address any such compliance exceptions, with input
from the Investment Advisory Council and Audit Committee as necessary and appropriate, unless
otherwise required in this Investment Policy Statement.
The Executive Director is responsible for evaluating the appropriateness of the goals and
objectives in this Plan in light of actuarial studies and recommending changes to the Board when
appropriate.
V.

INVESTMENT OBJECTIVES

The investment objective of the Board is to provide investment returns sufficient for the plan to be
maintained in a manner that ensures the timely payment of promised benefits to current and future
participants and keeps the plan cost at a reasonable level. To achieve this, a long-term real return
approximating 5% per annum (compounded and net of investment expenses) should be attained,
consistent with the actuarial investment return assumption of 7.75%. As additional considerations,
the Board seeks to avoid excessive risk in long-term cost trends. To manage these risks, the
volatility of annual returns should be reasonably controlled.
The Board's principal means for achieving this goal is through investment directives to the
Executive Director. The main object of these investment directives is the asset class. The Board
directs the Executive Director to manage the asset classes in ways that, in the Board's opinion, will
maximize the likelihood of achieving the Board's investment objective within an appropriate risk
management framework. The Board establishes asset classes, sets target allocations and
reasonable ranges around them for each and establishes performance benchmarks for them. In
addition, it establishes a performance benchmark for the total portfolio.

3

Draft for Review by IAC on March 17, 2014
VI.

TARGET PORTFOLIO AND ASSET ALLOCATION RANGES

The Board's investment objective is an absolute one: achieve a specific rate of return, the absolute
real target rate of return. In order to achieve it, the Board sets a relative objective for the Executive
Director: achieve or exceed the return on a performance benchmark known as the Target Portfolio
over time. The Target Portfolio is a portfolio composed of a specific mix of the authorized asset
classes. The return on this portfolio is a weighted-average of the returns to passive benchmarks for
each of the asset classes. The expectation is that this return will equal or exceed the absolute real
target rate of return long-term and will thus assure achievement of the Board's investment
objective.
This relative return objective is developed in a risk management framework. Risk from the
perspective of the Board is any shortfall of actual investment returns relative to the absolute real
target rate of return over long periods of time, and the asset mix is developed to manage this risk.
In selecting the Target Portfolio, the Board considers information from actuarial valuation reviews
and asset/liability studies of the FRS, as well as asset class risk and return characteristics. In
addition, the timing of cash demands on the portfolio to honor benefit payments and other
liabilities are an important consideration. Potential asset mixes are thus evaluated with respect to
their expected return, volatility, liquidity, and other risk and return measures as appropriate.
The Target Portfolio defined in Table 2 has a long-term expected compound annual real return that
approximates the absolute real target rate of return. To achieve the absolute real target rate of
return or actuarial return, material market risk must be borne (i.e., year to year volatility of
returns). For example, in 2008 the Trust Fund’s net managed real return was -26.81% compared to
gains of 17.56% in 2009 and 21.48% in 2003. While downside risk is considerably greater over
shorter horizons, the natural investment horizon for the Trust Fund is the long-term. Table 1
illustrates a modeled estimate of the Target Portfolio’s potential range of real returns that could
result over longer-term investment horizons. Over a 15-year investment horizon there is an 80
percent probability that the Target Portfolio will experience a compound annual real return
between -1.2% and 10.4% and a 90 percent probability that the Target Portfolio will experience a
compound annual real return between -3.2% and 11.7%.
Table 1: Expected Risk in Target Portfolio’s Real Returns
Time
5th Percentile
10th Percentile
90th Percentile
Horizon
Real Return
Real Return
Real Return
10 Years
15 Years
20 Years
25 Years
30 Years

-5.5%
-3.2%
-2.3%
-1.6%
-1.1%

-3.2%
-1.2%
-0.2%
0.1%
0.7%

11.5%
10.4%
9.7%
9.1%
9.0%

95th Percentile
Real Return
12.7%
11.7%
10.8%
10.3%
10.0%

Although the Target Portfolio has an expected return and risk associated with it, it is important to
note that this expected return is neither an explicit nor an implicit goal for the managers of the
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Florida Retirement System Trust Fund (FRSTF). These figures are used solely in developing
directives for fund management that will raise the probability of success in achieving the absolute
real target rate of return. The Executive Director is held responsible not for specifically achieving
the absolute real target rate of return in each period, but rather for doing at least as well as the
market using the Target Portfolio's mix of assets.
In pursuit of incremental investment returns, the Executive Director may vary the asset mix from
the target allocation based on market conditions and the investment environment for the individual
asset classes. The Executive Director shall adopt an asset allocation policy guideline which
specifies the process for making these tactical decisions. The guideline shall concentrate on the
analysis of economic conditions, the absolute values of asset class investments and the relative
values between asset classes. The Board establishes ranges for tactical allocations, as shown in
Table 2.
Table 2: Authorized Asset Classes, Target Allocations and Policy Ranges

Asset Class
Global Equity
Fixed Income
Real Estate
Private Equity
Strategic Investments
Cash Equivalents
Total Fund

Target Allocation Policy Range Low
53%
18%
10%
6%
12%
1%
100%

45%
10%
4%
2%
0%
0.75%
--

Policy Range
High
65%
26%
16%
9%
16%
5%
--

For purposes of determining compliance with these policy ranges, an asset class is considered to be
an aggregation of one or more portfolios with substantially the same principal asset type. 2 An asset
type is a category of investment instrument such as common stock or bond. For example, all of the
portfolios whose principal asset type is bonds would be aggregated together as the Fixed Income
asset class. As such, it would contain primarily—but not exclusively—the principal asset type. As
a standard management practice, portfolio managers are expected to meet their goals for all assets
allocated to their portfolio.
It is expected that the FRS Portfolio will be managed in such a way that the actual allocation mix
will remain within these ranges. Investment strategies or market conditions which result in an
allocation position for any asset class outside of the enumerated ranges for a period exceeding
2

The Strategic Investments asset class is an exception, purposefully established to potentially contain a variety of
portfolios which may represent asset types and strategies not suitable for inclusion in other asset classes.
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thirty (30) consecutive business days shall be reported to the Board, together with a review of
conditions causing the persistent deviation and a recommendation for subsequent investment
action.
The asset allocation is established in concert with the investment objective, capital market
expectations, projected actuarial liabilities, and resulting cash flows. Table 3 indicates estimated
net cash flows (benefit payments less employer and employee contributions) and associated
probabilities that are implicit in this policy statement, assuming the Legislature adheres to system
funding provisions in current law. Additionally, the annualized income yield of the fund is
projected to approximate 2% to 3%.
Table 3: Estimated Net Cash Outflow ($ millions/ % Fund)
In 5 Years
10th Percentile
25th Percentile
Median
75th Percentile
90th Percentile

$
$
$
$
$

6,317
6,189
6,063
5,925
5,760

In 10 Years
5.3%
4.7%
4.2%
3.8%
3.6%

6

$ 11,200
$ 9,762
$
8,674
$
6,875
$
4,002

6.3%
5.5%
4.8%
4.2%
3.7%
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VII. PERFORMANCE MEASUREMENT
Asset class performance is measured in accordance with a broad market index appropriate to the
asset class. The indices identified in Table 4 are used as the primary benchmarks for the
authorized asset classes.
Table 4: Authorized Target Indices
Asset Class

Index

Global Equity

A custom version of the MSCI All Country World Investable Market
Index (ACWI IMI), in dollar terms, net of withholding taxes on nonresident institutional investors, adjusted to reflect the provisions of the
Protecting Florida’s Investments Act

Fixed Income

The Barclays Capital U.S. Intermediate Aggregate Index

Real Estate

The core portion of the asset class is benchmarked to an average of the
National Council of Real Estate Investment Fiduciaries (NCREIF)
Fund Index – Open-ended Diversified Core Equity, NET of fees,
weighted at 76.5%, and the non-core portion of the asset class is
benchmarked to an average of the National Council of Real Estate
Investment Fiduciaries (NCREIF) Fund Index – Open-ended
Diversified Core Equity, NET of fees, weighted at 13.5%, plus a fixed
return premium of 150 basis points per annum, and the FTSE
EPRA/NAREIT Developed Index, in dollar terms, net of withholding
3
taxes on non-resident institutional investors, weighted at 10%

Private Equity

The MSCI All Country World Investable Market Index (ACWI IMI), in
dollar terms, net of withholding taxes on non-resident institutional
investors, adjusted to reflect the provisions of the Protecting Florida’s
Investments Act, plus a fixed premium return of 300 basis points per
annum

Strategic Investments

A weighted-average of individual portfolio level benchmark returns

Cash Equivalents

iMoneyNet First Tier Institutional Money Market Funds Net Index

The return on the Target Portfolio shall be calculated as an average of the returns to the target
indices indicated in Table 4 weighted by the target allocations indicated by Table 2, but adjusted
for floating allocations. The policy allocations for the private market asset classes would all
3
3

Core RE

Non-Core RE

Public RE

(76.5% * NFI-ODCE) + [13.5% * (NFI-ODCE + 150 bps)] + (10%* REIT Index)
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“float” against the public market asset classes (i.e., limited short-term liquidity available for
rebalancing and benefit payments means that their policy allocations would equal their actual
allocations) as identified in Table 5.
Table 5: Allocations of Private Market (Real Estate, Private Equity and Strategic Investments)
Under and Overweights to Public Market (Global Equity, Fixed Income and Cash) Table 2
Target Allocations
Private Market Asset Classes
Float
Public Market
Allocation
Real
Private
Strategic
Asset Classes
Limit
Estate
Equity
Investments
Global Equity
+/-7%
50%
100%
75%
Fixed Income
N/A
50%
0%
25%
Cash - If the total overweight or underweight that floats against Global Equity exceeds 7% (ex. total allocation to
Global Equity exceeds 60%), the remaining unallocated float is assigned to Cash.

Measurement of asset allocation performance shall be made by comparing the actual asset
allocation times the return for the appropriate indices to the target allocation times the index
returns. For asset classes with floating allocations the basis of tactical measurement shall be the
asset class’s actual share.
Performance measurement of the effectiveness of the implementation of the Private Equity asset
class shall be based on an internal rate of return (IRR) methodology, applied over significant
periods of time. Performance measurement of the effectiveness of the implementation of the
Private Equity and Strategic Investments asset classes shall be assessed relative to both the
applicable index in Table 4 and:
•

For Private Equity, a fund-based private equity benchmark (e.g., from Venture
Economics or Cambridge Associates).

•

For Strategic Investments, the CPI, as reported by the U.S. Department of Labor,
Bureau of Labor Statistics (Consumer Price Index – All Urban Consumers), plus
5%. Fundamentally, the Strategic Investments asset class is expected to improve
the risk-adjusted return of the total fund over multiple market cycles.

VIII. ASSET CLASS PORTFOLIO MANAGEMENT
General Asset Class and Portfolio Guidelines
The Executive Director is responsible for developing asset class and individual portfolio policies
and guidelines which reflect the goals and objectives of this Investment Policy Statement. In
doing so, he is authorized to use all investment authority spelled out in Section 215.47, Florida
Statutes, except as limited by this Plan or SBA Rules. The Executive Director shall develop
guidelines for the selection and retention of portfolios, and shall manage all external contractual
relationships in accordance with the fiduciary responsibilities of the Board.
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All asset classes shall be invested to achieve or exceed the return on their respective benchmarks
over a long period of time. To obtain appropriate compensation for associated performance risks:
•

Public market asset classes shall be well diversified with respect to their
benchmarks and have a reliance on low cost passive strategies scaled according to
the degree of efficiency in underlying securities markets, capacity in effective
active strategies, and ongoing total fund liquidity requirements.

•

Private Equity, Real Estate and Strategic Investments asset classes shall utilize a
prudent process to maximize long-term access to attractive risk-adjusted investment
opportunities through use of business partners with appropriate:
o Financial, operational and investment expertise and resources;
o Alignment of interests;
o Transparency and repeatability of investment process; and
o Controls on leverage.

Strategic Investments Guidelines
The objective of the asset class is to proactively identify and utilize non-traditional and multi-asset
class investments, on an opportunistic and strategic basis, in order to accomplish one or more of
the following:
•

Generate long-term incremental returns in excess of a 5% annualized real rate of
return, commensurate with risk.

•

Diversify the FRS Pension Plan assets.

•

Provide a potential hedge against inflation.

•

Increase investment flexibility, across market environments, in order to access
evolving or opportunistic investments outside of traditional asset classes and
effective risk-adjusted portfolio management strategies.

Strategic Investments may include, but not be limited to, direct investments authorized by s.
215.47, Florida Statutes or investments in capital commitment partnerships, hedge funds or other
vehicles that make or involve non-traditional, opportunistic and/or long or short investments in
marketable and nonmarketable debt, equity, and/or real assets (e.g., real estate, infrastructure, or
commodities). Leverage may be utilized subject to appropriate controls.
The Executive Director shall develop and implement policies as appropriate for the orderly and
effective implementation of the provisions of Chapter 2007-88, Laws of Florida, the “Protecting
Florida’s Investments Act.” Actions taken and determinations made pursuant to said policies are
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hereby incorporated by reference into this Investment Policy Statement, as required by subsection
215.473(6), Florida Statutes.
IX.

REPORTING

The Board directs the Executive Director to coordinate the preparation of quarterly reports of the
investment performance of the FRS by the Board's independent performance evaluation consultant.
The following formal periodic reports to the Board shall be the responsibility of the Executive
Director:

X.

•

An annual report on the SBA and its investment portfolios, including that of the
FRS.

•

A monthly report on performance and investment actions taken.

•

Special investment reports pursuant to Section 215.44-215.53, Florida Statutes.

IMPLEMENTATION SCHEDULE

This policy statement shall be effective May 1, 2014.
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Corporate Governance Review
Investment Advisory Council – March 2014

SBA Approach on Corporate Governance
 Maximize economic value of investment
 Pro-active on shareowner rights
 Align interests between management and shareowners
 Elect competent directors who are knowledgeable regarding
company issues and capable of making well-informed decisions
 Avoid involvement in a company’s day-to-day operations and
give boards and management an appropriate level of discretion
 Direct engagement with companies, aimed at improving
governance practices at owned firms

2

SBA Corporate Governance Activities
Proxy voting
Investor collaboration
Policy advocacy
Research – executive pay, voting process, etc.
Shareowner initiatives
Securities litigation
Regulatory Commentary
Benchmarking

3

Collaboration - Investor Groups

Asian
Corporate
Governance
Association

4

SBA Proxy Voting
Publicly-traded equity
securities of the Florida
Approximately 10,000
Retirement System (FRS)
proxies voted each year.
& non-pension trust funds
managed by SBA.
Proxy
Voting
Activity in over 80 countries & over 70 portfolios:
 Includes: global equity, real estate investment trusts
(REITs) and mutual fund securities.
 Excludes private-equity and some foreign equity
accounts.

5

Fundamental Concerns
Majority Voting
(>50% election
standard)

Classified
Boards
(annual
elections)

Executive
Compensation
(pay for
performance)

Procedural
(voting by poll,
financial
disclosure)

GOVERNANCE
ISSUES

Minority
shareowner
rights

6

Proxy Access
(ability to
nominate
directors)

One shareOne vote
(dual class
shares)
Supermajority
voting
requirements

Trends in 2013




High support for classified board proposals:


Large capitalization firms moved to de-stagger their director terms (classes).



Partnership with Harvard Law School Shareholder Rights Project (SRP)



SBA actions have garnered 81% average support.

Successful targeting by activist funds:


Focus on “operational” activism by most funds, involving large cap firms.



Proxy contests increased from 9 in the first half of 2009 to 24 in the first half of 2013.



Win rate increased significantly, from 43% in 2012 to 70% in 2013.



Number of >$1 billion activist campaigns reached ~90 for 2013, 2x levels in 2012.

1 Notable recent examples include ValueAct’s $2.2 billion investment in Microsoft (0.8%), Third Point’s $1.4 billion investment in
Sony (7%), Pershing Square’s $2 billion investment in Procter & Gamble (1%) and its $2.2 billion investment in Air Products &
Chemicals (9.8%), Relational Investor’s $600 million investment in PepsiCo (under 1%), and Trian Fund Management’s investments
of $1.2 billion in DuPont (2.2%) and of more than $1 billion in each of PepsiCo and Mondelez.
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SBA Governance Principles & Voting Guidelines
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Adequate disclosure



Board skills/independence



Majority voting procedures



Annual director elections



Reduce takeover
protections



Performance-oriented pay



Stock ownership guidelines

Company Engagement
Selection





Largest global holdings
Active exposure
Performance deficiencies
Governance concerns
Outreach
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Constructive management dialogue
Advisory approach

Coordination with Other Investors





Collaborative approach
U.S. investors & organizations
Non-U.S. investors & organizations
External investment managers’
knowledge of holdings

Reporting
Annual Corporate
Governance Summary

10

Proprietary Research
2013 Executive
Compensation Study

2014 Updates to Principles & Guidelines
 Why does the SBA maintain Corporate Governance Principles & Proxy Voting
Guidelines?
These Principles, in conjunction with other relevant policies, set the parameters for the SBA’s
investor engagement and provides a framework for SBA corporate governance initiatives. The
SBA’s Proxy Voting Guidelines are formulated and revised in accordance with these principles,
and are designed in a flexible manner to cover expected issues before shareowners. The SBA’s
Proxy Voting Guidelines are grounded in market place expectations. The Guidelines are
comprehensive, thoughtful, and structured to provide transparency and consistency in the vote
decision making process, explaining how and why SBA staff executes proxy voting on individual
ballot items.

 All corporate governance principles and guidelines are reviewed by the SBA’s Proxy
Committee prior to review by oversight boards (IAC and Trustees).
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2014 Updates to Principles & Guidelines
 Why is the SBA amending its proxy voting guidelines?
SBA staff continuously reviews corporate governance policies throughout the year and may
need to make amendments periodically in response to new or updated regulations, company
disclosures, topics put before investors, or recent corporate governance research. The SBA’s
guidelines were last amended on March 20, 2012, with no changes made during calendar year
2013. The proposed changes would codify existing practices in many areas and incorporate new
elements ahead of the 2014 proxy season.

 How are new guidelines (or amendments to existing guidelines) developed?
Policies that are amended or developed are the result of internal and external policy review,
global peer benchmarking, and consultation with external governance research providers. SBA
staff also continuously examines academic literature, other empirical research, and relevant
commentary made by corporations and other stakeholders that may inform its policy positions.
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2014 Updates to Principles & Guidelines
 Amendments to existing guidelines
• Director tenure and independence (page 13)
• Director compensation (nominee qualifications) (pages 15-16)
• Independent chairman (page 17)
• Vote tabulation and disclosure (pages 28-29)
• Compensation consultants (pages 68-69)

 New voting guidelines
• Hedging/Pledging of Company Stock: CASE-BY-CASE (pages 70-71)
• Approval of Performance Metrics: CASE-BY-CASE (page 75)
• Expanded Trade with Cuba/Syria: AGAINST (page 92)
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2014 AMENDMENTS TO SBA PROXY VOTING GUIDELINES
Why does the SBA maintain Corporate Governance Principles & Proxy Voting Guidelines?
The SBA is reliant on its Corporate Governance Principles to direct its activities related to corporate governance
and proxy voting. These Principles, in conjunction with other relevant policies, set the parameters for the SBA’s
investor engagement and provides a framework for SBA corporate governance initiatives. The SBA’s Proxy Voting
Guidelines are formulated and revised in accordance with these principles, and are designed in a flexible manner
to cover expected issues before shareowners. The SBA’s Proxy Voting Guidelines are grounded in market place
expectations. The Guidelines are comprehensive, thoughtful, and structured to provide transparency and
consistency in the vote decision making process, explaining how and why SBA staff executes proxy voting on
individual ballot items. In accordance with the Department of Labor (DOL) Interpretive Bulletin §2509.08-2, stock
ownership rights, which include proxy votes, participation in corporate bankruptcy proceedings, and shareowner
litigation, are financial assets—and must be managed with the same care, skill, prudence, and diligence as any
other financial asset.
Why is the SBA amending its proxy voting guidelines?
SBA staff continuously reviews corporate governance policies throughout the year and may need to make
amendments periodically in response to new or updated regulations, company disclosures, topics put before
investors, or recent corporate governance research. The SBA’s guidelines were last amended on March 20, 2012,
with no changes made during calendar year 2013. The proposed changes would codify existing practices in many
areas and incorporate new elements ahead of the 2014 proxy season.
How are new guidelines (or amendments to existing guidelines) developed?
Any changes to the SBA’s corporate governance policies are aimed at enhancing our evaluation of the governance
of investee companies. Policies that are amended or developed are the result of internal and external policy
review, global peer benchmarking, and consultation with external governance research providers. As SBA staff
encounters global proxy voting trends, notable voting factors are identified and used within specific policy areas.
SBA staff also continuously examines academic literature, other empirical research, and relevant commentary
made by corporations and other stakeholders that may inform its policy positions. All corporate governance
principles and guidelines are reviewed by the SBA’s Proxy Committee prior to review by oversight boards (IAC and
Trustees).
Summary of Proposed Amendments to SBA Corporate Governance Principles & Proxy Voting Guidelines:
•

Added new empirical citations and research footnotes;

•

Added new subject matter background and market statistics within several policy topics;

•

Amendments made to existing guidelines, with key changes covering: 1) director tenure and
independence [Page 13]; 2) director compensation (qualification bylaw amendment) [Pages 15-16]; 3)
independent chairman [Page 17]; 4) vote tabulation and disclosure [Pages 28-29]; and 5) use of
compensation consultants [Pages 68-69].

•

New guidelines: 1) hedging and pledging of company stock (case-by-case) [Page 70-71]; 2) approval of
specific performance metrics (case-by-case) [Page 75]; and 3) expansion of trade with Cuba/Syria
(§215.471(2) of Florida Statutes) [Page 92].
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Listing of individual changes to 2014 SBA Corporate Governance Principles & Proxy Voting Guidelines, with page
number references:
1.

Page 3: New text added—Farient Advisors.

2.

Page 3-4: New text added—Another significant regulation affecting proxy voting is the U.S. Securities &
Exchange Commission’s (SEC) Rule 206(4)-6 under the Investment Advisors Act, promulgated in 2003. This SEC
Rule made it, “fraudulent for an investment adviser to exercise proxy voting authority without having
procedures reasonably designed to ensure that the adviser votes in the best interest of its clients. In the rule’s
adopting release, the SEC confirmed that an adviser owes fiduciary duties of care and loyalty to its clients with
respect to all services undertaken on its client’s behalf, including proxy voting. The adopting release states
“The duty of care requires an adviser with proxy voting authority to monitor corporate events and to vote the
proxies. To satisfy its duty of loyalty, the adviser must cast the proxy votes in a manner consistent with the
best interest of its clients and must not subrogate client interests for its own.”

3.

Page 4: New research footnote added—The Conference Board, The Separation of Ownership from Ownership,
2013.

4.

Page 4: New regulatory footnote added—“Proxy Voting by Investment Advisers,” SEC Final Rule adopted
January 31, 2003, effective April 14, 2003; www.sec.gov/rules/final/ia-2106.htm.

5.

Page 5: New citation added—Organization for Economic Co-operation & Development (OECD), “Corporate
Governance Factbook,” February 2014.

6.

Page 5: New text added—Empirical evidence demonstrates the relationship between corporate valuation and
corporate governance structures, finding that foreign institutional investors invested lower amounts in firms
with higher insider control, lower transparency, and are domiciled in countries with weak investor protections.

7.

Page 5: New citation added—Christian Leuz, Karl V. Lins, and Francis E. Warnock, “Do Foreigners Invest Less in
Poorly Governed Firms?” The Review of Financial Studies, 22 (2009)

8.

Page 5: New text added—Shareowners should be able to vote in person or in absentia, and equal effect should
be given to votes whether cast in person or absentia. Votes should be cast by custodians or nominees, in a
manner agreed upon with the beneficial owner of the shares. Impediments to cross border voting should be
eliminated. Minority shareholders should be protected from abusive actions by, or in the interest of,
controlling shareholders acting either directly or indirectly and should have effective means of redress.

9.

Page 5: New research footnote added—Organization for Economic Cooperation & Development (OECD), Role
of Institutional Investors in Promoting Good Corporate Governance, January 11, 2012.

10. Page 6: New text added—7. Voting Responsibilities: The exercise of ownership rights by all shareowners,
including institutional investors should be facilitated. Institutional investors acting in a fiduciary capacity
should disclose their overall corporate governance and voting policies with respect to their investments,
including the procedures that they have in place for deciding on the use of their voting rights. Institutional
investors acting in a fiduciary capacity should disclose how they manage material conflicts of interest that may
affect the exercise of key ownership rights regarding their investments. Shareowners, including institutional
investors should be allowed to consult with each other on issues concerning their basic shareowner rights,
subject to exceptions to prevent abuse. The corporate governance framework should be complemented by an
effective approach that addresses and promotes the provision of analysis or advice by analysts, brokers, rating
agencies, and others that is relevant to decisions by investors, free from material conflicts of interest that
might compromise the integrity of their analysis or advice.
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11. Page 6: New text added—One recent study demonstrated strong relative market returns based on investor
engagement activities. Researchers found an abnormal one-year return of +1.8% in the year following investor
engagements involving environmental, social, and corporate governance factors, with improvements in
operating performance and profitability.
12. Page 6: New citation added—Elroy Dimson, Oguzhan Karakas, and Xi Li, “Active Ownership,” December 2012,
Moskowitz Prize winner in 2012 by the Berkely-Haas Center for Responsible Business.
13. Page 7: New text added—Investor engagement can be classified into three categories, including “Extensive,”
“Moderate,” and “Basic.” Extensive engagement is defined as multiple instances of focused interaction with a
company on issues identified with a view to changing the company’s behavior. The engagements were
systematic and begun with a clear goal in mind. Moderate engagement is defined as more than one
interaction with a company on issues identified. The engagement was somewhat systematic, but the specific
desired outcome may not have been clear at the outset. Basic engagement is defined as direct contact with
companies but engagement tended to be ad-hoc and reactive. Such engagement may not have pursued the
issue beyond the initial contact with the company and includes supporting letters authored by other investors
or groups.
14. Page 11: New text added—An independent Non-Executive Director (NED) is defined as having no business,
financial or personal affiliation with the firm other than being a member of its board of directors. The SBA
evaluates the independence of NEDs and incorporates this information into the decision to support individual
director candidates. Relationships that may lead to support being withheld include the following: NED is
affiliated with an outside company engaged in business with the firm; NED holds cross-directorships or has
significant links with other directors through involvement in other firms; NED was employed by the firm prior
to being appointed to the board; NED is engaged in related-party transactions; NED has personal affiliations to
the company such as a member of a family that owns the firm or has family ties with any of the company’s
senior employees. At controlled companies (where an investor controls a majority of a firm’s equity capital),
support may be withheld from directors at boards with less than a one-third proportion of independent NEDs.
15. Page 12, New text added—The severity, breadth, chronological sequence and duration of financial
restatements, and the company’s efforts at remediation will be examined in determining whether withhold
votes are warranted.
16. Page 12, New text added—As well, having Chief Financial Officers (CFOs) serve as board members is
disfavored. The unique financial information and control over a company's finances typical of the CFO role
places the employee in the position of directly reporting to the board. As the board of directors governs a
firm’s finances, it can become problematic for a CFO to serve as a director on the same board to which he/she
reports.
A recent study analyzed the relationship between a firm’s future performance and a central, “well-connected”
board of directors. The study describes well-connected boards of directors as those with stronger
interpersonal and inter-organizational relationships, and established formal or professional external ties (e.g.
linkages between two separate boards, interlocking directorates, etc.). A positive correlation was found,
showing that firms experience a net benefit from being better-connected in the board of director network.
The study found that equity prices tend to under-react to this information, showing that better-connected
boards experience significantly higher gains in profitability, higher growth in return on assets, and that firm’s
realized earnings exceed the consensus analyst forecast. The study hypothesizes this could be due to directors
being better-connected in boardroom networks, which may allow for better access to information, capital,
and other resources.
17. Page 12: New research footnote added—Larcker, David, So, Eric, and Wang, Charles, “Boardroom Centrality
and Firm Performance,” Rock Center for Corporate Governance at Stanford University Working Paper No. 84,
SBA Investment Programs & Governance
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August 2012. Also see Kathy Fogel, Liping Ma, and Randall Morck, “Powerful Independent Directors,”
European Corporate Governance Institute, Working Paper No. 404, January 2014.
18. Page 13: New text added—Boards of directors should evaluate director tenure as part of the analysis of a
director’s independence and overall performance. Some studies indicate a correlation between director
tenure and firm performance. A study of companies in the U.S. found that the relationship between average
director tenure and firm value was negatively correlated, but highly dependent on tenure levels over time.
19. Page 13: New citation added—Huang, Sterling, “Board Tenure and Firm Performance,” INSEAD Business
School, May 2013.
20. Page 14: New citation added—Lucian A. Bebchuk, “The Myth That Insulating Boards Serves Long-Term Value,”
Columbia Law Review, Vol. 113, October 2013.
21. Page 15-16: New text added—Some boards of directors may unilaterally implement changes to their
corporate bylaws (or articles) aimed at restricting the ability of any shareowner(s) to nominate director
candidates who receive third-party compensation (or payments) for serving as a director candidate or for
service as a director of the company. Such compensation may occur either before or after a shareownernominated director candidate is elected to the board. Such restrictive director qualification requirements may
deter legitimate investor efforts to seek board representation via a proxy contest and could exclude highly
qualified individuals from being candidates for board service.
When such provisions are adopted without shareowner ratification, the SBA may withhold support from
members of the full board of directors or members of the governance committee serving at the time of the
bylaw amendment. Unilateral board adoption of a bylaw amendment that disqualifies director nominees from
receiving any type of compensation or payment by a third-party infringes on the ability of investors to
nominate their own director candidates and constitutes a material failure of governance. All compensation
and payments made by a third-party should be fully disclosed to investors.
22. Page 16: New text added—It is the responsibility of the board of directors to select a Chief Executive Officer
who can best serve the company and its shareowners and to replace this person when his/her duties have not
been appropriately fulfilled. Replacing a CEO may become more difficult and happen less frequently when the
CEO is also in the position of overseeing the board of directors. Some empirical evidence suggests that the
firms with separated CEO and chairman roles outperform companies in which a single individual serves in both
capacities. Some evidence does suggest that separating the roles of chairman and CEO may have negligible or
even negative impacts on corporate performance. For example, some researchers note separating the two
roles can lead to confusion and power struggles between management and the board of directors. Other
studies suggest that the value of having non-executive chairman is largely dependent on the unique
circumstances of a given company.
23. Page 16: New research footnote added—Rechner, Paula, and Dalton, Dan, "CEO Duality and Organizational
Performance: A Longitudinal Analysis." Journal of Strategic Management, December 1991.
24. Page 16: New research footnote added—Lorsch, Jay and Zelleke, Andy, “ Should the CEO Be the Chairman?”
MIT Sloan Management Review, 2005.
25. Page 16: New research footnote added—Ryan Krause, Semadeni, Matthew, “Apprentice, Departure, and
Demotion: An Examination of the Three Types of CEO-Board Chair Separation,” Academy of Management
Journal 55(6), 2012.
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26. Page 16: New text added—A 2007 Booz & Co. study found that, in 2006, all of the underperforming North
American companies with long-tenured CEOs lacked an independent board chair. A more recent study found
that, worldwide, companies are now routinely separating the jobs of chair and CEO: in 2009 less than 12
percent of incoming CEOs were also made chair, compared with 48 percent in 2002.
27. Page 16: New research footnote added—Booz Allen Hamilton, The Era of the Inclusive Leader, Summer 2007.
28. Page 17: New text added—Research indicates a negative effect on company performance when firms place
former CEOs in the Chairman role. Having a former CEO serve as Chairman is often called the “apprentice”
model, and studies show the apprentice model can lead to underperformance. A 2010 study found
apprenticed CEOs underperformed non-apprentice CEOs on average, while a 2007 study found that CEOs who
first served in lower roles while the previous CEO was chair performed significantly worse for investors from
1998-2006.
Both short and long-term corporate performance will be evaluated, with firms exhibiting poor relative
performance receiving higher support for independent chairman resolutions.
29. Page 17: New research footnote added—Booz & Co., CEO Succession 2000-2009: A Decade of Convergence
and Compression, Summer 2010.
30. Page 17: Existing text deleted--Require Independent Board Chairman: CASE-BY-CASE [redundant]
31. Page 18: Existing text deleted—, preferably a supermajority,
32. Page 18: New text added—Researchers have not found a robust correlation between the proportion of
independent directors and major corporate decisions as well as firm performance. Authors of one study argue
that, “for an independent director to effectively perform her monitoring and advising roles, she not only needs
to be independent, but also needs to have sufficient knowledge and information about the industry and the
firm. We hypothesize that ‘independent expert directors’—those independent directors with industry
experience—make significant contributions to firm performance by making better corporate decisions. On the
other hand, INEDS (independent non-expert directors), i.e., the independent directors without industry
experience, despite being independent from the influence of CEOs, may not be able to make significant
contributions.” This study showed that independent expert directors boosted firm performance by improving
major corporate decisions such as earnings management, cash holdings, CEO pay, CEO turnover, and other
innovative projects, suggesting the benefits of industry-specific knowledge to more effectively advise CEOs.
33. Page 18: New research footnote added—Masulis, Ronald, Ruzzier, Christian, Xiaom, Sheng, and Zhao, Shan,
“Do Independent Directors Matter?,” June 2012.
34. Page 20: New text added—Under the Dodd Frank Act, the Board of Governors of the Federal Reserve System
requires certain financial institutions to establish a risk committee. The provision applies to any publicly traded
non-bank financial company supervised by the Board of Governors and to any publicly traded bank-holding
company with consolidated assets of $10 billion or more.
35. Page 21; New text added—In lieu of a formal bylaw amendment, some companies may choose to require
directors who fail to receive majority support to submit their resignation. It is recommended for any director
who submits a resignation that companies fully explain to shareowners why the director’s resignation was
accepted and the director was removed, or why the resignation was not accepted and the individual continues
to serve as a director.
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36. Page 24: New text added—Section 404(b) of the Sarbanes-Oxley Act requires a public company to have its
independent auditor attest to and report on management’s internal control over financial reporting, known as
the auditor attestation requirement. In July 2010, the Dodd-Frank Wall Street Reform and Consumer
Protection Act exempted companies with less than $75 million in public float from the auditor attestation
requirement. Most empirical studies suggest that compliance with the auditor attestation requirement has a
positive impact on investor confidence in the quality of financial reports and exempt companies have had
elevated restatements. The Securities and Exchange Commission (SEC) does not require exempt companies to
disclose in their annual report whether they voluntarily obtained an auditor attestation. The SBA views as an
important investor safeguard the independent scrutiny of a company’s internal controls, and recommends all
firms to disclose to shareowners whether it has obtained an auditor attestation on internal controls. One of
the major threats to high quality financial reporting and audit quality is the risk of material financial fraud.
Several studies have analyzed the nature, extent and characteristics of fraudulent financial reporting, as well
as the negative consequences for investors and management. These studies identify key themes surrounding
audit deficiencies involving fraudulent financial reporting cases, including failure to exercise due professional
care, insufficient levels of professional skepticism, inadequate identification and assessment of risks, and
general failures to gather sufficient competent audit evidence. The studies’ authors noted that auditing
standards place a responsibility on auditors to plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement, whether caused by error or fraud.
37. Page 24: New citation added—United States Government Accountability Office (GAO), Report to
Congressional Committee, “Internal Controls - SEC Should Consider Requiring Companies to Disclose Whether
They Obtained an Auditor Attestation,” July 2013.
38. Page 24: New citations added—Mark S. Beasley, Joseph V. Carcello, Dana R. Hermanson, and Terry L. Neal,
“An Analysis of Alleged Auditor Deficiencies in SEC Fraud Investigation: 1998-2010,” University of Tennessee
Corporate Governance Center, May 2013. Also see, Committee of Sponsoring Organizations of the Treadway
Commission (COSO), “Fraudulent Financial Reporting: 1998–2007, An Analysis of U.S. Public Companies,”
2010.
39. Page 25: New text added—Audit committees should disclose all factors considered when selecting or
reappointing an audit firm, information related to negotiating auditor fees, the tenure of the current external
audit firm, and a description of how the audit committee oversees and evaluates the work of their external
auditor.
40. Page 28-29: New text added—Confidential voting, or voting by secret ballot, is a key structural issue in the
proxy voting system. In a confidential voting system, only vote tabulators and inspectors of election may
examine individual proxies and ballots—management and shareholders are given only vote totals.
Shareowners have the ability to vote confidentially by registering their shares with third-parties as objecting
beneficial owners (OBOs), allowing anonymity in the voting process. In an open voting system, management
can determine who has voted against its director nominees (or proposals) and then re-solicit those
shareowners before the final vote count. As a result of the re-solicitation shareowners may be pressured to
change their vote. Many companies are increasing their interactions with shareowners through expanded
proxy solicitation conversations and other paths of engagement. Shareowner proposals that impose strict
limitations on investor communications may harm investor interests and may not allow a company to gain
useful insight and feedback regarding their views on corporate practices.
41. Page 30: New text and amendments—Poison pills are were previously the most prevalent takeover defense
among S&P 500 companies, but their utilization has steadily declined since 2002. They also enjoy support
among other large companies. According to publicly available data, over 3,000 plans are now in place at major
companies, including over two-thirds of all S&P 500 companies and over one-half of all Business Week 1000
companies. The number of U.S. incorporated companies with a poison pill in force has declined from 2,200 in
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2002 to only 537 in 2013. Within the S&P 500, there are now only 35 companies with a pill in force, down from
300 companies in 2002.
42. Page 30: Citation updated—Thomson Securities Data Co.FactSet Research, Shark Repellant database, as of
February 24, 2014.
43. Page 31: Existing text deleted—According to a research report by RMG, the percentage of US companies with
poison pills has dropped considerably in the post-Enron era. The number of S&P 500 companies with poison
pills decreased from approximately 60 percent in 2002 to below 40 percent in 2006. A smaller, but still
considerable, decrease was observed in the S&P 1500 companies, from slightly above 60 percent to
approximately 45 percent of companies.
44. Page 32: New text added—Many Canadian companies have adopted shareowner rights plans providing for
three-year sunset provisions and allowing partial bids to proceed despite board opposition. These new
generation rights plans ensure that shareowners receive fair and equal treatment in a takeover scenario by
limiting the board of directors’ discretion to only interpret and administer the rights plan. Such rights plans
allow partial bids, which Canadian takeover legislation is premised on the right of shareowners to determine
the acceptability of any bid for their shares, partial or otherwise. Plans’ "Redemption and Waiver" provisions
are structured to eliminate board discretion to redeem the rights or waive the application of the plan without
shareowner approval, and sunset provisions give investors the ability to periodically review the plan.
45. Page 34: Existing text amended—Potential elimination of diseconomies of scale
46. Page 38: New text added—When the acquirer is a controlling shareowner, legal rulings have imposed a higher
standard of review to ensure that this type of transaction, referred to as an entire fairness review, is fair to
shareowners. Typically, investor protections include review by an independent committee of the board and/or
approval by a majority of the remaining shareowners. Whether a buyout is pursued by a controlling
shareowner can impact the valuation and premiums, with one study finding that buyouts in which an
independent committee reviewed the deal terms produced 14 percent higher average premiums for investors.
However, deals requiring majority-of-the-minority ratification did not significantly impact the level of premium
paid to investors. Researchers found that the size of the premium paid changed depending on who initiated
the transaction, with significantly lower premiums associated with deals initiated by management. As well, the
study’s findings mimic other empirical evidence demonstrating that ‘go-shop’ provisions, whereby additional
bidders are solicited, were ineffective and may be used to camouflage under-valued management buyouts.
47. Page 38: New citation added—Matthew Cain, and Steven Davidoff, “Form Over Substance? The Value of
Corporate Process and Management Buyouts,” August 2010.
48. Page 38: New citation added—Adonis Antoniades, Charles Calomiris, and Donna M Hitscherich, “No Free
Shop: Why Target Companies in MBOs and Private Equity Transactions Sometimes Choose Not to Buy ‘GoShop’ Options,” November 2013. Guhan Subramanian, “Go-Shops vs. No-Shops in Private Equity Deals:
Evidence and Implications,” The Business Lawyer, Volume 63, May 2008.
49. Page 48: New text added—The SBA generally votes AGAINST proposals to create dual class share structures or
unequal voting shared and generally votes FOR proposals eliminating such structures.
50. Page 64: New text added—Golden parachutes can impact corporate financial performance, and some
research indicates that firms adopting golden parachutes experience reductions in enterprise value, as well as
negative abnormal stock returns, both during the inter-volume period of adoption and thereafter.
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51. Page 64: New footnote added—Lucian A Bebchuk, Alma Cohen, and Charles C. Y. Wang, “Golden Parachutes
and the Wealth of Shareholders,” Harvard Law and Economics Discussion Paper No. 683 (October 2012).
52. Page 68-9: New text added—The Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010
requires that compensation committees analyze the independence of their compensation consultants and
advisers and disclose any conflicts of interest concerning such consultants and advisers. Item 407(e)(3)(iv) of
Regulation S-K codifies the SEC’s proxy disclosure requirement with respect to compensation consultant
conflicts of interest, applicable to proxies filed in 2013 and thereafter. Compensation committees are required
to assess whether the consultant’s work raises any conflicts of interest and, if so, disclose to investors
information about the nature of any such conflict and how the conflict is being addressed. SEC rules indicate
that the following factors should be considered in determining whether a conflict of interest exists: the
provision of other services to the company by the person that employs the consultant; the amount of fees
received from the company by the person that employs the compensation consultant, legal counsel or other
adviser, as a percentage of the total revenue of the person that employs the compensation consultant, legal
counsel or other adviser; the policies and procedures of the person that employs the consultant that are
designed to prevent conflicts of interest; any business or personal relationship of the consultant with a
member of the compensation committee; any stock of the company owned by the consultant; and any
business or personal relationship of the consultant or the person employing the consultant with an executive
officer of the company. SEC rules do not provide for any materiality or quantitative thresholds with respect to
any of the above factors. The SBA will examine these factors as part of its evaluation of a company’s
compensation framework.
53. Page 68: New footnote added—Securities and Exchange Commission Final Rule, “Listing Standards for
Compensation Committees,” adopted June 20, 2012, effective July 27, 2012.
54. Page 70: New text added—Multiple, overlapping 10b5-1 plans should be prohibited. Boards of companies that
have adopted 10b5-1 plans should: 1) adopt policies covering plan practices; 2) periodically monitor plan
transactions; and 3) ensure that company policies discuss plan use in the context of guidelines or
requirements on equity hedging, pledging, holding, and ownership. Other analyses have come to the same
conclusion, indicating that some companies and company insiders have adopted practices inconsistent with
the original intent of Rule 10b5-1. One recent study found company directors, who also operated investment
firms, established Rule 10b5-1 plans that their firms then used as vehicles to pursue opaque, opportunistic
trades in the company’s stock.
55. Page 70: New citation added—Wall Street Journal, “Directors Take Shelter in Trading Plans,” Susan Pulliam
and Rob Barry, April 24, 2013.
56. Page 70-71: New Guideline added—HEDGING & PLEDGING OF COMPANY STOCK / CASE-BY-CASE: Companies
are increasingly adopting policies that prohibit insiders, such as board directors and senior executives, from
hedging the value of their company equity or pledging company shares as collateral to margin accounts.
Hedging is a strategy to offset or reduce the risk of price fluctuations for an asset or equity. Stock‐based
compensation or open-market purchases of company stock should serve to align executives' or directors'
interests with shareowners. Hedging of company stock through a covered call, ‘cashless’ collar, forward sale,
equity swap, or other derivative transaction can sever the alignment with shareowners' interests. Pledging of
company stock as collateral for a loan may have a detrimental impact on shareowners if the officer or director
is forced to sell company stock, for example, to meet a margin call. The forced sale of significant amounts of
company stock may negatively impact the company's stock price, and may also violate a company’s insider
trading policies and 10b5-1 trading plans. In addition, pledging of shares may be utilized as part of hedging or
monetization strategies that could potentially immunize an executive against economic exposure to the
company's stock, even while maintaining voting rights. Such strategies may also serve to significantly alter
incentives embedded within long-term compensation plans. In determining vote recommendations for the
election of directors of companies who currently have executives or directors with pledged company stock,
SBA Investment Programs & Governance
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the following factors will be considered: 1) Presence in the company’s proxy statement of an anti-pledging
policy that prohibits future pledging activity; 2) Magnitude of aggregate pledged shares in terms of total
common shares outstanding or market value or trading volume; 3) Volatility of the company’s stock; 4)
Disclosure of progress or lack thereof in reducing the magnitude of aggregate pledged shares over time; 5)
Disclosure in the proxy statement that shares subject to stock ownership and holding requirements do not
include pledged company stock; and 6) Any other relevant factors. The SBA generally votes FOR proposals
designed to prohibit named executive officers from engaging in derivative or speculative transactions involving
company stock, including hedging, holding stock in a margin account, or pledging large amounts of stock as
collateral for a loan. The SBA will evaluate the company’s historical practices, level of disclosure, and current
policies on the use of company stock.
57. Page 70: New footnote added—J. Carr Bettis, John M. Bizjak, and Swaminathan L. Kalpathy, “Why Do Insiders
Hedge Their Ownership and Options? An Empirical Examination,” Social Science Research Network, March
2010.
58. Page 72: Text deleted—The earliest U.S. companies to provide shareowners with a say-on-pay vote were TIAA
CREF in 2007, followed in 2008 by Aflac, RiskMetrics, H&R Block, Jackson Hewitt, Zale, and Littlefield. The
number of companies facing say-on-pay proposals jumped to approximately 100 in 2009. As of January 21,
2011, shareowner advisory votes under the Dodd-Frank Act are in effect for all public U.S. companies (with
some exceptions for smaller capitalization companies).
59. Page 72: New text added—Other studies have been more critical of say-on-pay voting requirements,
indicating both strong correlations between proxy advisor recommendations and voting results, and negative
stock price movement resulting from changes to compensation programs.
60. Page 72: New research footnote added—Larcker, David F., McCall, Allan L., and Ormazabal, Gaiska, “The
Economic Consequences of Proxy Advisor Say-on-Pay Voting Policies,” Stanford University, Rock Center for
Corporate Governance, Working Paper Series No. 119, July 5, 2012.
61. Page 73: New text added—Canada, Belgium, Germany, South Africa, Spain, Switzerland,
62. Page 75: New Guideline added—REQUIRE APPROVAL OF SPECIFIC PERFORMANCE METRICS / CASE-BY-CASE:
The SBA supports meaningful investor oversight of executive compensation practices and generally votes FOR
shareowner proposals requiring shareowner approval of specific performance metrics in equity compensation
plans. Such proposals typically urge the Compensation Committee to adopt a policy that all equity
compensation plans submitted to shareowners for approval under Section 162(m) of the Internal Revenue
Code will specify the awards that will result from performance. The SBA favors the ex-ante disclosure of
performance metrics including quantifiable performance measures, numerical formulas, and other payout
schedules covering at least a majority of all performance-based compensation awards to any named executive
officers. The SBA favors full disclosure of the specific annual and long-term incentive award performance
measures and award thresholds. Similar disclosure is common in many European equity markets such as the
United Kingdom. While investors are afforded the ability to ratify most equity compensation plans, this right
does not specifically include individual performance measures. The SBA attempts to balance the need for
board discretion and flexibility in structuring executive compensation vehicles with shareowners' ability to
evaluate the rigor and payout potential on a proactive basis. The SBA votes CASE-BY-CASE on similar investors
proposals requesting tailored designs in incentive programs, based on the specific circumstances at each
company.
63. Page 84: New text added—The selection and screening process for identifying suitably qualified candidates for
a company's board of directors is one which requires the judgment of many factors, some of which include the
balance of skills and talents, as well as the breadth and diversity of experience of candidates and existing
board members. Qualified and committed directors with differing backgrounds, experiences and knowledge
SBA Investment Programs & Governance
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will likely enhance corporate performance over the long-term. Boards should be cognizant of ensuring that all
directors, regardless of race or gender, possess the necessary skills, knowledge and experience that will
ultimately drive corporate performance and enhance and create shareowner value. Simply increasing diversity
by adding specific constituent members to a board of directors, without careful consideration of the
qualifications and experience of those candidates, is unlikely to automatically effect any positive corporate
change. Although empirical evidence has been mixed, several studies have shown that diversity levels can
impact financial performance.
64. Page 84: New footnoted added—Carter, David A., D’Souza, Frank, Simkins, Betty J., and Simpson, W. Gary,
“The Diversity of Corporate Board Committees and Financial Performance,” Oklahoma State University, 2007.
Also see, Mijntje Lückerath-Rovers, "Women on Board and Firm Performance,” April 2010.
65. Page 88: Text deleted—Various measures have been suggested to discourage companies from abetting
Internet censorship abroad. Rep. Christopher Smith (R-N.J.) introduced the Global Online Freedom Act in the
109th and 110th Congress, most recently in January 2007. Much like the resolution proposed at Yahoo, the act
would require U.S. companies doing business abroad to take steps to protect their users from government
retaliation and to alert users of instances of censorship. The bill has been assigned to a committee. Human
Rights Watch, a global human rights advocacy organization, has also proposed a voluntary code for companies
doing business in nations that censor the Internet.
66. Page 92: New guideline added—SHAREOWNER PROPOSALS TO EXPAND TRADE WITH CUBA OR SYRIA /
AGAINST: In accordance with §215.471(2) of Florida Statutes, the SBA votes AGAINST all proposals advocating
increased United States trade with Cuba or Syria.
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voice in company practices, as well as certain board structures, poison pills, super-majority requirements, and others.

STATE BOARD OF ADMINISTRATION

Corporate Governance Principles
The SBA believes that, as a long-term investor, good corporate governance practices serve to protect and enhance our
long-term portfolio values.1 To this end, voting rights should
be exercised for the exclusive benefit of Florida Retirement
System (FRS) members and their beneficiaries (i.e. as members of the FRS Pension Plan or Investment Plan) as well as
other non-pension clients.

INTRODUCTION
Corporate Governance Principles
& Proxy Voting Guidelines

The SBA is reliant on its Corporate Governance Principles to
direct its activities related to corporate governance and proxy
voting. These Principles, in conjunction with other relevant
policies, set the parameters for the SBA’s shareowner activism
and provide a framework for SBA corporate governance initiatives. The SBA’s Proxy Voting Guidelines are formulated and
revised in accordance with these principles.

T

he Florida State Board of Administration (SBA) manages
the fourth largest U.S. pension fund and other nonpension trust funds with assets spanning domestic and
international capital markets. Our primary function is to represent the interests of our beneficiaries so that they will see fair
returns on their investment; therefore we have a clear interest
in promoting the success of companies in which we invest. To
ensure returns for our beneficiaries, we adopt internationally
recognized governance practices for well-managed public
companies. These include independent boards, performancebased executive compensation, accurate accounting and
audit practices, transparent board procedures, and policies
covering issues such as succession planning and meaningful
shareowner participation. Essentially, we address and work
with the companies in which we invest to ensure the maximization of long-term shareowner value.

In accordance with the Department of Labor (DOL) Interpretive Bulletin §2509.08-2, stock ownership rights, which
include proxy votes, participation in corporate bankruptcy
proceedings, and shareowner litigation, are financial assets.
They must be managed with the same care, skill, prudence,
and diligence as any other financial asset. They must be
exercised to protect and enhance long-term portfolio value
and for the exclusive benefit of pension plan participants and
beneficiaries as well as the clients and beneficiaries of other
fiduciary accounts. Pursuant to the provisions set forth in the
Employment Retirement Income Security Act of 1974, this is
generally referred to as the “duty of loyalty” or the “exclusive
purpose” rule. Under this rule, fiduciaries, defined as any
person who, in part, “exercises any discretionary authority or
discretionary control respecting management of such plan or
exercises any authority or control respecting management or
disposition of its assets” must act solely in the interest of plan
participants and beneficiaries in making decisions concerning
the management or disposition of plan assets.2 While the SBA
is exempt from most provisions of ERISA, we agree with this
treatment of the value of proxy voting rights and follow the
standard as a part of our fiduciary duty. Section 215.47(10) of
the Florida Statutes encompass the prudent persons standards and fiduciary responsibilities of the SBA and its employees.

The SBA takes an active role in strengthening corporate
governance. Sound corporate governance practices enhance
shareowner value and thereby play an important role in
achieving our financial objectives as a long-term investor.
To implement our corporate governance program, the SBA
works with many different organizations, including the Asian
Corporate Governance Association (ACGA), the Council of Institutional Investors (CII), the International Corporate Governance Network (ICGN), Institutional Shareholder Services, Inc.
(ISS), Glass, Lewis & Co. (GLC), GovernanceMetrics International (GMI), Manifest, Inc., the Investor Responsibility Research
Center (IRRC), Equilar, Inc., Farient Advisors, The Conference
Board Corporate Governance Center, and the Harvard Law
School Shareholder Rights Project.

Another significant regulation affecting proxy voting is the
U.S. Securities & Exchange Commission’s (SEC) Rule 206(4)-6
under the Investment Advisors Act, promulgated in 2003. This
SEC Rule made it, “fraudulent for an investment adviser to exercise proxy voting authority without having procedures reasonably designed to ensure that the adviser votes in the best

Although we believe that it is essential to confront corporate
boards with poor governance practices, we also recognize the
necessity of allowing boards to direct the businesses that they
have been entrusted to oversee without excessive interference; therefore, we do not attempt to mandate business
strategies for the companies we own. However, to balance our
position, we vote “against” any proposal that limits shareowner rights or makes it more difficult for shareowners to have a

1 CFA Centre for Financial Market Integrity, “The Corporate Governance of
Listed Companies: A Manual for Investors,” 2009.
2 Lannof, Ian D., “DOL Advisory Opinion 2007-07A.” Groom Law Group,
February 2008.
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interest of its clients. In the rule’s adopting release, the SEC
confirmed that an adviser owes fiduciary duties of care and
loyalty to its clients with respect to all services undertaken
on its client’s behalf, including proxy voting.”3 The adopting
release states, “The duty of care requires an adviser with proxy
voting authority to monitor corporate events and to vote the
proxies. To satisfy its duty of loyalty, the adviser must cast the
proxy votes in a manner consistent with the best interest of its
clients and must not subrogate client interests for its own.”4

capitalization, and the right to transfer the stock to a willing
buyer at a mutually agreeable price may be abrogated by the
adoption of a poison pill.
Since management and board composition change over time,
while shareowners continue their investment, shareowners must ensure that the corporate governance structure of
companies will allow them to exercise their ownership rights
permanently. Good corporate management is not an excuse
or rationale upon which institutional investors may relinquish
their ownership rights and responsibilities.

Managing stock ownership rights and the proxy vote includes
the establishment of written proxy voting guidelines, which
must include voting policies on issues likely to be presented,
procedures for determining votes that are not covered or
which present conflicts of interest for plan sponsor fiduciaries,
procedures for ensuring that all shares held on record date are
voted, and procedures for documentation of voting records.
The following corporate governance principles and proxy voting guidelines are primarily designed to cover publicly traded
equity securities. Other investment forms such as privately
held equity, limited liability corporations, privately held REITs,
etc. are not specifically covered by individual guidelines,
although broad application of the principles and guidelines
can be used for these more specialized forms of equity investments.

The proxy voting system must be an even playing field. Neither management nor shareowners should be able to dominate or influence voting dynamics. A 2006 article analyzed the
corporate governance implications of the decoupling of voting power and economic ownership through methods such
as vote trading and equity swaps, methods largely hidden
from public view and not captured by current regulation or
disclosure rules. This method has been used by finance-savvy
activist hedge funds, for example, who have borrowed shares
just before the record date in order to better support proposals they favor, reversing the transactions after the record date.
The SBA believes that enhanced disclosure rules are critical to
reveal hidden control of voting power.6
Management needs protection from the market’s frequent
focus on the short-term in order to concentrate on long-term
returns, productivity, and competitiveness. Shareowners
need protection from coercive takeover tactics and directors
with personal agendas. Ideal governance provisions should
provide both sides with adequate protection. They should
be designed to give management the flexibility and continuity it needs to make long-term plans, to permit takeover
bids in cases where management performance is depressing
long-term value, to ensure that management is accountable
to shareowners, and to prevent coercive offers that force
shareowners to take limited short-term gains.

The primary role of shareowners within the corporate governance system is in some ways limited, although critical.
Shareowners have the duty to communicate with management and encourage them to align their processes with
corporate governance best practices. This means shareowners
have two primary obligations: 1) to monitor the performance
of the company and 2) to protect their right to act when it is
necessary.
A study conducted by NYU’s Pollack Center for Law & Business
revealed that external and internal governance mechanisms
are strong complements. The importance of internal governance crucially depends on the extent of external governance
and vice versa. In addition, effective corporate governance
design relies on a combination of high exposure to the market for corporate control and a high degree of monitoring by
shareowners.5

A study on shareowner activism and corporate governance
in the United States found that shareowner opposition has
slowed the spread of takeover defenses, such as staggered
boards, that require shareowner approval. However, shareowners have failed in their efforts to get companies to roll
back takeover defenses and, perhaps more importantly,
managers frequently ignore even a majority shareowner vote
in favor of a proposal.7

In the 1930’s, Benjamin Graham and David Dodd succinctly
described the agenda for corporate governance activity by
stating that shareowners should focus their attention on matters where the interest of the officer and the stockholders may
be in conflict. This includes questions about preserving the
full integrity and value of the characteristics of ownership appurtenant to shares of common stock. For example, the right
to vote may be diluted by a classified board or by dual class

6 Hu, Henry T.C. and Black, Bernard S., “Empty Voting and Hidden (Morphable) Ownership: Taxonomy, Implications, and Reforms”. As published
in Business Lawyer, Vol. 61, pp. 1011-1070, 2006 Available at SSRN:
http://ssrn.com/abstract=887183. Also, Christoffersen, S.E.K., Geczy, C.C.,
Musto, D.K., and Reed, A.V. 2006, “Vote Trading and Information Aggregation.”
7 Black, B., 1998. “Shareowner Activism and Corporate Governance in the
United States.”

3 The Conference Board, “The Separation of Ownership from Ownership,”
2013.
4 “Proxy Voting by Investment Advisers,” SEC Final Rule adopted January
31, 2003, effective April 14, 2003; www.sec.gov/rules/final/ia-2106.htm.
5 Martijn Cremers, K.J., Nair, V., 2003. “Governance Mechanisms and Equity
Practices.”
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Global Standards of Corporate Governance

with government and regulatory representatives, as well as
other concerned bodies, so as to resolve disputes, if possible,
through negotiation, mediation, or arbitration. For example,
investors should have the right to sponsor resolutions and
convene extraordinary meetings. Formal procedures outlining how shareowners can communicate with board members should be implemented at all companies and be clearly
disclosed.

The SBA believes strongly that good corporate governance
practices are important to encourage investments in countries and companies in a globalized economy where gaining
access to capital markets is increasingly viewed as critical.
Empirical evidence demonstrates the relationship between
corporate valuation and corporate governance structures,
finding that foreign institutional investors invested lower
amounts in firms with higher insider control, lower transparency, and are domiciled in countries with weak investor protections.8 A comparative analysis of corporate governance in
US and international firms shows that the ability of controlling
shareowners to extract private benefits is strongly determined by a country’s investor protection. Thus, if investor
protection is weaker, improvements in firm-level governance
will be costlier for the controlling shareowner.9

3. Voting Rights
Corporations’ ordinary shares should feature one vote for
each share. Corporations should act to ensure the owners’
rights to vote and apply this principle to all shareowners
regardless of their size. Shareowners should be able to vote
in person or in absentia, and equal effect should be given to
votes whether cast in person or absentia. Votes should be cast
by custodians or nominees, in a manner agreed upon with the
beneficial owner of the shares. Impediments to cross border
voting should be eliminated. Minority shareholders should
be protected from abusive actions by, or in the interest of,
controlling shareholders acting either directly or indirectly
and should have effective means of redress.11

Over the last several years, many countries, international
organizations, and prominent institutional investors have developed and implemented international policies on corporate
governance and proxy voting issues (e.g., the Organization for
Economic Co-operation and Development, and the International Corporate Governance Network).10 Many of these promulgated guidelines recognize that each country need not
adopt a “one-size-fits-all” code of practice. However, the SBA
expects all capital markets to exhibit basic and fundamental
structures that include the following:

4. Corporate Boards
The Board of Directors, or Supervisory Board, as an entity, and
each of its members, as individuals, is a fiduciary for all shareowners, and they should be accountable to the shareowner
body as a whole. Each member should stand for election on a
regular basis, preferably with annual election cycles. Corporations should disclose upon appointment to the board, and
thereafter in each annual report or proxy statement, information on the identities, core competencies, professional or
other backgrounds, factors affecting independence, other
commitments, and overall qualifications of board members
and nominees so as to enable investors to weigh the value
that they add to the company. Information on the appointment procedure should also be disclosed annually. Boards
should include a sufficient number of independent, non-executive members with appropriate qualifications. Responsibilities should include monitoring and contributing effectively
to the strategy and performance of management, staffing key
committees of the board, and influencing the conduct of the
board as a whole. Accordingly, independent non-executives
should comprise no fewer than three (3) members and as
much as a substantial majority. Audit, Compensation and
Nomination committees should be composed entirely of
independent non-executives.

1. Corporate Objective
The overriding objective of the corporation should be to
optimize the returns to its shareowners over time. Where
other considerations affect this objective, they should be
clearly stated and disclosed. To achieve this objective, the
corporation should endeavor to ensure the long-term viability
of its business, and to manage effectively its relationship with
stakeholders.

2. Communications & Reporting
Corporations should disclose accurate, adequate and timely
information, in particular meeting market guidelines where
they exist, so as to allow investors to make informed decisions
about the acquisition, ownership obligations and rights, and
sale of shares. Material developments and foreseeable risk
factors, and matters related to corporate governance should
be routinely disseminated to shareowners. Shareowners, the
board, and management should discuss corporate governance issues. Where appropriate, these parties should converse
8 Christian Leuz, Karl V. Lins, and Francis E. Warnock, “Do Foreigners
Invest Less in Poorly Governed Firms?” The Review of Financial Studies, 22
(2009).
9 Aggraval, Reena et al, 2007, “Differences in Governance Practices between US and Foreign Firms: Measurement, Causes, and Consequences”,
Charles A. Dice Center for Research in Financial Economics, Working Paper
2007-14.
10 Organization for Economic Co-operation & Development (OECD),
“Corporate Governance Factbook,” February 2014.

5. Executive & Director Compensation
Remuneration of corporate directors or supervisory board
members and key executives should be aligned with the

11 Organization for Economic Cooperation & Development (OECD), Role
of Institutional Investors in Promoting Good Corporate Governance,
January 11, 2012. ECD: Role of Institutional Investors in Promoting Good
Corporate Governance.”
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interests of shareowners. Corporations should disclose in
each annual report or proxy statement the board’s policies on
remuneration and, preferably, the remuneration of individual
board members and top executives; so that shareowners can
judge whether corporate pay policies and practices meet this
standard. Broad-based employee share ownership plans or
other profit-sharing programs are effective market mechanisms that promote employee participation.

ing of corporations. However, as shareowner activism entails
concentrated costs and widely disbursed benefits, only investors with large positions are likely to obtain a large enough
return on their investment to justify the costs.12 One recent
study demonstrated strong relative market returns based on
investor engagement activities.13 Researchers found an abnormal one-year return of +1.8% in the year following investor
engagements involving environmental, social, and corporate
governance factors, with improvements in operating performance and profitability.

6. Strategic Planning
Major strategic modifications to the core business of a corporation should not be made without prior shareowner approval of the proposed modification. Equally, major corporate
changes that, in substance or effect, materially dilute the
equity or erode the economic interests or share ownership
rights of existing shareowners should not be made without
prior shareowner approval of the proposed change. Shareowners should be given sufficient information about any such
proposal early enough to allow them to make an informed
judgment and exercise their voting rights.

The two primary obligations of shareowners are to monitor
the performance of the companies and to protect their right
to act when necessary. The SBA has neither the time nor
resources to micromanage companies in which it holds publicly traded stock. Furthermore, the legal duties of care and
loyalty rest with the corporate Board of Directors, not with
the shareowners. For these reasons, the SBA views its role as
one of fostering improved management and accountability
within the companies in which we own shares. Other recent
SBA corporate governance activities have included dealing
with conflicts of interest within organizations with which we
do business.

7. Voting Responsibilities
The exercise of ownership rights by all shareowners, including
institutional investors should be facilitated. Institutional
investors acting in a fiduciary capacity should disclose their
overall corporate governance and voting policies with respect
to their investments, including the procedures that they
have in place for deciding on the use of their voting rights.
Institutional investors acting in a fiduciary capacity should
disclose how they manage material conflicts of interest that
may affect the exercise of key ownership rights regarding
their investments. Shareowners, including institutional
investors, should be allowed to consult with each other on
issues concerning their basic shareowner rights, subject to
exceptions to prevent abuse. The corporate governance
framework should be complemented by an effective
approach that addresses and promotes the provision of
analysis or advice by analysts, brokers, rating agencies, and
others that is relevant to decisions by investors, free from
material conflicts of interest that might compromise the
integrity of their analysis or advice.

Department of Labor (DOL) Interpretive Bulletin §2509.08
states that voting proxies is a fiduciary responsibility and
that proxies should be treated like any other financial asset,
executed in the best interest of beneficiaries in accordance
with written guidelines.
Additionally, Florida Law may prohibit investment in companies or mandate reporting on certain investments due to
geopolitical, ethnic, religious, or other factors. Compliance
with these laws and any related reporting requirements have
similarities to corporate governance issues and are consolidated organizationally.
Consistent with prudent and responsible investment policy,
all or some of the following measures may be instituted when
a corporation is found by the SBA to be under-performing
market indices or in need of corporate governance reform:
•

The SBA will discuss the corporate governance deficiencies with a representative and/or the Board of Directors.
Deficiencies may occur in the form of policies or actions,
and often result from the failure to adopt policies that
sufficiently protect shareowner assets or rights. The SBA
may request to be informed of the progress in ameliorating such deficiencies.

•

 nder SEC Rule 14(a) 8, shareowner proposals may be
U
submitted to companies with identified performance
deficiencies. Shareowners proposals will be used to place

Active Strategies & Company Engagement
The objective of SBA corporate governance engagement is to
improve the governance structures at companies in which the
SBA owns significant shares in order to enhance the value of
SBA equity holdings.
A study on the evolution of shareowner activism in the
United States affirms that activism by investors has increased
considerably since the mid-1980s due to the involvement
of public pension funds and institutional shareowners. The
study identifies the potential to enhance value of investments
as the main motive for active participation in the monitor-

12 Gillan, Stuart L. and Laura T. Starks, 2007, “The Evolution of Shareowner
Activism in the United States”, Journal of Applied Corporate Finance,
Volume 19, Number 1, Winter 2007, Published by Morgan Stanley.
13 Elroy Dimson, Oguzhan Karakas, and Xi Li, “Active Ownership,” December 2012, Moskowitz Prize winner in 2012 by the Berkely-Haas Center for
Responsible Business.
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significant issues on a company’s meeting ballot in order
to allow all shareowners to approve or disapprove of
significant issues and voice the collective displeasure of
company owners.14
•

Any other strategies to achieve desired corporate governance improvements as necessary.

Investor engagement can be classified into three categories, including “Extensive,” “Moderate,” and “Basic.” Extensive
engagement is defined as multiple instances of focused
interaction with a company on issues identified with a view
to changing the company’s behavior. The engagements were
systematic and begun with a clear goal in mind. Moderate
engagement is defined as more than one interaction with a
company on issues identified. The engagement was somewhat systematic, but the specific desired outcome may not
have been clear at the outset. Basic engagement is defined
as direct contact with companies but engagement tended to
be ad-hoc and reactive. Such engagement may not have pursued the issue beyond the initial contact with the company
and includes supporting letters authored by other investors
or groups.
In addition to overseeing the corporate governance of
companies in which we invest, the SBA must also govern the
accessibility of our own records by these companies. As a
beneficial owner of over 10,000 publicly traded companies,
the SBA has elected to be an objecting beneficial owner, or an
“OBO.” By being an OBO, the SBA does not give permission to
a financial intermediary to release our name and address to
public companies that we are invested in. This keeps our holdings or trading strategies confidential, and allows us to avoid
unwanted solicitations.
Recent developments have led many to believe that the distinction between OBO and non-objecting beneficial owners
or “NOBO’s” should be eliminated. However, the SEC is likely
to be cautious in seeking to change the current framework
in significant ways.15 Strong opponents to an elimination of
OBO and NOBO distinction are brokers and banks, who have
a large incentive to ward off this change due to fee income
derived from forwarding proxy materials.
While we feel that shareowner communication can be important, a number of steps must be taken to address the distinction between OBO and NOBO companies and to respect the
privacy of beneficial owners involved. Proposals that eliminate the possibility of anonymity completely are not feasible.
It is necessary for any changes made to the current system
to accommodate the strong privacy interests of current OBO
firms, such as the SBA.
14 Rule 14a-8 is an SEC rulemaking promulgated under the Securities
Exchange Act of 1934 and offers a set of procedural requirements governing how and when shareowners may submit resolutions for inclusion in a
corporation’s proxy statement.
15 Beller, Alan L. and Janet L. Fisher. “The OBO/NOBO Distinction in
Beneficial Ownership: Implications for Shareowner Communications and
Voting.” Council of Institutional Investors. February 2010.
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those affected shares have been recalled from the borrower
in a timely manner (i.e. on, or prior to, the share’s record date).
The SBA has a fiduciary duty to exercise its right to vote proxies and to recall shares on loan when it is in the best interest
of our beneficiaries. The ability to vote in corporate meetings
is an asset of the fund which needs to be weighed against the
incremental returns of the securities lending program.

STATE BOARD OF ADMINISTRATION

PROXY VOTING
GUIDELINES

Although the SBA shall reserve the right to recall the shares
on a timely basis prior to the record date for the purpose of
exercising voting rights for domestic as well as international
securities, the circumstances required to recall loaned securities are expected to be atypical. Circumstances that lead the
SBA to recall shares include, but are not limited to, occasions
when there are significant voting items on the ballot such
as mergers or proxy contests or instances when the SBA has
actively pursued coordinated efforts to reform the company’s
governance practices, such as submission of shareholder proposals or conducting an extensive engagement. In each case,
the direct monetary impact of recalled shares will be considered and weighed against the discernible benefits of recalling
shares to exercise voting rights.

Corporate Governance Principles
& Proxy Voting Guidelines
Empirical Basis for Proxy Voting Guidelines

T

he SBA’s voting guidelines are based on rigorous empirical research, industry studies, investment surveys,
and other general corporate finance literature. We
believe that sound proxy voting policies should be based on
both market experience and balanced academic and industry
studies, which aid in the application of specific policy criteria,
quantitative thresholds, and other qualitative metrics. Empirical citations should provide evaluation of specific items over
long time frames, in excess of three years. Studies should also
be extensive in scope and analyze companies of various market capitalizations across U.S. and foreign markets.

The SBA recognizes that it may not be possible to determine,
prior to a record date, whether or not shares warrant recall.
Further, the potential operational and investment consequences of recall upon the securities lending program’s
collateral investment pool will be taken into consideration.
In order to determine if securities will be recalled, individual
circumstances shall be evaluated on a case-by-case basis.
One situation in which securities lending could conflict with
maximization of shareowner value may occur in the case of
special meetings with the right to convert shares at a premium. This can occur in the case of a Special Purpose Acquisition
Company (SPAC), with investors being allowed the alternative
of a conversion of shares to cash. If shares are on loan at the
time of the special meeting, the ability to exercise conversion
rights for those shares is lost.

Disclosure of Proxy Voting Decisions
The SBA discloses all proxy voting decisions once they have
been made, approximately seven to 10 calendar days prior to
the date of the shareowner meeting. Disclosing proxy votes
prior to the meeting date improves the transparency of our
voting decisions and supports widespread public disclosure of SBA investment decisions. Disclosing proxy votes in
advance of their effective dates will fully emphasize the SBA’s
position on proper corporate governance practices. Historical proxy votes are also archived for a period of five years and
available electronically on the SBA’s website.1

The SBA is a long-term investor. Certain external investment
managers are authorized to use strategies that include shorting in portfolios managed on our behalf. In the potential
event that a combination of securities lending and short selling activity led to voting rights at a company meeting despite
a net negative economic exposure, the SBA would view such
conditions as temporary and cast any votes in the economic
well being of the firm for the long term. Under no circumstance would the SBA cast votes contrary to shareholder value
due to the use of short selling or securities lending within its
portfolios.

Proxy Voting and Securities Lending
The SBA participates in securities lending in order to enhance
the return on its investment portfolios. In the process of lending securities, the legal rights attached to those shares are
transferred to the borrower of the securities during the period
that the securities are on loan. As a result, the SBA’s right to
exercise proxy voting on loaned securities is forfeited unless

The SBA opposes the practice of borrowing shares for the
primary purpose of exerting influence or gaining control of
a company without sharing the risks of ownership. The SBA
views an attempt by any entity to deliberately distort the voting outcome at a shareholders’ meeting to be detrimental to

1 Registered investment advisors are required pursuant to Rule 30(b)1-4
of the Investment Company Act of 1940, known as the SEC’s rule “N-PX,”
to report their proxy votes by August 31st of each year, covering voting
decisions made over the prior year ending in June. Although the SBA is
not legally required to file N-PX reports with the SEC, it does make identical reporting publicly available at www.sbafla.com, including real time
voting decisions prior to shareowner meetings.
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the proper functioning of equity capital markets.
The SBA supports enhanced disclosure in voting reports in
the form of votes cast, number of shares voted, and number
of shares on loan over the record date. This enhanced transparency allows beneficiaries and recipients of voting reports
to have a more complete understanding of the stewardship
of their assets. The number of shares voted or on loan for corporate meetings is relevant information for plan participants,
mutual fund investors and retail clients seeking to determine
how well the governance of invested companies is monitored.
In the rare event that the SBA received a proxy ballot to vote
shares that were on loan as of the record date, we would vote
such shares in the best interest of the long-term firm value
and our beneficiaries. Shares on loan are only out of the SBA’s
legal possession on a temporary basis, and we will act as a
long-term investor in any voting action.

9

are more closely examining the composition of boards. Over
a majority of the survey participants stated that family ties on
the board and boards with dismissed CEOs or other dismissed
executives are significant concerns in addition to director
interlocks1 and board members serving on multiple boards.

STATE BOARD OF ADMINISTRATION

BOARD
OF DIRECTORS

Fortunately, corporate boards of publicly-listed companies
in developed markets generally provide for a high level of
independence. By contrast, many of their counterparts in
emerging markets in Asia, Latin America, the Middle East, etc.
exhibit very low independence structure coupled with poor
board transparency. Boards in emerging markets, have traditionally been, and in some cases, continue to be dominated
by families. Specifically in Asia, these family-owned companies have a relatively low concentration of independent
non-executive directors. Problems arise due to the controlling
shareowners’ power to nominate friends, former colleagues,
or relatives to the board regardless of their experience or
qualifications.2 These boards find themselves at a significant
disadvantage when it comes to attracting foreign institutional
investors. Family-dominated boards need reform as it would
help improve a company’s credit status, which would enable
it secure cheaper borrowing rates on debt financing. A greater
level of institutional participation would also foster longerterm perspective to the market, prompt improvements in
corporate governance and even help entice more international private equity investment into the country. It is believed
that many international constituents have been reluctant to
pursue activity in the Middle East because many companies
do not provide for a reasonable level of due diligence during
investment, partnership, or exit opportunities.3

Corporate Governance Principles
& Proxy Voting Guidelines

D

irector elections are considered to be one of the most
important voting decisions that shareowners make,
especially because shareowners are only given the
opportunity to review their companies’ operations once a
year at the annual general meeting (AGM). Thus, if detailed
information on boards or nominees is available, shareowners
should scrutinize it closely. Directors function as the representatives of shareowners throughout the year and are therefore a crucial avenue of ongoing influence on management.
Levels of disclosure regarding directors vary widely. In some
countries, such as the United States, United Kingdom, Canada,
and Australia, companies publish detailed information such
as director biographies, share ownership, and related information that aids shareowners in determining the level of director
independence. In many other countries, the only information
available on directors is their names, while still other countries disclose no information at all. In cases where detailed
information about directors is not available, it would be counterproductive to vote against directors on the basis of a lack
of information. Opposition to specific nominees or boards
should be supported by specific problems or concerns.

Boards without adequate independence from management
may suffer from conflicts of interest and impaired judgment
in their decision-making. In addition to poor transparency,
directors with ties to management may be perceived to be
less willing and able to effectively evaluate and scrutinize
company strategy and performance. Another factor investors
may examine when evaluating a director’s performance is
their relationship to a company’s competitors within the same
industry or across similar business segments.

The effectiveness of the board is a direct function of its
composition and structure. In developed markets including
the United States, Canada, United Kingdom and Australia,
the stringent board independence standards mandated by
relevant market listing rules have enabled shareowners to
raise the bar of ‘best practices’ for board independence. Many
institutions and even members of the corporate community,
such as the Business Roundtable, National Association of
Corporate Directors (NACD), and a blue ribbon panel of the
Conference Board, now advocate that a substantial majority
of directors be independent. As a result, a two-thirds threshold has become commonplace in shareowner proposals.

ELECTION OF DIRECTORS:CASE-BY-CASE
The SBA generally votes FOR directors up for election.
1 Board “interlocks” are created when two directors who are considered
inside directors on their primary company’s board, also serve as an outside, or independent, director on the other’s board of directors. A typical
example includes two CEOs serving as directors on each other’s board.
Also see Devos, Erik, Prevost, Andrew, and Puthenpurackal, John, “Are
Interlocked Directors Effective Monitors?”
2 Asia Pacific Office of the CFA Institute Centre for Financial Market Integrity. “Independent Non-Executive Directors, A Search for True Independence in Asia.” 2010.
3 Saigol, Lina, “Family-owned Businesses Need to Reform.” FT Report –
Corporate Finance 2008, May 2008.

While numerous studies have been conducted on the benefits
of board independence, much evidence reveals that board
independence is desirable and has a positive impact on institutional investors’ perception of a corporation. A survey for
Russell Reynolds Associates found that institutional investors
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However, after taking into consideration unique countryspecific practices and disclosure standards4, the SBA may vote
AGAINST (i.e., “withhold” support for) director nominees for
one or more of the following reasons:

negative abnormal returns.6 In light of such findings, the SBA
generally limits directorships to 3 boards if a director is employed in a full-time position and one board for directors who
serve as CEO of a separate company.

•

Lack of stock ownership.

•

 oor attendance at meetings (e.g., if less than 75 percent
P
attendance rate).

•

 hether they are inside or outside of the company (i.e.,
W
director independence). The SBA strongly disfavors board
representation that does not meet a minimum two-thirds
independence threshold, and will routinely withhold
support from individual director nominees who are not
independent (excluding the CEO) in those circumstances
where the full board comprises less than 50 percent
independence levels.

•

Negligence in board committee performance.

•

Ignored a material shareowner proposal that was either
approved by a majority of votes cast or approved by a
majority of the shares outstanding.

•

 ver boarding – the SBA will likely withhold support
O
from a director who serves on more than 3 outside
boards, which the SBA considers as over boarded, and
who is employed in a full-time position. Directors with
significant outside responsibilities (e.g. is CEO of a separate company) sitting on more than one external board
may also have support withheld.5

An independent Non-Executive Director (NED) is defined as
having no business, financial or personal affiliation with the
firm other than being a member of its board of directors.
The SBA evaluates the independence of NEDs and incorporates this information into decisions to support individual
director candidates. Relationships that may lead to support
being withheld include the following: NED is affiliated with
an outside company engaged in business with the firm;
NED holds cross-directorships or has significant links with
other directors through involvement in other firms; NED was
employed by the firm prior to being appointed to the board;
NED is engaged in related-party transactions; or the NED has
personal affiliations to the company such as a member of a
family that owns the firm or has family ties with any of the
company’s senior employees. At controlled companies (where
an investor controls a majority of a firm’s equity capital), support may be withheld from directors at boards with less than
a one-third proportion of independent NEDs.

•

The SBA believes that director performance is paramount to
sound corporate governance. It is important that directors,
as shareowner representatives in the boardroom, not only
be independent of management but also effectively exercise
their fiduciary duty through good performance. A paper by
the Global Corporate Governance Forum recommends using board evaluations as open communication to focus on
inadequacies, identify strategic priorities and become more
efficient through the review of policies and procedures [GCGF,
Board Performance Evaluation]. Evaluations can help uncover
breakdowns in committee functioning and responsibility. The
SBA takes into account the performance of a director across
all boards on which the director serves. Underperformance,
or exceptional performance, on any given board provides
a more complete depiction of an individual’s capabilities as
director.

Poor performance across all company boards upon which
the individual serves as a director.

According to a study on corporate governance performance
of U.S. industrial firms between 1989 and 1995, empirical
evidence suggests that busy outsider directors are associated
with weak corporate governance. When a majority of outside
directors serve on three or more boards, firms exhibit lower
market-to-book ratios, as well as weaker operating profitability. When a majority of outside directors are over boarded,
the sensitivity of CEO turnover to performance is significantly
lower than when a majority of outside directors are not busy.
Investors react positively to the departure of over boarded
directors, while firms, whose directors acquire an additional
board seat and become over boarded, end up experiencing

As an example, evaluations can be particularly helpful in assessing audit committee performance as the audit committee
is responsible for independent7 oversight of the company’s
financial statements and, in the absence of a separate risk
committee, is also often responsible for risk oversight. Regular
self-assessments are critical to a productive audit committee.
The SBA will consider the audit committee’s performance, especially as it relates to oversight and risk management, when

4 For instance, Italy amended its “Consolidated Financial Act” to mandate
that Italian issuers reserve a certain number of board seats for candidates
presented by minority shareowners. This mandate affects Board of Director elections, Supervisory Board elections, and Board of Statutory Auditor
elections. See, “Italian Issuers- Guidelines for the election of the Board of
Directors (or Supervisory Board) or Board of Statutory Auditors,” Trevisan
& Associati February 19, 2009 available at http://www.trevisanlaw.it/
en_mask.html?5 (last visited March 2, 2009).
5 Neil Roland, “Directors at troubled companies overbooked, research
firm claims” Financial Week, February 25, 2009. This article gives examples
of over-boarding problems at struggling U.S. financial institutions.

6 Fich, Eliezer M. and Anil Shivdasani, 2006, “Are Busy Boards Effective
Monitors?,” The Journal of Finance, Vol. 61, No. 2, pp. 689-724 (36), Blackwell Publishing.
7 SEC Rule 10A-3 under the Exchange Act mandates that stock exchanges
adopt listing standards that require that each member of the audit committee of a listed company has (1) not received compensation from the
issuer other than for board services and (2) is not an “affiliated person”
of the issuer that either controls, is controlled by, or is under common
control with the issuer.
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voting on individual committee members. Evidence of poor
audit committee performance are financial restatements, including as a result of option backdating, unremediated material weaknesses, and attempts to limit auditor liability through
auditor engagement contracts. The severity, breadth, chronological sequence and duration of financial restatements, and
the company’s efforts at remediation will be examined in
determining whether withhold votes are warranted.

used to justify a withhold vote except in rare instances with
unusual circumstances.

ELECTION OF DIRECTORS (JAPAN):
CASE-BY-CASE
Japanese boards are dominated by insiders, and the few
outside directors are generally affiliated outsiders from a main
bank, parent company or business partner. While independent directors are still very rare in Japan, the SBA believes a
shift to independent directors (even on an incremental basis)
would increase the degree of company oversight and shareowner representation. The SBA may vote against the chairman and additional nominees unless a substantial portion of
the board is independent. Additionally, attention should be
focused on the independence of the statutory auditors, who
should fulfill the oversight function at Japanese companies.
The SBA will vote against directors in cases of scandal or other
malfeasance, or egregiously poor performance.

Shareowners can take issue with under-performing directors
through “vote no” campaigns. An empirical study found that
“vote no” campaigns are an effective tool to voice concerns with a particular director, and ultimately pressure the
company to take action. The study specifically finds a forced
CEO turnover rate of 25 percent in firms targeted with “vote
no” campaigns.8 This underscores that performance is an
essential component of governance and should be considered when evaluating election of director proposals. Where
a clear pattern of underperformance exists, even external to
the company in question, the SBA will review that director’s
qualification to serve on the board on a case-by-case basis.
As well, having Chief Financial Officers (CFOs) serve as board
members is disfavored. The unique financial information and
control over a company’s finances typical of the CFO role
places the employee in the position of directly reporting to
the board. As the board of directors governs a firm’s finances,
it can become problematic for a CFO to serve as a director on
the same board to which he/she reports.

Since 2003, Japanese companies have been given the option
of switching to a U.S.-style “board-with-committees” structure.
Such companies abolish their board of statutory auditors, and
must create audit, compensation, and nomination committees of at least three directors each. A majority of committee
members must be outside directors. In order to separate
responsibility for management execution and oversight, these
companies must also create a board of executive officers,
whose members are appointed by the board of directors. In
these cases, the role of the outside directors becomes much
more important, and the SBA believes that the independence
of the outsiders is critical to effective corporate governance
under the new system. Therefore, the SBA will vote against
outside director nominees at such companies where we believe that the nominees cannot fulfill the role of independent
monitor of the company’s activities.

A recent study analyzed the relationship between a firm’s
future performance and a central, “well-connected” board
of directors. The study describes well-connected boards of
directors as those with stronger interpersonal and interorganizational relationships, and established formal or
professional external ties (e.g. linkages between two separate
boards, interlocking directorates, etc.). A positive correlation
was found, showing that firms experience a net benefit from
being better-connected in the board of director network. The
study found that equity prices tend to under-react to this information, showing that better-connected boards experience
significantly higher gains in profitability, higher growth in
return on assets, and that firm’s realized earnings exceed the
consensus analyst forecast. The study hypothesizes this could
be due to directors being better-connected in boardroom
networks, which may allow for better access to information,
capital, and other resources.9

Additionally, the SBA may vote against the reelection of
representative directors (including President and Chairman)
in cases where a company implements a poison pill or similar
anti-takeover measure pursuant to a board resolution, giving
shareowners no opportunity to vote on the matter. The SBA
may vote against the chairman of the board or President
regardless of their individual representative roles. Such decisions will be made on a case-by-case basis, where the SBA will
oppose nominees to indicate a vote of “no-confidence”.

The SBA generally will not consider age as a rationale for
withholding votes. Length of service on a board is sometimes
a factor in determining independence for a director, but is not

With changes mandated by the Corporate Law in 2006, Japanese companies must disclose the participation of outside
directors and statutory auditors at meetings of the board of
directors (and in the case of statutory auditors, meetings of
the board of statutory auditors as well). Most companies interpret this as a call to disclose the number of meetings attended. Meanwhile, as the number of outsiders in Japan continues

8 Diane Del Guercio, Laura Seery, and Tracie Woidtke, “Do Boards Pay
Attention when Institutional Investor Activists ‘Just Vote No,’” available at
http://ssrn.com/abstract=575242.
9 Larcker, David, So, Eric, and Wang, Charles, “Boardroom Centrality and
Firm Performance,” Rock Center for Corporate Governance at Stanford
University Working Paper No. 84, August 2012. Also see Kathy Fogel, Liping Ma, and Randall Morck, “Powerful Independent Directors,” European
Corporate Governance Institute, Working Paper No. 404, January 2014.
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ELECT A CORPORATION AS A DIRECTOR
(FRANCE): CASE-BY-CASE

to increase, we are seeing some cases of low attendance rates,
apparently caused by scheduling conflicts.
Pursuant to the greater disclosure, the SBA has adopted the
same policy used at U.S. companies: namely, generally opposing the reelection of directors who fail to attend at least
75 percent of board meetings, unless the company discloses
a legitimate reason for the poor attendance. The SBA views
attendance at board meetings as one of the fundamental
responsibilities of a board member, and that all directors and
statutory auditors should attend meetings regularly to review
the company’s performance and to ensure the protection of
shareowner interests. Japanese laws and regulations require
public companies to disclose only outside director and external statutory auditor attendance at board meetings, whereas
the attendance record of insiders is not required by law to be
disclosed. Japanese companies typically hold board meetings
on a monthly basis, if not more frequently, and outside board
members comprise a small minority on Japanese boards.

The SBA considers whether the corporation, which is proposed to act as a director, will represent the interests of all
shareowners.

LIMIT DIRECTOR TENURE: AGAINST
The SBA votes AGAINST proposals to limit the tenure of outside directors. While we agree, in principles that new outside
directors often bring in fresh ideas that benefit shareowners
we do not believe this requirement is an appropriate way to
achieve that goal. It is an artificial and arbitrary imposition
on the board, and it could conceivably harm shareowners’
interests by forcing some experienced and knowledgeable
directors from serving on the board. Boards of directors
should evaluate director tenure as part of the analysis of a
director’s independence and overall performance. Some studies indicate a correlation between director tenure and firm
performance. A study of companies in the U.S. found that the
relationship between average director tenure and firm value
was negatively correlated, but highly dependent on tenure
levels over time.10

The SBA applies the same approach to statutory auditors
because they will not be able to properly fulfill their oversight
function if they fail to attend meetings of the board of directors and board of statutory auditors. Attendance via webcast
or teleconference will be deemed equivalent to attendance in
person.
Increasing demand for independence on Japanese boards
from sources including the Japan Pension Fund Association, the Japan Association of Corporate Directors, the Asian
Corporate Governance Association, and the Financial Services
Agency, have requested that exchanges in Japan revisit their
independence policies. Until now there has been no definition of ‘independence’ for directors or statutory auditors
and affiliates often serve as so-called ‘external’ directors and
statutory auditors. This traditional lack of true independence
has led critics and investors to question whether there are sufficient systems in place in Japan to serve as a check on management. Amidst this pressure, the Tokyo Stock Exchange, by
amending its listing rules, has implemented a policy requiring all listed companies to appoint at least one independent
director or statutory auditor to either board.

AGE LIMITS: AGAINST
The SBA votes AGAINST shareowner or management proposals to limit the tenure of outside directors through mandatory
retirement ages. Similar to tenure limits, rather than imposing
a narrow rule on director age limits, shareowners gain much
more by retaining the ability to evaluate and cast their vote
on all director nominees once a year and by encouraging
companies to perform periodic director evaluations.

CHANGE OR APPROVE SIZE OF BOARD:
CASE-BY-CASE

Most two-tier Japanese boards are dominated by executives
of the company or of a major subsidiary and, though largely
responsible for day-to-day management, have few or no
independent representatives able to represent shareholders
through more supervisory roles. The SBA votes against the
election of insiders or affiliates in order to satisfy the independence threshold we believe is appropriate. For companies
having adopted a two-tier board structure, at least two members of the board should be independent outside directors.
However, we will always review the board structure on a caseby-case basis, and may vote differently based on whether the
company has a unitary board with subcommittees, a statutory
audit board, or two-tiered board structure.

There have been a growing number of management proposals that intend to limit a shareowner’s ability to alter the size
of the board, while at the same time, allowing management
to increase or decrease the size of the board at its discretion.
Corporate management argues that the purpose of such
proposals is to prevent a dominant shareowner from taking
control of the board by drastically increasing the number
of directors and electing its own nominees to fill the newly
created vacancies. Other scenarios may include a board’s
10 Huang, Sterling, “Board Tenure and Firm Performance,” INSEAD Business School, May 2013.
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downsizing in response to business changes or acquisitions.
The SBA generally supports such proposals if we feel management is not coercive.

shareowner rights.14
A study on the relationship between board classification,
takeover activity, and transaction outcomes for a panel of
firms between 1990 and 2002 finds that board classification
does not have an impact on the likelihood that a firm, once
targeted, is ultimately acquired. However, the study reveals
that bidding shareowner returns are 2.7 percent lower when
bids involve classified targets.15

CLASSIFIED BOARD: AGAINST
A classified, or staggered, board is one in which directors are
divided into three “classes” with each director serving threeyear terms. All directors on a non classified board serve oneyear terms and the entire board is re-elected each year.

Furthermore, empirical evidence supports the belief that
staggered boards, by entrenching inefficient managers, may
motivate managers to adopt a lower level of debt, thereby
avoiding disciplinary mechanisms associated with leverage.
According to a study, results show that staggered boards are
likely to bring about, and not to merely reflect, lower leverage. At the same time, the study finds that there appears to
be no significant impact on firm value as a result of excess
leverage.16

Studies performed by SEC economists and by academics
support the view that classified boards are contrary to shareowner interests, showing negative effects on share value for
companies that adopt classified boards. For example, the SEC
studied the impact of 649 anti-takeover proposals submitted
between 1979 and 1985. The proposals consisted of fair price
provisions, institution of supermajority vote requirements,
classified board proposals, and authorization of blank check
preferred stock. Stocks within the group showed an average
loss in value of 1.31 percent. The study also found that the
proposals were most harmful when implemented at firms
that have higher insider and lower institutional shareholdings.
While classified board proponents cite stability, independence, and long-term strategic risk taking as justification for
staggered boards, recent research has shown little evidence
of such benefits.11

The SBA opposes classified boards and their provisions
because we believe that annual accountability will ultimately
lead to increased corporate performance. Classified boards
also decrease corporate accountability by protecting directors
from election on an annual basis. Alternatively, the SBA supports changing from a staggered board structure to annual
elections for all directors.

ADOPT CUMULATIVE VOTING: FOR

A 2002 academic study covering hostile bids between 1996
and 2000 showed that classified boards nearly doubled
the odds of a target remaining independent. However, the
findings revealed that a staggered board structure did not
provide any countervailing benefits in terms of higher acquisition premiums. In fact, for the period covered, it resulted in
the loss of $8.3 billion for target shareowners by impeding
value-creating transactions without any offsetting increases
in alternative transaction or stand-alone target returns.12
Additional studies reveal that staggered boards bring about,
and not merely reflect, reduction in firm value, especially for
companies that establish classified boards in the corporate
charter, which shareowners cannot amend, as opposed to
such boards established in the company’s bylaws, which
shareowners can amend.13 Finally, a 2001 study found that
between 1990 and 1999, firms with weak shareowner rights,
including classified board structures, exhibited lower net
profit margins and sales growth and made more capital expenditures and acquisitions than firms with a high degree of
11 Faleye, Olubunmi, “Classified Boards, Stability, and Strategic Risk Taking.” Financial Analysts Journal, Volume 65, No. 1, 2009. Also see, Lucian
A. Bebchuk, “The Myth That Insulating Boards Serves Long-Term Value,”
Columbia Law Review, Vol. 113, October 2013.
12 Bebchuk, Lucian Arye, John C. Coates IV, and Guhan Subramanian, “The
Powerful Anti-takeover Force of Staggered Boards: Theory, Evidence, &
Policy.” National Bureau of Economic Research Working Paper No. W8974,
May 2002.
13 Bebchuk, Lucian Arye and Cohen, Alma, “The Costs of Entrenched
Boards.” Journal of Financial Economics, Vol. 78, pp. 409-433,
2005.

Cumulative voting guarantees that shareowners of a certain
size will be able to elect at least one of their candidates to
the board of directors, even if the candidate does not win
a majority vote. In contrast, only majority shareowners are
guaranteed board representation at companies without
cumulative voting. The opposite is also true when cumulative
voting is in effect. A majority position, either alone or as a bloc
of votes, may not always be sufficient to control the board,
while a majority position is always guaranteed board control
at companies without cumulative voting. The difference has
to do with the way votes are counted and distributed in director elections.
At companies with cumulative voting, the total number of
votes each shareowner may cast is determined by multiplying
the number of shares owned by the number of board slots
up for election. Shareowners may cast all their votes for one
nominee, for a combination of nominees or may spread their
votes across the entire board. This means that shareowners of
a certain size will always be assured of having at least one of

14

14 Gompers, Paul A., Joy L. Ishii, and Andrew Metrick, “Corporate Governance and Equity Prices.” National Bureau of Economic Research Working
Paper No. W8449, August 2001.
15 Bates, Thomas W., David A. Becher and Michael L. Lemmon, 2007,
“Board Classification and Managerial Entrenchment from the Market
for Corporate Control”, electronic copy available at: http://ssrn.com/abstract=923408.
16 Jiraporn, Pornsit and Yixin Liu, 2008, “Capital Structure, Staggered
Boards, and Firm Value,” Financial Analyst Journal, Volume 64, Number 1.

their choices for a director elected to the board. For example,
consider a company with a 10-member board and 500 shares
outstanding. The total number of votes that may be cast is 10
x 500, or 5,000. In this case, a shareowner with 51 shares (10.2
percent of the shares outstanding) would be guaranteed one
board seat.

Statues regulates indemnification of corporate directors by
Florida corporations. Many states model their indemnification statutes on the Model Business Corporation Act or the
Revised Model Business Corporation Act.

DIRECTOR LIABILITY: CASE-BY-CASE

The SBA will make certain exceptions on proposals to adopt
cumulative voting in light of the introduction of proxy access
and majority voting reforms that directly address the voting
process.

Liability means a director’s or officer’s personal financial assets are at risk if the individual loses a lawsuit that results in a
financial reward or damages to the plaintiffs. Most corporations that indemnify their officers and directors also limit or
eliminate the personal liability of the individuals.

As an alternative for cumulative voting, a majority vote
standard ensures board accountability in uncontested elections. Boards elected under such a majority vote structure are
sufficiently accountable to shareowners, as this standard has
emerged in the last few years as a catalyst to make director
elections meaningful rather than merely symbolic. Although
majority voting is meaningful in uncontested elections, it can
potentially serve as an anti-takeover mechanism in contested
elections. Cumulative voting, on the other hand, is meaningful primarily in contested elections.

The SBA votes AGAINST proposals to limit or eliminate liability
for monetary damages of directors and officers for violating
the duty of care. The SBA votes FOR liability proposals provided such expanded coverage is for cases where a director’s
or officer’s legal defenses were unsuccessful because either
the director was found to have acted in good faith and in a
manner that he/she reasonably believed was in the best interests of the company or if the director’s legal expenses would
be covered.

The SBA may also vote against proposals to adopt cumulative
voting if the company has adopted true majority voting (not
a resignation policy), as well as proxy access or a similar structure that proactively encourages shareowners to nominate
directors to the company’s ballot.

ESTABLISH/AMEND NOMINEE
QUALIFICATIONS: CASE-BY-CASE
The SBA evaluates proposals that establish or amend director qualifications on a case-by-case basis. Votes should be
based on how reasonable the criteria are and to what degree
that they may preclude dissident nominees from joining the
board.

DIRECTOR INDEMNIFICATION: CASE-BYCASE ACCORDING TO STATE LAWS
Indemnification literally means “to make whole.” When a
corporation indemnifies its directors and officers it means
the corporation promises to reimburse them for certain legal
expenses, damages and judgments incurred as a result of lawsuits relating to their corporate actions. In effect, the corporation becomes the insurer for its officers and directors. The corporation then purchases insurance to cover its own risk. The
vote will be in favor if the damage was caused by violations
of the duty of care provided that a “good faith” standard was
satisfied. In addition, votes will be cast for increased indemnification proposals where a director’s defense was unsuccessful, unless there is a final adjudication that the director acted
in bad faith and not for a purpose that he or she reasonably
believed to be in the best interest of the company.

Some boards of directors may unilaterally implement changes
to their corporate bylaws (or articles) aimed at restricting the
ability of any shareowner(s) to nominate director candidates
who receive third-party compensation (or payments) for
serving as a director candidate or for service as a director of
the company. Such compensation may occur either before or
after a shareowner-nominated director candidate is elected to
the board. Such restrictive director qualification requirements
may deter legitimate investor efforts to seek board representation via a proxy contest and could exclude highly qualified
individuals from being candidates for board service.
When such provisions are adopted without shareowner ratification, the SBA may withhold support from members of the
full board of directors or members of the governance committee serving at the time of the bylaw amendment. Unilateral board adoption of a bylaw amendment that disqualifies
director nominees from receiving any type of compensation
or payment by a third-party infringes on the ability of investors to nominate their own director candidates and constitutes a material failure of governance. All compensation and

Conversely, the SBA votes AGAINST such proposals if coverage expands beyond mere legal expenses and to acts, such as
negligence, that are more serious violations of fiduciary obligation than carelessness is, or for violating the duty of care.
State corporation statutes govern whether a corporation may
indemnify a corporate director or corporate officer in a particular instance. For instance, Section 607.0850 of the Florida
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payments made by a third-party should be fully disclosed to
investors.

of a given company.20
Separating the duties of Chairman and Chief Executive Officer
is a necessity when dealing with the issue of CEO succession
planning. Research released in August, 2009 by The Conference Board shows that responsibility for a succession plan
should be passed to a standing committee within the Board
of Directors. However, The Conference Board reports that “an
alarming 51 percent of corporate secretaries surveyed in 2008
reported their organizations do not rely on a detailed succession plan for C-suite executives.”21 This is particularly disturbing when taking into account the costs of these increased
executive turnovers. Faulty integration of a new senior manager can cost an organization 10 to 20 times the executive’s
salary in opportunity cost. In order for succession plans to be
effective, they should be headed by an independent board
chair or lead director; otherwise, the succession planning
process may become politicized and possibly cause harm to
the organization’s cohesiveness and strategic focus. The use of
an independent leader will allow the succession committee to
implement internal and external transparency, while simultaneously decreasing the risk of instability when the company
inevitably faces turnover.

REQUIRE TWO OR MORE NOMINEES PER
BOARD SEAT: AGAINST
The SBA opposes shareowner proposals requiring two candidates per board seat.

SEPARATE CHAIRMAN & CHIEF EXECUTIVE OFFICER (CEO): CASE-BY-CASE
The SBA believes that separating the positions of Chairman
of the Board and CEO may improve the decision-making
process at firms with records of significant underperformance
when compared to market and peer group benchmarks.
While there are many instances where executives and boards
perform well while simultaneously serving as Chairman and
CEO, recent studies find that the increase in separation of
chairman and CEO positions at US companies from 20002004 were driven significantly by monitoring needs, and not
only advisory needs. The same study indicates that financial
restatements are received more favorably in firms that have a
separation of leadership than in firms that do not, suggesting
potential value effects of the decision to separate the chairman and CEO positions.17

Further evidence supporting the separation of Chairman and
CEO was provided by Booz Allen’s annual CEO succession
study.22 The study concluded that “Nonchairman [sic] CEOs
are now the best performers,” with non-chairmen in North
America producing shareowner returns three times as high
as those of individuals serving as CEO/chairman. In addition,
a 2006 Moody’s study cited the increased effectiveness of an
independent chair or lead director, stating that “the arguments against independent board leadership are outweighed
by advantages offered by clarity of accountability and the
strengthened ability of independent directors to respond
quickly in a crisis.”23

It is the responsibility of the board of directors to select a
Chief Executive Officer who can best serve the company
and its shareowners and to replace this person when his/her
duties have not been appropriately fulfilled. Replacing a CEO
may become more difficult and happen less frequently when
the CEO is also in the position of overseeing the board of
directors.

A 2007 Booz & Co. study found that, in 2006, all of the underperforming North American companies with long-tenured
CEOs lacked an independent board chair. A more recent study
found that, worldwide, companies are now routinely separating the jobs of chair and CEO: in 2009 less than 12 percent
of incoming CEOs were also made chair, compared with 48
percent in 2002.24

Some empirical evidence suggests that the firms with
separated CEO and chairman roles outperform companies
in which a single individual serves in both capacities.18 Some
evidence does suggest that separating the roles of chairman
and CEO may have negligible or even negative impacts on
corporate performance. For example, some researchers note
separating the two roles can lead to confusion and power
struggles between management and the board of directors.19
Other studies suggest that the value of having non-executive
chairman is largely dependent on the unique circumstances

Moreover, investors benefit when the role of chairman is not
held by the former CEO. The presence of the former CEO as
chairman can have the effect of insulating the current CEO
20 Ryan Krause, Semadeni, Matthew, “Apprentice, Departure, and Demotion: An Examination of the Three Types of CEO-Board Chair Separation,”
Academy of Management Journal 55(6), 2012.
21 Tonello, Matteo, John C. Wilcox, and June Eichbaum, “The Role of the
Board in Turbulent Times… CEO Succession Planning.” The Corporate
Board, August 2009.
22 Lucier, Chuck, Paul Kocourek, and Rolf Habbel, “CEO Succession 2005:
The Crest of the Wave.” Strategy+Business, May 2006.
23 Taub, Stephen, “CEO as Chairman Still the Rule in US.” CFO.com, August
3, 2006.
24 Booz Allen Hamilton, The Era of the Inclusive Leader, Summer 2007.

17 Grinstein, Yaniv and Valles Arellano, Yearim, “Separating the CEO from
the Chairman Position: Determinants and Changes after the New Corporate Governance Regulation.” March 2008.
18 Rechner, Paula, and Dalton, Dan, “CEO Duality and Organizational
Performance: A Longitudinal Analysis.” Journal of Strategic Management,
December 1991.
19 Lorsch, Jay and Zelleke, Andy, “ Should the CEO Be the Chairman?” MIT
Sloan Management Review, 2005.
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from performance concerns. One study found that in 2006, all
of the long-serving underperforming CEOs in North America
who departed their companies either held the combined title
of CEO/Chairman or served under a chairman who was a former CEO.25 Research indicates a negative effect on company
performance when firms place former CEOs in the Chairman
role. Having a former CEO serve as Chairman is often called
the “apprentice” model, and studies show the apprentice
model can lead to underperformance. A 2010 study found
apprenticed CEOs underperformed non-apprentice CEOs on
average, while a 2007 study found that CEOs who first served
in lower roles while the previous CEO was chair performed
significantly worse for investors from 1998-2006. 26

over those of other shareholders. Additionally concerning is
the excessive level of total pay that these Executive Chairs
receive, with some of these employees receiving in excess of
$10 million.
The SBA generally votes FOR shareowner proposals asking
that the Chairman and CEO positions be separated, that is, an
independent Chairman who is not employed by the company.
Unless the company has a strong countervailing governance
structure, including a designated lead director who is appointed from the ranks of the independent board members
and who has the authority to develop and set the agenda
for meetings and to lead sessions outside the presence of an
insider Chair, resolutions to separate the Chairman and CEO
positions are in the best interest of shareowners. Both short
and long-term corporate performance will be evaluated, with
firms exhibiting poor relative performance receiving higher
support for independent chairman resolutions.

In 2012, an influential group of current and former non-executive chairman of boards of directors developed a model policy
statement, advocating for the separation of CEO and Chair
positions, and recommending all boards adopt the statement’s language into their corporate governance policies.27
The policy statement, by default, supports the creation of an
independent chair whenever there is CEO succession and a
leadership change at the firm. The policy statement reads,
“The Board believes that having a separate, independent
director to serve as Chair of the Board assists the Board by
providing clear, independent Board leadership. Therefore, it
is expected that the Board will be chaired by an independent
director. This principle will guide the Board’s approach to succession planning and succession decisions. If the Board determines that special circumstances require the roles of Chair
and Chief Executive Officer to be combined, the independent
directors of the Board shall designate a Lead Independent
Director who shall serve in such capacity until such time as a
new independent Chair is appointed. In this event, the Board
shall provide an explanation of its decision to shareholders.”

REQUIRE INDEPENDENT BOARD
CHAIRMAN: CASE-BY-CASE
For several years, there has been ongoing discussion over
the merits of a separate and independent board chair versus
a combined or non-independent chairman/CEO structure.
While the latter has been a prevalent practice among US
companies for many years, some investors argue that the
combined role limits accountability and is indicative of a poor
governance structure.
This lack of a consensus opinion on the matter has led to
myriad different structures, including:

As a medium between an Independent Chair and the CEO
serving as Chair, the presence of an Executive Chair has
risen. As defined in Annalisa Barrett’s article in the Corporate
Library, “an Executive Chair leads the Board of Directors as an
employee of the company, but does not simultaneously hold
the title of CEO.”28 The main advantage of having an Executive
Chair is that due to their current employment in another area
of the company, this person may be able to contribute additional institutional knowledge and is likely to display a strong
commitment to the company’s success. However, when
dealing with an internal Executive Chair one must beware of
the Chair allowing their personal interests to reign supreme

•

S eparate and independent chair/CEO

•

C
 ombined chair/CEO

•

C
 ombined chair/CEO with an independent lead director

•

C
 ombined chair/CEO with a presiding director

•

E xecutive chair/CEO with an independent lead director

Each structure has its advocates and opponents; however,
from a governance perspective, it appears that the majority
of investors prefer an independent chair or an independent
lead director with a well-defined role in managing the board.
Similar to our approach on proposals to separate chairman
and CEO positions, the SBA generally supports proposals requiring the position of chairman to be filled by an independent director unless there are compelling reasons to oppose
the proposal, such as a strong countervailing governance
structure. This should include:

25 Lucier, Chuck, Steven Wheeler, and Rolf Habbel, “The Era of the Inclusive Leader.” The Corporate Board, September/October 2007.
26 Booz & Co., CEO Succession 2000-2009: A Decade of Convergence and
Compression, Summer 2010.
27 Chairmen’s Forum, founded in 2008 by the Yale School of Management, Millstein Center for Corporate Governance and Performance. Also
see, “Chairing the Board: The Case for Independent Leadership in Corporate North America,” Policy Briefing No. 4, Millstein Center for Corporate
Governance & Performance, Yale School of Management, 2009.
28 Barrett, Annalisa, “Executive Chairs.” The Corporate Library, December
2009.

1. D
 esignated lead director, elected by and from
the independent board members with clearly
delineated duties. Alternatively, the role may
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reside with a presiding director, vice chairman, or
rotating lead director. At a minimum the duties
should include:
•

 resides at all meetings of the board at which the
P
chairman is not present, including executive sessions
of the independent directors

•

S erves as liaison between the chairman
and the independent directors

•

Approves information sent to the board

•

 as formal control of the agenda setting process –
H
developing and approving meeting agendas for all
board meetings

•

 pproves meetings schedules to assure that there is
A
sufficient time for discussion of all agenda items

•

 as the authority to call meetings of the independH
ent directors

•

If requested by major shareowners, ensures that he
is available for consultation and direct communication;

ble to the problems insiders often face. The conflicts of interest problems boards face when designing executive compensation policies, as well as responding to takeover offers, are
much less severe for outsiders than executive officers. Perhaps
the most important role of outside directors is to objectively
evaluate the performance of top management.
A 2006 study on options backdating, identifying a link between manipulation of stock options and corporate governance, examines the occurrence of grants given at the lowest
price of the month (“lucky grants”) for the period of 19962005. The authors of the paper find that 1,150 lucky grants
took place during the observed period while 12 percent of
companies provided such grants due to manipulation. According to the study, lucky grants are more likely to occur
when the firm lacks a majority of independent directors and
when the CEO has longer tenure – both factors associated
with greater CEO influence on the company’s pay-setting
and governance processes. The paper also finds that grant
manipulation is not concentrated in any one sector, rather, it
was found to be widespread across all industries. Grants from
manipulation do not appear to have served as substitutes
to other forms of compensation, and the gains to CEOs from
such grants are estimated to exceed 20 percent of the value
of the grant, increasing the CEO’s total compensation by more
than 10 percent.29

2. The company publicly discloses a comparison of
the duties of its independent lead director and that
of its chairman;

Researchers have not found a robust correlation between the
proportion of independent directors and major corporate
decisions as well as firm performance. Authors of one study
argue that, “for an independent director to effectively perform
her monitoring and advising roles, she not only needs to be
independent, but also needs to have sufficient knowledge
and information about the industry and the firm. We hypothesize that ‘independent expert directors’—those independent
directors with industry experience—make significant contributions to firm performance by making better corporate
decisions. On the other hand, INEDS (independent non-expert
directors), i.e., the independent directors without industry
experience, despite being independent from the influence of
CEOs, may not be able to make significant contributions.” This
study showed that independent expert directors boosted firm
performance by improving major corporate decisions such as
earnings management, cash holdings, CEO pay, CEO turnover, and other innovative projects, suggesting the benefits of
industry-specific knowledge to more effectively advise CEOs.30

3. The company publicly discloses a sufficient
explanation as to why it chose not to give the
position of chairman to the independent lead
director;
4. Two-thirds independent board;
5. All independent key committees;
6. Established governance guidelines;
7. The company should not have underperformed
both its peers and index on both a one-year and
three-year total shareowner returns basis, unless
there has been a change in the Chairman/CEO
position within that time; and
8. The company does not have any problematic
governance issues.

REQUIRE MAJORITY OF INDEPENDENT
DIRECTORS: FOR

As a general rule, we consider a two-to-one ratio of independent outsiders to insiders and affiliated outsiders to be a reasonable standard. We strongly disfavor board representation
that does not meet this minimum two-thirds independence
threshold, and routinely withhold support from individual director nominee who are not independent (excluding the CEO)

Shareowners are best served when their board includes a significant number, preferably a supermajority, of independent
outside directors. They can bring the most objectivity and a
fresh perspective to the issues facing the company since they
are not employed at the company and thus are not suscepti-

29 Bebchuck, Lucian, Yaniv Grinstein and Urs Peyer, 2006, “Lucky CEOs”,
available at http://papers.ssrn.com/abstract_id=945392.
30 Masulis, Ronald, Ruzzier, Christian, Xiaom, Sheng, and Zhao, Shan, “Do
Independent Directors Matter?,” June 2012.
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ESTABLISH A NOMINATING COMMITTEE:
CASE-BY-CASE

in those circumstances where the full board comprises less
than 50 percent independence levels. Furthermore, the SBA
believes strongly in restricting membership on compensation,
audit, and nominating committees to independent outside
directors only.

It is a fundamental tenet of corporate governance that the
board should be an independent body capable of providing
objective oversight of management and company’s overall
direction. The SBA believes that this goal can best be achieved
when those entrusted with the responsibility of proposing
nominees for election to the board are independent of the
CEO and have no personal interest in the company arising
from a salary, a retainer (other than fees received for service
as a director), a consulting agreement, or any other significant
business agreement.

LIMIT THE NUMBER OF NON-INDEPENDENT DIRECTORS: CASE-BY-CASE
Proposals that seek to limit the number of non-independent
board members often define who would be considered nonindependent and describe a time period during which the
criteria may be met. Since shareowners are well served by a
majority of independent directors, the SBA is likely to support
proposals that seek to limit the service of non-independent
directors provided that the terms of the limits, including number of directorships and independence criteria, are reasonable
and not overly restrictive. Limiting the number of company
executives, relatives, and prior employees that serve on the
board is expected to result in a better system of monitoring
on behalf of shareowners.

If the company’s performance has been below average and
the nominating committee is to be composed of independent
directors, a vote may be cast FOR the proposal.

ESTABLISH AN ENTERPRISE RISK MANAGEMENT COMMITTEE: CASE-BY-CASE
The SBA generally encourages companies, especially financial
companies, to have a standing enterprise risk management
committee of the board with formal risk management oversight responsibilities.33 Traditionally, risk management has
been the purview of the audit committee at most companies.
However, with the increased responsibilities and resultant
time commitment for audit committees as a result of rule
making under Sarbanes-Oxley, we believe the formation of a
committee dedicated to identifying and managing risk may
be warranted. Poor or nonexistent risk management controls
exacerbated catastrophic losses for companies and shareowners during the 2008 credit crisis when many boards did not
fully appreciate the level of risk to which the company was exposed. We believe all companies should have in place robust,
effective risk mitigation policies.

INDEPENDENT COMMITTEES: FOR
As stated above, the SBA votes FOR proposals asking that the
audit, compensation, and nominating committees be compromised exclusively of independent directors. We believe
that independent directors face fewer conflicts of interests
and are better prepared to protect shareowner interests under most corporate scenarios.
Our opinion is further supported by the conclusion drawn
upon by academic studies that have examined whether audit
committees and board characteristics are related to earnings
management by the firm. Empirical studies have revealed a
non-linear negative relationship between audit committee
independence and earnings manipulation. Additionally, significant relation is found only when the audit committee has
less than a majority of independent directors. Furthermore,
earnings management is positively related to whether the
CEO sits on the board’s compensation committee. The results
suggested that committees structured to be more independent of the CEO may be more effective in monitoring the
corporate financial accounting process.31 Finally, an academic
comparative study on governance also finds that audit committee independence is associated with higher value of firms
both in the United States and worldwide.32

In the Institute of International Finance’s Final (IIF) Report
of the IIF Committee on Market Best Practices: Principles of
Conduct and Best Practice Recommendations, the IIF established recommendations advocating corporate adoption and
implementation of the Chief Risk Officer position and the
development of either a risk committee as part of the corporate board of directors, or at the very least, adding the role of
risk management to the audit committee’s duties.34 However,
the SBA believes that a separate risk management commit33 In 2004, the Committee of Sponsoring Organizations of the Treadway
Commission (COSO) defined Enterprise Risk Management (ERM) as, “a
process, effected by an entity’s board of directors, management and
other personnel, applied in strategy setting and across the enterprise,
designed to identify potential events that may affect the entity, and manage risk to be within its risk appetite, to provide reasonable assurance
regarding the achievement of entity objectives.”
34 Final Report of the IIF Committee on Market Best Practices: Principles
of Conduct and Best Practice Recommendations, Institute of International
Finance, July 2008, available at http://www.iif.com/regulatory/.

31 Klein 2006.
32 T Aggraval, Reena et al, 2007, “Differences in Governance Practices between US and Foreign Firms: Measurement, Causes, and Consequences”,
Charles A. Dice Center for Research in Financial Economics, Working Paper
2007-14.
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USE OF MAJORITY VOTING FOR
ELECTION OF DIRECTORS: FOR

tee would be the best option in most circumstances because
many audit committees are overworked and the complexity
of risk management may surpass the skills and knowledge of
many audit committee members. A recent National Association of Corporate Directors (NACD) white paper recommended boards consider assigning risk management responsibilities to certain committees to help ensure adequate coverage,
potentially assigning the board governance committee with
allocating such responsibilities. The NACD report noted that
risk oversight is a full board responsibility, with maintenance
of an appropriate risk management infrastructure encompassing risk identification, monitoring, and mitigation as a key
duty.35 While the trend is leading toward more banks developing these risk management committees, “the presence of a
dedicated risk committee is still not common practice across
large banks.”36 Additionally, many banks that do have committees do not hold meetings on a regular basis and their
committees are not made up of qualified members. Under
the Dodd Frank Act, the Board of Governors of the Federal Reserve System requires certain financial institutions to establish
a risk committee. The provision applies to any publicly traded
non-bank financial company supervised by the Board of Governors and to any publicly traded bank-holding company with
consolidated assets of $10 billion or more.

The board of directors is elected to represent the company’s
shareowners, and its primary responsibility is to monitor
management. Shareowners need an appropriate and effective method for expressing their satisfaction or lack thereof
with the board’s performance of its duties. The SBA supports
any proposal that provides shareowners the ability to better
monitor the board and make its members more accountable
to shareowners. Most corporations use plurality voting under
existing state laws, whereby management can nominate an
individual director and, if the election is uncontested, approve
its own nominee to the board with just a single vote. The SBA
favors the majority voting method for the election of unopposed candidates and favors the plurality method only in rare
cases where multiple candidates seek the same directorship,
to ensure an election winner.
In October 2006, the Majority Vote Work Group, a joint effort
between a number of institutional investors and corporations,
issued a report on the findings of the group’s examination
into issues associated with the majority vote standard. The
report’s findings include the assertion that failure of a director
to be elected by a majority of votes cast may indicate loss of
shareowner confidence in the director or the board, and that
election of directors by less than a majority vote may lead
shareowners to question the value of the election process.
The report also supports the application of the plurality
standard to any contested director election, where there are
more nominees than board seats available, even if a majority
vote standard were applied to uncontested election of directors. The investor members of the group note an increase in
shareowner support for proposals to adopt the majority vote
standard, reaching an average support of 48 percent in the
2006 proxy season.37

As part of the director election process, we may withhold
support for individual directors if there are indications that a
director failed to understand company risk exposures and/or
failed to take reasonable steps to mitigate the effects of the
risk, leading to large losses (e.g. in the form of write-downs for
mortgage-related losses). In those instances where the board
or committee is responsible for risk management and risk
oversight, under the terms of its charter, we believe shareowners need to enforce accountability on those directors
responsible for failing to properly execute that oversight.

In November of 2007, Neal, Gerber & Eisenberg LLP published
a survey of 534 companies that have adopted provisions
regarding majority voting in director elections. The study
found that two-thirds of the companies in the S&P 500 have
adopted some type of majority voting. In February 2006, only
sixteen percent of the companies in the S&P 500 had adopted
majority voting. Forty-two percent of companies surveyed
adopted policies on majority voting while thirty percent of
companies adopted bylaws addressing the issue. Twentyeight percent of companies adopted both policies and
bylaws. Just over half of the companies surveyed have a true
majority voting requirement while the rest retained the plurality vote standard with a discretionary policy addressing the
status of nominees who receive a majority withhold vote.38

ADVISORY COMMITTEE: CASE-BY-CASE
The main purpose of a shareowner advisory committee is
to advise the board on shareowner concerns and to create a
formal means of communication between company stockholders and company management. Such committees do not
have any decision-making authority and they remain advisory
in nature. Their scope does not stray into matters concerning
the day-to-day management of company operations but is
limited to only those subjects involving corporate governance instead. The SBA generally votes FOR advisory committee proposals that are intended to improve poor corporate
governance.
35 “White Papers: Series I – Risk Oversight/Transparency/Strategy/Executive Compensation,” National Association of Corporate Directors, March
2009.
36 “Risk Governance at Large Banks: Current Status and Credit Implications.” Moody’s Global Banking, July 2009.

In July 2011, Ertimur and Ferri examined the effects of a
37 Majority Vote Work Group Report, October 2006.
38 Allen, Claudia H., November 2007. “Study of Majority Voting in Director
Elections”, Neal, Gerber & Eisenberg LLP.
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PROXY ACCESS: FOR

change in the director election system from a plurality voting
standard to majority voting. They documented abnormal
returns of 1.43-1.60 percent around annual meeting dates
where shareowner proposals to adopt a majority vote standard are voted upon. The results suggest that shareowners
perceive the adoption of a majority vote standard as a value
enhancing change in governance and are consistent with
the notion that the majority vote system makes boards more
responsive to shareowner pressure.39

In late 2009, the SEC proposed to allow shareowners the
right to place director candidates within the company’s proxy
materials. “By making it easier for shareholders to replace
directors, proxy access can contribute to making directors
more accountable to shareholders and more attentive to their
interests.”40 The SBA supported this proposal, which would
have set an access default with the freedom to opt-out to
a no-access regime. Additional reforms occurred in August
2009, dramatically changing Delaware Law governing the
ability of shareowners to nominate directors and make other
nomination oriented changes to a company’s bylaws. Delaware General Corporation Law (“DGCL”) Section 112 permits
shareowners to adopt bylaws that require the corporation to
include shareowner nominees for board election and permits
the right to be conditioned on several factors. Section 113 of
the DGCL permits shareowners to adopt bylaws that require
the reimbursement of expenses incurred by a shareowner
in connection with a proxy solicitation, again, with certain
permitted conditions.41 Some observers view proxy access
without a corresponding solicitation reimbursement mechanism to be less than optimal and represent a shortcoming
in the ability of shareowners to have meaningful input into
selecting their own director representatives.

The SBA strongly endorses majority voting for the meaningful accountability it affords shareowners and because
it provides another element to the system of checks and
balances of power within the corporate structure. The SBA
will therefore support shareowner proposals at companies
with a discretionary policy towards majority voting seeking
for the company to adopt true majority voting, through a
formal bylaw amendment. In lieu of a formal bylaw amendment, some companies may choose to require directors who
fail to receive majority support to submit their resignation. It
is recommended for any director who submits a resignation
that companies fully explain to shareowners why the director’s resignation was accepted and the director was removed,
or why the resignation was not accepted and the individual
continues to serve as a director.

In July 2011, the SEC rule covering a mandatory proxy access default (Rule 14a-11) was legally overturned. The SEC’s
corresponding Rule 14a-8(i)(8) covering the adoption of
proxy access mechanisms through individual shareowner
resolutions, commonly referred to as “private ordering,” was
implemented in September 2011. Shareowners in the United
States are now permitted to require companies to include
shareowner proposals regarding proxy access procedures in
company proxy materials beginning in 2012. Such proposals
may be submitted either as precatory (advisory) proposals or
binding proposals.

OFFICE OF THE BOARD: FOR
The SBA generally supports shareowners proposals requesting that the board establish an Office of the Board of Directors
in order to facilitate direct communications between shareowners and non-management directors, unless the company
has all of the following:
•

Established a communication structure that goes beyond
the exchange requirements to facilitate the exchange of
information between shareowners and members of the
board;

•

Disclosed information with respect to this structure to
its shareowners;

•

Heeded majority-supported shareowner proposals or a
majority withhold vote on a director nominee; and

•

Established an independent chairman or a lead/presiding director. This individual must be made available for
periodic consultation and direct communication with
major shareowners.

The SBA will generally vote FOR proposals that allow significant company shareowners access to management’s proxy
material in order to nominate their own candidates to the
board of directors. The original 2009 proposal contained
within SEC Rule 14a-11, requiring a three percent ownership
and a three year holding period, is considered a reasonable
benchmark against which individual shareowner proposals
can be compared.
Factors to be assessed by the SBA include, but are not limited
to:
•

Ownership thresholds stipulated by the proposal;

40 Bebchuk, Lucian A. and Scott Hirst, “Private Ordering and the Proxy
Debate.” Harvard Law School. Discussion Paper No. 653. 11/2009 Available
at SSRN: http://papers.ssrn.com/abstract=1513408.
41 HealthSouth Corporation, in October of 2009, became the first large
U.S. public company to adopt a bylaw implementing sections 112 and
113 of the DGCL.

39 Ertimure, Yonca and Fabrizio Ferri, 2011. “Does the Director Election
System Matter? Evidence from Majority Voting.” Social Science Research
Network. http://ssrn.com/abstract=1880974.
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•

Maximum proportion of the full board that shareowners
may nominate in a single year; and

Chief Executive Officer

15X Salary

•

Other procedural matters, such as listing order within the
proxy, ownership certification requirements, etc.

Chief Operating Officer

10X Salary

Chief Administrative Officer

8X Salary

President

7X Salary

Other Senior Executives

5X Salary

Proposals that require an investor (or group of investors) to
own a meaningful percentage of the company’s voting stock,
generally defined as greater than one percent, are favored.
Proposals that require ownership for meaningful periods of
time, generally defined as greater than one year, are favored.
The SBA may vote AGAINST proposals which contain burdensome or otherwise restrictive requirements, such as ownership or holding thresholds which are set at impractical levels.

REQUIRE DIRECTOR(S) BE NONEXECUTIVES: CASE-BY-CASE
In general, non-executive directors are best suited to provide
the oversight role expected of them by shareowners. Proposals to increase or set a minimum number of independent
directors, therefore, generally promote shareowner interests.
However, the boards of many growth companies are comprised of management/owners, often including the founder.
Since the interests of these management directors are already
aligned with the shareowners, a requirement that would
entail a significant change in the board may not always be
appropriate in these cases.

MINIMUM STOCK OWNERSHIP: FOR
The SBA supports proposals that require directors to own a
minimum amount of company stock. The SBA will consider
voting against directors who own no company stock and have
served on the board for more than one year. One of the best
ways for directors to align their interests with those of the
shareowners is to own stock in the corporation.
A prototype of a set of Share Ownership and Retention
Guidelines should link a significant portion of an executive’s
compensation to the company’s stock performance. In this
manner, the interests of management are better aligned with
the interests of shareowners.

ADOPT TWO-TIERED (SUPERVISORY/
MANAGEMENT) BOARD STRUCTURE:
CASE-BY-CASE

The guidelines should annually review and identify the
positions covered by directors and executives. The annual
review should also provide information on whether guidelines are met, and should describe what action is taken for
non-compliance. Furthermore, the guidelines should identify
what compensation types may be considered as ownership
and what compensation types are not taken into account.
Ownership levels should be linked to an individual’s corporate
position, with the greatest ownership target assigned to the
CEO. Significant targets should be set for non-employee directors in the form of multiples of their annual salary. Finally, the
guidelines should identify the time allowed to participants to
meet the guidelines, and provide for penalties for non-compliance in the signified timeframe.

Companies in many foreign countries have a two-tiered board
structure, comprising a supervisory board of non-executive
directors and a management board with executive directors.
The supervisory board oversees the actions of the management board, while the management board is responsible for
the company’s daily operations. At companies with two-tiered
boards, shareowners elect members to the supervisory board
only; the supervisory board appoints management board
members. In Austria, Brazil, the Czech Republic, Germany,
Peru, Poland, Portugal, and Russia, two-tiered boards are the
norm. They are also permitted by Company law in France and
Spain.
The merits of the new structure will be weighed against the
merits of the old structure in terms of its ability to represent
shareowners’ interests adequately, provide for optimal governance structure, and also to generate higher shareowner
value.

Per the SBA’s model ownership guidelines, non-employee
directors need to maintain ownership of a number of shares
having a market value equal to five times their annual retainer. Senior executives are required to achieve and maintain
an ownership position expressed as a multiple of salary as
follows:
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RATIFY ACTIONS TAKEN BY BOARD
DURING PAST YEAR PROVIDED THAT
LOCAL LAW DOES NOT EXEMPT
DIRECTORS FROM LIABILITY FOR
WRONGFUL MISCONDUCT OR SUITS
ARISING FROM FALSIFICATION OF
ACCOUNTS: CASE-BY-CASE

DESIGNATE DIRECTORS TO REPRESENT
COMPANY IN JUDICIAL PROCEEDINGS:
FOR
By the time a company has reached the point of having to
restructure, it may be in desperate straits, and attempts to
forestall a lifesaving financial operation by voting against this
item is counterproductive to shareowners’ best interest.

Many countries require that shareowners discharge the board
or management for actions taken in the previous year. In
most cases, discharge is a routine item and does not preclude
future shareowner action in the event that wrongdoing is discovered. Unless there is clear evidence of negligence or action
counter to shareowners’ interests, the SBA will support the
proposals . However, in the United States, given the unusual
nature of discharge proposals, the SBA will pay close attention
and consider voting against proposals that would limit the
board or management from any future legal options.
In June 2008, Manifest and Morley Fund Management analyzed governance practices in continental Europe and issued
a report that emphasized the country-specific implications of
discharging directors. “Directors’ Liability Discharge Proposals:
The Implications for Shareowners” stressed that the nature
and scope of directors’ liabilities vary by jurisdiction. “Each
market has its own rules, regulations and best practice guidelines against which informed decisions should be measured
and carefully weighed.” One similarity noted in the report was
that “in all the markets covered by the study, a failure to grant
a discharge from liability does not have an immediate effect
on the liability of directors, but merely leaves the possibility
open for the company to initiate an action for liability.”

APPROVE PROPOSED/COMPLETED
TRANSACTIONS BETWEEN DIRECTORS
AND COMPANY: CASE-BY-CASE
A transaction between a parent company and its subsidiary,
or a company’s dealings with entities that employ the company’s directors, are usually classified as related-party transactions and are subject to company law or stock exchange
listing requirements that mandate shareowner approval.
Shareowner approval of these transactions is critical as they
are meant to protect shareowners against insider trading
abuses.
The SBA will consider whether the proposed transaction
unduly favors the director(s) at the expense of the company
or was completed at arm’s length. We vote FOR reviews of
director transactions by independent committees.
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study found that when an audit partner’s name is included
within the audit report, the quality of the audit increases,3
along with auditor fees. As such, a Glass Lewis trend report
noted that the number of restatements is on the decline,
down 17 percent from 2006, with one out of ten companies
filing restatements in 2007 versus one out of nine companies
filing restatements in 2006.4 Despite the decline, restatements
persist and can have a negative impact on the perception of
the auditor’s ability to perform an independent, accurate audit. The integrity of the audit comes into question especially
in instances where a company has a significant restatement.

STATE BOARD OF ADMINISTRATION

AUDITORS
Corporate Governance Principles
& Proxy Voting Guidelines

Section 404(b) of the Sarbanes-Oxley Act requires a public
company to have its independent auditor attest to and report
on management’s internal control over financial reporting,
known as the auditor attestation requirement. In July 2010,
the Dodd-Frank Wall Street Reform and Consumer Protection Act exempted companies with less than $75 million in
public float from the auditor attestation requirement. Most
empirical studies suggest that compliance with the auditor
attestation requirement has a positive impact on investor
confidence in the quality of financial reports and exempt
companies have had elevated restatements.5 The Securities
and Exchange Commission (SEC) does not require exempt
companies to disclose in their annual report whether they
voluntarily obtained an auditor attestation. The SBA views as
an important investor safeguard the independent scrutiny of
a company’s internal controls, and recommends all firms to
disclose to shareowners whether it has obtained an auditor
attestation on internal controls.

M

ost major companies around the world use one of
the major international auditing firms to conduct
their audits. As such, concerns about the quality and
objectivity of the audit are minimal, and the reappointment
of the auditor is usually a routine matter. In the United States,
companies are not legally required to allow shareowners to
ratify the selection of auditors; however, a growing number
are doing so. Typically, proxy statements disclose the name
of the company auditor and that the board is responsible for
selection of that firm.
The auditor’s role in safeguarding investor interests is critical.
Independent auditors have an important public trust, for it is
the auditor’s impartial and professional opinion that assures
investors that a company’s financial statements are accurate.1 Therefore, the practice of auditors providing non-audit
services to companies must be closely scrutinized. While large
auditors may have internal barriers to ensure that there are
no conflicts of interest, an auditor’s ability to remain objective
becomes questionable when fees paid to the auditor for nonaudit services such as management consulting, general bookkeeping, and special situation audits exceed the standard
annual audit fees. While some compensation for non-audit
services is customary, the importance of maintaining the independence of the auditor is paramount. Auditor independence from the firm being audited is essential to promote objectivity and reduce the potential for abuse. “The Audit Firm
Governance Code supports the appointment of independent
non-executives directors by the audit firms as it relates to the
establishment of an independent board of directors.”2 An independent board increases the quality of informed influence
on the governance structures of the auditing firm.

One of the major threats to high quality financial reporting
and audit quality is the risk of material financial fraud. Several
studies have analyzed the nature, extent and characteristics
of fraudulent financial reporting, as well as the negative
consequences for investors and management.6 These studies
identify key themes surrounding audit deficiencies involving fraudulent financial reporting cases, including failure to
exercise due professional care, insufficient levels of professional skepticism, inadequate identification and assessment
of risks, and general failures to gather sufficient competent
audit evidence. The studies’ authors noted that auditing
standards place a responsibility on auditors to plan and per3 Joseph Carcello & Chan Li, “Costs and Benefits of Requiring an Engagement Partner Signature: Recent Experience in the United Kingdom,”
Corporate Governance Center at the University of Tennessee, Working
Paper, 2012.
4 Glass, Lewis & Co., “Restatement Trend Alert: Out of Sight, Out of Mind”,
2006.
5 United States Government Accountability Office (GAO), Report to Congressional Committee, “Internal Controls - SEC Should Consider Requiring
Companies to Disclose Whether They Obtained an Auditor Attestation,”
July 2013.
6 Mark S. Beasley, Joseph V. Carcello, Dana R. Hermanson, and Terry L.
Neal, “An Analysis of Alleged Auditor Deficiencies in SEC Fraud Investigation: 1998-2010,” University of Tennessee Corporate Governance Center,
May 2013. Also see, Committee of Sponsoring Organizations of the Treadway Commission (COSO), “Fraudulent Financial Reporting: 1998–2007, An
Analysis of U.S. Public Companies,” 2010.

In addition to ensuring that the auditor is free from conflicts
of interest with the company, it is also important to ensure
the quality of the work that is being performed. A recent
1 Hollis Ashbaugh-Skaife, et al, The Effect of SOX Internal Control Deficiencies on Firm Risk and Cost of Equity June 10, 2008.
2 Wood, Christy. Chair of the ICGN Board of Governors. “Reply to: Audit
Firm Governance, Second Consultation Paper, A Project for the Financial
Reproting Council.” October 10, 2009.
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form the audit to obtain reasonable assurance about whether
the financial statements are free of material misstatement,
whether caused by error or fraud.

re-appointment of the auditor.

APPOINT EXTERNAL AUDITORS AND
AUTHORIZE DIRECTORS TO SET
AUDITORS’ REMUNERATION: FOR

RATIFICATION OF AUDITORS: CASE-BYCASE

Shareowners are typically asked to approve the appointment
of the independent auditors and to fix their remuneration
at every annual shareowner convening. Because most major
companies in international markets employ one of the major
international auditing firms to conduct their audits, concerns
about the quality and objectivity of the audit are generally
minimal. As such, the reappointment of the auditor is usually a routine matter and the SBA generally votes in favor of
the appointment, unless there are reasons to question their
independence.

The SBA votes FOR proposals to ratify auditors unless there is
reason to believe that the auditing firm has become complacent in its duties or its independence has been compromised.
For example, non-audit fees, primarily tax and other consulting fees, can exceed audit fee revenue by a large margin,
impairing an audit firm’s objectivity. A 2011 study indicated
a strong relationship between changes in audit fee levels in
year one and subsequent changes in operating performance
in years two through five. The study examined about 5,000
small sized companies over a seven year period, concluding
that rising audit fees were a leading indicator for future deterioration in financial performance as measured by firms’ return
on assets, determined by both earnings and cash flows.7

APPOINT INTERNAL STATUTORY
AUDITORS (JAPAN, HONG KONG, SOUTH
KOREA): FOR

The SBA believes all publicly held corporations should rotate
their choice of auditor’s periodically. Shareowners should be
given the opportunity to review the performance of the auditors annually and ratify the board’s selection of an auditor for
the coming year.8 Although, mutual funds have been allowed
to trade off annual auditor ratification in exchange for independent directors on the audit committee, the SBA believes
funds should maintain auditor ratifications as well.

Most votes for auditors in Japan are to approve internal statutory auditors (also known as corporate auditors) rather than
external auditors. Statutory auditors have the right to attend
board meetings, although not to vote, and the obligation to
cooperate with the external auditor and to approve its audit.
They are required by law to keep board members informed
of the company’s activities, but this has become a largely symbolic function. They do not have the ability to remove directors from office. Internal auditors serve for terms of four years,
and may be renominated an indefinite number of times. While
many investors view statutory auditors in a positive light, they
are not substitutes for independent directors.

Independent public audit firms should not be the auditors of
any company for which they simultaneously provide other
services, including other non-audit or information services;
audits should be carried out by an independent external auditor. Moreover, the Audit Committee should oversee the firm’s
interaction with the external auditor and disclose any nonaudit fees completed by the auditor. Audit committees should
disclose all factors considered when selecting or reappointing
an audit firm, information related to negotiating auditor fees,
the tenure of the current external audit firm, and a description
of how the audit committee oversees and evaluates the work
of their external auditor. In the event of serial or significant
restatements, the SBA will take a closer look at the auditor’s
performance when considering whether or not to support the

Companies must designate at least half of their internal auditors as independent. While companies have complied with
the technical requirements of the law, many have ignored its
spirit. It is in shareowners’ interests to improve the audit and
oversight functions in Japan and to increase the accountability of companies to shareowners. Therefore, the SBA will not
support internal auditors specified as independent but with a
past affiliation with the company.

7 Jonath Stanley, Auburn University, “Is the Audit Fee Disclosure a Leading
Indicator of Clients’ Business Risk?,” American Association of Accountants
Quarterly Journal, 2011.
8 Under Rule 10A-3(b)(2) of the Securities Exchange Act of 1934, as
amended, the audit committee, “must be directly responsible for the appointment, compensation, retention and oversight,” of the independent
auditor. Section 303A.06 of the New York Stock Exchange Listed Company
Manual requires that the audit committees of its listed companies satisfy
the requirements of Rule 10A-3. As a result of these requirements, audit
committee charters normally include the responsibility for and total
discretion to select, evaluate, compensate and oversee the work of any
registered public accounting firm engaged in preparing or issuing audit
report(s).

Companies are also allowed to nominate alternate statutory
auditors, who would serve only if an auditor becomes unable
to complete his or her term. By designating an alternate in
advance, companies are spared the need to convene an EGM
to fill a vacancy on the board of statutory auditors. Alternate statutory auditors who are designated as independent
should be held to the same standards as other nominees for
independent auditor. As with directors, the Corporate Law
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(OTHER THAN DIVIDEND): CASE-BY-CASE

requires companies to discuss the role played by the outside
(independent) statutory auditors, including their attendance
at meetings of the board of directors and board of statutory
auditors. Where a statutory auditor attends fewer than 75 percent of such meetings, without a reasonable excuse, the SBA
will generally vote against the auditor’s reelection.

In many international markets, proposals to approve accounting transfers are common and are often required to maintain
specified balances in accounts as required by relevant market
law. Companies are required to keep specific amounts in
each of their reserves. Additionally companies may, in some
instances, be required by law to present shareowners with a
special auditors’ report confirming the presence or absence
of any non-tax-deductible expenses, as well as the transfer of
these to the company’s taxable income if applicable.

In other capital markets, such as South Korea, proposals seeking shareowner approval for statutory auditors’ fees are not
controversial. Generally, management should disclose details
of all fees paid to statutory auditors well in advance of the
meeting date so that shareowners can make informed decisions about statutory auditor remuneration requests.

In the absence of any contentious matters, the SBA is generally in favor.

REMOVE/ACCEPT RESIGNATION
OF AUDITORS: CASE-BY-CASE

AUDIT FIRM ROTATION, TERM
RESTRICTIONS, AND SCOPE OF
ENGAGEMENT PROPOSALS:
CASE-BY-CASE

The SBA seeks to ensure auditors have not been pressured to
resign because of their zeal in providing full disclosure.

Shareowner proposals normally ask companies to prohibit
their auditors from engaging in non-audit services (or cap
the level of non-audit services) or recommend rotation of the
audit firm. In 1992, the American Institute of Certified Public
Accountants’ (AICPA) SEC Practice Section released its position regarding mandatory rotation of audit firms of publicly
held companies. AICPA concluded that there was no credible
evidence that rotating audit firms would improve the quality
of audits. AICPA explained that a mandatory rotation “would
dramatically increase costs for firms, clients and the public. In
addition, it would increase the likelihood of poor audits, by
depriving auditors of the most valuable tool: experience with
a client and the resulting comprehensive knowledge of its
business and operations.”10

AUDITOR INDEMNIFICATION AND
LIMITATION OF LIABILITY: CASE-BY-CASE
Auditor indemnification and limitation of liability are
evaluated on a CASE-BY-CASE basis. Factors to be assessed by
the SBA include, but are not limited to:
•

The terms of the auditor agreement- the degree to which
these agreements impact shareowners’ rights;

•

Motivation and rationale for establishing the agreements;

•

Quality of disclosure; and

•

Historical practices in the audit area.

The SBA will consider voting against auditor ratification if the
auditor engagement contract includes provisions for alternative dispute resolution, liability caps, and caps on punitive damages (or the exclusion of punitive damages). Such
limitations on liability and indemnification shift the risk from
the auditor to the company, and therefore, the shareowners.
The staff of the Securities and Exchange Commission (“SEC”)
has stated that it believes caps on punitive damages in audit
contracts are not in the public interest and makes the auditor
no longer independent.9 The SBA will also consider voting
against audit committee members when a company has entered into an agreement with its auditor requiring alternative
dispute resolution and punitive liability caps.

The concept of term limits for audit firms was encouraged in a
2002 study by the Conference Board’s Commission on Public
Trust and Private Enterprise. The Commission advocated
rotation if the audit firm has been employed for a substantial
amount of time (over ten years); when one or more former
partners or managers of the firm are employed by the company; or when significant non-audit services are provided to
the company. Apart from building shareowner confidence,
the study cited other advantages of rotation:

APPROVE ACCOUNTING TRANSACTIONS

•

T he incoming audit firm would be able to take a fresh
look at the company’s finances, accounting practices and
the former firm’s audit;

•

I t would reduce the financial incentives for an auditor
to compromise its judgment on borderline accounting

10 SEC Practice Section and AICPA Division for CPA Firms, Position Regarding Mandatory Rotation of Audit Firms of Publicly Held Companies,
April 16, 1992.

9 U.S. Securities and Exchange Commission, Office of the Chief Accountant: Application of the Commission’s Rules on Auditor Independence –
Frequently Asked Questions, December 13, 2004.
26

•
•

issues;

•

T he audit firm would not be risking a lengthy stream of
revenues by disagreeing with management; and

T he length of the rotation period advocated by the
proposal; and/or

•

S ignificant audit-related issues.

Knowing its work will be reviewed by another firm would

deter questionable judgments by the current audit firm.
While there are costs to companies in changing auditors
periodically, the Commission contended that such costs
would be significantly less than the market costs resulting
from the loss of investor confidence arising from inaccurate
financial information.11 In August 2011, the Public Company
Accounting Oversight Board issued a concept release seeking
comment on the possibility of mandatory audit firm rotation
every ten years, in order to reduce management pressure and
influence on auditing firms.12 In late 2011, European regulators proposed sweeping changes to the audit industry, including mandatory audit rotation and other engagement limitations and service restrictions on certain audit firms within the
industry.
A 2002 Harvard Business Review study observed that auditors are inclined to have a bias toward the companies that
hire them. The authors argue that real independence would
require automatic rotation of the audit firm, the prohibition of
non-audit services, and a ban on auditors from going to work
for their former clients.13 A number of institutional investors
advocate a term limit for audit firms of five to seven years,
though some shareowner initiatives have suggested fouryear cycles.14 Other empirical studies examining the effects
of mandatory auditor rotation on audit quality have shown
mixed results.15 As of 2012, only five global markets require
some form of mandatory auditor rotation.16
The SBA votes CASE-BY-CASE on shareowner proposals
related to audit firm fees, rotation requirements and related
issues based upon the following:
•

The tenure of the audit firm;

•

The company’s establishment and disclosure of a renewal process whereby the auditor is regularly evaluated
for both audit quality and competitive price;

11 The Conference Board Commission on Public Trust and Private Enterprise, “Corporate Governance: Principles, Recommendations and Specific
Best Practice Suggestions.” Parts 2 and 3, Jan. 9, 2003.
12 PCAOB Concept Release No. 2011-006. August 16, 2011. http://pcaobus.org/Rules/Rulesmaking/Docket037/Release_2011-006.pdf.
13 Max H. Bazerman, George Loewenstein, and Don A. Moore, “Why
Good Accountants Do Bad Audits.” Harvard Business Review, Vol. 80, Issue
11, Nov. 1, 2002.
14 Individual investor Chris Rossi proposed four-year audit firm rotations
at Winn-Dixie Stores Inc. and the Great Atlantic & Pacific Tea Co. in 2002.
15 Jackson, Modrich, and Roebuck, “Mandatory Audit Firm Rotation and
Audit Quality,” 2007; Chung, H., “Selective Mandatory Rotation and Audit
Quality: An Empirical Investigation of Auditor Designation Policy in Korea,” 2004. Also see, Martinez and Reis, “Audit Firm Rotation and Earnings
Management in Brazil,” 2010.
16 Brazil (every five years), Germany (auditor cannot be same firm for
more than six years out of any ten year time frame), Greece (every six
years), Italy (every nine years), and South Korea (every six years).
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the incumbent plan. Instead, the dissidents must prove that
change is preferable to the status quo and that the dissident
slate will add value to board deliberations, including by
considering the issues from a viewpoint different than current
management, among other factors.

STATE BOARD OF ADMINISTRATION

PROXY CONTESTS

SHAREOWNER PROPOSALS TO
REIMBURSE SHAREOWNERS FOR
EXPENSES INCURRED: CASE-BY-CASE

Corporate Governance Principles
& Proxy Voting Guidelines

Most expenditure incurred on behalf of incumbents in a proxy
contest is paid directly by the company. Reimbursement is
generally limited to those expenses deemed reasonable and
necessary to inform shareowners. Practically speaking, reimbursement is almost never denied by these limitations; thus,
incumbent directors are free to authorize the company to pay
the entire cost of their proxy campaign.

PROXY CONTESTS: CASE-BY-CASE
Votes on proxy contests should be determined on a CASE-BYCASE basis, considering the following factors:
•

Past performance relative to its peers

•

Market in which the fund invests

•

Measures taken by the board to address the issues

•

Past shareowner activism, board activity, and votes on
related proposals

•

Strategy of the incumbents versus the dissidents

•

Independence of directors

•

Experience and skills of director candidates

•

Governance profile of the company

•

Evidence of management entrenchment

By contrast, in most cases dissidents are reimbursed only for
proxy solicitation expenses if they gain control of the company. In successful proxy contests, new management will often
seek shareowner approval for the use of company funds to
reimburse themselves for the costs of solicitation. The courts
have supported such actions in ruling that successful dissident groups benefited the company by removing incompetent or dishonest management.
Empirical evidence suggests that the most advantageous solution for shareowners is an intermediate level of compensation, for both incumbents and dissidents.1 Of course, when a
proposal for reimbursement is submitted by the dissidents in
either a successful or unsuccessful proxy contest, shareowners are usually asked to vote for or against repaying the entire
cost of the solicitation.

When analyzing proxy contests, the policy focuses on two
central questions: (1) Have the dissidents demonstrated that
change is warranted at the company, and if so, (2) will the
dissidents be better able to affect such change versus the
incumbent board?

Voting to reimburse proxy solicitation expenses should be analyzed on a CASE-BY-CASE basis. In cases where the dissident
position is supported, believing it to be in the best interests of
shareowners, the SBA generally votes FOR reimbursing such
proxy solicitation expenses.

When dissidents seek board control, the dissidents must
provide a well-reasoned and detailed business plan, including the dissidents’ strategic initiatives, a transition plan that
describes how the dissidents will effect change in control, and
the identification of a qualified and credible new management team. The SBA compares the detailed dissident plan
against the incumbents’ plan, and the SBA compares the dissidents’ proposed board and management team against the
incumbent team.

CONFIDENTIAL VOTING: FOR
Confidential voting, or voting by secret ballot, is a key structural issue in the proxy voting system. In a confidential voting
system, only vote tabulators and inspectors of election may
examine individual proxies and ballots—management and
shareholders are given only vote totals. Shareowners have
the ability to vote confidentially by registering their shares
with third-parties as objecting beneficial owners (OBOs),

When dissidents seek minority board representation, the SBA
places a lower burden of proof on the dissidents. In such cases, the SBA’s policy does not require the dissidents to provide
a detailed plan of action or proof that its plan is preferable to

1 Bebchuk, Lucian Arye and Kahan, Marcel, “A Framework for Analyzing Legal Policy Towards Proxy Contests,” California Law Review. Vol. 78,
October 1990, pp. 1073-1135.
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allowing anonymity in the voting process. In an open voting
system, management can determine who has voted against
its director nominees (or proposals) and then re-solicit those
shareowners before the final vote count. As a result of the
re-solicitation shareowners may be pressured to change their
vote. Many companies are increasing their interactions with
shareowners through expanded proxy solicitation conversations and other paths of engagement. Shareowner proposals
that impose strict limitations on investor communications
may harm investor interests and may not allow a company
to gain useful insight and feedback regarding their views on
corporate practices. The SBA votes FOR resolutions requesting
that corporations adopt a policy comprising both confidential voting and the use of independent vote tabulators and
inspectors of elections because it is the best way to guarantee
confidentially. However, the SBA generally does not support
resolutions calling for confidential voting if they lack an independent inspector requirement.
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vance notice deadlines as early as 150 days or 180 days prior
to meetings have been presented by a number of companies
in recent years. Such early deadlines may be intended more
to protect incumbent directors than to provide early notice to
the board.

STATE BOARD OF ADMINISTRATION

ANTI-TAKEOVER
DEFENSES AND
VOTING-RELATED ISSUES

In addition, many companies now request shareowner approval of “second generation advance notice bylaws”, which
require shareowner nominees to submit company-prepared
director questionnaires.1 While the SBA appreciates increased
disclosure of the qualifications of nominees (and incumbents),
we reserve the right to disapprove of such requirements if
they served to frustrate shareowner-proposed nominees.

Corporate Governance Principles
& Proxy Voting Guidelines

T

AMEND BYLAWS WITHOUT
SHAREOWNER CONSENT: AGAINST

he rise in unfriendly corporate takeover activity in the
1980s spawned various anti-takeover devices designed
to make takeovers prohibitively expensive for the bidder, usually called “poison pills.” To further entrench management, corporations sought to limit shareowners’ ability to
vote. In many earlier cases, boards unilaterally enacted such
measures without providing shareowners a voice in the process. States also assumed a role by adopting takeover defense
laws or statutes, competing with each other to become the
most attractive corporate haven. Today, most companies have
an array of defenses in place and, in response shareowners are
increasingly filing proposals to remove these defenses.

The SBA does not support proposals giving the board exclusive authority to amend the bylaws. Conversely, proposals
giving the board, in addition to shareowners, the ability to
amend the bylaws are supported by the SBA.

POISON PILLS: AGAINST
Stock purchase rights plans or shareowner rights plans,
otherwise known as poison pills, have enjoyed widespread
adoption since their inception in 1983. Poison pills are were
previously the most prevalent takeover defense among S&P
500 companies, but their utilization has steadily declined
since 2002. They also enjoy support among other large companies. According to publicly available data, over 3,000 plans
are now in place at major companies, including over twothirds of all S&P 500 companies and over one-half of all Business Week 1000 companies.The number of U.S. incorporated
companies with a poison pill in force has declined from 2,200
in 2002 to only 537 in 2013. Within the S&P 500, there are now
only 35 companies with a pill in force, down from 300 companies in 2002.2 The vast majority of pills were instituted after
November 1985, when the Delaware Supreme Court upheld
a company’s right to adopt a poison pill without shareowner
approval in Moran v. Household International, Inc.

The debate concerning these defenses focuses on whether
they enhance or detract from shareowner value. Proponents
argue that a company’s board, when armed with these takeover protections, may use them to negotiate and obtain higher
takeover premiums from bidders. According to this position,
these devices protect the target company and provide it with
negotiating flexibility, which benefits shareowners through
financially fair tender offers.
Conversely, the opposing viewpoint claims that management
afforded such protection are more likely to become insulated
than to actively pursue the best interests of shareowners.
Such takeover defenses serve as obstacles to the normal functioning of the marketplace, which, when operating efficiently,
should replace poorly performing managers.

ADVANCE NOTICE REQUIREMENTS
FOR SHAREOWNER PROPOSALS/
NOMINATIONS: CASE-BY-CASE

Poison pills are corporate-sponsored financial devices that,
when triggered by potential acquirers, do one or more of the
following: (1) dilute the acquirer’s equity holdings in the target company; (2) dilute the acquirer’s voting interests in the
target company; or (3) dilute the acquirer’s equity holdings in
the post-merger company. Generally, poison pills accomplish

The SBA considers shareowner proposals to provide for advanced notice proposals on a CASE-BY-CASE basis, supporting
those proposals which allow shareowners to submit proposals as close to the meeting date as reasonably possible and
within the broadest window possible. Requests to move ad-

1 Weingarten, Marc and Erin Magnor, “Second Generation Advance Notification Bylaws” Harvard Law School Corporate Governance Forum, March
17, 2009.
2 Thomson Securities Data Co.FactSet Research, Shark Repellant Database as of February 24, 2014.
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these tasks by issuing rights or warrants to shareowners that
are essentially worthless unless triggered by a hostile acquisition attempt.

voting shares. The new emerging types of poison pills would
trigger a defense mechanism when shareowners’ economic
interests, including derivatives, which do not confer voting
rights to the owner, exceed a set threshold.

Empirical studies reveal that firms that adopt poison pills
show higher asymmetry between reported earnings and
stock returns after the adoption and greater association
between reported current earnings and lagged returns.
Furthermore, they show that these firms undertake more R&D
expenses and long-term investments after poison pill adoptions. While this evidence supports management’s claims that
poison pills increase their propensity to make long-term investments, researchers find that these long-term investments
result in a decrease in firm value.3

Poison pill adoptions that include derivatives arose in response to the proxy contest that The Children’s Investment
Fund (TCI) and 3G Capital Partners (3G) waged against CSX
Corporation. TCI and 3G were involved in a proxy contest with
CSX, requesting the replacement of 5 members of the total 12
members of CSX’s board of directors. In June 2008, a court ruling against TCI and 3G declared that the two investors evaded
disclosure of their total interest in railroad operator CSX, as
the funds did not disclose their holdings of total return swaps.
The ruling in relation to the CSX case and the new types of
pills, as those introduced by Louisiana Pacific and Micrel hint
to a movement towards new disclosure rules, which would
strengthen companies’ defenses against activist investors.7

Academic research indicates that firms that have removed
poison pills have done so due to shareowner activism. In a
study of 126 firms that removed their poison pills during the
1990-2004, Akyol and Carroll (2006) found that the removals
took place following shareowner proposals to remove the
takeover defenses, despite management’s objection. In cases
where companies voluntarily removed their pills, the authors
found that such action was taken following active negotiations by institutional investors. Poison pill removals have
become more frequent in the post-Enron period. The authors
also found that board independence and insider shareholdings are positively related to a board’s responsiveness to
shareowner activism to remove pills.4

A Moody’s study finds evidence supporting the view that
more takeover defenses are associated with higher levels of
credit risk. The report warns that the correlation is weak, and
that the impact of takeover defenses on credit risk should be
evaluated on a case-by-case basis.
According to a research report by RMG, the percentage of US
companies with poison pills has dropped considerably in the
post-Enron era. The number of S&P 500 companies with poison pills decreased from approximately 60 percent in 2002 to
below 40 percent in 2006. A smaller, but still considerable, decrease was observed in the S&P 1500 companies, from slightly
above 60 percent to approximately 45 percent of companies.
In contrast to the decrease of poison pills in the US market,
takeover defenses are on the rise in Japan and France.

Legal arguments have been made to suggest the illegitimacy
of poison pill adoptions. Velasco (2002) argues that at the
time the poison pill was first considered, corporate law did
not authorize corporations to employ poison pills. According
to the same legal academic study, even now, Delaware corporate law, fairly interpreted, does not authorize the use of the
poison pill against typical contemporary hostile offers.5

In Japan, the introduction of the defenses comes as a reaction
to foreign and domestic shareowners’ demands for improved
returns. Poison pills have been on the rise in Japan since
2005 when only 21 companies had a poison pill in place.
That number rose to 165 in 2006, 266 in 2007, and reached
more than 400 in 2008. The increase in poison pills is due
to a convergence of factors including: a movement toward
investors willing to tender their shares to a hostile acquirer,
an emergence of investment funds, and the realization by
Japanese managers that their companies are vulnerable to
an acquirer. The most common poison pill used in Japan is
the advance-warning type. Occasionally shareowners call for
such pills to be abolished. A recent White Paper by the Asian
Corporate Governance Association cited poison pills and the
entrenchment of management as the core issues affecting
the development of a robust investment community in Japan
[ACGA White Paper, p. 28]. While the White Paper notes that
the adoption of poison pills had a negative impact on share

According to an academic study, poison pills have an impact
on earnings management. Poison pills increase the degree of
abnormal accruals by 1.9 percent on average, controlling for
factors such as firm size, profitability, financial distress, growth
opportunities, and information asymmetry.6
Companies are reacting to hostile takeover attempts by adjusting the rules of their anti-takeover mechanisms. Louisiana
Pacific Corp. and Micrel, Inc. have changed their shareowner
rights plans, redefining the calculation of ownership to
include derivatives. Typically, a poison pill is triggered when
a shareowner exceeds a certain percentage of ownership of
3 Srinidhi, Bin and Sen, Kaustav, “Effect of Poison Pills on Value Relevance
of Earnings.”
4 Akyol, Ali C. and Carroll, Carolyn A., “Removing Poison Pills: A Case of
Shareowner Activism” (September 2006). Available at SSRN: http://ssrn.
com/abstract=935950.
5 Velasco, Julian, “The Enduring Illegitimacy of the Poison Pill” . The Journal of Corporation Law, Vol. 27, No. 3, pp. 381-423, Spring 2002.
6 Jiraporn, Pornsit, “An Empirical Analysis of Corporate Takeover Defenses
and Earnings Management: Evidence from the U.S.”, Applied Financial
Economics, Vol. 15, No. 5, pp. 293-303, 2005.

7 Lemos-Stein, Mara, “Poison Pills Target Derivatives”, Wall Street Journal,
June 18, 2008.
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ANTI-TAKEOVER PROVISIONS
(FRANCE): AGAINST

price, it also notes that those companies that adopted poison
pills also had weak financial performance before adopting
the poison pills. With more than half of Japanese companies
trading below book value, and chronic overcapacity in many
industries, it’s hard to see how investors gain by helping underperforming managers resist buyouts.8

All forms of public offers, whether hostile or not, have been
more common in recent years, with one research piece citing
an average of approximately 90 takeover offers being made
each year.10 Since France’s implementation of the European
Union Directive on takeover bids in March 2006, there has
been a proliferation of proposals specifically related to approving anti-takeover provisions. French law requires companies to disclose whether any proposed capital devices,
debt instruments, or other transactions will be used for the
purposes of an anti-takeover mechanism. Generally, these
proposals are presented as either (i) authority to repurchase
shares and trade in company stock during a takeover period;
(ii) authority to issue warrants as a takeover defense; (iii) authority to increase capital as a takeover defense; or (iv) authority to prevent a takeover of the company.

In France, poison pill adoptions appear as expressions of
economic nationalism and protectionism. In contrast to
France and Japan, Canada has taken steps to emphasize the
rights of shareowners to consider and make final decisions on
takeover offers with ‘new generation’ rights plans, which seek
to eliminate board discretion in controlling the bid process.9
Many Canadian companies have adopted shareowner rights
plans providing for three-year sunset provisions and allowing
partial bids to proceed despite board opposition. These new
generation rights plans ensure that shareowners receive fair
and equal treatment in a takeover scenario by limiting the
board of directors’ discretion to only interpret and administer
the rights plan. Such rights plans allow partial bids, which
Canadian takeover legislation is premised on the right of
shareowners to determine the acceptability of any bid for
their shares, partial or otherwise. Plans’ “Redemption and
Waiver” provisions are structured to eliminate board discretion to redeem the rights or waive the application of the plan
without shareowner approval, and sunset provisions give
investors the ability to periodically review the plan.

The SBA votes AGAINST these authorities as they are not
conducive to good corporate governance and can reduce
investment returns by substantially limiting opportunities for
corporate takeovers.

LIMIT WRITTEN CONSENT: CASE-BY-CASE

The SBA supports proposals asking a company to submit its
poison pill for shareowner ratification, and votes AGAINST
proposals approving or creating a poison pill. “Pills,” or
shareowner rights plans, have the potential to act as doomsday machines in the event of an unwanted control contest,
providing a target board with power (all it has to do is refuse
to redeem the pill) over the takeover bid, even if the bid is in
the best interest of target shareowners. The power of redemption is the crucial issue for shareowners, because the courts
have allowed target company boards great leeway in deciding when a pill must be redeemed, even in the event of bona
fide offers. The best defense against hostile takeovers is not
necessarily a poison pill, but an effective board making prudent financial and strategic decisions for the company. Since
shareowners are rarely afforded the opportunity to vote on
the adoption or renewal of poison pills, the SBA will consider
voting against boards that adopt or renew a poison pill unless
the pill is subject to shareowner ratification within a year of
adoption or renewal.

The SBA votes AGAINST proposals to restrict or prohibit shareowners’ ability to take action by written consent and vote FOR
shareowner proposals to allow or make easier shareowner
action by written consent. Most states allow shareowners to
take direct action such as adopting a shareowner resolution
or electing directors through a consent solicitation, which
does not involve a physical meeting. Alternatively, consent
solicitations can be used to call special meetings and vote on
substantive items taking place at the meeting itself.

LIMIT SPECIAL MEETINGS: CASE-BY-CASE
The SBA votes AGAINST proposals that restrict or prohibit a
shareowner’s ability to call special meetings. We vote FOR
shareowner proposals that make it easier for shareowners
to call special meetings. Most state corporate statutes allow
shareowners to call a special meeting when they want to present certain matters before the next annual meeting. The percentage of shareowner votes required to force the corporation to call the meeting depends on particular state statutes,
as does the corporation’s ability to limit or deny altogether a
shareowner’s right to call a special meeting.

8 “Poison Pills in Japan, What You Need to Know” RiskMetrics Group, April
25, 2008.
9 “Poison Pills in France, Japan, the U.S. and Canada: Takeover Barriers
Rise in Europe and Japan, But Fall in North America.” RiskMetrics Group,
May 2007.

10 “Takeover in France” Freshfields Bruckhaus Deringer.
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SUPERMAJORITY VOTE
REQUIREMENTS: AGAINST

required time period, ownership certification will be provided
in order to maximize the proxy voting rights offered by timephased shares.

The SBA does not support shareowner proposals that require
supermajority voting thresholds, except where required
by law. Supermajority requirements can be particularly
significant with resolutions to approve mergers and other
significant business combinations. Conversely, we vote FOR
shareowner proposals that lower such super-majority vote
requirements. As a matter of principle, we think shareowner
desires should be carried out with a majority vote of the
disinterested shares. Furthermore, we much prefer fair price
provisions. Fair price provisions, an alternative to the supermajority vote requirement for mergers, combine a standard
super-majority vote requirement with the additional protection of requiring that all shareowners left in the back end of
a two stage merger be compensated as well as those in the
front end.

Additionally, the easiest way for companies to thwart a hostile
takeover is to concentrate its voting power in the hands of
management or other insiders through the issuance of shares
with supervoting rights to members of management. The SBA
votes AGAINST the adoption of supervoting rights due to its
potential to be used as an anti-takeover instrument.

A study by three academics from 1999 concludes that supermajority requirements discourage a potential acquirer from
launching a takeover process, but only when a rival bidder
might contest the offer, which is precisely the situation that
could generate the greatest economic gain for shareowners. On the other hand, fair price provisions ensure that rival
bidders who place a higher value on the target than the
initial bidder will enter the contest, resulting in the prospect
of more value being delivered to investors. Hence, the study
demonstrates that supermajority clauses are unambiguously
poor policy while fair price provisions may not be.11

ADOPT SUPERVOTING RIGHTS (“PHASED
VOTING”) ATTACHED TO SHARES HELD
FOR LONGER THAN SOME SPECIFIED
PERIOD: AGAINST
Under SEC Rule 19c-4, firms are generally prohibited from
utilizing several forms of stock that deviate from a one-share,
one-vote standard. Such instances include tracking stocks,
different stock classes with asymmetric voting rights (e.g.
dual class shares), shares with time-phased voting rights as
well as shares of stock with capped voting or even no rights
whatsoever. However, under an amendment to the Rule
made in 1994, most U.S. companies are exempted from such
restrictions under particular circumstances. Time phased
voting involves the granting of super voting rights to shareowner who have held their stock for some specified period
of time, commonly for a period of 5 years, and if so, has the
ability upon certification to exercise a disproportionate voting
decision. When the SBA has owned equity securities for the
11 Ravid, S. Abraham and Matthew I. Spiegel, “Toehold Strategies, Takeover Laws and Rival Bidders.” Journal of Banking and Finance, Vol. 23, No. 8,
1999, pp. 1219-1242.
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transactions are subject to appraisal rights. Rights of appraisal provide shareowners, who are not satisfied with the
terms of certain corporate transactions, the right to demand a
judicial review to determine a fair value for their shares. Such
rights also serve another important interest. If a majority of
shareowners approve a given transaction, the exercise of appraisal rights by a minority of shareowners will not necessarily
prevent the transaction from taking place. Therefore, assuming that a small minority of shareowners succeed in obtaining
what they believe is a fair value, appraisal rights may benefit
all shareowners. The downside of appraisal rights is that if
enough shareowners dissented and if the courts found a
transaction’s terms were unfair, such rights could prevent a
transaction that other shareowners had already approved.

STATE BOARD OF ADMINISTRATION

MERGERS &
CORPORATE
RESTRUCTURINGS
Corporate Governance Principles
& Proxy Voting Guidelines

The SBA votes FOR proposals to restore or provide shareowners with rights of appraisal.

MERGERS/ACQUISITIONS: CASE-BY-CASE

M

erging with another company may take place for
numerous reasons ranging from vertical integration to capital acquisition. In general, the SBA favors
most mergers and acquisitions proposals while considering such factors as business combination or acquisition, the
merger’s or acquisition’s economic merits (synergy), opinion
of financial advisor(s), potential conflicts between management’s interests and those of shareowners, and impact on
corporate governance and shareowner rights.

ASSET PURCHASES: CASE-BY-CASE
The SBA evaluates asset purchase proposals on a CASE-BYCASE basis, considering the following factors:

For any merger proposal, the following items are evaluated:
•

Independence of board, or special committee, recommending the transaction;

•

Process for identifying, selecting, and negotiating with
merger partners;

•

Independence of financial advisor and financial opinion
for the transaction; and

•

Aggregate valuation of merger proposal and price of the
deal.

•

P
 urchase price

•

F airness opinion

•

F inancial and strategic benefits

•

H
 ow the deal was negotiated

•

C
 onflicts of interest

•

O
 ther alternatives for the business

•

N
 on-completion risk

ASSET SALES: CASE-BY-CASE
The SBA examines asset sales on a CASE-BY-CASE basis,
considering the following factors:

The SBA may vote AGAINST the merger or acquisition if
there is a significant lack of information in order to make
an informed voting decision. As well, the SBA may take into
consideration investment exposures indirectly affected by the
merger or acquisition proposal. For example, when evaluating a merger proposal among two simultaneously owned
companies, the SBA may review the likely financial impact of
the merger across both investments. This consideration will
take into account both the investment objective as well as the
individual security ownership rights.

APPRAISAL RIGHTS: FOR
In many states, mergers and other corporate restructuring
34

•

I mpact on the balance sheet and working capital

•

P
 otential elimination of diseconomies of scale

•

A
 nticipated financial and operating benefits

•

A
 nticipated use of funds

•

V
 alue received for the asset

•

F airness opinion

•

H
 ow the deal was negotiated

•

C
 onflicts of interest

APPROVE REORGANIZATION OF DIVISION OR DEPARTMENT/ARRANGEMENT
SCHEME, LIQUIDATION: CASE-BY-CASE

shareowner can approve the transaction by voting in favor of
it, elect to sell their shares in the open market, or vote against
the transaction and redeem their shares for a pro-rata share
of the trust account. The assets of the trust are only released if
a business combination is approved by the voting shareowners, or a business combination is not consummated within
24 months of the initial offering. This guarantees a minimum
liquidation value per share in the event that a business combination is not affected.

Resolutions approving corporate reorganizations or restructurings range from the routine shuffling of subsidiaries within
a group to major rescue programs for ailing companies.
Such resolutions are usually standard unless there are clear
conflicts of interest among the various parties, shareowners’ rights are being negatively affected, or certain groups
or shareowners appear to be getting a better deal at the
expense of general shareowners. In the case of routine
reorganizations of assets or subsidiaries within a group, the
primary focus with the proposed changes is to ensure that
shareowner value is being preserved, including the effect of
the reorganization on the control of group assets, final ownership structure, relative voting power of existing shareowners
if the share capital is being adjusted, and the expected benefits arising from the changes. Options are far more limited
in the case of a distress restructuring of a company or group
as shareowners often have no choice but to approve the
restructuring or lose everything. In such cases, the SBA first
determines the company’s degree of distress by examining
whether the company still has a positive net asset value, that
is, if realizable assets are greater than liabilities.

FORMATION OF HOLDING COMPANY:
CASE-BY-CASE
The SBA evaluates proposals to create a parent holding
company on a CASE-BY-CASE basis, considering the following
factors:

In most cases, however, the company has a negative asset
value, meaning that shareowners would have nothing left
after a liquidation. The SBA seeks to ensure that the degree
of dilution proposed is consistent with the claims of outside
parties and is commensurate with the relative commitments
of other company shareowners. Because ownership of a small
percentage of something is worth more than majority ownership of nothing, existing shareowners usually must accept
the transfer of majority control over the company to outside
secured creditors.

•

T he reasons for the change

•

A
 ny financial or tax benefits

•

R
 egulatory benefits

•

I ncreases in capital structure

•

Changes to the articles of incorporation or bylaws of the
company

The SBA will vote AGAINST a proposal to form a holding
company should the formation of a holding company result
in increases in common or preferred stock in excess of the allowable maximum or result in adverse changes in shareowner
rights.

APPROVE A “GOING DARK” TRANSACTION: CASE-BY-CASE
Deregistration, or “going-dark,”’ transactions occur whereby
companies cease SEC reporting but continue to trade publicly. Such transactions are intended to reduce the number of
shareowners below 300 and are typically achieved either by
a reverse stock split (at a very high ratio with fractional shares
resulting from the reverse split being cashed out), by a reverse/forward stock split (with fractional shares resulting from
the reverse split being cashed out), or through a cash buyout
of shares from shareowners owning less than a designated
number of shares (tender offer or odd-lot stock repurchase).
Such transactions allow listed companies to de-list from their
particular stock exchange and to terminate the registration of
their common stock under the Securities & Exchange Act of
1934, so that, among other things, they do not have to comply with the requirements of the Sarbanes-Oxley Act of 2002.
Some empirical study indicates that following the enactment
of the SOX there was a significant increase in the number of

APPROVE SPECIAL PURPOSE ACQUISITION COMPANY (SPAC) TRANSACTION:
CASE-BY-CASE
A SPAC is a pooled investment vehicle designed to invest
in private equity type transactions, particularly leveraged
buyouts. Although SPACs have been around since the 1990s,
they have experienced a recent resurgence since 2003. SPACs
are shell companies that have no operations at the time of
their initial public offering, but are intended to merge with or
acquire other companies. Normally, most if not all of a SPAC’s
IPO proceeds are held in trust to use to fund future acquisitions. Most SPACs grant shareowners voting rights, in order to
approve proposed business combinations. When an acquisition deal is proposed, a shareowner has three options – the
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Business transactions by SPAC entities have distinct differences when compared to standard M&A transactions:

Standard M&A

SPAC Merger

Valuation Analysis

Valuation Analysis

•
•
•
•

• Premium is very difficult to calculate as generally the target is a private

Premium paid for target shares
Fairness opinion – performed by third party
Financials available for both target and the acquirer
Post merger ownership

company

• Generally no independent fairness opinion. Most SPACs provide comparable analysis/valuation performed by sponsors.

• Financials may be limited as target in a private company
• Conversion value – compare conversion price vs. underlying value of
the target company/acquirer’s current market price

• Post merger ownership – Usually target shareowners become majority
owners of the combined entity. Analysts should evaluate the proportionate value of the combined entity attributable to the SPAC IPO
shareowners versus the pre-merger value of SPAC.

• Apply private company discount to the target, if it is a private entity
Market Reaction

Market Reaction

• 1-day reaction and announcement-to date (acquirer)
• Stock price – review if trades above offer from announcement

• 1-day reaction and announcement-to date (SPAC as acquirer)
• Stock price – not applicable since target is private

to date (public target)
Strategic rationale

Strategic rationale

• Synergies (cost/revenues)

• Generally no synergies, as SPAC is a shell company
with no operations

• Charter requirement – mandate is to complete deal in 18-24 months
Negotiations and process

Negotiations and process

• Strategic process – full auction, partial auction,

• Strategic process – process undertaken to identify potential target

no auction, or go-shop period

• Management track record

companies within specified industry or location specified in charter

• Management track record – usually none for the SPAC. Mostly, the management of the target is retained to manage the combined entity

• Sponsors’ background
Conflicts of interest

Conflicts of interest

• CIC Payments
• Post-transaction management positions/board seats

• Founding sponsors usually retain 20 percent of the SPAC equity to
find a deal. This causes immediate dilution upon consummation of the
transaction.

• Time frame - deal must get done in an 18-24 month time frame
unless an extension is approved by IPO shareowners. Urgency to close
deal would increase as it gets closer to the expiration date.

• Fairness opinion – usually performed by insiders which could
pose a conflict

• 80 percent rule – may cause management to pay
higher price for the target.
Governance

Governance

• Governance structure – better or worse (target)

• Usually not applicable
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SPACs may also pursue conversion rights, with distinct differences relative to standard M&A transactions:

Standard M&A

SPAC Merger

Conversion/Voting Rights

Conversion/Voting Rights

• Appraisal rights - depends on state law
• Voting rights - majority, 67 percent, etc.

• Conversion rights – IPO shareowners can request money
back if they vote against the transaction or if the SPAC is
liquidated
• Two-tiered voting thresholds – majority + not more than 20
percent (or another specified number) exercise conversion
rights
• Some SPAC sponsors enter into voting agreement/tender
offer with shareowners that are likely to vote AGAINST the
proposed merger.

The SBA evaluates proposals for SPAC transaction and SPAC conversion rights on a CASE-BY-CASE basis.
companies going dark, especially among smaller capitalization firms and those with lower quality financial accounting.
Furthermore, on average, firms going dark experience significant declines in market value. There is also some evidence
firms may pursue registration changes in order to protect
private control benefits and/or decrease external oversight.1

and related regulations;
•

 educing the direct and indirect costs of administerR
ing shareowner accounts responding to shareowner
requests;

•

 ffording shareowners who hold fewer than a desigA
nated number of shares the opportunity to receive cash
for their shares without having to pay brokerage commissions and other transaction costs; and

•

Permitting management to focus its time and resources
on the company’s long-term business goals and objectives.

Reasons for “going dark” include:
•

A company derives no material benefit from its status as
a public reporting company;

•

The low trading volume in its common stock has not
provided significant liquidity to shareowners;

•

A company does not expect that it will use its common
shares as consideration for acquisitions or other transactions in the foreseeable future and has no present intention of raising capital through a public offering;

Some of the disadvantages of de-listing and de-registration
include:
•

S hareowners owning less than a designated number of
shares immediately before the transaction would not
have an opportunity to liquidate their shares after the
transaction at a time and for a price of their own choosing. Instead, they would be cashed out and would no
longer be shareowners and would not have the opportunity to participate in or benefit from any future potential
appreciation in the company’s value.

•

The low trading volume in the common stock results in
an inefficient trading market causing substantial spikes in
the trading price when actual trades are made;

•

The direct and indirect costs of remaining a public
company (principally compliance with section 404 of
Sarbanes-Oxley) will be unduly burdensome and costly in
relation to a company’s size;

•

The common stock has attracted only limited market
research attention and the company has not enjoyed the
appreciable enhancement in image that usually results
from having listed company status.

 ontinuing shareowners would no longer have available
C
all of the information regarding a company’s operations
and results that is currently available in filings with the
SEC.

•

F ollowing the transaction, shareowners would no longer
be able to trade their securities, except in the pink sheets
(if at all) or in privately negotiated transactions; the effect
of this may be a significant reduction in liquidity.

•

 company may have less flexibility in attracting and
A
retaining executives and other employees because
equity-based incentives (such as stock options) tend not
to be viewed as having the same value in a non-listed
company.

•

The benefits of de-listing and de-registering include:
•

Eliminating the costs associated with filing documents
under the Exchange Act with the SEC;

•

Eliminating the costs of compliance with Sarbanes-Oxley

1 “Why Do Firms Go Dark? Causes and Economic Consequences of Voluntary SEC Deregistrations,” Christian Leuz, Alexander Triantis and Tracy
Wang, Finance Working Paper Number 155/2007, European Corporate
Governance Institute, March 2008.
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•

A company will be less likely to be able to use its common shares to acquire other companies.

asset for the company, one that can be effective at reducing future taxable income. Generally, both the amount and
timing of a firm’s future taxable income cannot be accurately
predicted. Under Section 382 of the Internal Revenue Code
of 1986 (the “Code”) and other rules promulgated by the IRS,
in certain circumstances firms “carry forward” these NOLs
to offset any current and future earnings and thus reduce
the company’s federal income tax liability, subject to certain
requirements and restrictions. The benefit comes from offsetting future taxable income dollar-for-dollar by the amount of
NOLs, thereby reducing or eliminating the company’s taxes
on such income.

LEVERAGED BUYOUT (LBO): CASE-BYCASE
A leveraged buyout is a takeover of a company using
borrowed funds, normally by management or a group of
investors. Most often, the target company’s assets serve as
security for the loan taken out by the acquiring firm, which
repays the loan out of cash flow of the acquired company.

Section 382 of the Code imposes limitations on the future use
of the company’s NOLs if the company undergoes an, “ownership change.” An ownership change, as defined under Section
382, occurs if one or more shareowners, each of whom owns
5 percent or more of a company’s stock, increases its aggregate percentage ownership by more than fifty percentage
points over the lowest percentage of stock owned by such
shareowner over the preceding 3 year period. All percentage determinations are based on the fair market value of a
company’s capital stock, including any preferred stock. It is
important to recognize that certificate amendment(s) to restrict stock ownership (tied to NOLs) may only be enforceable
against shares voted in favor of such amendment(s). Due to
this circumcision, shares could be transferred in a manner that
would constitute an “ownership change.”

When the acquirer is a controlling shareowner, legal rulings
have imposed a higher standard of review to ensure that this
type of transaction, referred to as an entire fairness review,
is fair to shareowners. Typically, investor protections include
review by an independent committee of the board and/
or approval by a majority of the remaining shareowners.
Whether a buyout is pursued by a controlling shareowner
can impact the valuation and premiums, with one study
finding that buyouts in which an independent committee
reviewed the deal terms produced 14 percent higher average
premiums for investors.2 However, deals requiring majority-ofthe-minority ratification did not significantly impact the level
of premium paid to investors. Researchers found that the size
of the premium paid changed depending on who initiated
the transaction, with significantly lower premiums associated
with deals initiated by management. As well, the study’s
findings mimic other empirical evidence demonstrating that
‘go-shop’ provisions, whereby additional bidders are solicited,
were ineffective and may be used to camouflage undervalued management buyouts.3

Upon an ownership change, the IRS limits the amount of
income that NOLs can be offset in any year after the change,
regardless of how much income a company earns. If a
company experiences an ownership change, the amount of
taxable income in any taxable year subsequent to the ownership change that can be offset by NOLs existing prior to such
ownership change generally cannot exceed the product of
(1) the aggregate value of the company’s stock, and (2) the
federal long-term tax-exempt rate.

The SBA is in favor of LBO’s whenever public shareowners
receive the customary premium over the current market value
of their shares without decimating the target firm’s balance
sheet.

Most certificate amendments restrict any person from
transferring common stock if the transfer would result in a
shareowner (or a “group” of shareowners under the federal securities laws) owning a certain percentage (e.g. 10 percent) or
more of the company’s common stock. There are normally no
restrictions on stock sales if a shareowner supports such certificate amendments and group thresholds are not triggered.
However, there can be convoluted procedural requirements
and an impact on liquidity under some circumstances. For
example, at some firms, shareowners that violate such NOL
based restrictions may not be entitled to any rights, including,
without limitation, the right to vote certain shares nor receive
dividend payment. Firms often utilize a shareowner rights
plan (poison pill) in conjunction with NOL oriented acquisition restrictions.

NET OPERATING LOSS CARRY-FORWARD
(NOL) & ACQUISITION RESTRICTIONS:
CASE-BY-CASE
Companies may seek approval of amendments to their certificate of incorporation intended to restrict certain acquisitions
of its common stock in order to preserve net operating loss
carry-forwards (or “NOLs”). NOLs can represent a significant
2 Matthew Cain, and Steven Davidoff, “Form Over Substance? The Value
of Corporate Process and Management Buyouts,” August 2010.
3 Adonis Antoniades, Charles Calomiris, and Donna M Hitscherich, “No
Free Shop: Why Target Companies in MBOs and Private Equity Transactions Sometimes Choose Not to Buy ‘Go-Shop’ Options,” November 2013;
Guhan Subramanian, “Go-Shops vs. No-Shops in Private Equity Deals:
Evidence and Implications,” The Business Lawyer, Volume 63, May 2008.

While stock ownership limitations may allow the company to
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maximize use of its NOLs to offset future income, they may
significantly restrict specific shareowners from increasing
their ownership stake in the company. Furthermore, because
further purchases of company stock normally requires explicit
board approval, such ownership limitations can be viewed as
an anti-takeover device. The SBA does not favor ownership
limits (or transfer restrictions) for these reasons. However,
when firms seek takeover protection in order to solely protect
NOLs, a review of the company’s control protections and
corporate governance structure is conducted and balanced
against the financial value of the NOLs (relative to the firm’s
market capitalization).

SPINOFFS: CASE-BY-CASE
While evaluating spin-offs or corporate divestitures on a
CASE-BY-CASE basis, the SBA takes the following factors into
account:
•

Tax and regulatory advantages

•

Planned use of the sale proceeds

•

Valuation of spinoff

•

Fairness opinion

•

Benefits to the parent company

•

Conflicts of interest

•

Managerial incentives

•

Corporate governance changes

•

Changes in the capital structure

CHANGE OF CORPORATE FORM (GERMANY, AUSTRALIA, NEW ZEALAND): CASEBY-CASE
This proposal seeks shareowner approval to convert the
company from one corporate form to another. Examples of
different corporate forms include: Inc., LLP, PLP, LLC, AG, SE.
The SBA generally votes FOR such proposals, unless there are
concerns with the motivation or financial impact of a change
to firm’s corporate structure.

OTHER BUSINESS AFFECTING COMPANY
PARTICIPATION IN TENDER OFFERS:
CASE-BY-CASE
The SBA considers whether shareowner interests are promoted or weakened.
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cludes “other business.”

STATE BOARD OF ADMINISTRATION
AMEND SHAREOWNERS’ MEETING QUORUM REQUIREMENTS: AGAINST

OPERATIONAL
ITEMS

The SBA generally votes FOR when requiring a simple majority and AGAINST when requiring a super-majority (except
where required by law).

Corporate Governance Principles
& Proxy Voting Guidelines

AMEND TECHNICAL/MINOR BYLAWS
OR ARTICLES OF ASSOCIATION: FOR

T

his section contains proposals that address normal
operating procedures of the company, most of which
are of the “housekeeping” nature. While many of these
management proposals do not require shareowner approval,
some boards decide to submit them to shareowners for ratification. The list of operational items includes: changing the
name of the company, routine bylaw amendments, changes
to the date, time, or location of the annual meeting, adjourning the meeting, transacting other business matters, general
meeting procedures and formalities.

The SBA votes FOR bylaw or charter changes that are of a
housekeeping nature (corrections or updates to comply with
law/listing requirements).

AMEND BYLAWS OR ARTICLES OF ASSOCIATION (SPECIAL): CASE-BY-CASE
The SBA evaluates resolutions to amend bylaw or articles of
association on a CASE-BY-CASE basis, considering the merits
of the proposed amendment and its potential impact on
shareowner value. When several measures, each of which
might be approved on a stand-alone basis, are combined
(“bundled”) into a single proposal the result may be so restrictive as to warrant opposition.

Operational issues submitted by management will be supported absent compelling factors to the contrary. Due to its
broad term, the SBA will always vote against proposals to
transact other business as it is in the best interest of shareowners not to give directors such discretion to influence
corporate decisions without shareowner approval. Conversely, the SBA will not support proposals to reduce quorum
requirements, proposals to suppress shareowners’ rights, and
proposals to adjourn the meeting of shareowners absent
compelling reasons to support such proposals.

AMEND BUSINESS OBJECTIVES CLAUSE
IN BYLAWS OR ARTICLES OF ASSOCIATION: CASE-BY-CASE

While many of these proposals are considered to be routine,
they are not inconsequential as fiduciaries remain charged
with casting their votes. Furthermore, companies may bundle
non-routine items with routine items in an attempt to obtain
a more favorable outcome, so the SBA must examine these
proposals on a case-by-case basis.

Proposals to amend corporate purpose are voted on a CASEBY-CASE basis, considering how the changes in business lines
may affect our interests as shareowners.

NAME CHANGE: FOR

ADJOURN MEETING: CASE-BY-CASE

Changing a company’s name is a major step that has likely
gone through extensive management consideration and/or
marketing research. We are generally in favor of these proposals.

The SBA generally votes AGAINST proposals to provide management with the authority to adjourn an annual or special
meeting absent compelling reasons to support the proposal.
The SBA votes FOR proposals that relate specifically to
soliciting votes for a merger or transaction if supporting that
merger or transaction. Additionally, the SBA votes AGAINST
proposals if the wording is too vague or if the proposal in40

APPROVE GENERAL MEETING
FORMALITIES: FOR

managers may earn more in performance-based compensation without adding actual value to the firm.

This item would authorize the holder of a copy of the minutes
of the shareowners’ meeting to accomplish any formalities
required by respective market laws.

AUTHORIZE DIRECTORS TO
APPROPRIATE RESERVAS VOLUNTARIAS
(SPAIN): FOR

CHANGE PROXY CARD TO ALLOW FOR
2-WAY (PRO/CON) VOTING: FOR

AUTHORIZE DIRECTORS TO MAKE
TRANSFERS IN RESERVE ACCOUNTS: FOR

This item allows shareowners to communicate their desires
more fully, and it ensures that shareowners may exercise their
full voting rights.

ADOPT/RAISE/LOWER STAKE
DISCLOSURE REQUIREMENT(S):
CASE-BY-CASE

ASSIGN TO THE USUFRUCTUARY (BENEFICIARY), INSTEAD OF THE TRUSTEE,
THE VOTING RIGHTS APPURTENANT TO
SHARES HELD IN TRUST: CASE-BY-CASE

Generally, we vote in favor of these proposals. Although
rare, management proposals may be submitted to conform
to recent changes in home market disclosure laws or other
regulations. However, proposed levels that are below typical
market standards are often only a pretext for an anti-takeover
defense. Additionally, lower disclosure levels also require a
greater number of shareowners to disclose their ownership,
causing a greater burden to shareowners and to the company.
Positions of more than five percent are significant, however,
and this is the standard that the US SEC employs.

The SBA votes AGAINST if the company assigns voting rights
to a foundation allied to management.

RECEIVE/APPROVE/AMEND REPORTS
AND AUDITED ACCOUNTS FOR PREVIOUS FINANCIAL REPORTING PERIOD(S):
CASE-BY-CASE

RESTRICT INTER-SHAREOWNER
COMMUNICATIONS: AGAINST

Generally, we are in favor of these proposals unless we are
aware that there are serious concerns about the accounting principles used or doubts about the integrity of the
company’s auditor. We support accurate audited financial
statements. Additionally, we believe annual audits of a firm’s
financial statements should be mandatory and carried out by
an independent auditor.

The SEC has established enforceable guidelines that restrict
shareowners or other parties from communicating with
each other for the purposes of soliciting proxies or pursuing
corporate takeover measures. Therefore, we do not feel that it
is appropriate for a company to burden its shareowners with
additional restrictions. Furthermore, dialogue among shareowners assists all shareowners in seeing each shareowner’s
perspective, which promotes the pursuit of wealth maximization for all shareowners.

CHANGE METHOD OF PREPARING ACCOUNTS/DISTRIBUTING FINANCIAL
STATEMENTS TO SHAREOWNERS:
CASE-BY-CASE

CHANGE DATE OF FISCAL YEAR-END:
FOR

If the changes have been instituted by a nationwide regulation, they will be approved. Otherwise, they will be carefully
scrutinized to ensure they are not damaging to our interests.
For instance, managers may seek to reclassify accounts to
enhance their perceived performance. If this is the case, then

Companies routinely seek shareowner approval to change
their fiscal year end, a decision best left to management.
Most countries require companies to hold their AGM within a
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INCREASE/DECREASE MAJORITY
REQUIRED FOR PASSAGE OF ORDINARY
RESOLUTIONS: AGAINST

certain period of time after the close of the fiscal year. While
the SBA typically supports this routine proposal, opposition
may be considered in cases where the company is seeking the
change solely to postpone its AGM.

The SBA votes AGAINST increases in majority requirements
and FOR decreases (except where required by law).

CHANGE OF STOCK LISTING EXCHANGE:
FOR

INCREASE/DECREASE MAJORITY
REQUIRED FOR PASSAGE OF EXTRAORDINARY RESOLUTION (INCLUDING REQUIREMENTS FOR BY-LAW/ARTICLE
REPEAL OR AMENDMENT): AGAINST

The SBA believes that voting for a change in stock listing (exchange) may lead to an increase in the value of stock.

SET OR CHANGE DATE OR PLACE
OF ANNUAL MEETING LOCATION:
CASE-BY-CASE

The SBA votes AGAINST increases in majority requirements
and FOR decreases (except where required by law).

Flexibility is necessary in both time and location of board
meetings. As such, the SBA generally votes in favor of proposals that provide balance relating to a shareowner meeting’s
location.

PROHIBIT SOLICITATION OF
SHAREOWNER CONSENTS TO ACTION IN
LIEU OF MEETING: AGAINST

LIMIT VOTING RIGHTS: AGAINST
ESTABLISH A DISTINCTION FAVORING
NOMINEES/REGISTERED HOLDERS/
BENEFICIAL HOLDERS: AGAINST

The SBA supports maximization of shareowners’ voting rights
at corporations. Any attempts to restrict or impair shareowner-voting rights, such as caps on voting rights, holding period
requirement, and restrictions to call special meetings, will be
strongly opposed.

PROVIDE FOR EQUAL TREATMENT OF
NOMINEES & BENEFICIAL HOLDERS: FOR

IMPROVE MEETING REPORTS: FOR
The SBA believes that meeting reports always have room for
improvement. We vote FOR these proposals even though only
marginal improvements may be realized.

ALLOW DIRECTORS TO VOTE ON MATTERS IN WHICH THEY ARE INTERESTED:
CASE-BY-CASE

ABSTENTION VOTING TABULATION
(UNLESS REQUIRED BY LOCAL LAW): FOR

Generally, the vote will be AGAINST unless it is shown that the
directors’ interests are not material or the proposal conforms
to federal regulations or stock exchange requirements.

TABULATING VOTES: CASE-BY-CASE
ALLOW DIRECTORS TO MEET OVER
THE TELEPHONE OR VIA OTHER
TELECOMMUNICATIONS MEDIA:
CASE-BY-CASE

The SBA supports proposals that allow for independent third
parties to examine and tabulate ballots.
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CHANGE/SET PROCEDURE
FOR CALLING BOARD MEETINGS: FOR
The SBA embraces full disclosure regarding the procedures
for calling board meetings. Therefore, we typically vote FOR
improvements in these procedures and the disclosure of
these procedures.

CHANGE QUORUM REQUIREMENT FOR
BOARD MEETINGS: CASE-BY-CASE

TRANSACT OTHER BUSINESS: AGAINST
This item provides a forum for questions and any other
resolutions that may be brought up at the meeting. In most
countries, the item is a formality and does not require a shareowner vote, but companies in certain countries include other
business as a voting item. “Other Business” is such a broad
term that it is probably in the best interest of shareowners
not to give directors such discretion to influence corporate
decisions without shareowner approval. Additionally, because
shareowners who vote by proxy cannot know what issues will
be raised under this item, the SBA cannot support this request
when asked for a vote.
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CONTROL SHARE CASH-OUT
PROVISIONS: FOR

STATE BOARD OF ADMINISTRATION

STATE OF
INCORPORATION

Control share cash-out statutes give dissident shareowners
the right to “cash-out” of their position in a company at the
expense of the shareowner who has taken a control position.
In other words, when an investor crosses a preset threshold
level, remaining shareowners are given the right to sell their
shares to the acquirer, who must buy them at the highest
acquiring price.

Corporate Governance Principles
& Proxy Voting Guidelines

The SBA votes FOR proposals to opt out of control share cashout statutes.

T

he relative rights and powers of management, shareowners, and other company stakeholders can vary significantly from state to state. A company incorporated
in one state is entitled to do business and have its governance
provisions respected throughout the country. A corporation
having no business contacts or connections in a state may
nonetheless choose that state as its place of incorporation
and that state’s laws as those that determine its internal governance structure. The ability of corporations to choose their
legal domicile has led many states to compete for revenue
from corporate fees and taxes by enacting managementfriendly incorporation codes. Additionally, this competition
has encouraged states to support an array of anti-takeover
devices and wide latitude in restricting the rights of shareowners.

DISGORGEMENT PROVISIONS: FOR
Disgorgement provisions require an acquirer or potential
acquirer of more than a certain percentage of a company’s
stock to disgorge (or pay back) to the company any profits
realized from the sale of that company’s stock purchased 24
months before achieving control status. All sales of company
stock by the acquirer occurring within a certain period of time
(between 18 months and 24 months) prior to the investor’s
gaining control status are subject to these recapture-of-profits provisions.
The SBA votes FOR proposals to opt out of state disgorgement provisions.

ANTI-GREENMAIL: FOR

CONTROL SHARE ACQUISITION
PROVISIONS: CASE-BY-CASE

Greenmail payments are targeted share repurchases by management of company stock from individuals or groups seeking control of the company. They are one of the most wasteful
entrenchment devices available to management. Since only
the hostile party receives payment, usually at a substantial
premium over the market value of his shares, the practice is
discriminatory to all other shareowners of the company. With
greenmail, management transfers significant sums of corporate cash, not their own, to one entity for the sole purpose of
saving their position and fending off a hostile takeover. This is
cash that could be put to use for reinvestment in the company, payment of dividends, or to fund share repurchases, with
all shareowners participating on an equal basis.

Control share acquisition statutes function by denying shares
their voting rights when they contribute to ownership in
excess of certain thresholds. Voting rights for those shares
exceeding ownership limits may only be restored by approval
of either a majority or supermajority of disinterested shares.
Thus, control share acquisition statutes effectively require a
hostile bidder to put its offer to a shareowner vote or risk voting disenfranchisement if the bidder continues buying up a
large block of shares.
The SBA votes FOR proposals to opt out of control share acquisition statutes unless doing so would enable the completion of a takeover that would be detrimental to shareowners.
Additionally, the SBA votes FOR proposals to restore voting
rights to the control shares.

We vote FOR proposals to adopt anti-greenmail charter or
bylaw amendments or otherwise restrict a company’s ability
to make greenmail payments.

Conversely, the SBA opposes proposals to amend the charter
to include control share acquisition provisions or limit voting
rights.
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“FAIR PRICE” AND SIMILAR PROVISIONS
IN TWO-TIERED TENDER OFFERS:
CASE-BY-CASE

on a case-by-case basis. The opportunity to increase shareowner rights will be weighed against the costs and potential
disruption of changing the state of incorporation. Significant
governance shortfalls, such as a board’s lack of responsiveness to a majority-supported shareholder proposal, will increase the likelihood of a vote to reincorporate the company
in North Dakota. A company with a combination or history
of governance shortcomings also suggests the need for an
environment of increased shareowner protections.

Votes will be cast FOR management proposals to adopt a fair
price provision as long as the shareowners vote requirement
embedded in the provisions is no more than a majority of
the disinterested shares. The SBA will vote AGAINST all other
management fair price proposals. In addition, votes will be
cast FOR shareowner proposals to lower the shareowners vote
requirement embedded in existing fair price provisions.

The SBA considers the conditions of the new jurisdiction versus those of the old jurisdiction, generally supporting proposals that require the company to reincorporate to a state that is
more shareowner friendly.1

FAIR PRICE PROVISION: CASE-BY-CASE
OFFSHORE RE-INCORPORATION:
CASE-BY-CASE

Fair price provisions are a variation on standard supermajority
voting requirements for mergers, whereby shareowners vote
before a significant business combination can be affected. Fair
price provisions add a third option, allowing a bidder to consummate a merger without board approval or a shareowner
vote as long as the offer satisfies the price requirements
stipulated in the provision. Although the price requirements
vary from company to company, the common requirement
is that in order to consummate a merger, an offeror must
pay minority shareowners at least as much as he/she paid to
gain a controlling position in the company. Fair price provisions are normally adopted as amendments to a corporation’s
charter. The provisions normally include a super majority
lock-in, a clause requiring a super majority shareowner vote
to alter or repeal the provisions itself. We vote FOR management proposals to adopt a fair price provision, as long as the
shareowner vote requirement imbedded in the provision is
no more than a majority of the disinterested shares. We vote
AGAINST all other management fair price provisions and FOR
shareowner proposals to lower the shareowner vote requirement imbedded in existing fair price provisions.

The SBA believes that in some circumstances the costs of a
corporation’s reincorporation may outweigh the benefits,
primarily tax and other financial advantages. However, reincorporation can also result in the loss of shareowner rights, financial penalties, future detrimental tax treatment, litigation,
or lost business. The SBA evaluates reincorporation proposals
on a CASE-BY-CASE basis examining the following:
•

E conomic costs and benefits of an offshore reincorporation

•

C
 omparison of the company’s governance provisions
prior to and following the transaction

•

C
 omparison of corporation laws of original and destination locations

NON-FINANCIAL EFFECTS OF MERGER:
CASE-BY-CASE
Some companies have added provisions to their charters
that require or allow their boards of directors to evaluate
the impact that a proposed change in control could have on
employees, host communities, suppliers and others. Evaluating the impact on non-shareowner constituencies presents a
target’s board with an explicit basis, approved by the shareowners, which it may invoke to reject a purchase offer that
may be attractive in purely financial terms. Some state laws
allow corporate directors to consider whether the companies
have adopted such a charter or bylaw provision.

REINCORPORATION TO A DIFFERENT
STATE: CASE-BY-CASE
Corporations may change the state in which they are incorporated as a way of strengthening their defense(s) against
unwanted takeovers. Conversely, the move may also be a way
of loosening takeover defenses by moving to a state that has
lax takeover laws. Many companies changed their state of
incorporation to Delaware in the 1980’s because they viewed
it as having a legal climate favorable to management. In
2007, North Dakota changed its laws of incorporation in an
effort to create an environment of corporate governance best
practices and strong shareowner rights. The SBA will consider
proposals to shift the state of incorporation to North Dakota

1 Subramanian, Guhan, “The Influence of Anti-takeover Statutes on
Incorporation Choice: Evidence on the ‘Race’ Debate and Anti-takeover
Overreaching.” Harvard NOM Research Paper No. 01-10, December 2001.
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OPT OUT OF TAKEOVER LAW: FOR

without shareowner approval. Therefore, the SBA generally
votes AGAINST management proposals to establish exclusive
forum, and votes FOR shareowner proposals requesting that
exclusive forum provisions be approved by shareowners. As
with many other voting decisions, the SBA will critically examine the company’s rationale for limiting shareowners’ rights
to legal remedy, including choice of venue, and any material
harm that may have been caused by related litigation outside
its jurisdiction of incorporation.

The SBA does not favor corporations opting into state takeover laws (e.g. Delaware). Such laws prohibit an acquirer from
making a well-financed bid for a target, which provides a premium to shareowners without decimating the balance sheet.

APPROVE STAKEHOLDER
PROVISIONS: AGAINST
Stakeholder laws permit directors, when taking action, to
weigh the interests of constituencies other than shareowners, including bondholders, employees, creditors, customers,
suppliers, the surrounding community, and even society
as a whole, in the process of corporate decision making. In
other words, such laws allow directors to consider nearly any
factor they deem relevant in discharging their duties, giving
directors an excuse for any action that may be detrimental to
shareowners.
The SBA votes AGAINST proposals that ask the board to consider non-shareowner constituencies or other nonfinancial
effects when evaluating a merger or business combination.

EXCLUSIVE JUDICIAL FORUM
PROVISIONS: CASE-BY-CASE
In a March 2010 opinion, the Delaware Court of Chancery
provided an opportunity for any Delaware corporation to
establish the Court as the exclusive forum for “intra-entity”
corporate disputes, such as claims of breach of fiduciary duty.
Such claims have been used to overturn directors’ business
judgments on mergers, and other matters. Early adopters of
the exclusive forum provision chose to enact bylaw provisions
without seeking shareowner approval. However, the Galaviz v.
Berg decision by the U.S. District Court for Northern California
provided that Oracle’s exclusive forum provision was unenforceable, in part due to Oracle’s failure to bring the provision
before shareowners. Subsequently, a number of U.S. companies have decided to bring the exclusive forum provision to
a shareowner vote and others have amended their charter or
by-law provisions.2 The SBA generally opposes restrictions on
shareowner ability to pursue derivative claims and to participate in the selection of appropriate venue. Standard access to
the court system is considered to be a fundamental shareowner right. Companies should not attempt to restrict the
venue for shareowner claims by adopting charter or bylaw
provisions that seek to establish an exclusive judicial forum
2 Claudia H. Allen, “Delaware Corporations – Can Delaware Forum
Selection Clauses in Charters or Bylaws Keep Litigation in the Court of
Chancery?,” April 18. 2011.
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purposes, including raising new capital, funding reasonable
executive compensation programs, business acquisitions, and
facilitating stock splits and stock dividends. While the SBA
recognizes the need for companies to have financial flexibility,
these proposals raise two governance issues that should be
evaluated. First, the increased share authorization could be
used to trigger a company’s poison pill. Without enough additional shares to purchase, there is no chance for the rights to
be exercised. The second governance issue concerns targeted
share placements. In the event of a hostile takeover attempt,
a large number of shares could be placed with a white knight
(a friendly third party) and defeat a possibly worthwhile offer.
The probability of these scenarios is lowered if the board does
not have an excess amount of common shares authorized.

STATE BOARD OF ADMINISTRATION

CAPITAL
STRUCTURE
Corporate Governance Principles
& Proxy Voting Guidelines

T

he stewardship of a company’s capital structure
involves a number of significant issues, including
dividend policy, taxes, types of assets, opportunities
for growth, ability to finance new projects internally, and the
cost of obtaining additional capital. While most of these decisions are best left to company management, many financing
decisions have a significant impact on shareowners, particularly when they involve the issuance of additional common
stock, preferred stock, or the assumption of additional debt.
Additional equity financing, for example, may reduce existing
shareowners’ interest and can dilute the value of an investment. Additionally, shareowners must be weary of potential
anti-takeover mechanisms, which are often embedded in
management’s chosen financing vehicles.

DUAL CLASS STOCK AUTHORIZATION:
CASE-BY-CASE
Companies with dual class voting plans have two or more
classes of voting common stock, with each class having a
different number of votes per share. Dual class capitalization plans are not anti takeover measures, per se, but they
may help management deter takeovers when management
controls the class of stock with higher voting rights. This can
be done when management purchases or is awarded the majority of new issues with super voting rights, thereby reducing
the total voting power of public shareowners. Recapitalization
proposals have often been introduced at family controlled
companies to ensure that the family retains control.

SUBDIVISION OF CAPITAL OR STOCK
SPLIT (REDUCE NOMINAL/PAR VALUE,
INCREASE # OF SHARES): FOR

Academic literature on the corporate governance of dual class
firms has gained significant popularity over the past several
years. Studies mainly focus on the impact of dual class share
structure on five main elements of firm and market behavior:
i) Agency problems
ii) Firm valuation;

REVERSE STOCK SPLIT (INCREASE NOMINAL/PAR VALUE, DECREASE NUMBER OF
SHARES): FOR

iii) Earnings management;
iv) Investment decisions; and
v) Recapitalization.
The following findings provide an overview of the findings in
the recent literature.

INCREASE COMMON STOCK: CASE-BYCASE

Bebchuk (2000) examined the relationship between dual class
stock and corporate governance from an agency perspective.
This analysis showed that the agency costs associated with
such structures are higher than the costs associated with
controlling shareowners that hold a majority of the cash flow
rights in their companies. The authors also found the costs of
these structures to be higher than the agency costs of attend-

The SBA generally supports common stock increases up to
100 percent of the current number of outstanding shares.
We will consider additional increases if management demonstrates a reasonable need. It is important that publicly
held corporations have a cushion (i.e., authorization for more
shares than what is currently needed) for ordinary business
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ing highly leveraged capital structures.1

“single most important provision contributing to the negative
valuation” of Nordic firms.8

Masulis (2006) also contributed to the studies on agency
problems, citing that as the divergence between insider voting rights and cash-flow rights widened at dual class companies, corporate holdings were worth less to outside shareowners; CEOs received higher levels of compensation; managers
were more likely to make shareowner-value destroying
acquisitions, and capital expenditures contributed less to
shareowner value.2 Also in relation to agency issues, Tinaikar
(2006) found that the detachment of control rights from cash
flow rights in dual class share firms induced lower levels of
voluntary disclosure in addition to higher levels of executive
compensation.3

Dual class shares appear to have a significant impact on earnings management as well. Jiraporn (2005) found that dual
class stock exacerbated earnings management by increasing
the degree of abnormal accruals by 2.6 percent on average.
The increase in abnormal accruals was greater compared to
the impact of other takeover defenses such as blank check
preferred stock (not significant), poison pills (1.9 percent increase) and classified boards (1.5 percent increase). The results
were robust even after controlling for firm size, profitability,
financial distress, growth opportunities, and information
asymmetry.9

A study by Claessens (2002) on East Asian firms suggested a
correlation between discount valuation and dual class share
structure.4 Drawing from the results of Claessens’ findings,
several studies examined the implications of dual class shares
on firm value in several other markets. In an analysis of a large
sample of Western European firms, Bennedsen and Nielsen
(2006) found evidence supporting the argument that there
is a value discount associated with firms of disproportional
ownership structures. Their findings strengthened the causal
interpretation that the discount is driven by incentive and
entrenchment effects. More importantly, the authors found
that firms with dual class shares had a significantly higher
value discount than did firms with pyramidal ownership.5 In a
comprehensive study of dual class firms in the U.S., Gompers
and Metrick (2008) found that firm value decreased with an
increase in insider voting rights.6 In addition, a 30 year study
conducted by Martijn Cremers and Allen Ferrell (2009) found
that there is a robust negative association, both economically
and statistically meaningful, between poor governance and
firm valuation for the period of their study, including the years
1978-2006.7 Puttonen (2007) found dual class stock to be the

Dual class share structures influence investment decisions as
well. Li (2007) found that after controlling for other determinants of institutional investment, dual class firms had
significantly less institutional ownership than did single class
firms. Although institutions of all types hold less of the shares
of dual-class shares, this avoidance is more pronounced for
long-term investors with strong fiduciary responsibilities than
for short-term investors with weak fiduciary duties.10
However, not all the literature has negative findings on the
impact of dual class share structure on shareowner value. In
a study on recapitalization of single class stock to dual class
stock, Dimitrov and Jain (2004) found that corporate initiatives for dual class recapitalizations enhance shareowner
value. The authors found that shareowners, on average,
earned significant positive abnormal returns of 23.11 percent
in a period of four years following the announcement of a
recapitalization. Abnormal returns were even larger (52.61
percent) for dual class firms that issued equity.11 One example
of a company operating under a dual class share structure
is Ford Motor Company, with family control via super voting
rights.

1 Bebchuk, Lucian Arye, Kraakman, Reinier H. and Triantis, George G.,
“Stock Pyramids, Cross-Ownership, and Dual Class Equity: The Creation and Agency Costs of Separating Control from Cash Flow Rights”. As
published in CONCENTRATED CORPORATE OWNERSHIP, R. Morck, Ed., pp.
445-460, 2000 Available at SSRN: http://ssrn.com/abstract=147590 or DOI:
10.2139/ssrn.147590.
2 Masulis, Ronald W., Wang, Cong and Xie, Fei, “Agency Problems at DualClass Companies” (November 12, 2006). Available at SSRN: http://ssrn.
com/abstract=961158.
3 Tinaikar, Surjit, “The Voluntary Disclosure Effects of Separating Control
Rights from Cash Flow Rights” (November 2006). Available at SSRN: http://
ssrn.com/abstract=951547.
4 Claessens, Stijn & Fan, Joseph P.H. & Lang, Larry, 2002. “The Benefits
and Costs of Group Affiliation: Evidence from East Asia,” CEPR Discussion
Papers 3364, C.E.P.R. Discussion Papers, revised.
5 Bennedsen, Morten and Nielsen, Kasper Meisner, “The Principle of
Proportional Ownership, Investor Protection and Firm Value in Western
Europe” (October 2006). ECGI - Finance Working Paper No. 134/2006
Available at SSRN: http://ssrn.com/abstract=941054.
6 Gompers, Paul A., Ishii, Joy L. and Metrick, Andrew, “Extreme Governance: An Analysis of Dual-Class Companies in the United States” (May 1,
2008). AFA 2005 Philadelphia Meetings Available at SSRN: http://ssrn.
com/abstract=562511 or DOI: 10.2139/ssrn.562511.
7 Cremers, Martijn and Allen Ferrell, “Thirty Years of Corporate Governance: Firms Valuation & Stock Returns” (September 2009). Yale ICF Working Paper No. 09-09. Available at http://ssrn.com/abstract=1279650.

The SBA generally votes AGAINST proposals to create dual
class share structures or unequal voting shared and generally
votes FOR proposals eliminating such structures.

8 Puttonen, Vesa, Ikaheimo, Seppo and Ratilainen, Tuomas, “External
Corporate Governance and Performance - Evidence from the Nordic
Countries” (January 30, 2007) Available at SSRN: http://ssrn.com/abstract=960431.
9 Jiraporn, Pornsit, 2005, “An Empirical Analysis of Corporate Takeover Defenses and Earnings Management: Evidence from the U.S.”, Applied financial Economics (University of Warwick, U.K.), Vol. 15, No. 5, pp. 293-303.
10 Li, Kai, Ortiz-Molina, Hernan and Zhao, Shelly, “Do Voting Rights Affect
Institutional Investment Decisions? Evidence from Dual-Class Firms” (November 2007). Available at SSRN: http://ssrn.com/abstract=950295.
11 Dimitrov, Valentin and Jain, Prem C., “Recapitalization of One Class
of Common Stock into Dual-class: Growth and Long-run Stock Returns”
(September 1, 2004). Available at SSRN: http://ssrn.com/abstract=422080
or DOI: 10.2139/ssrn.422080.
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INCREASE AUTHORIZED SHARE CAPITAL
WHERE MANAGEMENT IS GIVEN A GENERAL MANDATE TO ISSUE SHARES UP
TO THE LIMIT OF AUTHORIZED CAPITAL
WITHOUT SEEKING SPECIFIC APPROVAL
(INCREASE REQUESTED WITHOUT REFERENCE TO SPECIFIC BUSINESS PURPOSE):
CASE-BY-CASE

and stated capital, some corporate law statutes prohibit
the company from paying dividends on its shares. Other
proposals seek to cancel any unused capital (e.g. from
the treasury, conditional capital or the authorized pool),
which are generally deemed to be no longer necessary
for covering the company’s capital requirements.

Increases not exceeding 100 percent of currently authorized capital will generally be supported. We recommend
a CASE-BY-CASE review on increases above this limit. For
countries where requests are for fixed pools of capital with
a specified life, we will approve requests that do not exceed
100 percent of the sum of currently issued capital and authorized, unissued capital. We will consider a larger increase if a
need is demonstrated. We will apply a stricter standard if the
company has not stated a use for the additional shares or has
previously authorized shares still available for issue. Finally,
proposals that include shares with unequal voting rights will
likely be opposed.

INCREASE AUTHORIZED SHARE CAPITAL
WHEN A SPECIFIC BUSINESS PURPOSE
HAS BEEN SPECIFIED: CASE-BY-CASE
As indicated above, we generally vote FOR increases not
exceeding 100 percent. The SBA will generally vote AGAINST
increases above this limit if they could be used as an antitakeover defense.

Reduction in Connection with Cancellation
of Repurchased Shares:
A company may also seek a routine reduction in capital
corresponding to the cancellation of shares repurchased
in connection with an earlier buyback authorization, as
typically seen in Scandinavia, Japan, Spain, and some
Latin American markets. In most instances, the amount
of equity that may be cancelled is usually limited to ten
percent by national law.

•

Reduction in Connection with Dividend Payments:
If income is not sufficient to enable the payment of a
dividend, the board may propose to lower the par value
of the company’s shares and pay the difference in par
value back to the shareowners, effecting a corresponding reduction in capital. This routine authority does not
involve any material change relative to shareowner value
as such reduction is normally effected proportionately
against all outstanding capital.

•

Reduction in Connection with Restructuring:
Some proposals to reduce capital are sought pursuant
to significant corporate restructuring. The SBA generally
supports such proposals because opposition could lead
to insolvency, which is not in shareowners’ interests. Assessment of this type of proposal should take a realistic
approach to each company’s situation and the future
prospects for shareowners.

In all instances, the SBA considers whether the reduction in
authorized share capital is for legitimate corporate purposes
and not to be used as an anti-takeover tactic.

REDUCE AUTHORIZED SHARE CAPITAL:
CASE-BY-CASE

APPROVE GENERAL SHARE ISSUANCE
WITH PREEMPTIVE RIGHTS: CASE-BYCASE

Proposals to reduce capital can cover a variety of corporate
actions, ranging from routine accounting measures to reductions pertaining to a significant corporate restructuring in the
face of bankruptcy. In addition, proposals to reduce capital
can vary significantly from market to market as a result of local laws and accounting standards. Some examples of capital
reduction proposals found overseas (e.g. in Germany and
Switzerland) include:
•

•

General issuance requests under both authorized and
conditional capital systems allow companies to issue shares
to raise funds for general financing purposes. Approval of
such requests gives companies sufficient flexibility to carry
out ordinary business activities without having to bear the
expense of calling shareowner meetings for every issuance. Issuances can be carried out with or without preemptive rights.
Preemptive rights permit shareowners to share proportionately in any new issuances of stock, guaranteeing current
shareowners the first opportunity to purchase shares of new

Reduction in Stated Capital:
This proposal asks shareowners to allow the board to
reduce the company’s deficit and create a contributed
surplus by effecting a reduction in the state capital of the
company’s common shares. If net assets are in danger
of falling below the aggregate of a company’s liabilities
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issuances of stock in the class they own in an amount equal to
the percentage of the class they already own. Corporate law
in many international countries recognizes preemptive rights
and requires shareowner approval for the disapplication of
such rights. The SBA generally votes FOR issuance requests
with preemptive rights, when the amount of shares requested
is less than either the unissued ordinary share capital or
one-third of the issued ordinary share capital. The SBA favors
issuance authority that is limited to five years and expanded
shareowner reporting when the issuance request exceeds
one-third of its issued ordinary shares.

issuances, the SBA may vote against these types of authorizations.

APPROVE GENERAL SHARE ISSUANCE
WITHOUT PREEMPTIVE RIGHTS: CASEBY-CASE
Companies may need the ability to raise funds for routine
business contingencies without the expense of carrying
out a rights issue. Such contingencies include, but are not
limited to, the facilitating of option plans, small acquisitions,
or payment for services. Recognizing that shareowners suffer
dilution as a result of issuances without preemptive rights,
authorizations should be limited to a fixed number of shares
or a percentage of capital at the time of issuance. The SBA
generally votes FOR issuance requests without preemptive
rights up to a maximum of 20 percent above current levels of
issued capital.

In some markets, historical abuse, local regulations, and
specific listing requirements may dictate alternative levels
of appropriate issuance authority. In Hong Kong, pursuant
to corporate law and relevant regulations, a listed company
may issue additional shares of up to 20 percent of issued
share capital without preemptive rights, and it may issue
repurchased shares of up to 10 percent of issued share capital
for any purpose in one year, provided that prior shareowners approved the mandate. Further, such issuances may be
implemented with a maximum 20 percent discount to the
market price, which would dilute the interests of existing
shareowners. Most of Hong Kong’s listed companies submit
two separate issuance proposals at their AGM’s: an authority
to issue shares without preemptive rights (the “general mandate”), and an authority to issue repurchased shares. The SBA
supports these proposals as they allow companies to secure
financial flexibility by increasing their levels of equity according to business development and investment needs.

ELIMINATE PREEMPTIVE RIGHTS:
AGAINST
Preemptive rights guarantee existing company shareowners the first opportunity to purchase shares or new issues of
company stock in the class they own and in an amount equal
to the percentage of the class they already own. While shareowners may choose not to exercise their right, preemptive
rights at least ensure that existing shareowners will be able to
prevent dilution in their relative ownership position when a
company issues more stock if they choose to do so. The SBA is
generally AGAINST proposals to eliminate preemptive rights,
unless the purpose of the issuance is in shareowners’ interests,
such as to facilitate an acquisition. Conversely, the SBA votes
FOR proposals that direct the adoption of preemptive rights.

However, the SBA is concerned that boards may abuse these
authorities in order to serve their own interests by issuing
shares to any party. As a result, any evaluation of these types
of proposals takes into account the following elements to
determine if there is the possibility that a board may abuse
its authorities: (i) the potential for substantial dilution in the
company’s existing share ownership; (ii) the issue price has
been set at a significant discount that is under the maximum
legal limit of 20 percent; (iii) the decision-making process
regarding the choice of share subscribers; (iv) the possibility
for an improper use of the authority; and (v) the past issuance
practices of the company, which may include allocations of a
substantial amount of shares to one significant shareowner or
third party.

APPROVE ISSUE OF ORDINARY SHARES
WITH NO/LIMITED/RESTRICTED VOTING
RIGHTS: AGAINST

Granting a board with such a high level of discretion over a
company’s capital may negatively affect shareowners’ interests. General mandates for share issuances should be analyzed carefully, and the SBA favors lower maximum limits. Accordingly, we support aggregate maximum limit of additional
share issuances up to 20 percent of the company’s issued
share capital, or 10 percent for the general mandate. And
when applicable, the SBA supports discount rates capped at
15 percent of market price. Unless these conditions have been
met, and the company has provided a detailed plan for such

As stated in this section and in preceding sections, the SBA
favors the expansion of shareowner rights. Therefore, we will
vote AGAINST any proposal to remove, limit, or restrict shareowner rights.
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SPECIFIC SHARE ISSUANCES: CASE-BYCASE

check preferred stock.
The SBA will vote on a Case-by-Case basis on the proposal to
cancel preferred shares. Of course, our decision on a proposal
to cancel preferred shares will depend on the status of the
preferred shares. If the preferred shares carry voting rights,
rights of conversion, or are unissued “blank check” preferred
shares, then the SBA will likely vote FOR cancellation of these
preferred shares.

Specific shares issuances may be requested in connection
with an acquisition, fund raising, issuance to a private party,
etc. The SBA evaluates all specific share issuance requests on
a CASE-BY-CASE basis as such requests should be judged on
their individual merits.

In regards to proposals to issue preferred shares, we consider factors other than the dilution of our voting power. For
instance, we will consider financial factors, such as the effect
that the preferred issuance will have on market capitalization
and earnings per share.

APPROVE ISSUE OF PREFERRED SHARES:
CASE-BY-CASE
“Preferred share” typically refers to a class of stock that provides preferred dividend distributions and preferred liquidation rights as compared to common stock; however, preferred
shares typically do not carry voting rights. However, preferred
shares may carry voting rights in rare circumstances. Therefore, the SBA reviews proposals to issue preferred shares on
an individual basis, considering whether the preferred shares
carry voting rights. If the preferred shares do have voting
rights, then we will likely vote AGAINST the issuance as this
dilutes the SBA’s voting position.

RESTRUCTURE/RECAPITALIZE: CASE-BYCASE
These proposals deal with the alteration of a corporation’s
capital structure, such as an exchange of bonds for stock. The
SBA is in favor of recapitalizations when our overall investment position is protected during the restructuring process.

Likewise, if a company seeks to amend its preferred shares to
provide for voting rights, we will typically vote AGAINST such
a proposal as well because any new shares with voting rights
will dilute the SBA’s voting position.

SHARE REPURCHASE: CASE-BY-CASE
When a company repurchases shares, it is generally using
retained earnings to purchase stock. This is one form of
distributing retained earnings to shareowners. Additionally, companies may have share repurchase arrangements in
their stock option grants to employees. If the repurchase of
shares is motivated because management feels the stock is
undervalued, we are in favor of the proposal. If repurchase is
motivated as an anti-takeover maneuver, the SBA is opposed
and votes AGAINST the proposal. Determining a company’s
motivation may be impossible.

If a company wants to issue preferred shares without voting
rights and with no conversion rights to common shares, then
the SBA will be more likely to vote FOR such an issuance so
long as the company issues the preferred shares for legitimate
financial needs and not as a tool to entrench management.
Conversely, the SBA will likely vote against preferred shares
that provide for conversion to common shares as this may
dilute our voting position if the conversion is exercised. Furthermore, preferred shares with conversion rights require that
the company reserve a sufficient number of common shares
in case all of the preferred shareowners exercise all of their
conversion rights.

Accelerated Share Repurchases (ASR) is another means in
which companies may buy back outstanding shares. Pursuant
to this method, the company repurchases its shares from an
investment bank that borrowed such shares from shareowners. Subsequently, the investment bank will buy back shares
of the company from the market to return to the shareowners. The company then cancels any shares that it may receive
in addition to the initial amount. Because ASRs reduce the
number of issued shares for a fixed cost while transferring
the risk to the participating investment bank for a negotiated
premium, it represents an effective method for companies
to repurchase shares. Unlike an open market buyback, ASRs
allow a company to immediately exchange a fixed amount of
money for shares of its stock. However, recent academic studies have suggested that this practice may be used by management to manipulate earnings figures for incentive compensa-

Blank check preferred stock gives the board of directors the
power to issue shares of preferred stock at their discretion,
with voting, conversion, distribution, and other rights set by
the board at the time of issuance. Blank check preferred stock
can be used for sound corporate purposes like raising capital,
stock acquisition, employee compensation, or stock splits
or dividends. However, blank check preferred stock is also perfectly suited for use as an entrenchment device. The company
could find a “white knight,” sell the knight a large block of
shares, and defeat any possible takeover attempt. With such
discretion outside the control of common stock shareowners, the SBA typically votes AGAINST proposals to issue blank
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tion plans and reporting purposes.12

In addition to the general best practices described above,
which are intended for all firms, the Institute of International
Finance released its Final Report of the IIF Committee on
Market Best Practices: Principles of Conduct and Best Practice
Recommendations – Financial Services Industry Response to
the Market Turmoil of 2007-2008 in July 2008.

Some voting items seek to provide management the authority to use financial derivatives in connection with share
repurchase authorizations. In Germany, for example, the law
requires that the use of financial derivatives for share repurchase programs be authorized explicitly by shareowners. In
some instances, shareowners have been given the opportunity to vote separately on the underlying share repurchase
program and the use of derivatives.

TRACKING STOCK: CASE-BY-CASE
The SBA closely examines the issuance of tracking stock
shares, particularly corporate governance rights attached to
those shares. Normally, tracking stock is a separate class of
common stock that “tracks” the performance of an individual
business of a company. Tracking stock represents an equity
claim on the cash flows of the tracked business as opposed
to legal ownership of the company’s assets. Tracking stock is
generally created through a charter amendment and provides
for different classes of common stock, subject to shareowner
approval. Due to their unique equity structure, we examine
closely all of the following issues when determining our
support for such proposals: corporate governance features
of tracking stock (including voting rights, if any), distribution
method (share dividend or initial public offering), conversion
terms and structure of stock-option plans tied to tracking
stock.

TARGETED SHARE PLACEMENT (TSP):
CASE-BY-CASE
The SBA votes FOR shareowner proposals requesting that
companies first obtain shareowner authorization before
issuing voting stock, warrants, rights or other securities
convertible into voting stock, to any person or group, unless
the voting rights at stake in the placement represent less
than 5 percent of existing voting rights. The SBA is in favor
of targeted share placements that do not lower our overall
return in a takeover situation. We also support TSPs done on a
friendly basis where there is minimal dilution.

DECLARE DIVIDENDS: FOR

ESTABLISH A REQUIREMENT THAT
SHAREOWNERS APPROVE NEW ISSUES
OF SECURITIES: FOR

Declaring a dividend is a very good way to release profits to
shareowners. Since it is better to be assured of a return today
than at some time in the future, the SBA generally supports
dividend declarations unless payout is unreasonably low or
the dividends are not covered by reserves and cash flow. Any
payouts less than 30 percent for most markets are considered
low.

ESTABLISH A PERCENTAGE LIMIT ON
CAPITAL/NUMBER OF SHARES WHICH A
SINGLE SHAREOWNER MAY OWN:
AGAINST

APPROVE APPROPRIATION OF PROFITS:
CASE-BY-CASE
Generally, the SBA is in favor unless the payout is unreasonably low or the dividends are not covered by reserves and
cash flow.

APPROVE ISSUE OF BONDS, DEBENTURES, AND OTHER DEBT INSTRUMENTS:
FOR

AMEND ELIGIBILITY FOR DIVIDENDS:
CASE-BY-CASE

Generally, we vote in favor of debt issuance for the purpose
of financing future growth and corporate needs. However,
there is evidence that firms use debt as a surrogate for sound
corporate governance practices.

Attention will be focused on whether the new method is
detrimental to our interests.

Debt holds managers accountable for corporate performance
because if the company does not perform well financially due

12 Marquardt, Carol, “Managing EPS Through Accelerated Share Repurchases: Compensation Versus Capital Market Incentives.” Baruch CollegeCUNY, September 2007.
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to managerial behavior, then the company may not be able to
meet its financial obligations. When a firm does not meet its
financial obligations, managerial reputation and marketability
typically suffers. As such, managers, knowing that their capital
structure is built on debt, will be inclined to pursue strategies
that lead to the firm’s economic growth because they want to
meet the financial obligations of the firm, thereby simultaneously protecting their own interests and shareowner interests.
In 2009, one study examined the relationship between firms’
capital structure and the quality of their corporate governance mechanisms, confirming that corporations use debt in
place of corporate governance tools.13 The authors found
that firms substituted leverage for corporate governance as a
means to overcome agency costs. In other words, the authors
stated that firms with poor corporate governance mechanisms were highly leveraged.

proposal. Additionally, if the conversion will substantially dilute the appurtenant rights of the company’s common stock,
then we will likely vote AGAINST such a proposal.

SET LIMITS ON CONVERSION RIGHTS
OF CONVERTIBLE SECURITIES: FOR
The SBA favors limitations on the conversion rights of convertible securities to prevent the dilution of our holdings.

MODIFY BORROWING LIMITS
OR DEBT CEILING: FOR

While the SBA recognizes the need to employ various tools
to minimize agency costs and align management interests
with shareowner interests, corporations must not abdicate
their corporate governance duties solely by expanding their
leverage.

ISSUE WARRANTS, OPTIONS (OUTSIDE OF NORMAL CO. COMPENSATION
PLANS) OR OTHER TYPES OF SUBSCRIPTION RIGHTS: CASE-BY-CASE

APPROVE ISSUE OF DEBT SECURITIES
CONVERTIBLE INTO ORDINARY SHARES
OR WITH WARRANTS TO PURCHASE
ORDINARY SHARES: CASE-BY-CASE

APPROVE TERMS FOR SETTLEMENT OF
DEBT: CASE-BY-CASE
Consider whether the proposal is in our interest.

ALLOW BOARD TO ISSUE ADDITIONAL
VOTING SHARES WITHOUT PREEMPTIVE RIGHTS DURING A PUBLIC TENDER
OFFER FOR SHARES OF THE COMPANY:
AGAINST

MODIFICATIONS TO RIGHTS APPURTENANT TO OR TERMS OF PARTICULAR
CLASSES OF SECURITIES: CASE-BY-CASE
The modification must be in the best interest of shareowners. For instance, if a company increases the rights of existing
common stock shareowners, then the SBA will vote FOR the
modification. Conversely, if the company wishes to grant
additional rights to preferred shareowners that would dilute
existing share rights, then the SBA will vote AGAINST the
modification.

AUTHORIZE CONVERSION OF CONVERTIBLE STOCK OR BONDS: CASE-BY-CASE
The SBA considers proposals to convert preferred shares or
bonds into common shares on a Case-by-Case basis dependent on the firm’s motivations. If the conversion is predicated
on a capital restructuring that will improve the firm’s overall
financial performance, then the SBA will vote FOR such a proposal. Alternatively, if the firm submits a conversion proposal
as a defensive tactic to entrench management in the face of
a corporate takeover, then the SBA will vote AGAINST such a

TRANSFER OF SHARES: CASE-BY-CASE
We will generally vote FOR the repeal or relaxation of restrictions on share transfers and vote AGAINST the tightening of
restrictions on share transfer if the transfer may be used to
institute or strengthen a takeover defense.

13 Marquardt, Carol, “Managing EPS Through Accelerated Share Repurchases: Compensation Versus Capital Market Incentives.” Baruch CollegeCUNY, September 2007.
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APPROVE MECHANICAL CHANGE IN
TRANSFERRING OR RECORDING TRANSFERS OF SECURITIES (NO EFFECT ON
ABILITY TO TRANSFER): FOR

APPROVE BONUS ISSUE OF SHARES
FUNDED BY CAPITALIZATION OF RESERVES, SHARE PERMITS OR OTHER ACCOUNT: FOR

Several countries have already introduced or may introduce
electronic clearing systems and the SBA supports these initiatives.

Companies routinely carry out bonus issues of shares or increases in par value to existing shareowners, usually through
the capitalization of reserves from either the share premium
reserve or the retained earnings account. These issuances
essentially function as dividends; however, the distribution of
new shares could increase liquidity and marketability, while
ultimately expanding the company’s shareowner base.

AUTHORIZE DIRECTORS TO MAKE
APPLICATION FOR ONE OR MORE EXCHANGE LISTINGS FOR AN ISSUE OF
SECURITIES: FOR

APPROVE EXCHANGE OFFER MADE BY
COMPANY TO OWN HOLDERS/FOR ANOTHER COMPANY/BY ANOTHER COMPANY: CASE-BY-CASE

Secondary share listings seek to provide a further funding
mechanism through which a company can structure and fund
opportunities in a secondary market through enhancement
of investors’ awareness in such market while increasing share
liquidity. The SBA supports this favorable resolution.

The SBA will consider short-term gains of accepting the offer
versus benefits achievable over the long-term by rejecting the
offer.

AUTHORIZE DIRECTORS TO DISPOSE
OF FRACTIONAL ENTITLEMENTS AND
TO RETAIN THE PROCEEDS FOR THE BENEFIT OF THE COMPANY: FOR

International Issues Related to Corporate Structure (Indiaspecific):
The discovery of financial fraud and corporate governance
failings at Satyam Computer Services in 2008 led to increased
scrutiny of Indian practices in general. Below is an excerpt of
the disclosures recommended in the Confederation of Indian
Industry’s sample code14 of corporate conduct:

APPROVE PRIVATE PLACEMENT OF ANY
TYPE OF SECURITY: CASE-BY-CASE
Private placement is a method of raising capital through the
sale of securities to a relatively small number of investors
rather than a public offering. Investors involved in private
placement offerings typically include large banks, mutual
funds, insurance companies and pension funds.
Because the private placement is offered to a limited number of investors, detailed financial information is not always
disclosed and the need for a prospectus is waived. Moreover,
in the United States, the authority does not have to be registered with the Securities and Exchange Commission.
The SBA evaluates private placements on a CASE-BY-CASE
basis, voting AGAINST it if the private placement contains
extraordinary voting rights or if it may be used in some other
way as an anti-takeover defense.

•

A
 tabular form containing details of each director’s
remuneration and commission should form a part of the
Directors Report, in addition to the usual practice of having it as a note to the profit and loss account.

•

C
 osts incurred, if any, in using the services of a Group
Resource Company must be clearly and separately disclosed in the financial statement of the user company.

•

A
 listed company must give certain key information on its
divisions or business segments as a part of the Directors
Report in the Annual Report. This should encompass (i)
the share in total turnover, (ii) review of operations during the year in question, (iii) market conditions, and (iv)
future prospects. For the present, the cut-off may be 10
percent of total turnover.

•

W
 here a company has raised funds from the public by
issuing shares, debentures or other securities, it would
have to give a separate statement showing the end-use
of such funds, namely: how much was raised versus
the stated and actual project cost; how much has been

14 Available at: www.nfcgindia.org/desirable_corporate_governance_cii.
pdf.
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utilized in the project up to the end of the financial year;
and where are the residual funds, if any, invested and in
what form. This disclosure would be in the balance sheet
of the company as a separate note forming a part of accounts.
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Best Practices

STATE BOARD OF ADMINISTRATION

Boards should effectively:

EXECUTIVE
COMPENSATION
Corporate Governance Principles
& Proxy Voting Guidelines

S

tock-based incentive plans are among the most economically significant matters upon which shareowners
are entitled to vote. Because the approval of such plans
may result in substantial transfers of shareowner equity out
of the company to plan participants as awards vest and are
exercised, the terms of such plans must be scrutinized carefully in order to properly align directors’ interests with those
of shareowners.1
The SBA believes that director compensation has two purposes:
•

To align the interests of shareowners and directors

•

To provide value to directors for value received

•

E stablish a process by which directors can determine
the compensation program in a deliberate and objective
way.

•

S et a substantial target for stock ownership by each
director and a time period during which the target is to
be met.

•

D
 efine a desirable total value of all forms of director
compensation.

•

P
 ay directors solely in the form of equity and cash – with
equity representing 50 to 100 percent of the total; dismantle the existing benefit programs and avoid creating
new ones.

•

A
 dopt a policy stating that a company should not hire
a director or a director’s firm to provide professional
services to the corporation.

•

D
 isclose fully in the proxy statement the philosophy and
process used in determining director compensation and
the value of all elements of compensation.2

Disclosure of target compensation levels, performance
metrics, and specific award thresholds should be disclosed to
investors. When disclosure is deficient, investors are not able
to make efficient proxy voting decisions covering executive
compensation matters. Although disclosure surrounding
executive compensation has improved dramatically over
time, most companies in the U.S. do not provide investors
with extensive reporting about their incentive compensation framework. A recent study found, “more than 66 percent
of the studied sample did not specify targets or provided
ambiguous disclosure. The poor quality of disclosure is more
prevalent among small-cap companies, with 72 percent of
Russell 3000 companies (excluding the S&P 1,500 constituents) failing to disclose what percentile levels of pay they plan
to target, as reported in 2011.”3

In meeting these purposes, the following five principles
should be used by all companies in setting director compensation.
Five Principles
 irector compensation should be determined by a
1.1. D
completely independent compensation committee and
reviewed by the entire board with complete disclosure
and approval by shareowners.
1.2. D
 irector compensation should be aligned with the longterm interest of shareowners.

In addition to the best practices above, the Institute of International Finance (IIF) has developed best practices and principles of conduct regarding executive compensation tailored to
executives within the financial services industry.4 The IIF states
that financial firms should:

1.3. C
 ompensation should be used to motivate directors to
pursue shareowner interests.
1.4. D
 irectors should be adequately and fairly compensated
for their time and effort.
1.5. D
 irector compensation should be approached on an
overall basis, rather than as an array of separate elements.
Based on these principles, the National Association of Corporate Directors’ Blue Ribbon Commission on Executive Compensation recommends the Best Practices listed below and on
the following page.

•

B
 ase compensation on risk-adjusted performance, and
align incentives with shareowner interests and long-term,
firm-wide profitability

•

E nsure that compensation incentives do not induce risktaking in excess of the firm’s risk appetite

2 Stobaugh, Robert B., “Principles and Best Practices for Director Pay.”
National Association of Corporate Directors and The Center for Board
Leadership, 2006.
3 Institutional Shareholder Services (ISS) Corporate Services, “Executive
Pay Through a Peer Benchmarking Lens,” July 21, 2011.
4 See IIF, supra note 25.

1 CFA Centre for Financial Market Integrity, “The Compensation of Senior
Executives at Listed Companies: A Manual for Investors,” 2007.
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•

Align payout with the timing of related risk-adjusted
profit

•

Take into account realized performance for shareowners
over time in determining severance pay

•

Make the approach, principles, and objectives of each
firm’s compensation policies transparent to stakeholders

The SBA will review the quality of corporate disclosure surrounding the relationship between compensation practices
and the company’s risk exposure(s), specifically whether or
not the company has concluded that compensation practices
are reasonably likely to have a material adverse effect on the
company.

To accomplish the above goals, IIF states that firms should
implement the following practices:
•

Structure a significant portion of incentive pay in the
form of deferred or equity-related components

•

Use risk-adjusted compensation metrics, including adjustment for the cost of capital

•

Distinguish an employee’s “alpha” value added to profits
from advantages provided by the firm (e.g., a low cost of
funding)

•

Link a more material portion of pay packages to the risk
time horizon

•

Review policies and performance periodically to maintain
alignment of compensation policies with the firm’s risk
appetite

•

Ensure effective management oversight to guard against
manipulation and arbitrage of the compensation metrics
chosen

•

Make incentives for risk-takers as comparable as possible
across firms’ business groups.

SET/APPROVE DIRECTORS’ FEES/COMPENSATION: CASE-BY-CASE
The SBA is generally in favor unless the proposed retainer
fees appear out of line with national industry practice in the
company’s country of incorporation.

ADOPT OR AMEND STOCK AWARDS OR
OPTION PLAN (U.S.): CASE-BY-CASE
The SBA supports compensation structures that provide
incentives to directors, managers, and other employees by
aligning their economic interests with those of the shareowners while simultaneously limiting the transfer of wealth
out of the company. Therefore, we evaluate incentive-based
compensation plans on the total cost to shareowners and the
incentive aspects of the plan.
The SBA uses independent consultants to model these costs
and incentives. For plans to provide proper incentives, executive compensation should be linked directly with the performance of the business. The consultants engaged by the SBA
have proprietary pay-for-performance models that evaluate
compensation of the top five executives at each company,
covering both U.S and foreign firms. These proprietary models
benchmark the compensation of these executives compared
with their performance using three peer groups for each company: an industry peer group, a smaller sector peer group,
and a geographic peer group.6

Several of the policies above incorporate risk assessment as
a factor in determining appropriate compensation practices.
The financial crisis of 2008 revealed the critical need for risk
evaluation as particular incentives are considered. With this in
mind, Pearl Meyer & Partners released a list of considerations
relevant for companies as they assess risk within the framework of compensation plans:5
•

What risks could threaten the institution’s value?

•

Do incentive plan metrics reflect the institution’s business
strategy?

•

Are the leverage and ratio of incentive compensation
appropriate?

•

Is the full range of upside/downside payouts under the
incentive plans understood?

•

Do plans have protection/controls to avoid excessive
risk-taking?

•

Do plans focus executives on long-term performance
that aligns with shareholder interests?

•

How does performance compare to industry/peers?

•

Do the plans allow the Committee to exercise discretion?

A 2005 study found that executives that commit fraud generally have greater financial incentives to do so than executives
at similar firms have. Executives are more likely to commit
fraud if they are faced with incentives from unrestricted stock
holdings; however, they are no more likely to commit fraud if
they are faced with incentives from restricted stock and unvested and vested options. Executives who commit fraud tend
to exercise larger fractions of their vested options, sell more
stock, and receive greater total compensation while committing fraud than executives in similar firms. Additionally, the
study found evidence that executives commit corporate fraud
following declines in company performance. The authors
conclude that governance measures need not be consistent
across companies, but rather, the measures should depend

5 For a more extensive discussion, see Pearl Meyer & Partners, Trends and
Issues, “Top Executive Compensation Issues in the New Economy,” 2009.

6 Moody’s Investor Services, “Expanded Disclosure On U.S. Executive
Compensation Offers New Clues for Creditors,” July 2008.
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on executives’ financial incentives, especially after declines in
performance, and that restrictions on executives’ ability to sell
shares could help deter fraud.7

compare their executive compensation packages. They found
that companies usually anchor these peer firms in their own
primary industry, but if the industry is doing poor, the firms
CEO’s are paid excessively, or shareowners are powerful and
active, these defined peers could extend beyond the firm’s
industry.11 A review done in 2011 of peer groups used by companies in the Standard & Poor’s 1500 stock universe found a
marginal tendency towards benchmarking against firms that
had larger revenues.12 This may be done to help justify the
firm’s own executive compensation structure.

Typically, companies also use peer groups when developing
compensation packages for their executives. A primary purpose of a peer group is to provide a benchmark against which
to determine total direct compensation (TDC). A company’s
choice of peers can have a significant impact on the ultimate
scope and scale of executive compensation. However, these
peer groups may be flawed in that the peer groups will be
developed to maximize executive compensation regardless of
executive performance. In fact, a 2000 study by Bizjak, Lemmon, and Naveen found that the “vast majority” of firms that
use peer groups set their executive compensation at or above
the fiftieth percentile of the peer group.8 Issuer-developed
peer groups may exhibit the following red flags: 1) too many
firms listed (more than 15); 2) bias toward “peers” that are
substantially larger and/or more profitable; 3) multiple peer
groups with unusually high CEO pay, particularly if not direct
competitors; 4) too many industries and geographic markets
included; 5) peers that do not compete with the issuer for
executive talent; and 6) unexplained year-to-year peer group
changes. Such red flags are of concern to investors because of
the potential to game the pay-setting process.

To prevent companies from “gaming” the system with their
peer groups, governance research firms score companies on
their executive compensation practices. For example, with a
forced curve and a school letter-grade system, a company’s
pay-for-performance policies are ranked using fundamental
performance measures such as stock returns, earnings-pershare (EPS) growth, return-on-assets (ROA), and return-onequity (ROE). This information is used to guide voting decisions on each compensation issue as well as to evaluate the
compensation committee’s performance.
The SBA evaluates equity-based incentive plans using a
cost-based analysis. The potential cost of an equity plan is
expressed in terms of shareowner value transfer (SVT), which
is measured using a binomial model that assesses the amount
of shareowners’ equity that will flow out of the company to
participants either as options are exercised or restrictions on
awards lapse.

Firms may select a peer group composed of companies that
are of a material size difference, which can substantially
inflate compensation benchmarking and may be an indication of weak board oversight. An article from The Conference Board stated that companies selecting top executives
at larger companies as peers can boost the 25th, 50th, and
75th compensation percentiles in a comparison group. These
findings are independent of firm performance, thus presenting a compensation benchmark that emphasizes higher-paid
executives. A 2007 study also found such peer inflation to
be the case, noting that “the selection bias towards highly
paid companies in the compensation peer groups appears to
contribute to the ratcheting of CEO pay over time.”9 The study
found that firms chose a median peer with $470 thousand
higher total pay than its best-matched unselected peer.
Boston University professor Ana Albuquerque found a similar
increase in CEO pay due to peer selection. She also concluded
that “firms for which the ‘peer-pay-effect’ reflects higher CEO
talent perform better in the future, whereas firms perform
worse when it reflects opportunism.”10 A 1999 study by Porac,
Wade, and Pollock examined the peer groups that firms use to

When analyzing the potential cost of a new plan or an amendment to add shares to an existing plan, the SBA estimates
the potential total cost of a company’s equity compensation
program, including: (1) new shares being reserved, (2) shares
available under all existing equity compensation plans, and
(3) shares subject to outstanding awards (or “overhang”). Note
that, for purposes of the binomial model, new shares, available shares, and shares underlying outstanding grants are
referred to as A, B, and C shares, respectively, in our analyses.
SVT is expressed in dollar terms and as a percentage of the
company’s market value. As part of the evaluation protocol
for determining a vote decision on a plan proposal, the total
potential cost (SVT) of all a company’s equity-based incentive plans is compared to a company-specific cap that is both
industry – and performance-based.
A company’s SVT is fueled by three elements – its current
share request, plus the number of shares previously reserved
under its equity plans that have not yet been granted, plus
the number of shares that have been granted and not yet
exercised or (in the case of full-value awards) vested.

7 Johnson, S., Ryan, H.E., Jr., and Tian, Y.S., 2005. Executive Compensation
and Corporate Fraud.
8 Bizjak, M. John, Lemmon, L. Michael, and Naveen, Lalitha. 2000 “Has
the Use of Peer Groups Contributed to Higher Pay and Less Efficient
Compensation?”
9 Faulkender, Michael W. and Yang, Jun, “Inside the Black Box: The Role
and Composition of Compensation Peer Groups,” (March 15, 2007). AFA
2008 New Orleans Meetings Paper.
10 Albuquerque, Ana M., De Franco, Gus and Verdi, Rodrigo S., “Peer
Choice in CEO Compensation,” (July 21, 2009). Available at SSRN: http://
ssrn.com/abstract=1362047.

The SBA’s current approach provides an unbiased dollar cost
estimate of a company’s equity compensation program. If the
11 Porac, F. Joseph, Wade, B. James, and Pollock, Tim. 1999 “Industry Categories and the Politics of the Comparable Firm in CEO Compensation.”
12 Equilar, Inc., “2011 S&P 1500 Peer Group Report – An Analysis of Peer
Groups at S&P 1500 Companies.”
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expected duration of the request in addition to the shares
currently available under the equity compensation program,
based on the company’s three-year average burn rate (or a
burn-rate commitment that the company makes for future
years). For example, an expected duration in excess of five
years could be considered problematic.

potential cost of the equity compensation program exceeds
the company-specific allowable cap, the SBA generally votes
against the equity plan proposal because it is too costly for
shareowners.
Companies with sustained positive stock performance may
exhibit high SVT costs attributable to overhang if option holders retain their options for prolonged periods. Such a combination likely reflects employees’ confidence in their company’s future prospects. However, the SBA may vote against a
new share request due to excessive cost that is driven primarily by overhang. Although positive stock performance will
typically result in a higher allowable cap for a company, the
high cost of overhang may still represent a significant component of SVT. In addition, although most full-value awards
(such as time-based restricted shares) fully vest after no more
than three or five years, most stock options are granted with
10-year terms, and thus may impact overhang for a longer
period than full-value awards if not exercised within five years
after they are granted.

4. Overall Compensation Practices:
An evaluation of overall practices could include: (1) stock option repricing provisions, (2) liberal share recycling provisions,
(3) evergreen provisions, (4) high concentration ratios (of
grants to top executives), or (5) additional practices outlined
in the independent consultant’s current poor pay practices
policy.
In addition to these performance and cost calculations, the
SBA uses a set of guiding principles to make voting decisions
on compensation plans.
The board committee should have discretion to tailor plans to
fit individual and company needs at any point in the life of the
plans. However, shareowners also need safeguards against
possible misuse of plan structures. To avoid conflicts of
interest, insiders and affiliated directors should not sit on the
board’s compensation committee. Additionally, the SBA typically votes against plans which do not limit individual plan
dilution levels to a range of 3 percent to 5 percent of a company’s outstanding common stock, and simultaneously do
not limit the total dilution resulting from all plans to a range
of 6 percent to 10 percent of outstanding common stock.

Beginning in 2008, the SBA incorporated a case-by-case
policy in situations where a company keeps its employees
and the employees keep the options. Such a case may represent successful retention of employees, who have a positive
outlook on the future performance of the company. This
approach involves an evaluation of companies with excessive
SVT cost. For these companies, we would examine the company’s: (1) performance, (2) overhang, (3) dilution attributable to
equity compensation, and (4) overall compensation practices.
For companies with excessive SVT cost, the SBA would consider, on a case-by-case basis, a carve-out of a portion of cost
attributable to overhang, considering the following criteria:

Stock-based incentive plans should require some financial
sacrifice and/or risk. Plans that include only restricted stock
or other forms of outright grants should be kept to minimal
levels due to their higher costs and decreased incentive elements. While each plan is judged primarily on cost and how
well the plan will align the goals of management with those
of shareowners, the SBA typically votes against plans that
permit unrestricted stock or time-lapsing restricted stock
awards that fully vest in less than 4 years. When plans include
provisions like cashless exercise, no particular strike price,
evergreen provisions, and payment of dividends on unvested
shares, and repricing ability, and the extent to which a plan
can effectively align the interests of management is mitigated. Some financial risk on the part of the option holder is
important to efficiently achieve this goal.

1. Stock Performance:
A company with sustained positive stock performance will
merit greater scrutiny. Five-year total shareowner return (TSR),
year over year performance, and peer performance could play
a significant role in this determination

2. Overhang and Exercise Behavior:
We would assess whether optionees have held in-the-money
options for a prolonged period (thus reflecting their confidence in the prospects of the company). Note that this factor
would require detailed disclosure regarding a company’s
overhang, such as tranches of all outstanding grants with
corresponding exercise prices, vesting provisions, terms,
forfeiture rates, and their distribution with respect to the employee base. We also consider the dividend payment policy
on unvested stock and whether, if paid, such dividends are recouped by the company in the event the stock does not vest.

Option repricing is a serious detriment to the incentive aspect
of these plans. If the company has a history of repricing
underwater options, or if the plan specifically permits this
practice, the plan is doubtful to meet the standards required
under the consultant’s model. There are very rare instances
where repricing is acceptable, but several strict conditions
must be met including a dramatic decline in stock value due
to serious macroeconomic or industry-wide concerns and the
necessity to reprice options in order to retain and motivate

3. New Share Request:
We would evaluate the new share request and calculate the
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employees.

or no or excessively high maximum payout.

The voting decision of the SBA will take into account any other factors relevant in determining whether a proposed plan is
a reasonable way to achieve the ultimate goal of maximizing
shareowner value.

AUTHORIZE ALLOTMENT OF SHARE
OPTIONS TO DIRECTOR(S) PURSUANT
TO AN APPROVED STOCK OPTION PLAN:
FOR

ADOPT/AMEND EXECUTIVE OR
EMPLOYEE STOCK OPTION PLAN
(INTERNATIONAL): CASE-BY-CASE

AUTHORIZE DIRECTORS TO GRANT
STOCK OPTIONS TO EXECUTIVES OR
STAFF OF THE COMPANY OR ITS AFFILIATES (WHERE FURTHER INFORMATION IS
NOT KNOWN): AGAINST

The SBA supports stock option plans, which provide incentives to directors, managers, and other employees by aligning
their economic interests with those of the shareowners while
limiting the transfer of wealth out of the company. Option
plan evaluations are therefore based on the total cost to
shareowners and give effect to the incentive aspects of the
plan. Specific analysis includes all of the following:
•

Exercise price (should be >= 100% market price of
shares);

•

Total dilution (should be <= 10% of fully-diluted issued
capital);

•

The plan is to have a disinterested administrator; and

•

“Repricing” of underwater options is prohibited.

AUTHORIZE EMPLOYEE STOCK OWNERSHIP PLANS (ESOP’S): FOR
Generally vote in favor using similar criteria for stock option
plans (i.e. dilution parameters, plan features, etc.)

ESTABLISH A REQUIREMENT THAT
SHAREOWNERS APPROVE SEVERANCE
PAY OR OTHER SPECIAL COMPENSATION
TO COMPANY OFFICERS OR DIRECTORS:
FOR

If total dilution exceeds 10 percent, special consideration will
be given towards industry practice within the specific foreign
capital market, the company’s performance relative to its
industry, and percentage of stock options awarded to top
executives. If proxy disclosure is inadequate to gauge certain
aspects of compensation plans, we are not likely to support
these option plans.

RATIFY OR RENEW MANAGEMENT/PROFIT-SHARING CONTRACT WITH OTHER
COMPANIES (IN WHICH THE COMPANY
RETAINS OR GAINS MANAGEMENT CONTROL OVER THE OTHER): FOR

ADOPT BONUS 162(M) PLAN (US):
CASE-BY-CASE
The SBA reviews proposals to adopt performance-based
cash bonus plans for executives on a case-by-case basis.
These plans are put to a shareowner vote to preserve the tax
deductibility of compensation in excess of $1 million for the
five most highly compensated executives, pursuant to section
162(m) of the Internal Revenue Code. A vote against these
plans does not prevent the bonus from being paid, but only
precludes the ability to take a tax deduction.13 As such, the
SBA generally favors these proposals but will vote against
them when executive compensation is egregious as evidenced by one or more of the following: a gross misalignment
of pay and performance, lack of defined performance criteria,

ESTABLISH A REQUIREMENT THAT
DIRECTORS HOLD SHARES IN THE
COMPANY: FOR
We encourage stock ownership by directors and believe directors should own an equity interest in the companies upon
which boards they are members. However, we do not currently support any type of minimum or absolute ownership

13 “Section 162(m) Requirements, Implications and Practical Concerns,”
Exequity, September 2008.
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levels (e.g. 10,000 shares of stock, $25,000 of stock, etc.).

for exercise are not clearly specified, the SBA will oppose the
resolution. A near-zero exercise price means that grantees
do not bear the same downside risks as shareowners who
purchase their shares at market price, thereby weakening
the alignment of grantees’ interests with those of ordinary
shareowners.

AUTHORIZE (REVOKE APPROPRIATION)
DIRECTORS TO SET RETIREMENT PAYMENT FOR RETIRING DIRECTOR(S): CASEBY-CASE

SET/AMEND EXERCISE DELAY
(EUROPEAN STYLE OPTIONS): CASE-BYCASE

We favor this management proposal only if it clearly states
that it affects employee directors. If it is not clear who will be
affected by the proposal, we vote AGAINST it.

APPROVE RETIREMENT BONUS FOR
DIRECTORS (JAPAN): CASE-BY-CASE

ADOPT COMPENSATION SCHEME:
CASE-BY-CASE

The SBA votes on proposals to approve retirement bonus for
directors on a CASE-BY-CASE basis. We treat such payouts as
routine resolutions provided that retirees have been executives of the company. However, the SBA opposes payment of
retirement bonuses to outside directors as the appointment
of affiliated parties as directors, and their subsequent retirement with full benefits, continues to be a problem in Japan.
Because this practice transforms key oversight positions into a
form of reward to friends and affiliates of management, this is
a highly unacceptable practice and a wasteful use of shareowners’ funds. Due to the limited level of disclosure provided
in Japanese proxies describing the way these payments are
calculated, shareowners are not able to assess the true merits
of such rewards. As such, the SBA will vote against this resolution when one or more of the individuals to whom the grants
are being proposed have been designated as an outsider
particularly because the size of these payments is left at the
board’s discretion.

Consider the appropriateness of the compensation scheme.

CANCEL MANAGEMENT/PROFITSHARING CONTRACTS WITH OTHER
COMPANIES: FOR

APPROVE AMENDMENTS TO EMPLOYEE
PROFIT SHARING PLAN: CASE-BY-CASE
Consider potential dilution as compared to potential
productivity increases.

OPTION EXCHANGE PROGRAMS/
REPRICING OPTIONS: CASE-BY-CASE

APPROVE DEEP DISCOUNT STOCK OPTION PLAN (JAPAN): CASE-BY-CASE

While the SBA is strongly opposed to the repricing of stock
options, there are very rare instances where we may accept
repricing. In such scenarios, the SBA will evaluate such proposals on a CASE-BY-CASE basis, considering:

Deep discount stock option plans act like restricted stock
plans, which are not allowed in Japan. The exercise price
of the options is set at JY 1 per share, but the recipient is
usually not allowed to exercise the options until retirement.
These plans are most often adopted as a substitute for the
retirement bonus system, and are an explicit attempt to link
director compensation with share price performance. Because
companies typically seek to reserve very modest size of
grants, the SBA is not concerned with dilutive effects associated with such plans. However, when the options may be
exercised prior to retirement, with no disclosure of performance hurdles which must be met, or when the conditions
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•

P
 resence of a dramatic decline in stock value attributed
to serious macroeconomic or industry-wide concerns

•

N
 ecessity to reprice options in order to retain and motivate employees

•

H
 istoric trading patterns, i.e. the stock price should not
be so volatile that the options are likely to be back “inthe-money” over the near term

•

R
 ationale for the re-pricing, e.g., was the stock price
decline beyond management’s control?

•

Value of exchange for the company and shareowners

•

Plan for surrendered options, e.g., placed in reserve, etc.

•

Option vesting, e.g., does the new option vest immediately or is there a black-out period?

•

Term of the option, i.e. the term should remain the same
as that of the replaced option

•

Exercise price, i.e. should be set at fair market or a premium to market

•

Participants, i.e. executive officers and directors should
be excluded.

OPTIONS BACKDATING: AGAINST
Options backdating has had serious implications for companies and shareowners, resulting in financial restatements, the
de-listing of companies, and the termination of executives.
According to an ISS study on the stock option timing scandal,
option timing has allowed some executives to prosper without building long-term shareowner value. In addition, many
investors view option timing as stealing from corporate coffers, especially since many companies expend cash on stock
buybacks to counteract the dilutive impact of their executives’
option profits.15

If the surrendered options are added back to the equity plans
for re-issuance, then we also take into consideration the company’s three-year average burn rate.

As of November 2007, more than 220 U.S. companies had
announced internal or regulatory investigations related to
their stock option practices. The revelation of backdating
results in an average loss to shareowners of about 8 percent.
This translates to about $500 million per firm. By contrast,
the authors estimated that the average potential gain from
backdating to all executives in these firms is under $600,000
per firm annually.16

In addition to the above considerations, we evaluate the
intent, rationale, and timing of the repricing proposal. The
proposal should clearly articulate why the board is choosing
to conduct an exchange program at this point in time. Repricing underwater options after a recent precipitous drop in the
company’s stock price demonstrates poor timing. Repricing after a recent decline in stock price triggers additional
scrutiny and a potential AGAINST vote on the proposal. At
a minimum, the decline should not have happened within
the past year. Also, we consider the terms of the surrendered
options, such as the grant date, exercise price, and vesting
schedule. Grant dates of surrendered options should be far
enough back, at least two to three years, so as not to suggest
that repricings are being done to take advantage of shortterm downward price movements. Similarly, the exercise price
of surrendered options should be above the 52-week high for
the stock price. The SBA is likely to vote against members of
the compensation committee when the company repriced
options or completed a self tender offer without shareowner
approval.

Since the passage of the Sarbanes-Oxley Act in 2002, companies have been required to report option grants within
two business days. While this rule change has made it more
difficult for companies to manipulate grant dates, a significant number of firms have missed these deadlines, raising
concerns among some investors that option-timing is still
occurring.
A 2005 empirical study on the timing of CEO stock option
awards found that abnormal stock returns are negative before
the award dates and positive afterwards, and the returns
around unscheduled awards appear to have intensified over
time, suggesting that executives have gradually learned how
to better time awards to their advantage or become more aggressive in their timing efforts.17
According to an academic study, backdating can be curtailed
in several ways. For instance, if the two-day reporting is
strictly enforced, it will substantially reduce the scope of backdating. In 2006, more than 20 percent of the option awards
were reported late, with about 10 percent more than one
month late. The study empirically found that managers can
gain significant economic benefits from grant manipulations
both via back- and forward-dating of stock options.18

A study of option exchanges made between 2004 and 2009
analyzed the client recommendations of the largest U.S. proxy
advisor and their impact on subsequent firm performance.14
The study’s researchers observed a positive stock price reaction to exchange offers, suggesting that shareowners view
these proposals as value increasing. The study found the
stock price reaction to be significantly less positive when the
exchange exhibited certain features favored by a major proxy
advisor, including shareowner approval.

Another academic paper on stock options grants manipulation found that approximately 18.9 percent of grants between
1996 and 2005 have been backdated or manipulated in some

The SBA votes FOR shareowner proposals to put option repricings to a shareowner vote.

15 ISS, 2006, “An Investor Guide to the Stock Option Timing Scandal.”
16 Narayanan, M.P., Schipani, Cindy A. and Seyhun, Hasan Nejat, “The
Economic Impact of Backdating of Executive Stock Options.” Michigan
Law Review, 2006.
17 Lie, Erik, 2005, “On the Timing of CEO Stock Option Awards”, Management Science, Volume 51, No. 5, May 2005, pp. 802-812.
18 Narayanan, M.P and H. Nejat Seyhun, 2006, “The Dating Game: Do
Managers Designate Option Grant Dates to Increase Their Compensaion?”

14 David F. Larcker, Allan L. McCall, and Gaizka Ormazabal, “Proxy
Advisory Firms and Stock Option Exchanges: The Case of Institutional
Shareholder Services,” Stanford Rock Center for Corporate Governance at
Stanford University working paper No. 100 (April 15 2011).
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fashion. These fractions are highest for unscheduled, at-themoney grants and among firms that are small, operate in the
tech sector, and have high stock price volatility. In addition,
firms that use smaller auditing firms, i.e. firms outside the Big
Four, are more likely to file their grants late. The incidence of
backdating was more than halved as a result of the two-day
filing requirement that took effect in 2002, but it remains high
for grants that are filed late. At the firm level, the authors of
the study estimated that 29.2 percent of firms manipulated
grants to top executives at some point between 1996 and
2005.19

creation of a fixed grant schedule or window period for
equity grants going forward.
An ISS study on the stock option timing scandal found that
the option-timing scandal calls into question the oversight
provided by boards and compensation committee members
at these companies. When a compensation committee fails
to perform its fiduciary responsibilities and provide adequate
oversight of the executive pay policies and process, shareowners eventually suffer.22

ADOPT OR AMEND EMPLOYEE
STOCK PURCHASE PLAN: CASE-BY-CASE

A study by Goldman Sachs found that the stock prices of
many companies that have publicly announced investigations
into option granting practices have moved notably lower
after such announcements. The study revealed that stock
underperformance occurs even though stock option backdating may not necessarily be illegal if conducted in accordance
with the company’s compensation plan, properly disclosed,
and properly accounted for.20

Employee stock purchase plans (ESPP) are normally broadbased equity plans that allow employees to purchase stock
via regular payroll deductions, often at a reduced price. Equity-based compensation can be a useful tool in aligning the
interests of management and employees with those of the
shareowners. ESPPs provide low cost financing for corporate
stock and can improve employee productivity, both of which
should, in theory, lead to increased shareowner value. Numerous studies favorably link ESPPs with improved corporate
performance.23 To avoid incurring an expense under Financial
Accounting Standard 123R, companies must offer a noncompensatory ESPP. The SBA uses a set of criteria to evaluate
ballot items. These criteria include the presence of evergreen
provisions, opt-out features, reset features, purchase limits,
pay deductions, matching contributions, holding requirements, and tax deductibility. The SBA generally supports ESPP
proposals that pass the criteria of a consultant’s model based
on the size and cost of the plan, as well as the company’s
overall use of equity compensation. The combined cost of
the ESPP plus any other equity-based compensation plans is
compared to the average level of the company’s peers and
several absolute limits, in the same fashion as detailed in the
above section, “Adopt or Amend Stock Awards and/or Options
Plan”. The plan is generally accepted if the combined amount
of equity used across all programs is deemed reasonable.

Furthermore, according to a CRS Report for Congress on the
backdating of stock options, while corporate executives appear to have profited handsomely from undisclosed backdating, there is, potentially, a significant cost to shareowners.
Companies that have backdated their stock options may face
costs from earnings hits, reduced executive performance, delisting, actions of bondholders, additional taxes, and probes,
fines, and lawsuits; all of these costs can deteriorate shareowner value.21
In cases where a company has practiced options backdating,
the SBA votes AGAINST or WITHHOLD on a CASE-BY-CASE basis when voting on the members of the compensation committee. Our vote depends on the severity of the practices and
the subsequent corrective actions on the part of the board.
We vote AGAINST or WITHHOLD from the compensation committee members who oversaw the questionable options grant
practices or from current compensation committee members
who fail to respond to the issue proactively, depending on
several factors, including, but not limited to:
•

Reason and motive for the options backdating issue, such
as inadvertent vs. deliberate grant date changes

•

Length of time of options backdating

•

Size of restatement due to options backdating

•

Corrective actions taken by the board or compensation
committee, such as canceling or repricing backdated
options, or recoupment of option gains on backdated
grants

•

Adoption of a grant policy that prohibits backdating, and

RESTRICT EXECUTIVE PAY: CASE-BY-CASE
The SBA supports levels of compensation that are consistent with our goal of aligning management’s interests with
shareowners’ interests. Generally, the SBA believes that
shareowners should not be involved in setting or limiting the
absolute level of executive compensation, which is a matter for the compensation committee to determine, and if a
problem arises with respect to executive pay, providing or
withholding support of the individual compensation com-

19 Heron, Randall A. and Erik Lie, 2006, “What Fraction of Stock Option
Grants to Top Executives have been Backdated or Manipulated?”
20 Goldman Sachs Group, 2006, “ESO Backdating – What a Mess!”
21 Congressional Research Services, 2007, “Stock Options: The Backdating
Issue.”

22 ISS, 2006, “An Investor Guide to the Stock Option Timing Scandal.”
23 2006 Employee Stock Purchase Plan Report, Equilar, Inc., 2006.
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mittee members is the appropriate recourse. Absolute limits
that may or may not be tied to certain criteria may inhibit the
compensation committee’s ability to fulfill its duties, particularly for companies that have a track record of reasonable
compensation. When the company’s executive compensation
and performance have been in line with that of peers, there is
no justification for shareowners to require an arbitrary cap.

thereafter.24
Since shareowners may not be afforded the opportunity to
vote on the adoption of a golden parachute itself, the SBA will
consider voting against compensation committee members
for approving the adoption of excessive or egregious golden
parachutes such as those with payouts exceeding 2.99 times
salary plus bonus and those that would be paid in addition
to contractual severance payments. The SBA will also consider voting against compensation committee members for
approving the adoption of “tin parachutes,” which are paid
to a broad class of employees and may serve as a takeover
deterrent.

DISCLOSURE OF EXECUTIVE COMPENSATION: CASE-BY-CASE
It is important that shareowners have the opportunity to review all elements of compensation to senior officials in order
to evaluate the performance of the board, specifically the
compensation committee, in monitoring management. Proposals for more detail will be evaluated based on the depth of
the disclosure required.

Golden parachutes are a special kind of employment contract
for directors, officers, and other key employees. This change
in control (“CIC”) severance package typically includes a continuation of the individual’s base salary for two to three years
or a lump sum payment valued at two to three times the base
salary rate, plus retirement and other benefits guaranteed
in the contract following termination.25 In some cases, these
periods and multiples can be significantly longer than three
years and greater than three times. Golden parachutes do not
include certain types of compensation that are deemed not
related to the transaction, such as previously vested equity
awards, deferred compensation and compensation from bona
fide post-transaction employment agreements.

EXECUTIVE SEVERANCE AGREEMENTS
OR GOLDEN PARACHUTES: CASE-BYCASE
Pursuant to final rules adopted by the SEC in early 2011 and
as part of their annual general meetings, companies are
required to provide shareowners with advisory (non-binding)
votes on golden parachute packages in the event of mergers
or acquisitions (M&A). Golden parachute disclosure is required
only for executive compensation that is based on or otherwise relates to the applicable M&A transaction(s). Golden
parachute disclosure is required to be provided in both tabular and narrative formats, and must include all arrangements
whether or not they discriminate in scope, terms or operation
in favor of executive officers, and without a de minimis exception of any kind. Agreements or understandings between the
acquirer and the named executive officers of the target firm
are required to be disclosed to investors, but are not subject
to the say-on-golden parachute vote. Golden parachute votes
are only required in transactional filings where shareowners are being asked to approve the transaction. Importantly,
companies are not required to conduct say-on-golden
parachute votes if the golden parachute arrangements have
already been voted upon in an annual say-on-pay vote and
have not been modified in order to increase the size of the
benefit since such prior vote. Golden parachutes can impact
corporate financial performance, and some research indicates
that firms adopting golden parachutes experience reductions in enterprise value, as well as negative abnormal stock
returns, both during the inter-volume period of adoption and

Provisions have been outlined in the Internal Revenue Code
to try to curb excessive parachute payments. This provision calls for a 20 percent excise tax to be levied on excess
parachute payments. Unfortunately, it has had the opposite
affect and has caused companies to gross-up the parachute
payments to executives. According to an analysis by the Institutional Shareholder Services (ISS), 66.2 percent of companies
would provide excise tax gross-ups to executives in connection with a change in control.26 The SBA supports initiatives
to reduce the time frame of severance agreements, to tie
them to executive performance, and for outside executives,
to sunset agreements after an initial “honeymoon” period.
The SBA also supports and votes FOR shareowner proposals
requiring shareowner ratification of golden parachutes unless
the proposal requires shareowner approval prior to entering
into employment contracts. Shareowners should allow the
compensation committee to set benefit levels, provided that
shareowner approval is sought when benefits will exceed 2.99
times salary plus bonus to allow for tax advantages.
24 Lucian A Bebchuk, Alma Cohen, and Charles C. Y. Wang, “Golden
Parachutes and the Wealth of Shareholders,” Harvard Law and Economics
Discussion Paper No. 683 (October 2012).
25 Within employment agreements and executive compensation plans, a
CIC is typically defined as an occurrence of one or more of the following:
1) a certain percentage of the company’s stock is acquired outright (or via
a merger); 2) a sale of all or a substantial amount of the company’s assets;
3) a liquidation of the company; or 4) a certain percentage of the board
of directors is replaced. CIC’s are also defined in the tax code within IRC
Section 280G and 490A.
26 “Gilding Golden Parachutes, The Impact of Excise Tax Gross-Ups” RiskMetrics Group November 2008.
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Similarly, the SBA believes that there are certain criteria that
can be included in severance agreements that would prevent
excessive and undue compensation from being awarded.
Specifically, severance agreements should be structured so
that executives are not awarded full payments in the event of
poor performance. Executive compensation should be based
on a solid foundation of pay for performance, and if an executive has not performed, severance packages should afford the
company leniency to reduce payouts. Companies should not
be required to pay for work that has not been performed. Further, executives should not receive severance payments under
a broad executive plan if they are also eligible for severance
payments under their employment contract. A double trigger standard for severance payouts to executives following
a change in control event is fast evolving into a governance
best practice. Advocates of a double trigger argue that companies that enter into severance (golden parachute) agreements that allow for payments to departing senior executives
upon a change in control, should be subject to a double
trigger that makes payouts contingent upon both a) an actual
change in control and b) the termination of an executive (or a
substantial diminution of the executive’s duties). The proponents of the proposal also argue that by allowing the accelerated vesting of equity awards or the easing of restrictions on
stock upon a change in control, departing executives receive
windfalls from awards that may not vest for several additional
years and that such unearned payouts have no real benefit to
shareowners as they are not aligned with the principle of pay
for performance. The SBA supports the adoption of compensation policies that require any future senior executive
severance agreements that provide for payments made upon
a change in control to be double triggered and not allow for
accelerated vesting of unvested equity awards.

to compensation consultant Equilar, as of 2006, 17.2 percent
of Fortune 100 companies disclosed that their CEO is entitled to receive death benefits. Death benefits are defined as
termination payments triggered by death. Typically, these
payments are structured in a similar fashion to severance and
change-in-control benefits where basic payments are set as a
multiple of base salary and/or bonus. Death benefits structured in this manner may be a form of poison pill (anti-takeover device), and are likely to result in compensation levels
that contradict performance. Companies often claim that pay
packages that include death benefits are designed for executive retention, but death clearly severs any retention rationale.
Because golden coffin provisions may pay out significant
long-term compensation that is unrelated to performance after the death of the executive, the SBA supports their removal
from compensation frameworks at any firm that does not provide similar benefits to its other managers or does not require
such compensation to be approved by shareowners.

LINK EXECUTIVE COMPENSATION
TO SOCIAL PERFORMANCE: CASE-BYCASE
These types of resolutions ask companies to compensate executives on the basis of their progress on various social issues.
Generally, the SBA does not support such proposals. While it is
important for corporations to be socially responsible and ethical, shareowners should not enforce a social mandate through
the manipulation of compensation levels. Shareowners have
the right to address any social issue on an individual basis
with their companies. The SBA believes executives should be
compensated based on numerous factors and that linking pay
matters with social issues is generally inappropriate.

POSTHUMOUS EXECUTIVE COMPENSATION OR GOLDEN COFFINS: CASE-BYCASE

LINK PAY TO PERFORMANCE: CASE-BYCASE

Some executives may receive provision for severance packages, vested shares, salary, bonuses, perquisites and pension
benefits even after death.27 Most public companies include
death benefits with other types of termination-related pay
due their CEOs, with variations for whether the person is fired,
becomes disabled or dies in office. Death benefits may be
layered on top of pensions, vested stock awards and deferred
compensation, which for most CEOs already amount to large
sums. Though not all companies provide it, the most common
posthumous benefit is acceleration of unvested stock options
and grants of restricted stock – accelerated vesting provisions
are not supported by SBA proxy voting guidelines. According

The SBA supports executive compensation plans that align
management interests with those of shareowners and reward
executives based on good long-term performance. The SBA
generally endorses shareowner proposals advocating the use
of performance-based equity awards (e.g., indexed options,
premium-priced options and performance-vested awards),
unless the proposal is overly restrictive (e.g., all awards to top
executives must be structured in a certain way, such as only
in the form of indexed options). Some advocates, largely in
response to compensation requirements tied to the Troubled
Asset Relief Program (TARP) and Capital Purchase Program
(CPP) of the Economic Emergency Stabilization Act of 2008,
have proposed various reporting and award restrictions to

27 “Companies Promise CEOs Lavish Posthumous Paydays,” Wall Street
Journal, June 10, 2008.
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executive compensation practices. Some investors may urge
board of directors to adopt more rigorous executive compensation reforms in order to improve the pay-for-performance
features of the companies’ plans and help restore investor
confidence, stipulating the benefits afforded to companies
participating in the TARP program justify these more demanding executive compensation reforms. Ken Hugessen,
an expert on executive compensation, proposes evaluating
compensation packages by comparing the total compensation relative to other executives, financial performance, and
other companies along several dimensions, including total
shareowner return, company growth, returns, and profits.28

relationship was also found to contribute to lower profitability, lower stock returns accompanying acquisitions, and lower
performance sensitivity of CEO turnover.31

MANDATORY HOLDING PERIODS:
CASE-BY-CASE
The SBA supports shareowner proposals asking companies to
adopt a holding period for their executives, which means to
hold stock after option exercise. The SBA will take a CASE-BYCASE approach on these proposals based on these factors:

A 2005 study investigated the link between CEO pay and
skill, defined as the ability to continue positive company
performance and reverse poor performance. For small firms,
the link was found to be strong when the CEO receives high
incentive pay, when there was a large monitoring shareowner,
and when environmental constraints on managerial decisions were absent; for large firms, there is no such evidence.
The study also found that the performance of firms that
experienced CEO turnover was related to differences in pay
between the departing CEO and the incoming CEO. If the
compensation package has a high incentive component, new
CEOs receiving higher pay are more likely to reverse prior
poor performance than CEOs receiving the same pay or lower
pay than the departing CEO. The authors estimated that when
pay and skill are linked, highly paid CEOs earn abnormal annual returns that are eight percent higher than poorly paid
CEOs. Additionally, the mean return of companies in which
pay and skill are related is nearly eight percent higher than
companies in which pay and skill are not related.29

•

Whether the company has any holding period or officer
ownership requirements in place

•

A
 ctual officer stock ownership and how that compares to
the shareowner proponent’s suggested holding period or
the company’s own stock ownership or retention requirements

*For further information on the SBA’s model stock ownership
and retention guidelines, please see Perspectives on Executive Compensation, available at www.sbafla.com.

SUPPLEMENTAL EXECUTIVE RETIREMENT
PLANS (SERPS): CASE-BY-CASE
SERPs are non-qualified, executive-only retirement plans
under which the company provides an additional retirement
benefit to supplement what is offered under the employeewide plan where contribution levels are capped.

A 2009 study examined the proportion of CEO incentive
compensation relative to their peers. The study found that
firms that pay their CEOs in the top ten percent of pay earn
negative abnormal returns over the next five years, by approximately 13 percentage points. The effect was found to be
stronger for CEOs who receive higher incentive pay relative to
their peers.30 The authors found that for each dollar that was
paid to those CEOs, there was a corresponding reduction in
shareowner value.

SERPs are different from typical qualified pension plans in two
ways. First, they do not receive the favorable tax deductions
enjoyed by qualified plans. The company pays taxes on the
income it must generate in order to pay the executive in retirement. Therefore, some critics contend that the executive’s
tax obligation is shifted to the company. Second, SERPs typically guarantee fixed payments to the executive for life. Unlike
defined contribution plans, SERPs transfer the risk of investment performance entirely to the firm. Even if the company
or its investment performs poorly, the executive is entitled to
receive specified stream of payments.32

A similar study from 2009 investigated the fraction of the
aggregate compensation of the top-five senior executives
compared to the CEO. The authors found the higher a CEOs
“compensation pay slice” the lower a firm’s future value. This

In the face of rising executive pay in the past decade, companies have not kept pace with modifying their SERP formula.
The typical SERP formula not only includes base salary, but
may also include variable compensation like bonus or equity

28 Hugessen, K., 2006 (Mar 30). Pay Without Performance: What Went
Wrong and What We’re Going to Do About It. Presentation to Toronto CFA
Society.
29 Daines, Robert, Nair, Vinay B. and Kornhauser, Lewis A., “The Good, the
Bad and the Lucky: CEO Pay and Skill” (August 2005). Univ. of Pennsylvania Institute for Law and Economics, Research Paper Series, Forthcoming
Available at SSRN: http://ssrn.com/abstract=622223 or DOI: 10.2139/
ssrn.622223.
30 Cooper, Michael J., Gulen, Huseyin, and Rau, P. Raghavendra, “Performance for pay? The relationship between CEO incentive compensation
and future stock price performance” (December 2009), Krannert Graduate School of Management, Purdue University.

31 Bebchuk, Lucian A., Cremers, Martjin, and Peyer, Urs, “The CEO Pay
Slice” (October 2009 update) Harvard Law School, Yale School of Management, and INSEAD.
32 Bebchuk, Lucian Arye and Fried, Jesse M., “Pay without Performance:
Overview of the Issues” . Journal of Corporation Law, Vol. 30, No. 4, pp.
647-673, 2005. Also see Bebchuk, Lucian A., Cohen, Alma, and Spamann,
Holger, “The Wages of Failure” (Working Draft, November 22, 2009).
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compensation. Furthermore, most SERP formulas largely
depend on the highest level of compensation received in the
years proceeding an executive’s retirement. Some companies
even provide additional years of service not worked for a
newly hired executive to account for pension forfeited at the
previous company. All of these enhancements create substantial lifetime costs to the company and its shareowners.

believes stock options have a cost and should be included as
an expense on the company’s income statement.
A Bear Sterns research report on the acceleration of stock
options identified 759 U.S. firms, which accelerated their
stock options in 2006, up from 439 companies in 2005. The
73-percent increase occurred in anticipation of adopting FAS
No. 123(R), which requires the expensing of stock options. The
study estimates that over $6 billion of employee stock option
expense has vanished from future income statement recognition through vesting acceleration.34

Together, CEO pensions and deferred compensation comprise
managers’ “inside debt.” As evidenced by Wei and Yermack in
2009, “if a manager’s inside debt holdings become especially
large…he might manage the firm too conservatively, reducing overall risk in ways that transfer wealth from stockholders
to debtholders.”33 This has a positive effect on bond value;
however, this positive affect is typically not as large as the
negative affect felt by shareowners. Thus, large inside debt
holdings can have a negative effect on company value.

In accordance with the passing of FAS 123(R) in 2005, all companies are now required to expense stock options. That being
the case, it is possible to restrict the right of transferability
until after the vesting of a transferable stock option (TSO), as
well as to subject an employee’s proceeds from the sale of
their TSOs to separate vesting requirements, which suggests
further restrictions can be placed on these options to protect
the plan from overuse. According to a study completed by
Citigroup, Citi-Issued Options (CIOs) can be used to help
clarify a company’s true earnings as an alternative method to
TSOs. CIO’s possess two key features that eliminate the need
to analyze the exercise and forfeiture behavior of the company’s employees in pricing the options: transferability and
reversion to company upon forfeitures, which in turn creates
the cleanest method for expensing stock options.35

Generally, we support shareowner proposals if there is
evidence of abuse in the SERP program or post-employment
benefits that indicate the company is employing especially
large manager inside debt holdings and should not have
broad discretion in administering such plans. The SBA supports the limitation of SERP policy to base compensation,
rather than the extension to variable compensation or other
enhancements, since this may significantly drive up the costs
to the company and its shareowners due to the inefficiencies
of SERPs. Otherwise, we give the compensation committee
latitude in this decision.

RECOUP BONUSES OR INCENTIVE
COMPENSATION THROUGH “CLAWBACK”
PROVISIONS: CASE-BY-CASE

PENSION PLAN ACCOUNTING FOR EXECUTIVE COMPENSATION: FOR

When companies or shareowners propose provisions discussing the recoupment of executive bonuses or incentive
compensation, these provisions are referred to as “clawback”
provisions. In other words, a company’s board of directors
may claw back, or recoup, an executive’s bonus or incentive
compensation after it has been paid to the executive. Most
commonly, these provisions address situations where the
company’s restated financial statements show that an executive did not achieve the performance results necessary for
the executive to receive a bonus or incentive compensation.
For instance, if a company with a clawback provision is forced
to restate its financial statements and the restated financial
statements reveal that an executive did not achieve the performance necessary to receive a bonus or incentive compensation, then the company may recoup the bonus or incentive
compensation, especially if the executive misstated the financial statements through fraud, misconduct, or negligence just

These shareowner proposals ask companies not to include
the impact of company pension fund income in the calculation of earnings used in determining executive bonuses and
performance compensation. The SBA supports shareowner
proposals to exclude pension fund income in the calculation of earnings used in determining executive bonuses and
compensation plans.

EXPENSING STOCK OPTIONS: FOR
The SBA supports the general principle of stock option expensing. Stock options should be expensed along with other
forms of compensation given that the exercise of options
results in a transfer of shareowner value. Expensing options
should provide additional discipline against overuse. Expensing stock options, as with other forms of compensation, also
increases the clarity of a company’s true earnings. The SBA

34 McConnell, Pat et al, 2006, “Employee Stock Options: 749 Companies
Accelerate Stock Options Vesting”, Bear Sterns Equity Research – Accounting and Tax Policy.
35 Ortner, William et al, 2006, “Equity Compensation and the Capital
Markets”, Citigroup – Corporate Equity Derivatives Research.

33 Wie, Chenyang, and David Yermack, “Stockholder and Bondholder
Reactions To Revelations of Large CEO Inside Debt Holdings: An Empirical
Analysis.” September 2009.
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to receive his or her bonus or incentive compensation.
Clawback provisions are a relatively new tool, but they are
receiving much press in light of the U.S. recession that began
in December 2007 as a result of the crisis in the U.S. financial
sector. The meltdown in the U.S. financial sector brought numerous financial restatements with it, which showed in some
instances that executive bonuses and incentive compensation
payments were unjustified. This led shareowners to propose
clawback provisions to recoup some or all of these payments.

•

I f the company has adopted a formal recoupment bonus
policy, or

•

I f the company has chronic restatement history or material financial problems.

COMPENSATION CONSULTANTS –
DISCLOSURE OF BOARD OR COMPANY’S
UTILIZATION: FOR

In addition to shareowners, the U.S. government has experimented with clawback provisions. Section 304 of the Sarbanes-Oxley Act of 2002 states that the CEO and the CFO of
an issuer must reimburse the issuer for bonuses or incentive
compensation received if the issuer had to restate its financial
statements as a result of misconduct. When the U.S. government became a proxy shareowner for the U.S. public under
the Troubled Asset Relief Program, it enacted broader, more
stringent clawback provisions than what SOX contained. With
TARP, the U.S. government predicated monetary assistance on
the condition that companies receiving TARP funds claw back
executive bonuses or incentive compensation “if the payment was based on materially inaccurate financial statements
or performance metrics.” Section 954 of the Dodd-Frank Act
requires the SEC to adopt rules prohibiting the national securities exchanges and associations from listing any company
that fails to implement a clawback policy pursuant to which
incentive based compensation can be recouped from current
and former executives under specific triggers. These criteria
are more stringent than the clawback provisions contained in
Sarbanes-Oxley’s Section 304.

External compensation consultants should be independent to
ensure that advice is unbiased and uncompromised. Multiple
business dealings or significant revenue from the company
may impair the independence of a pay consultant’s opinions,
advice, or recommendations to the compensation committee.
The following policy is typically used by compensation
consultants to ensure that conflicts of interest are mitigated
when the consultant provides other services to a company in
addition to executive pay advice:

In the February 2009 edition of “Executive Compensation
Trends”, Equilar noted that the prevalence of clawback policies at publicly traded Fortune 100 companies grew from
17.6 percent in 2006 to 64.7 percent in 2008. In addition, even
companies outside the financial services sector are increasingly adding or expanding clawback provisions.

•

T he consultant establishes a Code of Conduct, which
articulates a commitment to providing impartial services.

•

S enior consultants have the responsibility to review
and resolve all potential conflicts of interest before the
engagement proceeds.

•

A
 senior consultant not on the team performing the work
reviews the executive pay recommendations.

•

T he consultant has a policy in place, which precludes
consultants who advise the company on executive pay to
engage with the company on any other services provided by the consultant.

Such safeguards and procedures are designed to separate
compensation consultancy work from other services provided
from the consultant to company.36
The Dodd-Frank Wall Street Reform and Consumer Protection
Act of 2010 requires that compensation committees analyze
the independence of their compensation consultants and
advisers and disclose any conflicts of interest concerning such
consultants and advisers. Item 407(e)(3)(iv) of Regulation S-K
codifies the SEC’s proxy disclosure requirement with respect
to compensation consultant conflicts of interest, applicable to
proxies filed in 2013 and thereafter.37 Compensation committees are required to assess whether the consultant’s work
raises any conflicts of interest and, if so, disclose to investors
information about the nature of any such conflict and how
the conflict is being addressed. SEC rules indicate that the fol-

The SBA adopts the position that clawback provisions are
essential to performance-based compensation plans. To align
executive interests with the interests of shareowners, executives should be compensated for achieving performance
benchmarks. Equally, an executive should not be rewarded
if he or she does not achieve established performance goals,
and if restated financial statements reveal that the executive was falsely rewarded, then he or she should be forced to
repay any unjust compensation received.
Specifically, the SBA considers clawback proposals on a CASEBY-CASE basis. If it is later determined that fraud, misconduct,
or negligence significantly contributed to a restatement of financial results that led to the awarding of unearned incentive
compensation, the SBA will evaluate these proposals, taking
into consideration:

36 Waxman, Henry A. (prepared for), 2007, “Conflicts of Interests among
Executive Compensation Consultants”, U.S. House of Representatives,
Committee on Oversight and Government Reform, available at: http://
www.erieri.com/PDF/Executive-Consultant-Conflicts.pdf.
37 Securities and Exchange Commission Final Rule, “Listing Standards
for Compensation Committees,” adopted June 20, 2012, effective July 27,
2012.
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lowing factors should be considered in determining whether
a conflict of interest exists:
•

the provision of other services to the company by the
person that employs the consultant;

•

the amount of fees received from the company by the
person that employs the compensation consultant, legal
counsel or other adviser, as a percentage of the total
revenue of the person that employs the compensation
consultant, legal counsel or other adviser;

•

the policies and procedures of the person that employs
the consultant that are designed to prevent conflicts of
interest;

•

any business or personal relationship of the consultant
with a member of the compensation committee;

•

any stock of the company owned by the consultant; and

•

any business or personal relationship of the consultant or
the person employing the consultant with an executive
officer of the company.

companies as determined by Fortune magazine. The report
revealed that compensation consultant conflicts of interest
were widespread. Fees earned by compensation consultants
for providing other services often far exceeded those earned
for advising on executive compensation. Moreover, many Fortune 250 companies do not disclose their compensation consultants’ conflicts of interest. Finally, the report also suggested
that there appeared to be a correlation between the extent of
a consultant’s conflict of interest and the level of CEO pay.40
An article written by founder and managing director of compensation consulting firm James F. Reda & Assoc. suggested
that boards needed to consider following a number of criteria
when seeking outside advice for executive compensation.
First, consultants must maintain independence from management, which also allows for visibility and good reputation.
Second, the compensation consultants must have expertise
in the industry the company operates, as well as direct and
relevant experience. More importantly, the consultants must
have a wealth of executive compensation resources, which
are seamlessly integrated and includes proficiency with all
pay elements and performance measurement analytical
techniques. Fourth, the consultant must strive to align the
company’s business goals and its executive pay strategy.
Finally, nationwide and worldwide coverage is a key component, which combined with the above, allows for the consultants to demonstrate greater creativity and have the capability
to create custom designs.41

SEC rules do not provide for any materiality or quantitative
thresholds with respect to any of the above factors. The SBA
will examine these factors as part of its evaluation of a company’s compensation framework.
In a study examining the effect of compensation consultants
on CEO pay of 880 firms from the S&P 1500 for fiscal year
2006, the authors found evidence of greater compensation in
the presence of a compensation consultant, consistent with
a rent extraction role, as suggested by critics. However, the
study found no evidence proving that the potential conflicts
of interest between the firm and compensation consultants as
the primary driver of excessive CEO pay.38

The SBA generally votes FOR shareowner proposals seeking
disclosure regarding the Company, Board, or Compensation
Committee’s use of compensation consultants, such as company name, business relationship(s), fees paid, and identification of any potential conflicts of interest.

Additionally, another study found that while there was no
direct relationship between potential conflicts of interest and
executive pay, there was some evidence that directors and
executives may use compensation consultants to legitimize
unusually high levels of executive pay. According to the
authors’ results, executive pay was highest when a company
engages three or more compensation consultants.39

PENSION PLAN INCOME ACCOUNTING:
FOR
We generally vote FOR shareowner proposals to exclude
pension fund income in the calculation of earnings used in
determining executive bonuses and compensation as pension assets may provide potential for manipulation and help
boost companies’ reported earnings.

In December 2007, the United States House of Representatives Committee on Oversight and Government Reform
issued a report examining whether the compensation
consultants hired by large publicly traded companies meet
the required standards of independence. The report is based
on nonpublic information provided to the Committee by the
leading compensation consultants in the United States. For
each consultant, the Committee requested and received data
on the value of the executive compensation services and
other services provided to the 250 largest publicly traded

PRE-ARRANGED TRADING PLANS
(10B5-1 PLANS): FOR
The SBA generally votes FOR shareowner proposals calling for
40 United States House of Representatives Committee on Oversight and
Government Reform: “Executive Pay: Conflict of Interest Among Compensation Consultants.” December 2007.
41 James Rada: “How “Independent” Is Your Compensation Adviser?”, The
Corporate World, March/April 2008.

38 Brian Cadman, Mary E. Carter and Stephen Hillegeist: “The Role and
Effect of Compensation Consultants on CEO Pay”, March 2008.
39 Murphy, Kevin and Tatiano Sandino, “Executive Pay and ‘Independent’
Compensation Consultants,” June 2008.
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certain principles regarding the use of prearranged trading
plans (10b5-1 plans) for executives. These principles include:
•

Adoption, amendment, or termination of a 10b5-1 Plan
must be disclosed within two business days in a Form
8-K.

•

Amendment or early termination of a 10b5-1 Plan is
allowed only under extraordinary circumstances, as
determined by the board.

•

Multiple, overlapping 10b5-1 plans should be prohibited.

•

The plan must provide that ninety days must elapse
between adoption or amendment of a 10b5-1 Plan and
initial trading under the plan.

•

Reports on Form 4 must identify transactions made
pursuant to a 10b5-1 Plan.

•

An executive may not trade in company stock outside
the 10b5-1 Plan.

•

Trades under a 10b5-1 Plan must be handled by a broker
who does not handle other securities transactions for the
executive.

•

Boards of companies that have adopted 10b5-1 plans
should: 1) adopt policies covering plan practices; 2)
periodically monitor plan transactions; and 3) ensure
that company policies discuss plan use in the context of
guidelines or requirements on equity hedging, pledging,
holding, and ownership.

and receives immediate payment of cash (from a brokerage
firm or other third party) for a portion of the sale price. If the
stock price falls, the brokerage takes the loss; if it goes up,
the executive shares in at least some of the profits with no
downside risk.43 The SBA discourages such arrangements as
they go beyond the ability to diversify an executive’s company holdings.

HEDGING AND PLEDGING COMPANY
STOCK: CASE-BY-CASE
Companies are increasingly adopting policies that prohibit
insiders, such as board directors and senior executives, from
hedging the value of their company equity or pledging company shares as collateral to margin accounts.
Hedging is a strategy to offset or reduce the risk of price
fluctuations for an asset or equity. Stock‐based compensation or open-market purchases of company stock should
serve to align executives’ or directors’ interests with shareowners. Hedging of company stock through a covered call,
‘cashless’ collar, forward sale, equity swap, or other derivative transaction can sever the alignment with shareowners’
interests. Some researchers have found negative stock price
performance associated with certain hedging activities.44
Pledging of company stock as collateral for a loan may have a
detrimental impact on shareowners if the officer or director is
forced to sell company stock, for example, to meet a margin
call. The forced sale of significant amounts of company stock
may negatively impact the company’s stock price, and may
also violate a company’s insider trading policies and 10b5-1
trading plans. In addition, pledging of shares may be utilized
as part of hedging or monetization strategies that could potentially immunize an executive against economic exposure
to the company’s stock, even while maintaining voting rights.
Such strategies may also serve to significantly alter incentives
embedded within long-term compensation plans.

A study by Stanford’s Alan Jagolinzer reveals that trades
executed within 10b5-1 plans were more lucrative for the
insiders than trades executed by insiders at the same firms
who had not adopted such plans, and that early terminations
of 10b5-1 plans are associated with impending disclosures
of negative corporate news. 10b5-1 plans are intended to
eliminate executives’ flexibility over transactions in company
stock so that they are able to diversify their financial portfolio.
However, Jagolinzer’s study seems to suggest that the 10b5-1
plans may have been abused. Other analyses have come to
the same conclusion, indicating that some companies and
company insiders have adopted practices inconsistent with
the original intent of Rule 10b5-1. One recent study found
company directors, who also operated investment firms,
established Rule 10b5-1 plans that their firms then used
as vehicles to pursue opaque, opportunistic trades in the
company’s stock.42 The SBA believes that 10b5-1 plans, with
proper safeguards and controls, can be an effective tool for
executives.

In determining vote recommendations for the election of
directors of companies who currently have executives or
directors with pledged company stock, the following factors
will be considered:

A related issue of concern is the use of “prepaid variable
forward contracts” by company management. These contracts
are stock sale arrangements whereby an executive agrees to
sell, at some point in the future, a specified number of shares

1.

Presence in the company’s proxy statement of an antipledging policy that prohibits future pledging activity;

2.

Magnitude of aggregate pledged shares in terms of total
common shares outstanding or market value or trading
volume;

3.

Volatility of the company’s stock;

43 Hodgson, Paul, “Investing in Corporate Governance: Forward Sales –
Sharing the Gain, Avoiding the Pain,” The Corporate Library, July 2009.
44 J. Carr Bettis, John M. Bizjak, and Swaminathan L. Kalpathy, “Why Do
Insiders Hedge Their Ownership and Options? An Empirical Examination,”
Social Science Research Network, March 2010.

42 Wall Street Journal, “Directors Take Shelter in Trading Plans,” Susan Pulliam and Rob Barry, April 24, 2013.
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4.

Disclosure of progress or lack thereof in reducing the
magnitude of aggregate pledged shares over time;

5.

Disclosure in the proxy statement that shares subject
to stock ownership and holding requirements do not
include pledged company stock; or

6.

Any other relevant factors.

for all named executive officers at those companies averaging
$13.9 million.46 Influential executive compensation consultant
Ira Kay of Watson Wyatt recommends, “…eliminating full tax
gross-ups for new executives and fazing them out of existing agreements.”47 Anti-tax gross-up shareowner proposals
ask the board to adopt a prospective policy that forbids the
payment of tax gross-ups to executives unless such payments
are provided to other managers at the firm. The SBA generally
votes FOR proposals calling for companies to adopt a policy
of not providing tax gross-up payments to executives, except
in situations where gross-ups are provided pursuant to a plan,
policy, or arrangement applicable to management employees
of the company, such as a relocation or expatriate tax equalization policy.

The SBA generally votes FOR proposals designed to prohibit
named executive officers from engaging in derivative or
speculative transactions involving company stock, including
hedging, holding stock in a margin account, or pledging large
amounts of stock as collateral for a loan. The SBA will evaluate the company’s historical practices, level of disclosure, and
current policies on the use of company stock.

ADVISORY VOTE ON EXECUTIVE
COMPENSATION (SAY-ON-PAY),
MANAGEMENT PROPOSALS: CASE-BYCASE

SHARE BUYBACK HOLDING PERIODS:
AGAINST
Because a share buyback is often an indication of the company’s confidence in its own stock, the announcement of a
share buyback may increase a company’s stock price. However, share buyback may occur in stages and not all at once.
Also, companies may not actually repurchase shares if market
conditions are not attractive even though they have made
prior announcement of share buyback.

Background and Overview
High levels of investor concern about escalating levels in
executive pay have prompted a number of developments this
decade, including the implementation of shareowner votes
on pay programs in a growing number of markets. These
include the U.K., Australia, the Netherlands, Sweden, Norway,
and Spain. With the passage of the Dodd-Frank Wall Street
Reform and Consumer Protection Act of 2010, U.S. public
companies also became subject to Say-on-Pay requirements.

The SBA generally votes AGAINST shareowner proposals
prohibiting executives from selling shares of company stock
during periods in which the company has announced that it
may or will be repurchasing shares of its stock. Conversely,
we vote FOR the proposal when there is a pattern of abuse by
executives exercising options or selling shares during periods
of share buybacks.

Pursuant to final rules adopted by the SEC in early 2011 and
as part of their annual general meetings, companies are
required to provide shareowners with advisory (non-binding)
votes on executive compensation packages for named executive officers, and the desired frequency of such votes on
compensation (every 1, 2, or 3 years). Foreign private issuers,
or non-U.S. privately held firms, are not required to conduct
say-on-pay and frequency votes. The advisory vote on compensation covers the Compensation, Discussion & Analysis
(CD&A) disclosure, executive compensation tables, and accompanying narrative in a company’s proxy filing. Companies
are required to discuss in their CD&A narrative whether and, if
so, to what extent they have taken into account the results of
their most recent say-on-pay shareowner vote in determining
compensation policies and decisions. As well, consideration of
any prior say-on-pay votes needs to be covered to the extent
they are material to compensation decision-making.

TAX GROSS-UP SHAREOWNER
PROPOSALS: FOR
Tax gross-ups are reimbursements to senior executives paid
by the company to cover an executive’s tax liability. Tax grossups are a costly benefit to shareowners, since it generally
takes at least $2.50 and as much as $4 to cover each $1 of
excise tax that must be “grossed-up.”45 Providing gross-ups to
executives has become widespread and represents a clear disconnect between pay and performance. A recent study found
that approximately two-thirds of the S&P 500 index disclosed
they would provide excise tax gross-ups to one or more top
executives. At 80 percent of those companies, tax gross-ups
would have been triggered if the executives had received
change-in-control (“CIC”) severance at the end of the prior
fiscal year – with the aggregate potential gross-up payments

Academic reviews and empirical evidence of international
46 Papadopoulos, Kosmas, “Gilding Golden Parachutes: the Impact of
Excise Tax Gross-Ups,” RiskMetrics Group, 11/24/08.
47 Kay, Ira, and Steven Seelig, “A Reasonable Approach to Severance and
Change-in-Control Payments,” Watson Wyatt Insider, August 2007.

45 “New Study on Tax Gross-ups,” Risk & Governance Weekly, 12/5/08.
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experience with the adoption of say-on-pay reveal some benefits to the increased awareness brought on by the mandate.
A 2007 study examined the effect of 2002 legislation in the
UK requiring publicly traded companies to submit reports
on executive compensation to a non-binding shareowner
vote at the annual general meeting. The authors found that,
as a result of the legislation, CEO cash compensation and
CEO total compensation became more sensitive to negative
operating performance.48 Another study indicates that the UK
requirement to require shareowner voting on compensation
practices has produced markedly fewer rewards for underperforming senior executives and lowered CEO compensation at
those companies with poor operating performance.49

The SBA votes on management proposals for an advisory vote
on executive compensation on a CASE-BY-CASE basis. Further,
the SBA votes AGAINST these resolutions in cases where
boards have failed to demonstrate good stewardship of investors’ interests regarding executive compensation practices.
The following principles and factors are considered:

1. The following five global principles apply to all
markets:

A 2007 Millstein Center Policy Briefing reviewed the UK’s experience with “say on pay” rights. The author asserted that advisory shareowner votes on executive pay could be adapted
to the U.S. and other markets and would be a step in the right
direction for aligning corporate pay with performance as part
of a package of accountability reforms, including legislation
and adaptation of market practices.50 A 2008 study by Jie
and Walkling indicates that shareowner votes on executive
compensation are likely to create value for firms with overpaid CEOs and firms more likely to respond to the shareowner
votes.51 Other studies have been more critical of say-on-pay
voting requirements, indicating both strong correlations
between proxy advisor recommendations and voting results,
and negative stock price movement resulting from changes to
compensation programs.52 The findings of such studies, along
with investor discontent regarding executive compensation
levels, led to increasing demand for advisory votes in the U.S.,
culminating with the inclusion of such shareowner votes in
the Dodd-Frank Act. The earliest U.S. companies to provide
shareowners with a say-on-pay vote were TIAA CREF in 2007,
followed in 2008 by Aflac, RiskMetrics, H&R Block, Jackson
Hewitt, Zale, and Littlefield. The number of companies facing
say-on-pay proposals jumped to approximately 100 in 2009.
As of January 21, 2011, shareowner advisory votes under the
Dodd-Frank Act are in effect for all public U.S. companies
(with some exceptions for smaller capitalization companies).

•

M
 aintain appropriate pay-for-performance alignment
with emphasis on long-term shareowner value: This principle encompasses overall executive pay practices, which
must be designed to attract, retain, and appropriately
motivate the key employees who drive shareowner value
creation over the long term. It will take into consideration, among other factors: the linkage between pay and
performance; the mix between fixed and variable pay;
performance goals; and equity-based plan costs;

•

A
 void arrangements that risk “pay for failure”: This principle addresses the use and appropriateness of long or
indefinite contracts, excessive severance packages, and
guaranteed compensation;

•

M
 aintain an independent and effective compensation
committee: This principle promotes oversight of executive pay programs by directors with appropriate skills,
knowledge, experience, and a sound process for compensation decision-making (e.g., including access to
independent expertise and advice when needed);

•

P
 rovide shareowners with clear, comprehensive compensation disclosures: This principle underscores the
importance of informative and timely disclosures that
enable shareowners to evaluate executive pay practices
fully and fairly;

•

A
 void inappropriate pay to non-executive directors:
This principle recognizes the interests of shareowners in
ensuring that compensation to outside directors does
not compromise their independence and ability to make
appropriate judgments in overseeing managers’ pay and
performance. At the market level, it may incorporate a
variety of generally accepted best practices.

Current Policy

2. For U.S. companies, the SBA votes CASE-BY-CASE
considering the following factors in the context
of each company’s specific circumstances and the
board’s disclosed rationale for its practices:

48 Balachandran, S., Ferri, F., and Maber, D., 2007. Solving the Executive
Compensation Problem Through Shareowner Votes? Evidence From the
U.K.
49 Ferri, Fabrizio and David Maber, “Solving the Executive Compensation
problem through Shareholder Votes? Evidence from the U.K.,” November
2007.
50 Davis, S. (2007), Does ‘Say On Pay’ Work? Lessons on Making CEO
Compensation Accountable, Policy Briefing No. 1, Millstein Center for
Corporate Governance and Performance, Yale School of Management.
51 Cai, Jie and, Ralph A. Walkling, “Shareholders’ Say on Pay: Does it Create
Value?,” December 8, 2008, Drexel College of Business Research Paper No.
2008-06.
52 Larcker, David F., McCall, Allan L., and Ormazabal, Gaiska, “The Economic Consequences of Proxy Advisor Say-on-Pay Voting Policies,” Stanford
University, Rock Center for Corporate Governance, Working Paper Series
No. 119, July 5, 2012.

Relative Considerations:
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•

A
 ssessment of performance metrics relative to business
strategy, as discussed and explained in the CD&A

•

E valuation of peer groups used to set target pay or award
opportunities

•

A
 lignment of company performance and executive pay

trends over time (e.g., performance down: pay down)
•

•

Assessment of disparity between total pay of the CEO
and other Named Executive Officers (NEOs)

Design Considerations:
•

Balance of fixed versus performance-driven pay

•

Assessment of excessive practices with respect to perquisites, severance packages, supplemental executive
pension plans, and burn rates

•

ADVISORY VOTE ON EXECUTIVE
COMPENSATION (SAY-ON-PAY),
SHAREOWNER PROPOSALS: FOR

Vesting provisions and dividend payment on earned
shares

Communication Considerations:
•

Evaluation of information and board rationale provided
in Compensation Discussion & Analysis (CD&A) about
how compensation is determined (e.g., why certain elements and pay targets are used, and specific incentive
plan goals, especially retrospective goals)

•

Assessment of board’s responsiveness to investor input
and engagement on compensation issues (e.g., in responding to majority-supported shareowner proposals
on executive pay topics).

Generally, the SBA votes FOR shareowner proposals that call
for non-binding shareowner ratification of the compensation
of the Named Executive Officers and the accompanying narrative disclosure of material factors provided to understand the
Summary Compensation Table. The SBA supports a granular
assessment of executive compensation at any given company,
rather than an all-or-nothing vote. Preferably, this would allow
for separate votes on one-time compensation awards, CEO
pay, and senior executive compensation.

DIRECTOR COMPENSATION: CASE-BYCASE

3. For international companies, the SBA casts votes
on annual “say-on-pay” resolutions put forward
by management on a case-by-case basis in each
market where such proposals routinely appear on
proxy ballots. As noted, these currently include
the U.K., Canada, Belgium, Germany, South Africa,
Spain, Switzerland, Australia, the Netherlands,
Sweden, Norway, and some companies in
Denmark.

The SBA votes CASE-BY-CASE on compensation plans for nonemployee directors, based on the cost of the plans against the
company’s allowable cap.
Occasionally, director stock plans that set aside a relatively
small number of shares when combined with employee or
executive stock compensation plans will exceed the allowable cap. The SBA votes FOR the plan if ALL of the following
qualitative factors in the board’s compensation are met and
disclosed in the proxy statement:

Evaluations take into account specific proposal wording, local
market regulations and prevailing practices, and local governance and best practice codes. The key factors influencing
evaluations generally fall into the following categories:
•

Pay in relation to performance, usually based on the
design of programs and actual grants (e.g., the use of
rigorous performance hurdles)

•

Equity-based awards, which should not exceed levels
recommended under local best practice codes

•

“Pay for failure” arrangements, such as long-term contracts that could lead to multiple-year severance packages

•

The quality of pay disclosures (e.g., specifying incentive
goals that generated past-year rewards and/or forwardlooking targets)

•

In some markets, aspects of non-executive directors’ pay
(e.g., codes in several markets discourage stock-based
grants to non-executive directors)

V
 oting recommendations typically look to the preponderance of evidence, i.e. an AGAINST recommendation
may result when a preponderance of negative features
outweighs the positive features presented in a remuneration report.

•

D
 irector stock ownership guidelines with a minimum of
three times the annual cash retainer vesting schedule or
mandatory holding/deferral period
•
A minimum vesting of four years for stock options
or restricted stock; or deferred stock payable at the
end of a four-year deferral period.

•

Mix between cash and equity:
•
A balanced mix of cash and equity, for example
40% cash/60% equity or 50% cash/50% equity; or
•

•
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I f the mix is heavier on the equity component, the
vesting schedule or deferral period should be more
stringent, with the lesser of five years or the term of
directorship.

N
 o retirement/benefits and perquisites provided to nonemployee directors

•

Detailed disclosure provided on cash and equity compensation delivered to each non-employee director for
the most recent fiscal year in a table. The column headers
for the table may include the following: name of each
non-employee director, annual retainer, board meeting
fees, committee retainer, committee-meeting fees, and
equity grants.

employees.
As indicated below, the codes advocate the principle that option grants do not necessarily align non-executive directors’
interests with those of shareowners, as stock options arguably
confer potential upside to directors but none of the downside
that shareowners face. In addition, such exposure to a company’s financial performance may make non-executives either
less or more risk averse from a strategic point of view, taking
the focus away from oversight of management processes and
accountability.

DIRECTOR RETIREMENT PLANS: AGAINST

The Netherlands (Tabaksblat Code): “The remuneration of a
supervisory board member should not be dependent on the
results of the company”. “A supervisory board member shall
not be granted any shares and/or rights to shares by way of
remuneration” and “Any shares held by a supervisory board
member in the company on whose board he sits are longterm investments”.

The SBA votes AGAINST retirement plans for non-employee
directors. Conversely, the SBA votes FOR shareowner proposals to eliminate retirement plans for non-employee directors.

NON-EMPLOYEE DIRECTOR COMPENSATION PLAN: CASE-BY-CASE

Belgium (Lippens Code): “Non-executive directors should not
be entitled to performance-related remuneration such as
bonuses, stock related long-term incentive schemes, fringe
benefits or pension benefits.”

Non-employee director compensation should be composed
of a mix of cash and stock awards. Although some board
members may already own considerable amounts of stock,
the SBA believes that directors should not be compensated
solely in cash. Director compensation plans will be evaluated
by comparing the cash compensation plus the approximate
value of the equity-based compensation per director to a peer
group with similar size and enterprise value. The initial compensation that is provided to new directors is also considered.
Plans are generally approved when the per-director total cost
falls within one standard deviation of the mean pay for the
peer group. In most cases, non-employee directors have fulltime employment elsewhere, making it unnecessary to offer
retirement benefits for serving on the board. The cash retainer
and equity compensation are generally adequate compensation for board service. Therefore, the SBA typically supports
shareowner proposals requesting the limitation or elimination
of retirement benefits for non-employee directors.

France (Bouton Code): “Directors who are neither corporate
officers nor employees are barred by law from receiving options.”

Review of Current Policy
In most markets, stock option plans featuring potential grants
to non-executive directors are generally considered acceptable. In the U.K., the SBA’s policy is consistent with local best
practice, as articulated by the National Association of Pension
Funds (NAPF) on the basis of the Combined Code. According
to the ABI (Associations of British Insurers)/NAPF guidelines
on executives’ remuneration, “participation in share incentive
schemes should be restricted to bona fide employees and executive directors.” A similar policy applies in Australia, where
stock options for non-executives are not accepted either.
In international markets, the SBA will vote on plans that
include option grants to non-executives on a CASE-BY-CASE
basis. Country-specific opposition to options grants will be
taken into consideration.

STOCK OPTIONS TO NON-EXECUTIVE
DIRECTORS (INTERNATIONAL MARKETS):
CASE-BY-CASE

PAY-FOR-SUPERIOR PERFORMANCE: FOR

Background and Overview

The SBA generally votes FOR shareowner proposals based on
an individualized analysis that requests the board establish
a pay-for-superior performance standard in the company’s
executive compensation plan for senior executives. The proposal has the following principles:

Granting options to non-executive directors is currently an
accepted practice in the U.S. and Canada. However, in the
U.K., Australia and some Continental European countries, such
as Belgium and the Netherlands, local codes of best practice
recommend against the granting of stock options to nonexecutive directors. French law even takes this a step further
by limiting the grant of options strictly to corporate officers or

•
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S ets compensation targets for the Plan’s annual and longterm incentive pay components at or below the peer

group median
•

Delivers a majority of the Plan’s target long-term compensation through performance-vested, not simply timevested, equity awards

•

Provides the strategic rationale and relative weightings
of the financial and non-financial performance metrics or
criteria used in the annual and performance-vested longterm incentive components of the plan

•

Establishes performance targets for each plan financial
metric relative to the performance of the company’s peer
companies

•

Limits payment under the annual and performancevested long-term incentive components of the plan to
when the company’s performance on its selected financial performance metrics exceeds peer group median
performance.

“Independent director” shall mean any director who is not a
present or former employee or officer of the Corporation, and
who meets criteria for qualifying as an “independent” director
under the applicable listing requirements of the New York
Stock Exchange.
Proponents of this proposal argue that approval of this
proposal would ensure that the company provides a CEO pay
package that is widely supported by its independent directors; increase the likelihood that the company’s independent
directors are kept informed of, and feel shared responsibility
for, CEO compensation decisions; and would not prevent a
small committee or subcommittee to study, examine and
determine CEO compensation. Instead, it would only require
that decisions made by such a committee or subcommittee to
be subsequently ratified by additional independent directors
to meet the bylaw’s requirements.
The SBA believes that shareowners should not be involved
in setting executive compensation, particularly where a
company has a track record of reasonable executive compensation. Such matters should be left to the board’s compensation committee, which has the ultimate responsibility of
examining all aspects of the compensation program for the
company’s executive officers. In addition to being unnecessarily restrictive, this proposal would establish procedures that
could usurp the role of this committee. The SBA believes that
shareowners would be better served through a shareowner
advisory vote on executive compensation, which would provide shareowners with a more effective mechanism to voice
their concerns over a company’s executive compensation
practices. However, the SBA does encourage the company’s
board of directors to review the work of the compensation
committee to ensure that best practices are followed.

The following factors are considered when evaluating this
proposal:
•

What aspects of the company’s annual and long-term
equity incentive programs are performance-driven?

•

If the annual and long-term equity incentive programs
are performance driven, are the performance criteria and
hurdle rates disclosed to shareowners or are they benchmarked against a disclosed peer group?

•

Can shareowners assess the correlation between pay and
performance based on the current disclosure?

•

What type of industry and stage of business cycle does
the company belong to?

Recent research by Ertimur, Ferri, and Muslu shows greater
success for shareowner proposals that focus on the pay setting process, such as subjecting certain compensation items
to shareowner approval, rather than proposals seeking specific pay limits.53 The study showed an average reduction of $2.3
million in CEO pay at firms targeted by proposals sponsored
by institutional proponents calling for a greater link between
pay and performance.

REQUIRE APPROVAL OF SPECIFIC
PERFORMANCE METRICS: CASE-BY-CASE
The SBA supports meaningful investor oversight of executive
compensation practices and generally votes FOR shareowner
proposals requiring shareowner approval of specific performance metrics in equity compensation plans. Such proposals
typically urge the Compensation Committee to adopt a policy
that all equity compensation plans submitted to shareowners
for approval under Section 162(m) of the Internal Revenue
Code will specify the awards that will result from performance. The SBA favors the ex-ante disclosure of performance
metrics including quantifiable performance measures, numerical formulas, and other payout schedules covering at least a
majority of all performance-based compensation awards to
any named executive officers.

SHAREOWNER PROPOSAL TO REQUIRE
SUPERMAJORITY OF INDEPENDENT
BOARD MEMBERS TO APPROVE CEO
COMPENSATION: AGAINST
The SBA generally votes AGAINST shareowner proposals to
seek approval of an amendment to the bylaws in order to provide that a company’s CEO’s compensation must be approved
by two-thirds of all independent directors of the board.

The SBA favors full disclosure of the specific annual and
long-term incentive award performance measures and award

53 Yonca Ertimur, Fabrizio Ferri, and Volkan Muslu, “Shareholder Activism
and CEO Pay” August 7, 2009.
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thresholds. Similar disclosure is common in many European
equity markets such as the United Kingdom. While investors
are afforded the ability to ratify most equity compensation
plans, this right does not specifically include individual performance measures. The SBA attempts to balance the need
for board discretion and flexibility in structuring executive
compensation vehicles with shareowners’ ability to evaluate
the rigor and payout potential on a proactive basis. The SBA
votes CASE-BY-CASE on similar investors proposals requesting
tailored designs in incentive programs, based on the specific
circumstances at each company.
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on a company’s operations by focusing on cost control and
better customer service, thereby increasing competitiveness.
Companies need to take a tactical, proactive approach regarding CSR. For Porter and Kramer, the essential test to guide CSR
is not whether a cause is worthy, but whether it presents an
opportunity to create a meaningful mutual benefit for society
and business, which will lead to corporate social integration.

STATE BOARD OF ADMINISTRATION

CORPORATE SOCIAL
RESPONSIBILITY (CSR)

Whereas U.S. companies in the past viewed sustainability as
something between goodwill utopianism and a public relations exercise, today’s younger CEOs see sustainability issues
as an upper echelon agenda item, says McKinsey’s Lenny
Mendonca. One of the firms at the forefront of identifying and
quantifying how specific environmental and social practices
improve corporate performance is Innovest Strategic Value
Advisors. Matthew Kiernan, CEO of Innovest, argues that sustainability strategies are a good proxy of management quality.
Many major investment banks now share this point of view.
For instance, Goldman Sachs, Deutsche Bank Securities, UBS,
Citigroup, Morgan Stanley, and other brokerages have formed
research teams addressing sustainability. The evidence is still
scarce that addressing social and environmental sustainability
will help with short-term financial performance goals. Nevertheless, there is an emerging consensus within the financial
community that sustainability is a long-term imperative, even
for corporate survival.

Corporate Governance Principles
& Proxy Voting Guidelines
Voting On Environmental,
Social and Political Issues

T

he SBA acknowledges that many beneficiaries are
concerned about the social, political, and moral implications of investment decisions within the Florida
Retirement System. As part of the SBA’s asset management
responsibilities, investments are undertaken with a strong
focus on maximizing long-term returns, controlling costs, and
achieving appropriate diversification in order to minimize risk.
Historically, the SBA has been proactive on many corporate
governance issues, emphasizing those factors that directly
impact investment values. Increasingly, investors are incorporating emerging issues, such as the environment, into their
investment calculus. As a result, many companies are intensifying their approach to corporate responsibilities and expanding the scope of their disclosures related to burgeoning risk
factors. The SBA is a leading advocate for full and transparent
disclosures across a broad spectrum of corporate governance
issues.

Recently, factors such as environmental, social, and governance (ESG) issues have been incorporated in the valuation of
companies due to the increased awareness of the implications of these issues on the financial position of companies.
The evaluation of ESG risks can be used to understand the
strategic direction of a company, or industries as a whole, as
well as allow for the prediction of future costs or burdens to
the company due to these factors. Understanding these issues may allow investors to develop a competitive advantage,
by recognizing industry patterns. It has been determined
by the United Nations Environment Programme Finance
Initiative (UNEP FI) and the UN Global Compact Principles for
Responsible Investment (PRI) that ESG factors can affect the
long-term performance of investments, and by July 2007,
more than 200 international corporations, representing over
$9 trillion in assets, had endorsed the PRI.1 Furthermore, researchers have made great strides recently in quantifying ESG
issues. For instance, a CFO.com article revealed that finance
Professor Anant Sundaram and the Allwin Initiative for Corporate Citizenship at Dartmouth’s Tuck School of Business has
developed a Fossil Fuel Beta (FFB) for determining fossil fuel
prices and green house gas emission liabilities throughout
the value chain. As such, the metric may provide the market
with a method of quantifying a firm’s sustainability reports,
thereby, allowing sustainability to be factored into a firm’s
market value.

In the December 2006 issue of the Harvard Business Review,
Michael Porter and Mark Kramer discussed the link between
competitive advantage and corporate social responsibility.
Their starting point was a forceful critique of current CSR
trends, which, they argued, are misinformed by the idea that
business and society were in tension, when in fact they are
interdependent. They contended that the prevailing justifications for CSR, namely moral obligation, sustainability, license
to operate, and reputation create at best generic rationales
that fail to help companies identify the social issues where
they can have the biggest positive impact. As a consequence,
CSR in practice is unfocused and not coordinated among different business units, often even excluding a company’s core
operations. CSR activities are thus driven by external audiences instead of the internal needs and opportunities of businesses. The authors proposed that companies should abandon this reactive perspective of CSR and instead, incorporate
CSR into their strategic planning. Strategic CSR will focus

1 CFA Centre for Financial Market Integrity, “Environmental, Social, and
Governance Factors at Listed Companies: A Manual for Investors,” 2008.
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Accordingly, the SBA may vote AGAINST shareowner initiatives to ban precatory proposals as it would eliminate the
proper exercise of shareowner rights, especially as it relates to
these issues.

supported by the SBA.
The SBA will generally support resolutions requesting that a
company disclose its policies related to toxic materials unless
substantial information is already provided by the company.
This existing policy works appropriately for manufacturers
but falls short of addressing companies further down the
supply chain, notably retailers. Consistent with the mounting
concerns over product recalls and our client survey results,
the intent of the SBA’s approach on product safety is to
expand the scope of the current toxic chemicals policies to
be more applicable to issues related to product safety and
global supply chain management. This would essentially
imply that companies beyond manufacturers would be evaluated individually and relative to industry peers to determine
if their policies and disclosure provide shareowners with the
necessary information to consider the company’s management of the potential risks associated with toxic chemicals
and product safety.

CONSUMER ISSUES
Background and Overview
The recent wave of recalls and warnings from products
produced in China has ignited concerns about the complex
risks associated with product safety, including the potential
management of certain global supply chains. Companies
operating in the global economy are increasingly called upon
to assume greater responsibility for social and environmental
compliance in their supply chain operation, in particular as it
relates to toxic chemicals risks in the workplace or consumer
human exposure to toxic chemicals in products.
According to ISS Governance Services’ 2007 Policy Survey, 62
percent of respondents felt it was important for U.S. companies to report to shareowners on the environmental and
social practices of the supply chain as a part of routine filings
and disclosure. Over seventy-eight percent of respondents
felt that workplace safety performance was an important
disclosure criterion.

PRODUCT SAFETY: FOR
Product recalls due to safety hazards or the inclusion of toxic
materials reiterate the importance of high safety standards
and secure manufacturing processes throughout the supply
chain network. Company failure to implement effective safety
standards, and to enforce them throughout the supply chain,
creates risk beyond the obvious consumer hazards. Shareowners face the potential for substantial loss in the event
of product recalls, class action liability, damage to brand
reputation, or supply chain failures and supply shortages due
to substandard safety practices or the use of toxic materials.
Therefore, proposals for increased disclosure in this context
are generally appropriate, provided the request is not duplicative of currently available company reports or practices.

Toxic chemical and product safety concerns may pose substantial challenges to both manufacturing and retail companies. In the short term, companies may face supply shortages.
In the long term, companies may be challenged by persistent
supply-chain disruptions and legislative, legal, and reputational risk, which affect companies’ political and social costs.
As a result, long-term institutional investors may face significant risk exposure at companies that fail to properly manage
product safety in their supply chain.

Review of Current Policy
The SBA evaluates a number of shareowner proposals each
season on the issue of toxic chemicals. In past years, proponents have focused on the phase-out of certain high profile
chemicals by eliminating, or evaluating the feasibility of eliminating, persistent and bioaccumulative toxic (PBT) chemicals,
brominated flame retardants (BFRs), polyvinyl chloride (PVC)
plastics, bisphenol-A, lead, and mercury, and have requested
that companies use safer materials. These proposals have also
asked for what new initiatives management can or will take
to respond to these toxic chemical public policy challenges
beyond those initiatives or actions already required by law.

•

G
 enerally, the SBA votes FOR proposals requesting
increased disclosure regarding oversight procedures,
product safety risks, or the use of toxic materials in the
manufacturing of company products.

•

G
 enerally, the SBA votes FOR proposals requesting
increased disclosure regarding oversight procedures,
product safety risks, or the use of toxic materials in the
company’s global or domestic supply chain network.

GENETICALLY ENGINEERED (GE)
ORGANISMS: CASE-BY-CASE

The SBA will continue to evaluate such shareowner proposals on a case-by-case basis, weighing issues such as: current
regulations, recent significant controversy/litigation/fines
stemming from toxic chemicals, and the current level of
disclosure by the company on this topic. Resolutions requiring that a company reformulate its products are unlikely to be

Genetically engineering organisms involves the introduction
of new genes into plant and animal organisms in order to
spawn new traits in animals or produce exceptional growth
in agriculture. The U.S. Department of Agriculture (USDA), the
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Food and Drug Administration (FDA), or the Environmental
Protection Agency (EPA) currently regulates engineered or
genetically modified organisms. Shareowner proposals in this
area generally request the removal of genetically engineered
food (animals), ingredients from crops (products), changes
in product labeling, or their related study.2 The SBA votes on
such shareowner proposals on a CASE-BY-CASE basis. For
those proposals that request changes to a company’s business strategy or operations, the SBA generally votes AGAINST
since we do not attempt to mandate business strategies for
the companies we own.

industry. We do not believe that shareowners are responsible
for instructing management on business strategies or tactics.
However, in cases of negligence on the part of management,
the SBA has a responsibility to protect shareowner value and
will support shareowner proposals aimed at maintaining or
restoring shareowner value.

EDUCATIONAL PLAN ON ABORTIFACIENT EFFECT OF DRUGS: ABSTAIN
This proposal asks for an education plan that would inform
“literate and non-literate” women of the possible abortifacient
effects of the company’s products. Due to the complex and
sensitive nature of these proposals, the SBA ABSTAINS from
voting on these issues.

COMMUNITY REINVESTMENT: FOR
Equality in mortgage lending is the basic motivation behind
these proposals. The Community Reinvestment Act (CRA) of
1977 was developed to encourage banks to improve their
lending practices in the communities from which they receive
deposits; however, since the law’s introduction, the banking
business has changed significantly. Now, more than half of
mortgage lending is done by non-depository financial institutions such as mortgage companies, insurance companies, or a
corporate subsidiary. Also, these financial institutions are not
affected by the CRA because they are non-depository. Critics
of the CRA contend that the legislation lacks teeth; however,
given the projected pace of banning consolidation, the CRA’s
only sanction has found new importance. The only sanction
for poor CRA performance is for regulators to deny an institution’s request for expansion, including applications to open
new branch offices, as well as for its mergers or acquisitions
of other institutions. The law’s regulations allow individuals
or groups to protest the expansion and merger applications
of a specific lender if they believe that institutions are not
meeting the credit needs of its local community. Proponents
of these proposals request the board of directors to develop a
policy’ which includes all financial subsidiaries of the corporation (both depository and non-depository) under a general
program for community reinvestment similar to that required
of individual depository subsidiaries under the CRA and to
report annually to shareowners on its achievements. The SBA
supports shareowner initiatives aimed at promoting fair and
open lending standards.

PHARMACEUTICAL PRICING POLICY:
AGAINST
These resolutions ask companies to adopt price restraint policies and report to shareowners. The SBA supports unfettered
prices dictated only by the forces of a free market. Therefore,
we will not support shareowner initiatives seeking to restrain
a company’s ability to charge what the market will bear.

PHARMACEUTICAL PRODUCT
REIMPORTATION: CASE-BY-CASE
The SBA generally supports proposals requesting that companies report on the financial and legal impact of their policies
regarding prescription drug reimportation unless such information is already publicly disclosed. However, the SBA generally votes AGAINST proposals requesting that companies
adopt specific policies to encourage or constrain prescription
drug reimportation.

CONSUMER LENDING: CASE-BY-CASE
Requests for reports on the company’s lending guidelines and
procedures, including the establishment of a board committee for oversight, are voted on a CASE-BY-CASE basis by the
SBA, taking into account:

TOBACCO PRODUCTION, MARKETING,
& HEALTH ISSUES: CASE-BY-CASE
Shares should be voted in a manner designed to enhance
shareowner benefit while at the same time respecting the
regulations and legal structures relevant to the tobacco
2 Fetter-Degges, Jan, “Environment: Bioengineering.” Social Issues Service, 2007 Background Report – J1. 6 March 2007.
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•

W
 hether the company has adequately disclosed mechanisms in place to prevent abusive lending practices

•

W
 hether the company has adequately disclosed the
financial risks of the lending products in question

•

Whether the company has been subject to violations of
lending laws or serious lending controversies

•

Peer companies’ policies to prevent abusive lending
practices.

Making the Connection”, which analyzed how 100 of the
world’s largest companies are addressing the business
challenges of climate change.
•

Climate Change and the Environment
Investor Network on Climate Risk
The Investor Network on Climate Risk (INCR) is a network of
institutional investors and financial institutions that promotes
better understanding of the financial risks and investment
opportunities posed by climate change. INCR is coordinated
by Ceres, a coalition of investors and environmental groups
working to advance sustainable prosperity.

SEC Climate Risk Disclosure
Recent weather events, such as Hurricane Katrina, suggest to
some observers that climate change is inevitable and have
caused a series of debates on ways to prevent further climate
evolution. More specifically, it has been argued that further
climate change due to greenhouse gas emissions threatens
national security, and could cause danger to civilians, damage
infrastructure, and require costly deployment of the military. Therefore, companies have begun to develop policies
targeting adoption, as well as risk-reduction and preparedness, which could minimize costs for policy development and
implementation in the future and provide economic benefits.
Investing in infrastructure firms, for example, would provide
an economic benefit, while providing a small way to help
avoid the dangers of an evolving climate.3

The Investor Network on Climate Risk was launched at the
first Institutional Investor Summit on Climate Risk at the United Nations in November 2003. INCR’s membership has since
grown from 10 investors managing $600 billion in assets to
more than 50 investors managing nearly $4 trillion of assets.
Members include asset managers, state and city treasurers
and comptrollers, public and labor pension funds, including
the SBA, foundations, and other institutional investors. INCR
leverages the collective power of these investors to promote
improved disclosure and corporate governance practices on
the business risks and opportunities posed by climate change.
INCR has achieved dramatic results, including the following:
•

INCR brought together 500 investors, Wall Street and
corporate leaders at the United Nations in 2005 for the
second Institutional Investor Summit on Climate Risk to
address the growing financial threats and opportunities
posed by climate change.

•

Launched a 10-point action plan, endorsed by 28 investors, which seeks deeper analysis, disclosure and action
from Wall Street firms, securities regulators and companies on the business risks and opportunities of climate
change.

•

INCR members have invested over $1.2 billion of their
assets in renewable energy and other clean technology
ventures in the past 18 months. The investments cover
such technologies as hydrogen fuel cells, ethanol, geothermal facilities and advanced materials.

•

Persuaded more than two-dozen Fortune 500 companies
to improve their climate policies, practices and disclosure, including leading oil, auto and insurance companies.

•

Produced research reports to help investors better understand the implications of global warming. Prominent
reports included: an August 2006 report, “From Risk to
Opportunity: How Insurers Can Proactively and Profitably
Manage Climate Change”; and the March 2006 report
entitled, “Corporate Governance and Climate Change:

P
 ublished the Global Framework for Climate Risk Disclosure, a standardized set of guidelines for improving
corporate disclosure on the risks and opportunities for
climate change. The framework was developed in collaboration with investors worldwide.

Securities and Exchange Commission (SEC) rules stipulate
that “specific known trends, events, or uncertainties that are
reasonably likely to have a material effect on a company’s
financial condition or operating performance” must be
discussed as part of a company’s SEC filings. Still, SEC rules
do not clearly require such disclosure on global warming and
carbon dioxide emissions. This results in non-disclosure and
uneven disclosure by companies, making it extremely difficult
for investors to assess climate risk in their investments.
In April 2004, in coordination with Ceres, 15 leading institutional investors with nearly $800 billion in assets, including
eight state treasurers and comptrollers, four labor pension
fund leaders, the New York City Comptroller, and the California State Teachers’ Retirement System (CalSTRS), called on the
SEC to eliminate any doubt that publicly traded companies
should be disclosing the financial risks of global warming in
their securities filings. In two separate letters to SEC Chairman
William Donaldson, the pension fund leaders said that climate
change poses material financial risk to many of their portfolio
companies and that those risks should be analyzed as a matter of routine corporate financial disclosure to the SEC. While
several oil and gas companies have agreed in recent months
to include such information in their reports with the SEC, the
SEC has not made a formal change in its policy.
In October 2004, in partnership with the Wirth Chair in
Environmental and Community Development Policy at the
3 Busby, Joshua, 2007, Mixed Sources, “Climate Change and National
Security.”
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University of Colorado, Ceres convened a leadership forum
on “Climate Change Risks and the SEC: Problems and Opportunities” at the Aspen Institute in Washington, DC. Fourdozen participants from public pension funds, businesses,
nonprofits, governments, foundations, the United Nations,
and academia considered the risks climate change poses to
companies and investors, the quality of existing climate risk
disclosure, and measures the SEC could take to improve it.
Participants agreed that companies’ lack of rigorous analysis
and reporting of climate risk stems from strategic failures at
the highest level, top management and the board room, and
too much emphasis on short-term results, a trend reinforced
by financial markets. Participants also concluded that the SEC
should apply its existing requirements for disclosure of material risks to climate risk and make this clear in an interpretive
release. More information is available here: Climate Change
Risks and the SEC: Summary Report.

projected levels of pollutants emitted into the environment
and to disclose any control measures to shareowners. The
SBA evaluates such proposals, taking into account whether
the company has clearly disclosed the following in its public
documents:

CERES PRINCIPLES: FOR
Ceres, formerly known as the Coalition for Environmentally
Responsible Economics Principles, is a 10-point environmental code of conduct drafted by environmental groups and investor advocates to be adopted by companies in any industry.
The issues stressed are protection of the biosphere, prevention of environmentally harmful accidents, conservation of
natural resources, proper reduction and disposal of waste,
marketing of safe products and services, and appointments of
environmental experts to corporate boards.

•

Physical Risk Analysis:
Estimates for potential damage to company assets,
operations, and supply chain due to climate risk should
be provided. Climate risk assessment should include an
overview of current climate and weather impacts on
company operations, as well as specific risks to operations in the event that climate change results in more
extreme weather conditions. In addition, company analysis should include possible means of adapting to such
climate risks and the potential costs of adaptation.

•

R
 egulatory Risk Analysis:
Any expected increase in governmental environmental regulation should be evaluated with attention to
company-specific impacts. The approximate cost of
complying with current or proposed environmental laws,
particularly those related to the regulation and reduction
of greenhouse gas emissions should be disclosed.5

Emissions Disclosure should include the following: 1. Historical, current, and projected greenhouse gas emissions,
2. Company actions to reduce greenhouse gas emissions or
other environmental pollutants, and 3. Targets and goals for
the reduction of emissions and environmental pollutants.

ENVIRONMENTAL AND SUSTAINABILITY
DISCLOSURE: FOR

In a 2010 report by Ceres entitled “The 21st Century Corporation: The Ceres Roadmap for Sustainability,” environmentalists and investor advocates outline their 20 key expectations
for sustainability by 2020.4 These 20 expectations fall under
four main categories: governance for sustainability, stakeholder management, disclosure and performance. With these
initiatives, Ceres hopes to improve board oversight, product
transparency and overall performance. By far, the biggest
priority of Ceres lies with performance, which will be the ultimate measure for evaluating a company’s progress towards
achieving sustainability. The SBA supports the Ceres Principles
consistent with prudent fiduciary standards.

With rising awareness of climate risk scenarios, there is
increasing shareowner interest in full company disclosure of
environmental and sustainability issues. Such issues are now
seen as factors likely to impact a company’s long term growth
and profitability. Therefore, analysis of a company’s environmental positioning and related risk exposure is increasingly
a required component of the investment decision making
process. The 2007 Carbon Disclosure Project provided an appreciation of corporate concern regarding climate risk as 81
percent of S&P 500 respondents considered climate change
to present commercial risks for their businesses, compared to
only 69 percent that saw climate change as presenting commercial opportunities.6 A recent study evaluated corporate
disclosure of climate change and the likelihood that companies would respond to the Carbon Disclosure Project’s request
for information. The empirical evidence supports the conclusion that companies that have already been targeted by
shareowners, through a shareowner proposal, are more likely

ENERGY AND ENVIRONMENT: CASE-BYCASE
In conjunction with the Ceres Principles, we are in favor
of companies taking actions toward energy conservation
and environmental solutions. We generally vote in favor of
proposals that ask companies to disclose historical, current, or
4 Moffat, Andrea. “The 21st Century Corporation: The Ceres Roadmap for
Sustainability.” March, 2010.

5 Ceres Global Framework for Climate Risk Disclosure, October 2006.
6 http://www.riskmetrics.com/pdf/CDP5.pdf.
81

to respond to requests for information. This underscores the
importance of active shareowner engagement to encourage
companies to bolster disclosure regarding sustainability risk
management.7

nies are beginning to increase their efforts to become more
environmentally friendly. While some have implemented
mandatory LEED certification, others have provided economic
incentives for engaging in energy conservation. In addition,
there is no doubt that there are initial economic barriers to
this process, but many corporations have begun to voluntarily take part in energy consumption reduction, which
will reduce the economic burden in the future. This process
can be achieved through better market transparency and
measurement standards globally, which will lead to changes
in behavior.8

The Global Reporting Initiative (GRI) was developed by CERES
and the United Nations Developments Programme (UNEP).
The GRI allows companies to increase disclosure relevant
information to shareowners. The SBA encourages companies
to support GRI disclosure standards:
•

Generally, the SBA votes FOR shareowner proposals
seeking greater disclosure of a company’s environmental
practices and contingency plans.

•

Generally, the SBA votes FOR shareowner proposals
which seek greater disclosure of a company’s environmental risks and liabilities, as well as company opportunities and strengths in this area.

•

Generally, the SBA votes FOR shareowner proposals asking companies to report in accordance with the GRI.

Proposals addressing environmental and energy issues generally seek greater disclosure on an issue, or seek to improve
a company’s environmental practices, in order to protect
natural resources. The negative financial implications for companies with poor environmental practices include liabilities
associated with site clean-ups and lawsuits, while proponents
argue that energy efficient products and clean environmental
practices are sustainable business practices that will contribute to long-term shareowner value. Shareowners claim that
the majority of independent atmospheric scientists agree
that global warming poses a serious problem to the health
and welfare of this country, citing the findings of the Intergovernmental Panel on Climate Change. Shareowners argue
that companies can report on their greenhouse gas emissions
within a few months at reasonable cost.

For each proposal, the SBA considers whether such information is already publicly provided by the company. Redundant
information requests should be avoided. As such, the SBA
may consider voting AGAINST requests for reporting if the
company has already disclosed reports to the public, and has
responded to the Carbon Disclosure Project.

The SBA votes on proposals requesting a company report
on its energy efficiency policies on a CASE-BY-CASE basis,
considering:

GLOBAL WARMING AND GREENHOUSE
GAS EMISSIONS DISCLOSURE: FOR
Global warming and greenhouse gas emissions create the potential for the most imposing and widespread environmental
dangers. Specific recognition and disclosure of a company’s
preemptive actions in this category are therefore appropriate.
Such disclosure allows shareowners to more effectively quantify the company-specific risk, and to assess management’s
ability to position the company appropriately.
•

The SBA votes FOR shareowner proposals seeking disclosure of liabilities or preparation of a report pertaining to
global warming and climate change risk.

•

The SBA votes FOR shareowner proposals seeking disclosure of how a company will respond to increasing social
and regulatory pressures around climate change.

•

T he current level of disclosure related to energy efficiency policies, initiatives, and performance measures;

•

T he company’s level of participation in voluntary energy
efficiency programs and initiatives;

•

T he company’s compliance with applicable legislation
and/or regulations regarding energy efficiency; and

•

T he company’s energy efficiency policies and initiatives
relative to industry peers.

WATER SUPPLY, UTILIZATION AND
CONSERVATION DISCLOSURE: FOR
As a vital natural resource and a key input to operations,
sustainable water supply is a critical social and corporate issue. Company disclosure should include crucial water supply
issues, as well as contingency planning to ensure adequate
supply for anticipated company demand levels.

ENERGY EFFICIENCY: CASE-BY-CASE
It has been argued that the green movement is not strictly
public sector-driven, and an increased number of compa-

•

7 Reid, Erin and Michael Toffel, “Responding to Public and Private Politics:
Corporate Disclosure of Climate Change Strategies,” August 2008.

T he SBA votes FOR shareowner proposals seeking
disclosure of water supply dependency or preparation

8 Florance, Miller and Spivey, 2007, “Does Green Pay Off?”
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of a report pertaining to sustainable water supply for
company operations.

gen and phosphorus from these facilities pollutes local water
sources, ground water, and the soil resulting in significant
damage to the ecosystem. Additionally, animal welfare and
community groups have also accused these “factory farms” of
inhuman treatment of the animals and the displacement of
local livestock farmers. Proponents of CAFOs generally argue
that these methods are the safest, least costly, and most efficient approach to animal feeding and processing.

ENVIRONMENTAL AND SUSTAINABILITY
DIRECTIVES: AGAINST
Proposals that request a company engage in specific environmental actions are evaluated on the potential to contribute
to long-term shareowner value. However, the SBA applies a
stricter standard of approval for any proposal which would
compel directors to adopt a particular strategic, social, or environmental initiative. Ideally, proposals would be designed to
create a meaningful mutual benefit for society and business,
leading to improved corporate performance and social integration.9 The decision to implement such directives is most
appropriately made by company management, but shareowner input should assist management in choosing a mutually beneficial path. The SBA generally votes against proposals
which compel environmental action. However, proposals
which reflect the following criteria would be given additional
consideration and may be voted on a CASE-BY-CASE basis:
•

The potential to lower costs, increase customer satisfaction, create additional competitive advantages, and
increase shareowner value.

•

Synergy of the proposal with a company’s strategic initiatives and underlying competitive advantage.

•

Adaptability of the proposal to a company’s current or
proposed cost-cutting or emissions-reducing initiatives.

•

The degree to which a company’s labor and capital
resources would be diverted from revenue-generating
activities.

•

The degree to which additional capital and labor would
be required in order to fulfill any proposed mandate.

•

Whether the proposal was binding or advisory, with a
lesser degree of scrutiny for advisory proposals.

•

A clearly defined net environmental benefit once all
resource costs of engagement are taken into account.

Certain shareowner organizations have requested that companies report on the impact of the CAFOs that they source
from on the environment and consider the potential financial
and legal implications of sourcing from such facilities. Poultry
and livestock companies that have received criticism of their
CAFO operations note that the facilities are owned and operated by independent entities that are not required to comply
with policies dictated by the company. Certain legal decisions
have established the precedent that a company can be held
liable for the actions of the contract farms it sources from.
Fines and remediation expenses stemming from these cases
have been significant and could have a notable impact on the
companies’ operations and shareowner value.
The SBA generally supports resolutions requesting that
companies report to shareowners on the risks and liabilities
associated with CAFOs unless:
•

T he company has publicly disclosed guidelines for its
corporate and contract farming operations, including
compliance monitoring; or

•

T he company does not directly source from CAFOs.

FACILITY SAFETY (NUCLEAR AND CHEMICAL PLANT SAFETY): CASE-BY-CASE
Resolutions requesting that companies report on risks associated with their operations and/or facilities are examined on a
case-by-case basis, considering:

CONCENTRATED AREA FEEDING
OPERATIONS (CAFO): FOR
Concentrated animal feeding operations are livestock feeding
operations generally defined as facilities containing more
than 1,000 animal units (AUs) and/or facilities that allow
pollutants associated with animal feeding to enter the local
water sources. Environmental advocacy groups have been
critical of these operations, citing that the discharge of nitro-

•

T he company’s compliance with applicable regulations
and guidelines;

•

T he level of existing disclosure related to security and
safety policies, procedures, and compliance monitoring;
and,

•

T he existence of recent, significant violations, fines, or
controversy related to the safety and security of the company’s operations and/or facilities.

OPERATIONS IN PROTECTED AREAS: FOR
Shareowner proposals seeking additional disclosure on a
company’s operations in regions protected or established

9 From Porter, Kramer, Harvard Business Review, December 2006.
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RENEWABLE ENERGY: CASE-BY-CASE

under national or international categorization guidelines can
be an important mitigating factor when addressing increased
risk and oversight. Such areas, which include wildlife refuges,
national forests, and IUCN categorized areas, expose companies to increased oversight and the potential for associated
risk and controversy. Therefore, restrictions to the company’s
operations, damaging public opinion, and costly litigation
resulting from failure to comply with the requirements associated with protected or categorized regions could have a
significant impact on shareowner value. Such proposals will
be favored if a company operates in such regions, but fails to
provide a level of disclosure comparable to industry peers or
accepted standards.

Requests for reports on the feasibility of developing renewable energy sources are generally supported unless the
report is duplicative of existing disclosure or irrelevant to
the company’s line of business. However, the SBA generally
votes against proposals requesting that the company invest
in renewable energy sources as such decisions are best left
to management’s evaluation of the feasibility and financial
impact that such programs may have on the company.

ANIMAL TESTING AND WELFARE POLICIES: CASE-BY-CASE

The SBA generally supports requests for reports outlining potential environmental damage from operations in protected
regions unless:

Currently, the SBA generally ABSTAINS from voting on these
types of proposals.

•

Operations in the specified regions are not permitted by
current laws or regulations;

•

The company does not currently have operations or
plans to develop operation in these protected regions; or;

EQUAL EMPLOYMENT: FOR

•

The company provides disclosure on its operations and
environmental policies in these regions comparable to
industry peers.

The SBA believes proposals that promote and attempt to
enhance or improve equal employment should be supported.

RECYCLING: CASE-BY-CASE

CORPORATE BOARD DIVERSITY: FOR

A coalition of socially responsible investors, environmentalists, and religious groups has promoted the concept of
extended product responsibility, a responsibility shared by
industry, consumers, and the government for the environmental impact of a product over its life cycle. Producers were
encouraged to prevent pollution and reduce resource and
energy use in each stage of the company’s product life cycle,
including the end of the life cycle. The campaign originated
with the beverage industry and in 2002 was extended to the
computer industry.

The selection and screening process for identifying suitably
qualified candidates for a company’s board of directors is one
which requires the judgment of many factors, some of which
include the balance of skills and talents, as well as the breadth
and diversity of experience of candidates and existing board
members. Qualified and committed directors with differing
backgrounds, experiences and knowledge will likely enhance
corporate performance over the long-term. Boards should be
cognizant of ensuring that all directors, regardless of race or
gender, possess the necessary skills, knowledge and experience that will ultimately drive corporate performance and
enhance and create shareowner value. Simply increasing diversity by adding specific constituent members to a board of
directors, without careful consideration of the qualifications
and experience of those candidates, is unlikely to automatically effect any positive corporate change. Although empirical
evidence has been mixed, several studies have shown that
diversity levels can impact financial performance.10

The SBA votes on proposals to adopt a comprehensive
recycling strategy on a case-by-case basis, taking into
account:
•

The nature of the company’s business and the percentage affected;

•

The extent that peer companies are recycling;

•

The timetable prescribed by the proposal;

•

The costs and methods of implementation; and

•

Whether the company has a poor environmental track
record, such as violations of applicable regulations.

Shareowners should encourage companies to diversify the
make-up of their boards of directors. Proponents of board
diversity ask that the company’s board of directors or nominating committee make a greater effort to seek out qualified
10 Carter, David A., D’Souza, Frank, Simkins, Betty J., and Simpson, W.
Gary, “The Diversity of Corporate Board Committees and Financial Performance,” Oklahoma State University, 2007. Also see, Mijntje LückerathRovers, “Women on Board and Firm Performance,” April 2010.
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6. We shall undertake to promote the following
freedoms among our employees and the employees of our suppliers: freedom of association and
assembly, including the rights to form unions and
to bargain collectively; freedom of expression, and
freedom from arbitrary arrest or detention.

women and minorities for the board. In addition, most resolutions ask that the company report back to the shareowners
on its efforts and issue a public statement of commitment to
board inclusiveness.

SEXUAL ORIENTATION AND DOMESTIC
PARTNER BENEFITS: CASE-BY-CASE

7. Employees working in our facilities and those of
our suppliers shall not face discrimination in hiring,
remuneration, or promotion based on age, gender,
marital status, pregnancy, ethnicity, or region of
origin.

The SBA generally votes in favor of proposals seeking to
amend a company’s equal employment opportunity (EEO)
statement in order to prohibit discrimination based on sexual
orientation, unless the change would result in excessive costs
for the company. However, proposals to extend company
benefits to, or eliminate benefits from domestic partners, are
typically opposed given that benefits decisions should be left
to the discretion of the company.

8. Employees working in our facilities and those of
our suppliers shall not face discrimination in hiring, remuneration, or promotion based on labor,
political, or religious activity, or on involvement in
demonstrations, past records of arrests or internal
exile for peaceful protest, or membership in organizations committed to non-violent social or political
change.

INTERNATIONAL ISSUES, LABOR ISSUES
AND HUMAN RIGHTS

9. Our facilities and suppliers shall use environmentally responsible methods of production that have
minimum adverse impact on land, air, and water
quality.

CHINA PRINCIPLES: AGAINST

10. Our facilities and suppliers shall prohibit child
labor, at a minimum complying with guidelines
on minimum age for employment within China’s
labor laws.

The U.S. Business Principles for Human Rights of Workers in
China are designed to commit companies to human rights
and labor standards defined by the International Labor
Organization (ILO) and the United Nations Covenants on
Economic, Social and Cultural Rights, and Civil and Political
Rights.

Eight ILO conventions have been identified by the ILO’s
Governing Body as being fundamental to the rights of human
beings at work irrespective of levels of development of individual member states.

1. N
 o goods or products produced within our
company-owned facilities or those of our suppliers shall be manufactured by bonded labor, forced
labor, within prison camps, or as part of reformthrough-labor or reeducation-through-labor
programs.

The ILO Core Conventions and the dates of their adoption are:

2. Our facilities and suppliers shall adhere to wages
that meet workers’ basic needs, and to fair and
decent working hours, at a minimum adhering to
the wage and hour guidelines provided by China’s
labor laws and policies.
3. Our facilities and suppliers shall prohibit the use
of corporal punishment, as well as any physical,
sexual, or verbal abuse or harassment of workers.
4. Our facilities and suppliers shall use production
methods that do not negatively affect the occupational safety and health of workers.

•

F orced Labor – 1930

•

F reedom of Association and Protection of the Right to
Organize – 1948

•

R
 ight to Organize and Collective Bargain – 1949

•

E qual Remuneration – 1951

•

A
 bolition of Forced Labour – 1957

•

D
 iscrimination (Employment and Occupation) – 1958

•

M
 inimum Age Convention – 1973

•

E limination of the Worst Forms of Child Labour – 1999

Furthermore, companies are expected to work cooperatively
with human rights organizations both to ensure that their
enterprises and suppliers are in compliance with these principles. They will also issue an annual statement to the Human
Rights for Workers in China Working Group (CWG) detailing
their efforts to uphold these standards and to promote these
basic freedoms. Proponents of this resolution claim that

5. Our facilities and suppliers shall not call on the
police or military to enter their premises to prevent
workers from exercising their rights.
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of labor code for its suppliers, covering forced (child) labor,
workplace discrimination, worker safety, and freedom of association.11

making all lawful efforts to implement or increase activity on
each of the China Principles will help address poor working
conditions and human rights abuses at Chinese factories that
produce goods for U.S. firms. Companies that mistreat workers can impair productivity, raise turnover costs, and increase
supply chain instability. It is also beneficial as companies can
avoid being blacklisted by states and municipalities, many of
whom have limited their contracts with companies that fail
to adopt strict labor standards in countries recognized for
committing gross human rights violations. Labor violations
can also strategically alienate host communities for future
enterprises as well as expose the companies to reputation
and brand risk in their core markets.

Recent evidence shows how sourcing from overseas vendors
with labor problems can lead to significant public relations
problems for U.S. companies. In addition, more companies
have faced consumer boycotts and legal fines as consumers
have focused on human rights and labor standards. Studies have shown that 75 percent of respondents would avoid
shopping in stores that sold goods produced in sweatshops.12
Another study found that 76 percent of Americans would pay
more for sweatshop-free and child labor-free clothing.13
Several organizations, including Amnesty International, the
Fair Labor Association (FLA), and the Ethical Trading Initiative (ETI), have developed labor codes and related principles
which have been adopted by several multi-stakeholder initiatives and used in their evaluation of supply chain management. Generally, Amnesty International principles are not as
comprehensive in some areas, relative to the FLA and/or ETI.
The SBA favors incorporation of operational monitoring, code
enforcement, and robust disclosure mechanisms.14 The SBA
prefers to see companies with supply-chain risks proactively
engage an independent monitoring organization to provide
objective oversight, and publicly disclose such evaluation.
Although there is no generally recognized standard for companies to use, a very good starting point is participation and
membership in the FLA.

However, companies generally argue against having to join
another initiative or adopting separate codes of conduct for
every country in which they conduct business. Some also fail
to see any benefit of CWG participation in terms of membership fees or in needing any guidance from the organization
on how to address labor and human rights issues in China.
In addition, poor enforcement of labor laws by local governments due to bribery and conflicting interests in maintaining gross-domestic-product (GDP) growth while improving
working environments also hinder worker advocacy groups.
Traditionally, firms in the retail and extractive industries
are most commonly scrutinized by advocates of the China
Principles in light of poor working conditions and the use of
sweatshop labor.
The SBA generally votes AGAINST proposals to implement
the China Principles unless there are serious controversies
surrounding the company’s operations in China and if the
company does not have a code of conduct with standards
similar to those declared by the International Labor Organization (ILO).

In 2011, the United Nations Human Rights Council approved
the “Guiding Principles on Business and Human Rights,”
which represent the culmination of six years of research and
extensive consultation involving governments, companies,
business associations, investors, and other non-governmental
organizations around the world.
Proposals to implement certain human rights standards and
policies at company facilities are evaluated by the SBA on a
CASE-BY-CASE basis. In examining these proposals, the following should be considered:

CODES OF CONDUCT: CASE-BY-CASE
Workplace codes of conduct are designed to safeguard
workers’ rights in the international marketplace. Advocates of
workplace codes of conduct encourage corporations to adopt
global corporate standards that ensure minimum wages and
safe working conditions for workers at U.S. companies that
operate factories in developing countries. Furthermore, U.S.
companies that outsource portions of their manufacturing
operations to foreign companies are expected to ensure
that the products received from those contractors do not
involve the use of forced labor, child labor, or sweatshop
labor. A number of companies have implemented vendor
standards, which include independent monitoring programs
with respected local human rights and religious organizations to strengthen compliance with international human
rights norms. Approximately 20 percent of large capitalization
companies in global equity markets have adopted some form

•

T he degree to which existing human rights policies and
practices are disclosed

•

W
 hether or not existing policies are consistent with inter-

11 RiskMetrics Group, Corporate Social Issues Reporter, April 2008. Study
encompassed over 1,800 companies within the S&P 500 index, the
Toronto Stock Exchange 300 index, and the MSCI EAFE index ex-Japan.
Study identified that the highest risk industries included Retailing, Food
& Staples Retailing, Consumer Durables & Apparel, Household & Pensonal
Products, and Food, Beverage & Tobacco. Also see, “Factory Labour Standards in Emerging Markets: An Investor Perspective,” F&C Asset Management, REO Research Series, January 2009.
12 PepsiCo 2002 proxy filing, and PepsiCo’s April 21, 2002 letter to RiskMetrics Group (RMG). As You Sow Foundation and Walden Asset Management March 31, 2002 letter to Coca-Cola shareowners.
13 Marymount University Center for Ethical Concerns, 1999 National Survey: The Consumer and Sweatshops. Arlington, VA, November 1999.
14 “Incorporating Labor and Human Rights Risk into Investment Decisions.” Aaron Bernstein, Harvard Labor and Worklife Program, Occasional
Paper Series No. 2, September, 2008.
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nationally recognized labor standards
•

Whether company facilities are monitored (and how)

•

Company participation in fair labor organizations or
other internationally recognized human rights initiatives,
such as endorsement of the Guiding Principles on Business and Human Rights by the United Nations Human
Rights Council.

•

The company’s primary business model and methods of
operation

•

Proportion of business conducted in markets known to
have higher risk of workplace labor right abuse

•

Whether the company has been recently involved in
significant labor and human rights controversies or violations

•

Peer company standards and practices, and

•

Union presence in company’s international factories

with failure to manage the company’s operations in question, including the management of relevant community
and stakeholder relations

Active measures to address these concerns are generally
aimed at government policy makers as well as the major Internet and technology companies that operate in these markets. On one hand, the companies suggest that by providing
their products, they are providing access to information that
would not otherwise be available. Furthermore, management
at these companies suggest that they are bound to respect
the laws and policies of the countries in which they operate,
and that failure to defer to such regulations could lead to the
loss of license to operate in a country. As such, while industry dialogue on how to address these issues is taking place,
management at most companies in the private sector believe
that this issue would be better addressed by a more universal,
public policy approach.

The SBA employs a case-by-case approach on requests for reports outlining the potential community impact of company
operations in specific regions, considering:

The impact of regulatory non-compliance, litigation,
remediation, or reputational loss that may be associated

The degree to which company policies and procedures
are consistent with industry norms

The difficulty for IT firms is that the capabilities cited, monitoring, interception, keyword searches, and recording of Internet
traffic are inherent in a wide range of products that companies sell to government agencies, state-owned communications or IT entities, or resellers throughout the world. They are
designed to protect the integrity of Internet communications
networks against theft, sabotage, viruses, and unlawful intrusion, especially in an age where governments face constant
attacks against their national IT infrastructure.

Because companies find themselves operating in markets
where stakeholders have competing interests, the possibility
of social, cultural, and environmental impacts resulting from
operations is a credible risk that many companies face. As social and environmental controversies, fines, and litigation can
have a significant negative impact on a company’s financials,
public reputation, and license to operate in developing markets, many companies that operate in such markets develop
internal controls aimed at mitigating their exposure to these
risks by enforcing, supplementing, and in many cases, exceeding local regulations and laws. Many companies also establish
outreach programs to the community, stakeholders, and
government to promote a collaborative approach to public
health and sustainable development.

•

•

Proposals seeking to adopt policies to protect freedom of access to the internet are fast becoming a social issue garnering
the attention of shareowners. Resolution sponsors argue that
the Chinese government is using IT companies’ technologies
to track, monitor, identify, and, ultimately, suppress political
dissent. In the view of proponents, this process of surveillance
and associated suppression violates internationally accepted
norms outlined in the U.N. Universal Declaration of Human
Rights. Such restrictions not only violate human rights, but
they also decrease the quality of service provided by companies in the industry and threaten the integrity and viability
of the industry as a whole. As such, proponents believe that
companies like Yahoo, Google, Microsoft, Cisco Systems and
Oracle, with operations in such markets should develop adequate standards that can be used when conducting business
in countries with authoritarian governments.

Community impact assessment proposals ask companies to
evaluate and report on their policies and practices on a range
of issues that may include requests to review potential environmental and public health damage resulting from a certain
regional operation or requests for companies to study and
develop a report on the potential environmental and public
health damage of its operations.

Current disclosure of applicable risk assessment report(s)
and risk management procedures

The nature, purpose, and scope of the company’s operations in the specific region(s)

INTERNET PRIVACY AND CENSORSHIP:
CASE-BY-CASE

COMMUNITY IMPACT ASSESSMENTS:
CASE-BY-CASE

•

•
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OPERATIONS IN HIGH-RISK MARKETS:
CASE-BY-CASE

Conversely, some human rights advocates and organizations
believe that it is incumbent on private companies to use
their technological and economic influence to encourage
such governments to relax censorship policies and increase
freedom of expression. Moreover, these organizations believe
that generally accepted international agreements protect
such freedoms, and assert that private industry has a moral
imperative to develop explicit policies for operating in these
markets that would protect human rights or at least inform
the public of instances where legal agreements require a
company to allow forms of censorship or monitoring. In the
event that such policies are not feasible or cannot be implemented, some stakeholders have suggested that companies
should cease business relationships with government agencies that are unwilling to protect these basic human rights.
Finally, many of the advocates who support more stringent
human rights protections related to Internet access believe
that companies that fail to develop appropriate policies for
operating in challenging markets are actually limiting their
long-term opportunities by “fragmenting” technology in such
a manner that would restrict the growth of universal communication and technology standards globally in favor of market
specific solutions. Such market specific solutions, advocates
contend, could lead to ethically unsound practices and financially unsustainable over the long term.

In recent years, concerned shareowners of companies operating in regions that are politically unstable, including terrorism-sponsoring states, have requested both a withdrawal of
operations in a high-risk market as well as having requested a
report on operations in a high-risk market. Such concerns are
focused over how their investment may, in truth or by perception, support potentially oppressive governments. Operations
in these regions, proponents contend, may lead to potential
reputational, regulatory, or supply chain risks as a result of
operational disruptions.
Countries determined by the U.S. Secretary of State to have
repeatedly provided support for acts of international terrorism are designated pursuant to three laws: the Export
Administration Act, the Arms Export Control Act, and the
Foreign Assistance Act. Taken together, these laws can lead to
the four categories of sanctions. These authorities may also
penalize persons and countries engaging in certain trade with
state sponsors of terrorism. Currently, there are five countries
designated under these authorities: Cuba, Iran, North Korea,
Sudan, and Syria.
The SBA votes on a CASE-BY-CASE basis when evaluating requests to review and report outlining the company’s potential
financial and reputation risks associated with operations in
“high-risk” markets, such as a terrorism-sponsoring state or
otherwise, taking into account:

Various measures have been suggested to discourage companies from abetting Internet censorship abroad. Rep. Christopher Smith (R-N.J.) introduced the Global Online Freedom Act
in the 109th and 110th Congress, most recently in January
2007. Much like the resolution proposed at Yahoo, the act
would require U.S. companies doing business abroad to take
steps to protect their users from government retaliation and
to alert users of instances of censorship. The bill has been assigned to a committee. Human Rights Watch, a global human
rights advocacy organization, has also proposed a voluntary
code for companies doing business in nations that censor the
Internet.
The SBA generally votes in favor of disclosure-based resolutions relating to Internet policies unless the company has
already taken proactive steps to address the issue in question.
In evaluating the merits of the proposal, the SBA examines
the level of current applicable disclosure on the topic, the
level of stakeholder engagement, nature and scope of the
company’s operations as well as the scope of the proposal,
applicable legislation, and the company’s past history of
controversy and litigation as it pertains to human rights.
These guidelines will seek to encourage disclosure that is not
overly costly or burdensome to the company, while including
pertinent information for shareowners to evaluate the potential risks associated with the management of these emerging
human rights concerns.

•

T he nature, purpose, and scope of the operations and
business involved that could be affected by social or
political disruption

•

C
 urrent disclosure of applicable risk assessment(s) and
risk management procedures

•

C
 ompliance with U.S. sanctions and laws

•

C
 onsideration of other international policies, standards,
and laws

•

W
 hether the company has been recently involved in significant controversies or violations in “high-risk” markets.

OUTSOURCING/OFFSHORING: CASE-BYCASE
Foreign outsourcing, the transfer of work from a domestic
facility to a foreign market to achieve greater efficiencies,
has developed into one of the most contentious shareowner
action issues in recent years. Also known as “off-shoring,”
foreign outsourcing first gained hold in manufacturing
industries as management at toy, apparel, and other production-heavy companies found that they could increase profit
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margins by assigning manufacturing contracts to facilities
in markets where labor costs were a fraction of those in the
United States. However, in the last few years, this approach
has become more prevalent in the service and technology
industries, prompting the question: Is foreign outsourcing
beneficial to the economy in general, and shareowner value
in specific, over the long term? While thorough disclosure is
an important part of sound corporate governance policy and
serves to protect shareowner interests, there are also certain
costs and considerations associated with reporting.

minerals and the economic feasibility of compliance costs.

NORTHERN IRELAND (MACBRIDE
PRINCIPLES): FOR
The MacBride Principles call on U.S. companies with operations in Northern Ireland to promote fair employment
practices there. Signatories of the MacBride Principles must
make reasonable, good faith efforts to abolish all differential
employment criteria whose effect is discrimination on the
basis of religion.15 The situation in Northern Ireland continues
to reflect religious discrimination in employment.

As such, the relevance of the proposal to the company’s core
business shall be considered and the SBA shall ensure that
the requested report is not duplicative of existing disclosure.
This approach to policy and analysis of outsourcing proposals
allows the SBA to independently consider the risks and opportunities of foreign outsourcing at a specific company, and
to provide a vote recommendation consistent with leading
corporate governance standards and considering the longterm impact on shareowner value.

The SBA supports the MacBride Principles as part of Section
121.153, F.S. and feels the principles should be adopted and
implemented. The SBA is in favor of firms reporting their relationships in and with Northern Ireland.

Proposals calling for companies to report on the risks associated with outsourcing shall be voted on a CASE-BY-CASE basis, considering the risks associated with certain international
markets, the utility of such a report to shareowners, and the
existence of a publicly available code of corporate conduct
that applies to international operations.

HIGH-PERFORMANCE WORKPLACE: FOR
A “high-performance workplace” can be described as one that
provides workers with the information, skills, incentives, and
responsibility to make decisions essential for innovation, quality improvement, and rapid response to change. The SBA believes that high-performance workplaces are correlated with
both productivity and long-term financial gain. Empowering
workers makes employees more productive and their companies more competitive, hopefully enhancing shareowner
value in the process. The SBA votes FOR these resolutions.

CONFLICT MINERALS: CASE-BY-CASE
As a part of the 2010 Dodd-Frank Wall Street Reform and
Consumer Protection Act, the SEC mandates that public users
of ‘conflict minerals’ sourced from the Democratic Republic
of Congo (DRC) annually report on the scope of their due
diligence into their suppliers in addition to making disclosures about any payments made to foreign governments for
the acquisition or production of these resources. ”Conflict
minerals” are defined by the act to include columbite-tantalite
(coltan), cassiterite, gold, wolframite, or their derivatives or
any other mineral or its derivatives determined by the Secretary of State to be financing conflict in the DRC. Because of
the nature of the conflict in the DRC, the acquisition, extraction, and production of many natural resources often violate
the basic human rights of workers through labor practices,
poor working conditions, systematic rape, and slave labor. In
addition to moral concerns, companies can expose themselves to reputational and supply chain risks. Basic disclosure
and due diligence and reporting requirements can increase
transparency to the board of directors and external auditors
as well as inform shareholders of potential risks. However,
compliance costs may be costly and economically infeasible
for smaller companies or firms that do not significantly rely
on DRC-sourced resources. The SBA will take a CASE-BY-CASE
approach to voting based on a company’s reliance on conflict

MILITARY PRODUCTION: CASE-BY-CASE
These resolutions focus on asking defense contractors to
report on the export of military goods and services. Such
disclosures may involve sensitive and confidential information. Foreign military sales (FMS) constitute a considerable
portion of the business conducted by major U.S. defense
contractors. Military arms exports may be accompanied by
“offset” agreements, in which companies rebate a portion
of the purchase price back to the purchasing country. These
agreements are known as offsets because they help offset the
cost of the purchase itself and may take a variety of forms,
both direct and indirect offsets. Direct offsets are those that
involve defense articles or services as part of the military export, such as subcontracting to businesses in the purchasing
nation, transfers of technology, financial assistance, and joint
ventures. Indirect offsets can involve goods and services unrelated to the military export. Supporters of military produc15 Northern Ireland Statistics and Research Agency, Source Book 2001
and 2000 Labour Force Survey Religion Report, March 2001.
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tion shareowner proposals have noted that a U.S. Commerce
Department study reported that between 1993 and 2006,
U.S. companies reported export sales of $84.3 billion and that
related offset agreements were $60 billion, or 71.2 percent of
export sale value.16

these sales on shareowner value, in order to increase global
security. These proposals may ask companies to establish a
board committee to develop ethical criteria for their military
contracts and to report to shareowners on those criteria and
on details of the company’s foreign military sales.

Shareowner proponents typically argue that taxpayers incur
the costs of these agreements, especially when they exceed
the dollar value of a foreign military sale itself – because they
finance the original research and development of the military
equipment whose technology or manufacturing license is
subject to transfer or grant. Information about offset agreements is closely guarded by companies participating in such
deals. Defense manufacturers are required to submit annual
summaries of all offset agreements to the U.S. Department
of Commerce, and to provide itemized details regarding
new offset agreements they enter into on a yearly basis. The
Department of Commerce uses this information to prepare an
annual report for Congress.

Defense contractors claim that defense and foreign policy
decisions, including those pertaining to arms sold abroad, fall
within the purview of the legislative and executive branches
of government, which are responsible for determining and
advancing the United States’ security interests. Moreover, the
kind of information typically sought by shareowner proponents is, in their opinion, highly sensitive and confidential.
Disclosure of such information could put the company at a
disadvantage in the competitive bidding process and also
could breach contractual and confidentiality agreements.

NUCLEAR PROLIFERATION: CASE-BYCASE

Weapons sales by U.S. defense contractors to other governments are subject to a number of regulatory frameworks. U.S.
defense contractors have two avenues to pursue foreign sales
of weapons-related products and services. First, they may sell
weapons to foreign countries indirectly through foreign military sales (FMS), a process by which weapons manufacturers
sell to the U.S. Department of Defense (DOD), which subsequently negotiates agreements with foreign governments.
Under the FMS system, DOD contractors do not negotiate
with DOD clients. Alternatively, U.S. defense contractors can
apply for export licenses through the U.S. Department of
State in order to participate in direct commercial sales (DCS).
In doing so, companies negotiate directly with a purchasing
agent or country and must register with the U.S. State Department and apply for an export license. To prevent illegal defense exports and technology transfers, the U.S. State Department works with other governmental bodies to implement
end-use monitoring checks. From a regulatory perspective,
the U.S. Department of State’s Directorate of Defense Trade
Controls (DDTC), in accordance with the Arms Export Control
Act (AECA) and the International Traffic in Arms Regulations
(ITAR), is charged with controlling the export and temporary
import of defense articles and defense services covered by
the United States Munitions List (USML).

Some shareowners are concerned about profitability and
safety of operating nuclear power plants, storage and disposal
of spent nuclear fuel, depleted uranium, and plant decommissioning. Nuclear utilities are concerned about deregulation and the fact they may not generate enough cash flow to
justify their continued operations.
There have been an increasing number of shareownersponsored resolutions asking a company to cease production
or report on the risks associated with the use of depleted
uranium munitions or nuclear weapons components and
delivery systems, including disengaging from current and
proposed contracts. Such contracts are monitored by government agencies, serve multiple military and non-military uses,
and withdrawal from these contracts could have a negative
impact on the company’s business.
Depleted uranium is a heavy metal considered to be a lowlevel nuclear waste metal comprised of what is left after most
of the fissile radioactive isotopes of uranium are used. The
material is relatively inexpensive; however, because of its
extremely high density, it has been used for certain military
and industrial applications.

Proponents of foreign military sales resolutions generally
argue that weapons sales by U.S. defense contractors create
unintended conflicts worldwide. Proponents maintain that
military contractors have an obligation to weigh the ethical
dimensions of their sales, in some cases above the effect of

There has been some scientific concern over the long-term
health effects of exposure to depleted uranium. Some peer
reviewed studies have suggested that exposure to depleted
uranium can result in birth defects and complications, difficulty breathing, kidney damage, and some types of cancer.
Exposure to depleted uranium can be through inhalation,
ingestion, or exposure to fragments of the metal.

16 According to the U.S. Department of Commerce - Bureau of Industry and Security’s report, “Offsets in Defense Trade: Twelfth Report to
Congress”, released in December 2007, U.S. companies entered into 582
offset agreements with 42 countries related to export sales totaling $84.3
billion between 1993 and 2006. In 2006 alone, U.S. defense contractors
reported 44 new offset agreements with 20 countries, with a total value
of approximately $3.4 billion. These agreements equaled 70.9 percent of
the $4.8 billion in related export contracts.

Due to its relatively short history, scientific research does not
find a consensus on depleted uranium’s long-term health
and environmental effects. Some, including the Pentagon,
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assert that there is a minimal link, if at all, between depleted
uranium exposure and illnesses among veterans exposed to
depleted uranium weapons; others assert depleted uranium
radiation and toxicity can/may cause detrimental long-term
health damage. Conversely, opponents of depleted uranium
usage argue that its use should be postponed until scientific
data can validate its safety. Meanwhile, the military argues
that no other metal can be as effective in warfare as depleted
uranium.

cacy for political spending reporting by U.S. companies and
other shareowner groups continue to submit resolutions
covering more narrow and prescriptive items such as lobbying disclosure, shareowner approval of contribution amounts,
and reporting on trade association spending.
The SBA typically evaluates proposals to improve the disclosure of a company’s political contributions and trade association spending on a CASE-BY-CASE basis, considering the
following factors:

POLITICAL CONTRIBUTIONS AND
EXPENDITURE REPORTING: CASE-BYCASE
These resolutions address the issue of corporate non-partisanship and disclosure of contributions related to political
campaigns, political action committees (PACs), and other
special interest organizations. We believe companies should
provide data on the amount and rationales for making such
donations. Some organizations, primarily labor unions, are
addressing “soft dollar” policies and some are requesting
shareowner approval of campaign contributions.

•

R
 ecent significant controversy or litigation related to
the company’s political contributions or governmental
affairs;

•

T he public availability of a company policy on political
contributions and trade association spending including
information on the types of organizations provided support;

•

T he business rationale for supporting political organizations; and

•

T he board oversight and compliance procedures related
to such expenditures of corporate assets.

POLITICAL NONPARTISAN: CASE-BYCASE

Due to the controversial 5-4 Supreme Court ruling in Citizens
United v. Federal Election Committee, which removed federal
limits on corporate political spending, shareowner demand
for disclosure of political contributions is greater than
ever.17The number of shareowner proposals for improved
disclosure is expected to increase as critics argue that the
removal of federal limits on corporate political spending will
increase the pressure on companies to give. Their argument is
that removing federal limits on contributions will only make
these contributions riskier. A December 2011 paper examined
pre- and post-Citizens political activity and found that in most
industries, such activity correlates negatively with measures
of shareowner power (concentration, rights), positively with
signs of managerial agency costs (corporate jet use by CEOs),
and negatively with shareowner value (industry-relative
Tobin’s q).18

These resolutions call for companies to maintain scrupulous
political neutrality to avoid entanglements detrimental to
its business. They ask that the appearance of coercion in
encouraging its employees to make political contributions be
avoided.
The SBA examines proposals requesting the company to
affirm political nonpartisanship in the workplace on a CASEBY-CASE basis. We will generally not favor such resolutions
provided that:

One standard for corporate disclosure and board procedure
was advocated by The Conference Board (TCB), which recommends corporations review their political expenditures to,
“examine the proposed expenditures to ensure that they are
in line with the company’s values and publicly stated policies, positions, and business strategies and that they do not
pose reputational, legal, or other risks to the company.”19 The
Center for Political Accountability (CPA) continues its advo-

•

The company is in compliance with laws governing corporate political activities; and

•

T he company has procedures in place to ensure that
employee contributions to company-sponsored political
action committees (PACs) are strictly voluntary and not
coercive.

PREPARE ADDITIONAL REPORTS:
CASE-BY-CASE

17 Aguilar, Melissa Klein. “SEC Ruling Could Lead to More Shareholder
Proposals.” The Filing Cabinet. Compliance Week. January 26, 2010.
18 Coates, John C. “Corporate Politics, Governance, and Value Before and
After Citizens United” Harvard Law School. December 23, 2011.
19 Paul DeNicola, Bruce F. Freed, Stefan C. Passantino, and Karl J. Sandstrom. “Handbook on Corporate Political Activity.” March 2011, Conference-Board.org.

These resolutions ask companies to prepare additional
reports to shareowners such as equal employment. The SBA
favors such proposals when they are worthy of management’s
attention and not disclosed to shareowners.
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SWEATSHOP LABOR: CASE-BY-CASE

restrictive to set upon any one company. We acknowledge
the negative effect uninsured workers can have on a company’s productivity and morale, but believe that company
management and boards are better informed in most cases
to judge the appropriate level of coverage to offer. We note
that the Institute of Medicine’s report was a call specifically
to the policy leaders of the nation, specifically the President
and Congress, to act immediately in finding a solution to this
widening crisis. This issue is vexing to all companies alike, and
in general we refrain from imposing specific solutions with
uncertain benefit to shareholders upon individual companies,
particularly while the issue is being scrutinized at the state
and federal level.

These resolutions usually ask for a report on supplier standards that the company uses when purchasing goods abroad
or to adjust the salaries of contract workers to “ensure
adequate purchasing power and a sustainable community
wage.” The SBA evaluates such proposals in a similar manner
to Codes of Conduct (please see above policy narrative).

U.S. BUSINESS AND HEALTH CARE
REFORM: CASE-BY-CASE
Shareowners may at times ask companies to evaluate and
report on the impact of various health care reform proposals.
These resolutions ask the board of directors to examine the
company’s position on the important public policy issue of
national health care and to report how the company’s health
care position will affect the economic, social, and personal
welfare of shareowners, employees, customers, suppliers,
communities and the nation as a whole. The scope of these
shareowner proposals as well as future legislation is very
broad. The other relevant issues generally examined include
the company’s exposure to health care costs, its industry, its
disclosure about its costs, its responsiveness to the issue and
its lobbying activities regarding health care.

SHAREOWNER PROPOSALS TO EXPAND
TRADE WITH CUBA OR SYRIA: AGAINST
In accordance with §215.471(2) of Florida Statutes, the SBA
votes AGAINST all proposals advocating increased United
States trade with Cuba or Syria.

U.S. BUSINESS AND HUMAN RIGHTS
GUIDELINES: CASE-BY-CASE
Shareowners have asked companies to adopt guidelines for
determining how management will make decisions on investing in or withdrawing from countries where there is a pattern
of ongoing and systematic violations of human rights. These
proposals target specific companies because of business
operations most recently in Burma (brutal military regime)
and China (“laogai” forced prison labor). While observers may
condemn any nation found guilty of unfair human rights
practices, the SBA currently abstains from voting on these
resolutions.

Frequently, proposals for healthcare reform rely on the
principles stated in a 2004 Report of the Institute of Medicine
(IOM), which in part recommended that healthcare should
be universal, continuous and affordable to families.20 It is accepted that employee health has a positive relationship with
productivity and employee morale, making this issue an important one for companies to consider. Healthcare costs have
risen dramatically in recent years as well, making it harder for
companies and individuals to pay escalating premiums and
attracting attention at the federal level, including calls for
government intervention and reform. The rate of increase of
healthcare costs has greatly exceeded those of inflation and
wage growth. Companies are faced with the dilemma of rising
costs of providing health care coverage or declines in worker
health and productivity, as well as problems with employee
morale, if provision of such coverage is reduced.
In evaluating proposals to adopt Health Care Reform policies,
we consider the information that is publicly available from a
company to determine whether the company has given due
consideration to the issue and has been transparent in its deliberations on the issue. Given the complex nature of the costs
and benefits of health care and the national importance level
attached to this issue, the health care principles proposed
by a shareowner or recommended by the IOM may be overly
20 The IOM report and summary can be found here: http://www.iom.edu/
CMS/3809/4660/17632.aspx.
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Fund Investment Objectives
and Fundamental Policies

STATE BOARD OF ADMINISTRATION

The investment objectives of mutual funds vary significantly
and are expressed in rather general terms. Examples from currently authorized FRS Investment Plan mutual funds include:

MUTUAL FUND
PROXIES
Corporate Governance Principles
& Proxy Voting Guidelines

L

ike shareowners of publicly held corporations, shareowners of mutual funds are allowed a voice in fund governance. While some funds proscribe annual meetings
in their charter documents, all funds must call special meetings of shareowners to amend substantive governance matters such as board composition, investment advisory agreements, distribution agreements, and changes to fundamental
investment restrictions. To this end, mutual fund managers
issue and solicit proxies similar to the way that stock corporations do. Voting the SBA’s mutual fund proxies is an integral
component of the SBA’s corporate governance program.

•

S eeks to obtain as high a level of current income as is
consistent with preservation of capital and liquidity

•

S eeks maximum total return consistent with preservation
of capital and prudent investment management

•

S eeks long-term growth of capital and income without
excessive fluctuations in market value

•

S eeks long-term growth of capital and future income
rather than current income

•

S eeks long-term capital growth.

A mutual fund’s investment process is typically identified in
its declaration of principal investment strategies and risks and
fundamental policies and restrictions. The principal investment strategy identifies the financial market asset class or
sub-sector in which the fund typically invests, e.g. the fund
normally invests at least eighty percent of its assets in stocks
included in the S&P 500. Conversely, a fundamental investment restriction identifies prohibited activities, e.g. the fund
may not invest more than twenty-five percent of the value
of its total assets in the securities of companies primarily
engaged in any one industry.

It is important that shareowners exercise care when voting
their proxies. In more practical terms, mutual fund proxies
raise issues that differ substantially from those found in the
proxies of public companies. Though mutual fund proxy
holders are also frequently asked to elect trustees and ratify
auditors, most of the other agenda items are related to the
special nature of this type of security. For example, mutual
fund investors are asked to vote on changing fundamental
investment policies and restrictions and approving or amending investment advisory and subadvisory agreements. As with
elections of directors of corporations, it is preferable to see
mechanisms that promote independence, accountability, responsiveness, and competence in regards to the mutual fund.
One empirical study has shown a positive link between the
quality of a mutual fund’s board and its future performance
and Sharpe ratio.1

Fund Structure
Beyond a fund’s investment objectives and fundamental
policies, fund structure may also affect shareowner value. The
majority of investment funds are open-end investment companies, meaning that they have no set limit on the number of
shares that they may issue.

Share Structure
A change in fee structure or fundamental investment policy
requires the approval of a majority of outstanding voting
securities of the fund, which under the Federal Investment
Company Act of 1940 is defined as the affirmative vote of the
lesser of either sixty-seven percent or more of the shares of
the fund represented at the meeting, if at least 50 percent
of all outstanding shares are represented at the meeting, or
fifty percent or more of the outstanding shares of the fund
entitled to vote at the meeting. Failure to reach this “1940
Act majority” subjects the funds to additional solicitation and
administrative expenses.

The investment objectives of mutual funds vary significantly.
While some funds seek to maintain a stable net asset value
per share, others focus on generating a continuous flow of
income through dividends or capital appreciation. Therefore,
the risk borne by shareowners of mutual funds varies, with
those funds offering the chance of the highest return typically
also involving the greatest potential for loss.
1 Carl R. Chen and Ying Huang, “Mutual Fund Governance and Performance: A Quantile Regression Analysis of Morningstar’s Stewardship
Grade,” Corporate Governance: An International Review, 2011, 19(4):
311-333.
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ELECTION OF DIRECTORS: CASE-BYCASE

PROXY CONTESTS: CASE-BY-CASE
The SBA votes on proxy contests on a CASE-BY-CASE basis,
considering the following factors:

Similar to the election of directors of corporations, it is
preferable to see mechanisms that promote independence,
accountability, responsiveness, and competence within the
mutual fund. The SBA generally votes FOR directors up for
election. However, votes on director nominees should be determined on a CASE-BY-CASE basis, considering the following
factors:

•

P
 ast performance relative to its peers

•

M
 arket in which fund invests

•

M
 easures taken by the board to address the issues

•

P
 ast shareowner activism, board activity, and votes on
related proposals

•

Director independence and qualifications;

•

S trategy of the incumbents versus the dissidents

•

Board structure;

•

I ndependence of directors

•

Attendance at board and committee meetings; and

•

E xperience and skills of director candidates

•

Number of mutual funds’ boards and/or corporate boards
(directorships) upon which a nominee sits

•

G
 overnance profile of the company

•

E vidence of management entrenchment.

The SBA Withholds Votes from Directors Who:
•

Attended less than 75 percent of the board and committee meetings without a valid reason for the absences;

•

Ignored a shareowner proposal that was approved by a
majority of the votes cast for two consecutive years;

•

Ignored a shareowner proposal that was approved by a
majority of the shares outstanding;

•

Are interested directors and sit on the audit
or nominating committees;

•

Are interested directors and the full board serves as the
audit or nominating committee OR the company does
not have one of these committees; or

•

INVESTMENT ADVISORY AGREEMENTS:
CASE-BY-CASE
Votes on investment advisory agreements should be determined on a CASE-BY-CASE basis, considering the following
factors:

The SBA may withhold from audit committee directors
when the company does not provide annual auditor
ratification, especially in the case of substantial non-audit
fees or other poor governance practices.

The SBA evaluates conversion proposals on a CASE-BY-CASE
basis, considering the following factors:
Past performance as a closed-end fund

•

Market in which the fund invests

•

Measures taken by the board to address the discount

•

Past shareowner activism, board activity, and votes on
related proposals.

P
 roposed and current fee schedules

•

F und category/investment objective

•

P
 erformance benchmarks

•

S hare price performance as compared with peers

•

R
 esulting fees relative to peers

•

A
 ssignments (where the advisor undergoes a change of
control)

When considering a new investment advisory agreement
or an amendment to an existing agreement, the proposed
fee schedule should be compared with those fees paid by
funds with similar investment objectives. Proposed fees that
are significantly higher than fees for similar funds may be
justified if the fund in question has performed admirably or if
management explicitly states other factors that contribute to
the higher rate. Any increase in advisory fees of more than 10
percent of the prior year’s fees are judged on a CASE-BY-CASE
basis to determine its long-term impact on shareowner value,
and management must offer a detailed, specific and compelling argument justifying such a request.

CONVERTING CLOSED-END FUND TO
OPEN-END FUND: CASE-BY-CASE

•

•

APPROVE NEW CLASSES OR SERIES
OF SHARES: FOR
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The SBA generally votes FOR the establishment of new classes
or series of shares.
Boards often seek authority for a new class or series of shares
for the fund to grow the fund’s assets. The ability to create
classes of shares enables management to offer different levels
of services linked to the class or series of shares that investors purchase. Also, fee structures can be varied and linked
to the series of shares, which allows investors to choose the
purchasing method best suited to their needs. The board can
use separate classes and series of shares to attract a greater
number of investors and increase the variety of services offered by the fund.

•

The reasons given by the fund for the change

•

The projected impact of the change on the portfolio

R
 isk of concentration

•

C
 onsolidation in target industry

•

S trategies employed to save the fund

•

T he fund’s past performance

•

T erms of the liquidation

AUTHORIZE THE BOARD TO HIRE OR
TERMINATE SUB-ADVISORS WITHOUT
SHAREOWNER APPROVAL: AGAINST
The SBA generally votes AGAINST proposals authorizing the
board to hire or terminate sub-advisors without shareowner
approval. Typically, the management company will seek authority, through the investment advisor, to hire or terminate
a new sub-advisor, modify the length of a contract, or modify
the subadvisory fees on behalf of the fund. These investment decisions are normally made with majority shareowner
approval, as determined by Section 15 of the Investment
Company Act of 1940. However, funds may apply to the SEC
for exemptions to this rule, and the SEC often grants these
exemptions. These exemptions are usually structured so that
they do not apply to the investment sub-advisory agreement
that is in place at the time, but apply to any future subadvisory agreement into which the fund enters.

CHANGE FUNDAMENTAL INVESTMENT
OBJECTIVE TO NON-FUNDAMENTAL:
AGAINST
The SBA generally votes AGAINST proposals to change a
fund’s fundamental investment objective to a non-fundamental investment.
The SBA maintains that shareowners should maintain control
over this aspect of a fund because a fund’s fundamental
investment objective represents its raison d’etre, which often
is the very reason that the shareowners originally invested in
the fund. Formal shareowner approval should not be difficult
to obtain in the event that the original investment objective
of the fund proves unfeasible.

DISTRIBUTION AGREEMENTS: CASE-BYCASE
Votes on distribution agreements should be determined on a
CASE-BY-CASE basis considering the following factors:

CHANGE IN FUND’S SUB-CLASSIFICATION: CASE-BY-CASE
Votes on changes in a fund’s sub-classification should be determined on a CASE-BY-CASE basis, considering the following
factors:
•

•

Votes on dispositions of assets/terminations/liquidations
should be determined on a CASE-BY-CASE basis, considering
the following factors:

Proposals to change a fundamental restriction to a non-fundamental restriction should be evaluated on a CASE-BY-CASE
basis, considering the following factors:
The fund’s target investments

C
 urrent and potential returns

DISPOSITION OF ASSETS/TERMINATION/
LIQUIDATION: CASE-BY-CASE

CHANGE FUNDAMENTAL RESTRICTION
TO NON-FUNDAMENTAL RESTRICTION:
CASE-BY-CASE

•

•

Potential competitiveness
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•

F ees charged to comparably sized funds with similar
objectives

•

The proposed distributor’s reputation and past performance

•

C
 ompetitiveness of the fund in the industry

•

T erms of the agreement

1940 ACT POLICIES: CASE-BY-CASE

As long as a proposed distribution agreement does not call
for an excessive fee rate, such agreements may be supported
as a means of increasing asset size and realizing economies of
scale.

Votes on 1940 Act policies should be determined on a CASEBY-CASE basis, considering the following factors:

MASTER-FEEDER STRUCTURE: FOR
The SBA generally votes FOR the establishment of a masterfeeder structure. The master-feeder fund structure achieves
economies of scale from sharing fixed expenses of portfolio
management among a larger asset base. In addition, this
structure can facilitate fund administration and greater
diversification by means of a larger portfolio of securities than
could be achieved by individual funds.

•

Performance of both funds

•

Continuity of management personnel

•

Changes in corporate governance and the impact on
shareowner rights

•

Required fundamental policies of both states

•

Increased flexibility available

•

C
 urrent and potential returns

•

C
 urrent and potential risk

•

P
 olitical and economic changes in the target market

•

C
 onsolidation in target market

•

C
 urrent asset composition

CHANGES TO THE CHARTER DOCUMENT:
CASE-BY-CASE
The SBA votes on changes to the charter document on a
CASE-BY-CASE basis, considering the following factors:

The SBA votes on fund reincorporations on a CASE-BY-CASE
basis, considering the following factors:
Regulations of both states

R
 egulatory developments

The SBA votes on name change proposals on a CASE-BY-CASE
basis, considering the following factors:

CHANGE THE FUND’S DOMICILE:
CASE-BY-CASE

•

•

NAME CHANGE PROPOSALS: CASE-BYCASE

The SBA generally evaluates mergers and acquisitions on a
CASE-BY-CASE basis, determining whether the transaction
enhances shareowner value by giving consideration to:
Resulting fee structure

P
 otential competitiveness

The SBA generally votes FOR these amendments as long as
the proposed changes comply with the current SEC interpretation and do not fundamentally alter the investment focus of
the fund.

MERGERS: CASE-BY-CASE

•

•

•

T he degree of change implied by the proposal

•

T he efficiencies that could result

•

T he state of incorporation

•

R
 egulatory standards and implications

The SBA generally votes AGAINST any of the following
changes:

When changing the domicile of a fund, the SBA considers the
corporate laws of the state in which the fund is seeking to reincorporate as they apply to management investment companies. Shareowner rights can be particularly limited in certain
states, including Delaware, Maryland, and Massachusetts.2

2 Lucian Bebchuk and Alma Cohen, “Firms’ Decisions Where to Incorporate.” National Bureau of Economic Research Working Paper 9107, August
2002.
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•

R
 emoval of shareowner approval requirement to reorganize or terminate the trust or any of its series

•

R
 emoval of shareowner approval requirement for
amendments to the new declaration of trust

•

R
 emoval of shareowner approval requirement to amend
the fund’s management contract, allowing the contract
to be modified by the investment manager and the trust
management, as permitted by the 1940 Act

•

A
 llow the trustees to impose other fees in addition to
sales charges on investment in a fund, such as deferred

SHAREOWNER PROPOSALS TO ADOPT A
POLICY TO REFRAIN FROM INVESTING
IN COMPANIES THAT SUBSTANTIALLY
CONTRIBUTE TO GENOCIDE OR CRIMES
AGAINST HUMANITY: CASE-BY-CASE

sales charges and redemption fees that may be imposed
upon redemption of a fund’s shares
•

Removal of shareowner approval requirement to engage
in and terminate subadvisory arrangements

•

Removal of shareowner approval requirement to change
the domicile of the fund

The SBA will evaluate such proposals with an adherence to
the requirements and intent of the Protecting Florida’s Investments Act (the PFIA, §215.473 of the Florida Statutes), which
prohibits investment in companies involved in proscribed
activities in Sudan or Iran.

SHAREOWNER PROPOSALS TO ESTABLISH DIRECTOR OWNERSHIP REQUIREMENT: CASE-BY-CASE
The SBA generally favors the establishment of a director
ownership requirement and considers a director nominee’s
investment in the company as a critical factor in evaluating
his or her candidacy. This decision should be made on an
individual basis and not according to an inflexible, acrossthe-board standard. As a related matter, if the director has
invested in one fund of the family, he is considered to own
stock in the fund.

SHAREOWNER PROPOSALS TO TERMINATE INVESTMENT ADVISOR: CASE-BYCASE
Votes on shareowner proposals to terminate the investment
advisor should be determined on a CASE-BY-CASE basis, considering the following factors:
•

Performance of the fund.

•

The fund’s history of shareowner relations.

•

Performance of other funds under the advisor’s management.

SHAREOWNER PROPOSALS TO REIMBURSE SHAREOWNERS FOR EXPENSES
INCURRED: CASE-BY-CASE
Voting to reimburse proxy solicitation expenses should be analyzed on a CASE-BY-CASE basis. In cases where the dissident
position is supported, believing it to be in the best interests of
shareowners, the SBA generally votes FOR reimbursing such
proxy solicitation expenses.
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sbafla.com
governance@sbafla.com
The State Board of Administration is a body of Florida state government that
provides a variety of investment services to clients and governmental entities.
These include managing the assets of the Florida Retirement System, the
Local Government Surplus Funds Trust Fund (Florida PRIMETM), the Florida
Hurricane Catastrophe Fund, and over 30 other fund mandates.
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1) Real Estate Market Overview

The Townsend Group

Townsend Global Economic Outlook

Eurozone economic growth bottomed in 2nd Half
2013, with Spain and Portugal performing better
than expected. Recent economic data suggests
Europe is on track for a gradual recovery. Real GDP
growth is expected to average near 1.4% in 2014

United States economic
growth strengthened in Q4
2013 on the back of solid
consumer and business
spending and stronger
exports. Growth is expected
to accelerate and gain
momentum in 2014

Abenomics has temporarily
inflated asset values, but
demographic trends will
continue to be negative,
tempering long-term rent
growth and prospects

Concerns growing regarding Emerging Markets due to weak PMI and GDP growth rates in China, currency rises
in Argentina and Turkey. Social unrest in Thailand, Egypt, and Ukraine. India and Brazil are also dealing with
very high inflation rates. EM economic growth expected to downshift slightly in 2014

Townsend’s views are as of the date of this publication and may be changed
or modified at any time and without notice. Past performance is not
indicative of future results.

The Townsend Group
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Townsend Global Economic Outlook
UNITED STATES

EUROPE

CHINA

JAPAN

GROWTH & RECOVERY

STRESS & DEEP VALUE

URBANIZATION

UPGRADE EXISTING STOCK

GDP (‘14)

2.8%

1.4% (UK 2.6%, GR 1.7%, FR 0.8%)

7.5%

1.6%

UNEMPLOYMENT (‘14)

6.6%

10.4%(UK 7.1%,GR 6.8%,FR 10.9%)

4.1%

3.8%

Overweight
Neutral
Underweight
MACRO FACTORS

KEY REAL ESTATE THEMES

Core cap rates low, but justified
relative to interest rates and offer
good rent growth
Value Added mispriced

OFFICE

INDUSTRIAL

RETAIL

RESIDENTIAL

CBD values up, but sustained rent
growth offers reliable returns

Improving fundamentals as Europe
emerges from recession
Stressed loan positions finally
being worked out

CBD values are up, but rents
generally at cyclical lows

Select suburban offers good value
from cash yields & lease-up

Rental growth will vary market-tomarket requiring disciplined buying

Economic recovery driving demand
leading to gradual rent &
occupancy growth

Expected economic recovery will
drive demand and current
valuation offer attractive cash yield

Class A properties highly desirable
by retailers

Class A properties highly desirable
by retailers

Select B grade offers repositioning
potential

Strong retailer demand for luxury
and also discount retail

Apartments have seen good rent
growth & value appreciation

Market remains generally
undersupplied and fragmented, but
limited opportunity to invest

Apartment supply building-up

Source: Consensus Estimates-Bloomberg, The Townsend Group
The Townsend Group’s views are as of the date of this publication and may be
changed or modified at any time and without notice.

The Townsend Group

Urbanization trend requiring real
estate development

Overbuilding in a few locations
Limited opportunity for distress
level buy

Unfavorable demographic trend
limiting rent growth
Existing stock old & inefficient

Limited demand, but some stock is
old and could be repositioned

Strong demand for high quality
modern industrial properties
supported by favorable
government policy

Strong demand for modern logistics
assets driven by 3PLs

Retailers continue to expand with
momentum growing in non-Core
Tier I and Tier II-III cities

Limited demand due to declining
demographic trend

Very strong demand, but limited
good local partners and continued
government interventions

Demand for aged care for growing
number of seniors but limited good
local partners
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2) SBAF Real Estate Program Report

The Townsend Group

Real Estate Portfolio Highlights and Significant Events
Portfolio Highlights
■

In 2014 SBAF’s IAC, followed by the Board of Trustees, approved a 3% increase to the real estate allocation resulting in a 10%
allocation.

■

On an invested basis, the real estate portfolio represents 7.2% of total plan assets at year end 2013.

■

The real estate portfolio total net return exceeded the five-year rolling benchmark by 250 basis points.

■

SBAF received $574 million in distributions (return “on” capital invested) as of the one-year ending September 30, 2013.*

Significant Events
■

During 2013, SBAF made approximately $350 million of Externally Managed commitments to three non-core closed end
funds targeting investment opportunities in the US, Europe, and Asia. Additionally, approximately $50 million of equity was
committed to a student housing programmatic JV.

■

During 2013, SBAF made approximately $218 million of Principal Investment commitments to three investments: a retail
aggregation strategy located in Boston; a multifamily acquisition located in Irvine, CA,; and an industrial asset in Denver.

*Manager data collected by The Townsend Group as of September 30, 2013.

The Townsend Group
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Real Estate Performance Relative to the Benchmark

SBAF seeks to outperform a blended benchmark* comprised of the NFI-ODCE (90%) net of fees, and the EPRA/NAREIT Global
index (10%), over a rolling five-year period.
The SBAF Real Estate Program has outperformed this benchmark by 250 basis points over the recent five-year period.
The portfolio has consistently outperformed over the five-year measurement period since 1999, with only one period of
underperformance in September 2004 (50 bps).

■
■
■

Rolling Five Year Net Return
20%

15%

10%

5%

SBAF Real Estate AC (net)

Performance as of December 31, 2013.
*In computing the blended benchmark, ODCE is one quarter lagged, while the
Custom REIT Benchmark utilizes the current quarter. Historic benchmark has
adjusted with availability of new real estate indices.

Blended Benchmark*

The Townsend Group
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Jun-10
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Jun-09

Dec-08

Jun-08

Dec-07

Jun-07

Dec-06

Jun-06

Dec-05

Jun-05

Dec-04

Jun-04

Dec-03

Jun-03

Dec-02

Jun-02

Dec-01

Jun-01

Dec-00

Jun-00

Dec-99

Jun-99

Dec-98

Jun-98

Dec-97

Jun-97

Dec-96

Jun-96

Dec-95

Jun-95

Dec-94

Jun-94

Dec-93

Jun-93

Dec-92

Jun-92

Dec-91

Jun-91

-5%

Dec-90

0%

Drivers of Relative Performance – Total Portfolio

■

Portfolio diversification and construction continues to drive outperformance.
Portfolio Contribution to 1-Year Return*
Core / Farmland

Value-Added

Opportunistic

Public Portfolio
-0.6%

-0.4%

-0.2%

0.0%

0.2%

0.4%

Portfolio Contribution to 3-Year Return*

Portfolio Contribution to 5-Year Return*

Core / Farmland

Core / Farmland

Opportunistic

Public Portfolio

Value-Added

Value-Added

Public Portfolio

Opportunistic

-0.3%

-0.2%

-0.1%

0.0%

*Manager data collected by The Townsend Group as of September 30, 2013.

0.1%

0.6%

0.2%

The Townsend Group

-0.6% -0.4% -0.2%

0.0%

0.2%

0.4%

0.6%

0.8%

1.0%

8

Peer Performance

■

SBAF’s five year net performance versus its peers (61 institutional real estate investors) ranks in the 93rd percentile.
Five-Year Net of Fee Peer Performance Survey*
SBAF
Performance

100%

3.0%

Percentile Rank

75%
Median
Performance
1.7%

50%

25%

7.3%

4.5%

3.0%

1.5%

0.9%

0.9%

0.5%

0.3%

0.1%

0.0%

-0.3%

-0.7%

-1.1%

-1.4%

-1.6%

-1.7%

-1.8%

-2.0%

-2.1%

-2.7%

-2.8%

-3.1%

-3.2%

-3.2%

-4.3%

-4.5%

-4.8%

-5.7%

-7.0%

-11.1%

-30.5%

0%

*as of 3Q13 (net)
Five-Year Net Return
Dark blue bars represent investors with over $4 billion of Real Estate investments

Note: Peer portfolio's will vary by investment strategy, investment type, risk appetite and portfolio inception dates.
*Performance data as of September 30, 2013.

The Townsend Group
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Real Estate Portfolio Performance

■
■
■

Returns continue to be heavily impacted by the starting point of the measurement period.
Short and medium-term performance has been strong. Longer-term, five-year performance, is expected to improve
considerably as the start date continues to move from peak market pricing.
Over the long term (multiple market cycles) the portfolio continues to generate consistent and strong returns.

Growth of $100 in the Real Estate Portfolio
$1,000
$900

5-Year
4.4%

$800
$700

1-Year
16.8%

$600
$500

10-Year
8.9%

$400

3-Year
15.2%

$300
$200
$100
$0

Since Inception
7.5%

Figures are based on time weighted net returns (includes all cash flows)
Performance as of December 31, 2013.

The Townsend Group
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Portfolio Composition

■
■

The SBAF real estate portfolio is invested in Core, Value-Added, Opportunistic and REIT investments.
The Portfolio is further allocated between Principal Investments and Externally Managed investments.
•
Principal Investments - SBAF staff retains key authorities related to approving acquisitions, dispositions, financing
activities and or annual business plans.
•
Externally Managed - Investments include those where SBAF has given discretion over these decisions to the
investment manager (to include pooled funds, REIT separate accounts and certain joint ventures).

Total Portfolio Composition
Opportunistic
7.4%

Total Portfolio Composition

Public
10.5%

Value-Added
9.7%

Principal
Investments
49.6%
Core
72.5%

The Townsend Group

Externally
Managed
50.4%
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Drivers of Relative Performance – Principal Investments

■
■

Core investments comprised approximately 95% of the Principal Investments portfolio.
The Principal Investments portfolio has consistently outperformed the portfolio's benchmark* over all periods.

Principal Investments Performance
19.0%

20.0%

16.1%
15.0%

12.9%

11.0%
10.0%
5.0%

3.8%

5.1%
2.6%

0.0%

-0.2%

-5.0%
Quarter Return

One Year Return

Principal Investments (net)

Performance as of December 31, 2013.
*Principal Investments benchmark is currently the NPI on a one quarter lag.
Historic benchmark has adjusted with availability of new real estate indices.

Three Year Return

Five Year Return

Principal Investments Benchmark*

The Townsend Group
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Drivers of Relative Performance – Principal Investments

■

The Heitman Core I.M.A. and the L&B I.M.A. are not only SBAF’s largest accounts but have been the most successful over all
time periods. These two accounts represent nearly $3.0 billion of market value as of 9/30/13 and have outperformed the
ODCE index by 650 and 510 bps, respectively, over the five-year period.

■

Performance Drivers:
•
Heitman Core I.M.A - Over the five-year period North Harbor Tower and 278 Post Street drove significant
outperformance by the Heitman Core account.

North Harbor Tower – 600 unit apartment building in Chicago - $205 million with a 9.3% net return over the
five-year period.

278 Post Street – 73,000 square foot retail property in San Francisco - $113 million with a 13.1% net return
over the five-year period.
•

L&B I.M.A. – Over the five-year period South Beach Marina and 2111 Wilson Blvd (Colonial Place) drove the significant
outperformance by the L&B Core account.

South Beach Marina – 414 unit apartment building in San Francisco - $198 million with an 11.9% net return
over the five-year period.

2111 Wilson Blvd (Colonial Place) – 719,000 square foot office complex in Arlington - $224 million with a 7.3%
net return over the five-year period.

The Townsend Group
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Externally Managed Portfolio

■
■

The Externally Managed Portfolio* outperformed the ODCE on a net of fee basis over all time periods.
Over the five-year period, the aggregated net return of the Externally Managed Portfolio outperformed the ODCE net return
by 70 basis points.

Externally Managed Performance
18.0%

15.3%

16.0%
14.0%

12.0%

12.0%

14.9%
13.2%

10.0%
8.0%
6.0%
4.0%

3.5% 3.3%

2.0%

0.5%

0.0%

-0.2%

-2.0%
Quarter Return

One Year Return

Externally Managed (net)

Manager data collected by The Townsend Group as of September 30, 2013.
*Externally Managed Portfolio consists of Pooled Funds, JV Investments, the
Farmland Portfolio and the Public Portfolio.

Three Year Return

Five Year Return

ODCE Total Net Return

The Townsend Group
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Drivers of Relative Performance – Externally Managed Portfolio
Core and Farmland
■
■
■

Core investments comprise approximately 52% of the Externally Managed portfolio.
•
Farmland investments make up 15% of the Core, Externally Managed portfolio.
Over all time periods, the Core Externally Managed investments outperforms the NFI-ODCE index.
Farmland Investments five year total net return was 14.9%, which exceeded the benchmark by 180 basis points.

Core Externally Managed Performance*

Farmland Performance**

16.8%

18.0%

25.0%
15.2%

16.0%
14.0%

12.0%

12.0%

21.2%21.3%

13.2%

20.0%

10.0%

18.3%
15.3%

15.0%

14.9%

13.1%

8.0%
6.0%
4.0%

10.0%

3.6% 3.3%

2.1%

2.0%

6.8%

5.0%

2.9%

0.0%
-0.2%

-2.0%
Quarter Return

One Year Return

Core Externally Managed (net)

Three Year Return

Five Year Return

0.0%
Quarter Return

ODCE Total Net Return

*Manager data collected by The Townsend Group as of September 30, 2013.
**Performance as of December 31, 2013 provided by SBAF.
***Farmland benchmark is currently the NCREIF Farmland Index on a one quarter
lag. Historic benchmark has adjusted with availability of new indices.

The Townsend Group

One Year Return

Farmland Investments (net)

Three Year Return

Five Year Return

Farmland Benchmark***

15

Drivers of Relative Performance – Externally Managed Portfolio
Global Public REITs
■
■
■

Global REITs comprise approximately 21% of the Externally Managed portfolio.
Global Public Investments have slightly outperformed their benchmark over all time periods.
Global REIT performance remains volatile. During the one-year period ending 4Q13, SBAF’s Public portfolio generated a 4.3%
return. However, over the one-year period ending 4Q12 the portfolio generated a 27.8% return.

Global REIT Performance
20.0%

17.9%
16.6%

15.0%
9.1% 9.0%

10.0%
4.3% 3.7%

5.0%
0.0%
-0.5% -0.7%
-5.0%
Quarter Return

One Year Return
Global REITs (net)

Performance as of December 31, 2013.
*REIT benchmark is currently the EPRA/NAREIT Global Index. Historic benchmark
has adjusted with availability of new indices and conversion to a global portfolio.

Three Year Return

Five Year Return

REIT Benchmark*

The Townsend Group

16

Drivers of Relative Performance – Externally Managed Portfolio
Non-Core
■
■

■

Non-Core investments represent approximately 27% of the Externally Managed portfolio.
Recent Non-Core performance has been strong; however, longer-term performance versus the benchmark has been impacted
by vintage year exposure, specific investments made at the peak of the market, as well as risk and leverage levels of the
portfolio versus the NFI-ODCE benchmark, which is core in nature.
For comparison purposes the Non-Core performance is also compared to the comparative universe.

Non-Core Performance versus NFI-ODCE

Non-Core Performance versus Comparative
Universe

25.0%
19.2%

20.0%
15.0%

12.0%

17.7%

25.0%

14.5%

15.0%

10.0%
5.0%

19.2%

20.0%

13.2%

17.7%
14.4%

10.0%

3.4% 3.3%

5.0%

0.0%

-0.2%

-5.0%

3.4% 3.1%

0.0%
-5.0%

-10.0%

-10.1%

-15.0%
Quarter Return

One Year Return

Non-Core Externally Managed (net)

Three Year Return

Five Year Return

ODCE Total Net Return

Manager data collected by The Townsend Group as of September 30, 2013.
*Non-Core Weighted Index is a combination of the NCREIF-Townsend Value
Added Fund Index and the NCREIF-Townsend Opportunistic Fund Index.

-5.3%

-10.0%

-10.1%

-15.0%
Quarter Return

One Year Return

Non-Core Externally Managed (net)

The Townsend Group

Three Year Return

Five Year Return

Non-Core Weighted Index*
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Externally Managed Fund Investments – Vintage Year Exposure

■
■
■

■

Commingled fund performance has been impacted by fund selection as well as vintage year exposure.
New 2011-2013 non-core fund commitments of $983 million are not graphed, as limited, or no performance has been
generated to date.
As appropriate, Townsend continues to favor investments in operator platforms with sector focused strategies.
•
SBAF is in the process of reviewing a $50 million investment to a follow on US broadly diversified fund as well as a
$100 million investment in a dedicated European fund.
Chart below represents respective indices returns as well as SBAF commingled fund commitments by year.

Since Inception Index Net Returns by Vintage Year and Sector
($ in millions)

25%
20%
15%
10%
$1,025

5%

$250

0%

$310
$250
$100
$245

-5%
-10%
1999

$700

$300
2000

2001

Bubble size represents size of commitment

2002

2003
Core

2004
Value-Added

2005

2006

2007

2008

2009

Opportunistic

The Townsend Group
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Real Estate Program Compliance

■
■

The real estate portfolio’s investment allocation was in compliance as of September 30, 2013.*
The portfolio is well diversified by property type and geography while maintaining compliance compared to the NFI-ODCE
index.
Private Portfolio Diversification / Compliance

Portfolio Compliance
Private Investments
Core Investments
Farmland Investments
Non-Core Investments
Value-Added Investments
Opportunistic Investments
Public Investments

Target
90%
85%

Range
85-95%
70-100%

15%

0-30%

10%

5-15%

Exposure
Compliance
89%
Yes
81%
Yes
4%
19%
Yes
11%
8%
11%
Yes

Property
Apartment
Industrial
Retail
Office
Other

Range (ODCE +/- 15%) Actual Weight
10.2% - 40.2%
20.9%
0.2% - 30.2%
11.1%
3.1% - 33.1%
20.5%
21.7% - 51.7%
36.3%
0.0% - 20.0%
11.0%

Geography
East
Midwest
South
West
International

Range (ODCE +/- 15%) Actual Weight
19.4% - 49.4%
29.9%
0.0% - 24.2%
8.8%
3.8% - 33.8%
17.6%
22.6% - 52.6%
41.6%
0.0%
1.3%

Exposure
Maximum Exposure Actual Weight
Single Asset
7%
3.6%
Directed-Owned Manager
35%
25.8%
Pooled Funds
10%
5.7%
REIT Manager
10%
2.8%
Leverage
40%
25.5%

*Manager data collected by The Townsend Group as of September 30, 2013.

The Townsend Group
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State Board of Administration
Real Estate Introduction & Annual Review
Steve Spook, SIO Real Estate

Investment Advisory Council
March 17, 2014

EstateOverview
Overview
RealReal
Estate
‒ Asset class established in 1983.
‒ Role of the asset class is to:
· Diversify the FRS Pension Plan Assets.
· Provide a potential hedge against inflation.
· Provide a competitive total return over multiple market cycles.

Real Estate Overview
‒ Governance and Monitoring
·
·
·
·

Annual Investment Work plan.
Ongoing Compliance oversight.
Asset class consultant performs portfolio and investment manager reviews.
External audits.

‒ Specialty Consultant Role
· Prepare quarterly and annual performance reports.
· Provide fund, separate account advisor and other investment provider
monitoring (Note: REIT portfolio monitoring is performed by the SBA public asset
classes consultant).
· Assist with investment manager selection and due diligence.
· Proactively provide independent advice to the SIO-RE and ED/CIO.
· Provide research and market views.

Real Estate Overview
‒ Real Estate Policy Allocation
· Policy target allocation: 10% of total FRS pension plan.
· Allocation range: 2% - 16% of total FRS pension plan.
· Current allocation: 7.4% of total FRS pension plan.
· Target of 90% private real estate and 10% real estate securities.

‒ Benchmark
· Total Portfolio: A composite benchmark composed of an average of the
National Council of Real Estate Investment Fiduciaries (NCREIF) Fund Index–
Open-ended Diversified Core Equity (ODCE), net of fees, weighted at 90%,
and the FTSE EPRA/NAREIT Developed Index, net of withholding taxes,
weighted at 10%.
· Principal Investments Portfolio: Secondary benchmark of the NCREIF
Property Index, gross of fees.

Real Estate Structure and Strategies
• The SBA believes that portfolio-structuring decisions will be the primary drivers
of the Real Estate asset class returns.
• The Real Estate asset class is anchored by core private market investments
(direct-owned and pooled funds).
• Preference is to invest in private real estate by means of direct-owned separate
accounts due to superior Real Estate staff control and lower fee structures.
• Pooled funds currently utilized for diversification, specialized strategies, and
non-core investments.

Real Estate Structure and Strategies
•

•

Risk is managed primarily by allocations to investment sectors exhibiting different levels
of risk and return, by adhering to prudent diversification criteria and using clearly defined
and documented processes.
Private allocation to investment sectors:

Sector Allocation as a % of Private Market NAV
Sector

Core

Range

Target

70% - 100%

85%

0% - 30%

15%

Non-Core

Property Type Diversification as a % of Private Market NAV
Property Type

Range

Office

ODCE +/- 15%

Retail

ODCE +/- 15%

Industrial

ODCE +/- 15%

Apartment

ODCE +/- 15%

Other (Ag, Sr. housing, Int’l, etc.)

0 – 20%

Real Estate Structure and Strategies
Geographic Diversification as a % of Private Market NAV
Region

Range

East

ODCE +/- 15%

Midwest

ODCE +/- 15%

South

ODCE +/- 15%

West

ODCE +/- 15%

• Leverage limited to 40% LTV of total private real estate market
value.

Real Estate Portfolios
‒ Principal Investments (PI)
· Core focus
· Up to 10% of PI permitted in Non-Core.
· SBA staff retains key authorities related to approving acquisitions,
dispositions, financings, capital projects and annual business plans.
· Has risk parameters governing allocations to investment sectors, similar to
total Real Estate Portfolio.

‒ Externally Managed
·
·
·

Investments include pooled funds, REIT separate accounts, and select
programmatic joint ventures.
External Managers have discretion over major decisions.
Exposure to Core open-end funds but focus going forward is Non-Core.

Real Estate FY 2013-2014 Activity
‒
‒
‒
‒
‒
‒

Seven Core direct-owned acquisitions with total equity funded of $487.8 million.
Six Core dispositions with total equity received of $343.2 million.
Five Non-Core equity commitments totaling $455.5 million.
Renewed contract with The Townsend Group.
Hired new PI Portfolio Manager.
Hired new Operations Analyst.

Real Estate Major Initiatives
‒ Major Initiatives

Procure and implement portfolio management system.
Install and implement Backstop, a CRM system.
Continue disposition of non-strategic direct-owned investments.
Continue early stage private market investments in international strategies.
Recruit new Senior Portfolio Manager/Portfolio Manager for Externally
Managed Portfolio.
· Implement updated work plan to achieve new 10% Real Estate target
allocation.
· Continue working with The Townsend Group to implement a Pacing
Model.
· Pacing Model smooth new commitments necessary to achieve target
allocation over 5 years.
· Pacing Model mitigates vintage year overweighting.

·
·
·
·
·

Real Estate Major Initiatives
• Private Portfolio Pacing Model – 80% Core / 20% Non-Core (~10%
Value-Added / ~10% Opportunistic)

Real Estate Organizational Chart

State Board of Administration of Florida
Major Mandate Review
Fourth Quarter 2013
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Executive Summary
Fourth Quarter 2013

Executive Summary
 The major mandates outperformed their respective benchmarks over all longer time periods through
December 31, 2013.
 The Pension Plan outperformed its Performance Benchmark during the fourth quarter and over the
trailing one-, three-, five-, ten- and fifteen-year time periods.
– Global Equity has been the main source of value added over the trailing one-, three- and
five-year time periods. Fixed Income, Real Estate and Strategic Investments have also
added value.
 Over the trailing one-year period, the Pension Plan’s return ranked in the top fifth percentile of the
TUCS Top Ten Defined Benefit Plan universe and ranked in the top half of the universe over the
trailing three-, five- and ten-year periods.
 The FRS Investment Plan outperformed the Total Plan Aggregate Benchmark during the third quarter
and over all trailing periods.
 The Lawton Chiles Endowment Fund met or outperformed its benchmark over all trailing periods,
primarily due to strong public equity performance.
 The CAT Funds and Florida PRIME continued to outperform their respective benchmarks over both
short and long time periods.
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State Board of Administration of Florida
Florida Retirement System
Pension Plan Review
Fourth Quarter 2013

Executive Summary


The Pension Plan assets totaled $143.8 billion as of December 31, 2013 which represents a $5.8 billion increase
since last quarter.



The Pension Plan, when measured against the Performance Benchmark, outperformed over the trailing one-, three-,
five-, ten- and fifteen-year periods.



Relative to the Absolute Nominal Target Rate of Return, the Pension Plan underperformed over the fifteen-year
period, but has outperformed over the trailing one-, three-, five-, ten-, twenty- and twenty five-year time periods.



The Pension Plan is well-diversified across six broad asset classes, and each asset class is also well-diversified.


Public market asset class investments do not significantly deviate from their broad market-based benchmarks,
e.g., sectors, market capitalizations, global regions, credit quality, duration, and security types.



Private market asset classes are well-diversified by vintage year, geography, property type, sectors, investment
vehicle/asset type and investment strategy.



Asset allocation is monitored on a daily basis to ensure the actual asset allocation of the Pension Plan remains
close to the long-term policy targets set forth in the Investment Policy Statement.



Hewitt EnnisKnupp and SBA staff revisit the plan design annually through informal and formal asset allocation and
asset liability reviews.



Adequate liquidity exists within the asset allocation to pay the monthly obligations of the Pension Plan consistently
and on a timely basis.

8

FRS Pension Plan Change in Market Value
Periods Ending 12/31/2013

Summary of Cash Flows

Beginning Market Value

Fourth Quarter

Fiscal YTD*

$138,002,482,238

$132,382,915,266

($1,308,350,250)

($3,093,059,702)

$7,092,725,601

$14,497,002,025

$143,786,857,589

$143,786,857,589

$5,784,375,351

$11,403,942,323

+/- Net Contributions/(Withdrawals)
Investment Earnings
= Ending Market Value
Net Change

*Period July 2013 – December 2013
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Asset Allocation as of 12/31/2013
Total Fund Assets = $143.8 Billion
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FRS Pension Plan Investment Results
Periods Ending 12/31/2013
Total FRS Pension Plan

Absolute Nominal Target Rate of Return

Performance Benchmark

20.0
16.9
15.9
15.0
12.7

Rate of Return (%)

11.8
9.9

10.0

8.9
7.2

6.6
5.1

7.2

7.2

6.7

7.1

7.0
5.9

5.4

5.1

5.0

0.8
0.0

-5.0
Quarter

1-Year

3-Year

5-Year

10-Year

15-Year
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FRS Pension Plan Investment Results
Periods Ending 12/31/2013
Long-Term FRS Pension Plan Performance Results
vs. SBA's Long-Term Investment Objective
Absolute Nominal Target Rate of Return

Total FRS Pension Plan
12

9.8

10

9.2

Annualized Return (%)

8.3
8

7.2

6.9

7.4

6

4

2

0
Last 20 Years

Last 25 Years

12

Last 30 Years

Comparison of Asset Allocation (TUCS Top Ten)
As of 12/31/2013
FRS Pension Plan vs. Top Ten Defined Benefit Plans
FRS TOTAL FUND

TUCS TOP TEN

Cash
1.3%

Strategic Investments
5.3%

Cash
2.8%
Alternative
Investment
17.6%

Private Equity
4.9%

Real Estate
7.2%

Fixed Income
20.4%
Global
Equity**
48.0%

Real Estate
9.3%

Global Equity*
60.9%
Fixed Income
22.3%

*Global Equity Allocation: 28.1% Domestic Equities; 28.8% Foreign
Equities; 4.0% Global Equities. Percentages are of the Total FRS Fund.

**Global Equity Allocation: 25.2% Domestic Equities; 22.8% Foreign
Equities.

Note: The TUCS Top Ten Universe includes $1,133.2 billion in total assets. The median fund size was $79.1 billion
and the average fund size was $113.3 billion.
13

FRS Results Relative to TUCS Top Ten Defined Benefit Plans
Periods Ending 12/31/2013
Total FRS (Gross)

Top Ten Median Defined Benefit Plan Fund (Gross)

25.0
20.0

17.2
15.2

Rate of Return (%)

15.0

13.0 11.9
10.2

10.0

9.6
7.5

5.2

7.4

4.9

5.0
0.0
-5.0
-10.0
-15.0
Quarter

1-Year

3-Year

5-Year

Note: The TUCS Top Ten Universe includes $1,133.2 billion in total assets. The median fund size was $79.1 billion
and the average fund size was $113.3 billion.
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10-Year

Top Ten Defined Benefit Plans FRS Universe Comparison (TUCS)
Periods Ending 12/31/2013
Total FRS

Top Ten Median Defined Benefit Plan Universe

30.0

Rate of Return (%)

25.0
20.0
15.0
10.0
5.0
0.0
-5.0

FRS Percentile Ranking

1-Year

3-Year

5

25

5-Year

1

Note: The TUCS Top Ten Universe includes $1,133.2 billion in total assets. The median fund size was $79.1 billion
and the average fund size was $113.3 billion.
15
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10-Year
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State Board of Administration of Florida
Florida Retirement System
Investment Plan Review
Fourth Quarter 2013

Executive Summary


The FRS Investment Plan outperformed the Total Plan Aggregate Benchmark over the trailing one-,
three-, five- and ten-year periods. This suggests strong relative performance of the underlying fund
options in which participants are investing.

 The Investment Plan Expense Ratio for the FRS Investment Plan is lower, on average, when
compared to a defined contribution peer group and is significantly lower than the average corporate
and public defined benefit plan.
 Management fees are lower than the median as represented by Morningstar’s mutual fund universe
for every investment category.
 The FRS Investment Plan offers an appropriate number of fund options that span the risk and return
spectrum.
 The Investment Policy Statement is revisited periodically to ensure the structure and guidelines of the
FRS Investment Plan are appropriate, taking into consideration the FRS Investment Plan’s goals and
objectives.
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Total Investment Plan Returns & Cost
Periods Ending 12/31/2013*

FRS Investment Plan
Total Plan Aggregate Benchmark**
FRS Investment Plan vs. Total Plan Aggregate
Benchmark

One-Year

Three-Year

Five-Year

Ten-Year

15.2%

8.6%

10.9%

14.6

8.3

10.3

5.9

0.6

0.3

0.6

0.5

6.4%

Periods Ending 12/31/2012***
Five-Year Average
Return****
FRS Investment Plan
Peer Group
FRS Investment Plan vs. Peer Group

Five-Year Net
Value Added

Expense
Ratio

2.27%

0.54%

2.33

-0.02

0.37%
0.32

-0.06

0.56

0.05

*Returns shown are net of fees.
**Aggregate benchmark returns are an average of the individual portfolio benchmark returns at their actual weights.
***Source: 2012 CEM Benchmarking Report. Peer group for the Five-Year Average Return and Value Added represents the U.S. Median plan return based on
the CEM 2012 Survey that included 166 U.S. defined contribution plans with assets ranging from $40 million to $41 billion. Peer group for the Expense Ratio
represents a custom peer group for FSBA of 20 DC plans including corporate and public plans with assets between $2.4 - $14.1 billion.
****Returns shown are gross of fees.
19
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State Board of Administration of Florida
CAT Fund Review
Fourth Quarter 2013

Executive Summary


Performance of the CAT Funds on both an absolute and relative basis has been strong over shortand long-term time periods.



The CAT Funds are adequately diversified across issuers within the short-term bond market.



The Investment Policy Statement appropriately constrains the CAT Funds to invest in short-term
and high quality bonds to minimize both interest rate and credit risk.



Adequate liquidity exists to address the cash flow obligations of the CAT Funds.



The Investment Policy Statement is revisited periodically to ensure that the structure and
guidelines of the CAT Funds are appropriate, taking into consideration the CAT Funds’ goals and
objectives.
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CAT Funds Investment Results
Periods Ending 12/31/2013
CAT Operating Fund*

Performance Benchmark**

Rate of Return (%)

3.00
2.50
1.89

2.00

1.76

1.50
0.89

1.00
0.50

0.39

0.28
0.09 0.01

0.15

0.07

0.05

0.00
Quarter

1-Year

3-Year

Rate of Return (%)

CAT 2013 A Operating Fund
0.07

5-Year

10-Year

Performance Benchmark

0.06

0.06
0.05
0.04
0.03
0.02

0.01

0.01
0.00
Quarter

*CAT Operating Fund: Beginning March 2008, the returns for the CAT Fund reflect marked-to-market returns. Prior to that time, cost-based returns are used.
**Performance Benchmark: The CAT Fund was benchmarked to the IBC First Tier through February 2008. From March 2008 to December 2009, it was the Merrill Lynch 1-Month
LIBOR. From January 2010 to June 2010, it was a blend of the average of the 3-Month Treasury Bill rate and the iMoneyNet First Tier Institutional Money Market Funds Gross Index.
Effective July 2010, it is a blend of the average of the 3-Month Treasury Bill rate and the iMoneyNet First Tier Institutional Money Market Funds Net Index.
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State Board of Administration of Florida
Lawton Chiles Endowment Fund Review
Fourth Quarter 2013

Executive Summary
 Established in July 1999, the Lawton Chiles Endowment Fund (LCEF) was created to
provide a source of funding for child health and welfare programs, elder programs and
research related to tobacco use.
– The investment objective is to preserve the real value of the net contributed principal and
provide annual cash flows for appropriation.
– The Endowment’s investments are diversified across various asset classes including
global equity, fixed income, inflation-indexed bonds (TIPS) and cash.
 The Endowment assets totaled $589.1 million as of December 31, 2013.
 The Endowment’s return outperformed that of its Target during the fourth quarter and over
the trailing one-, three-, five- and ten-year time periods.
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Asset Allocation as of 12/31/2013
Total LCEF Assets = $589.1 Million
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LCEF Investment Results
Periods Ending 12/31/2013

Total LCEF

Performance Benchmark

25.0

20.0
14.7

Annualized Return (%)

15.0

12.9

12.8
9.8

10.0
6.2

11.8

8.7
6.7

5.2

6.1

5.0

0.0

-5.0

-10.0

-15.0
Quarter

1-Year

3-Year

28

5-Year

10-Year

State Board of Administration of Florida
Florida PRIME and Fund B Review
Fourth Quarter 2013

Executive Summary


The purpose of Florida PRIME is safety, liquidity, and competitive returns with minimal risk for
participants.



The Investment Policy Statement appropriately constrains Florida PRIME to invest in short-term
and high quality bonds to minimize both interest rate and credit risk.



Florida PRIME is adequately diversified across issuers within the short-term bond market and
adequate liquidity exists to address the cash flow obligations of Florida PRIME.



Performance of Florida PRIME, on both an absolute and relative basis, has been strong over
short- and long-term time periods.



As of December 31, 2013, the total market value of Florida PRIME was $8.5 billion.



Hewitt EnnisKnupp, in conjunction with SBA staff, compiles an annual best practices report that
includes a full review of the Investment Policy Statement, operational items, and investment
structure for Florida PRIME.
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Florida PRIME Investment Results
Periods Ending 12/31/2013

FL PRIME Yield 30-Day Average

S&P AAA & AA GIP All 30-Day Net Yield Index**

4.0
3.5

Rate of Return (%)

3.05
2.84

3.0
2.5
1.93

2.0

1.74

1.5
1.0
0.5
0.04

0.01

0.19

0.32

0.25
0.06

0.17

0.08

0.0
4th Quarter*

1-Year

3-Years

5-Years

*Returns less than one year are not annualized.
**S&P AAA & AA GIP All 30-Day Net Yield Index for all time periods shown.
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Florida PRIME Risk vs. Return
5 Years Ending 12/31/2013

3 M LIBOR

Florida PRIME

S&P US AAA & AA Rated GIP All 30-Day Net

90-Day T-Bill
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10-Years

Since Jan. 1996

Fund B Change in Market Value
Periods Ending 12/31/2013
Cash Flows as of 12/31/2013

Fourth Quarter

Fiscal YTD*

Opening Balance

$136,185,520

$147,771,439

Participant Distributions

($25,560,000)

($37,450,000)

Expenses Paid

($3,609)

($7,802)

$3,999,887

$4,308,161

Closing Balance

$114,621,798

$114,621,798

Change

($21,563,722)

($33,149,641)

Price Change

*Period July 2013 – December 2013

• As of December 2013, 95.3% of the original principal in Fund B has been returned to participants.
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Appendix

FRS Investment Plan Costs

Investment Plan
Fee*

Average Mutual
Fund Fee**

Large Cap Equity

0.27%

0.83%

Mid Cap Equity

0.36%

0.97%

Small Cap Equity

0.92%

1.04%

International Equity

0.34%

1.00%

Diversified Bonds

0.30%

0.53%

Balanced Funds

0.05%

0.92%

Money Market

0.06%

0.24%

Investment Category

*Average fee if multiple products in category as of 12/31/2013.
**Source: Morningstar as of 12/31/2013.
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Investment Plan Fiscal Year End Assets Under Management

By Fiscal Year ($ millions)

$10,000
$8,573

$9,000
$7,879

$8,000
$6,733

$7,000

$7,136

$6,000
$5,000

$4,365
$3,688

$4,000
$3,000

$5,048
$4,075

$2,305

$2,000

$1,426

$1,000

$333

$706

$0
FY 02-03 FY 03-04 FY 04-05 FY 05-06 FY 06-07 FY 07-08 FY 08-09 FY 09-10 FY 10-11 FY 11-12 FY 12-13 FY 13-14*

*Period Ending 12/31/2013

Source: Investment Plan Administrator
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Investment Plan Membership

160,000
140,000
116,531

120,000

127,940

144,299

150,721

152,172

98,070

100,000
75,377

80,000
56,034

60,000
40,000

121,522

136,661

38,347

20,000
0
FY 03-04 FY 04-05 FY 05-06 FY 06-07 FY 07-08 FY 08-09 FY 09-10 FY 10-11 FY 11-12 FY 12-13 FY 13-14*
*Period Ending 12/31/2013

Source: Investment Plan Administrator
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Florida Hurricane Catastrophe Fund Background
 The purpose of the Florida Hurricane Catastrophe Fund (FHCF) is to provide a stable, ongoing and
timely source of reimbursement to insurers for a portion of their hurricane losses.
 Both the CAT Fund (Operating Fund) and the CAT 2013 A Fund are internally managed portfolios
benchmarked to a blend of the average of the 3-Month Treasury Bill rate and the iMoneyNet First
Tier Institutional Money Market Funds Net Index.
 As of December 31, 2013, the total value of all FHCF accounts was $11.7 billion.
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CAT Operating Fund Characteristics
Period Ending 12/31/2013
Effective Maturity Schedule
O/N* - 14 Days
15 - 30 Days
31 - 60 Days
61 - 90 Days
91 - 120 Days
121 - 150 Days
151 - 180 Days
181 - 210 Days
211 - 240 Days
241 - 270 Days
271 - 300 Days
301 - 365 Days
366 - 732 Days
733 - 1,098 Days
1,099 - 1,875 Days

17.9%
11.4
11.1
8.1
6.9
3.0
5.2
1.1
3.4
4.8
4.7
7.8
11.1
3.2
0.4
100.0%

Total % of Portfolio:
S & P Credit Quality Composition
AAA
AA
A
Non-Investment Grade
Total % of Portfolio:

52.7%
0.8
46.1
0.4
100.0%

*O/N stands for overnight.
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CAT 2013 A Fund Characteristics
Period Ending 12/31/2013
Effective Maturity Schedule
O/N* - 14 Days
15 - 30 Days
31 - 60 Days
61 - 90 Days
91 - 120 Days
121 - 150 Days
151 - 180 Days
181 - 210 Days
211 - 240 Days
241 - 270 Days
271 - 300 Days
301 - 365 Days
366 - 732 Days
733 - 1,098 Days
1,099 - 1,875 Days

8.6%
18.9
7.0
16.1
13.5
7.6
3.7
1.2
0.0
2.4
0.0
11.0
5.9
3.7
0.5
100.0%

Total % of Portfolio:
S & P Credit Quality Composition
AAA
AA
A
Non-Investment Grade
Total % of Portfolio:

52.7%
0.0
47.3
0.0
100.0%

*O/N stands for overnight.
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Florida PRIME Characteristics
Quarter Ending 12/31/2013
Cash Flows as of 12/31/2013

Fourth Quarter

Fiscal YTD*

Opening Balance

$6,128,321,465

$7,278,092,920

Participant Deposits

$6,985,454,238

$9,236,356,607

$25,560,000

$37,450,000

$3,267,567

$6,845,638

Transfers from Fund B
Gross Earnings

($4,602,441,545)

Participant Withdrawals
Fees

($503,393)

($8,018,090,743)
($996,091)

Closing Balance (12/31/2013)

$8,539,658,332

$8,539,658,332

Change

$2,411,336,867

$1,261,565,412

*Period July 2013 – December 2013
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Florida PRIME Characteristics
Quarter Ending 12/31/2013
Portfolio Composition
Bank Instrument - Fixed
Repurchase Agreements
Corporate Commercial Paper - Fixed
Bank Instrument - Floating
Mutual Funds - Money Market
Asset-Backed Commercial Paper - Fixed
Corporate Notes - Floating
Corporate Commercial Paper - Floating
Asset-Backed Commercial Paper - Floating
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Florida PRIME Characteristics
Period Ending 12/31/2013

Effective Maturity Schedule
1-7 Days
8-30 Days
31-90 Days
91-180 Days
181+ Days

38.3%
10.0
32.0
17.6
2.1

Total % of Portfolio:

100.0%

S & P Credit Quality Composition
A-1+

52.9%
47.1

A-1
Total % of Portfolio:

100.0%
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Market Environment
Fourth Quarter 2013

Market Highlights
SHORT-TERM RETURNS
AS OF 12/31/2013

50%
38.82%

40%

32.39%

30%

Fourth Quarter 2013

22.78%

One-Year

20%
10.51%

8.72%

10%

5.71%

1.83%

3.59%

1.54%

7.46%

0%
-2.60%

-10%

-0.14%

-2.02%

-1.05%

-2.97%

-6.62%

-9.52%

-12.48%

-20%
S&P 500

Russell 2000

MSCI EAFE

Source: Russell, MSCI, Barclays, DJ-UBS

MSCI Emerging
Markets

Barclays
Aggregate

Barclays Long
Gov't

Barclays Long
Credit

Barclays High
Yield

Dow Jones-UBS
Commodity

LONG-TERM ANNUALIZED RETURNS
AS OF 12/31/2013

25%
Five-Year

20.08%

20%

18.93%
14.79%

15%
10%

Ten-Year

17.94%

12.44%

11.17%

9.77%

9.07%
7.41%

6.91%
4.46%

5%

5.94%

4.55%

8.62%
6.42%

2.42%

1.51%

0.87%

0%
S&P 500

Russell 2000

MSCI EAFE

MSCI Emerging
Markets

Barclays
Aggregate

Source: Russell, MSCI, Barclays, DJ-UBS
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Barclays Long
Gov't

Barclays Long
Credit

Barclays High
Yield

Dow Jones-UBS
Commodity

Market Highlights
Returns of the Major Capital Markets
Periods Ending 12/31/2013
Fourth
Quarter
1-Year
3-Year
5-Year
10-Year
Domestic Stock Indices
Dow Jones U.S. Total Stock Market Index
Russell 3000 Index
S&P 500 Index
Russell 2000 Index
Global Stock Indices
MSCI All Country World IMI Index
MSCI All Country World ex-U.S. IMI Index
MSCI EAFE Index
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7.88%
7.41%
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1.83%
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15.82%
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12.44%
14.79%
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7.91%
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-0.14%
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1.54%
-0.10%
-1.24%

-2.02%
-12.48%
-6.62%
-8.83%
-4.56%

3.28%
5.47%
7.23%
6.70%
0.62%

4.46%
2.42%
9.77%
6.40%
2.27%

4.55%
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6.42%
6.36%
4.10%
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Global Equity Markets
GLOBAL MSCI IMI INDEX RETURNS
AS OF 12/31/2013
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Global equities, with the exception of Pacific ex-Japan, increased in value during the fourth quarter.



The quarter began against a difficult backdrop given the U.S. government shutdown coming into effect and lasting until midOctober. With the resolution of the government shutdown, developed equity markets rallied toward the end of the year.



Once again, earnings growth was not a significant driver of equity returns. Rather, an improving economic outlook (particularly
in the U.S.), coupled with more investor comfort regarding fiscal and monetary policy boosted returns. In December, the FOMC
announced that it would begin to “taper” the monthly rate of Treasury and MBS purchases by $10 billion and that it intended to
do so throughout 2014. Given that such a move had been anticipated by many as ultimately inevitable, markets did not react
negatively.



During the quarter, the U.S. proved to be the best performing region; the worst performing region was the Pacific ex-Japan
region.
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Global Equity Markets
MSCI ALL COUNTRY WORLD IMI INDEX
GEOGRAPHIC ALLOCATION AS OF 12/31/2013
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 The two exhibits on this slide illustrate the percentage that
each country/region represents of the global equity market
as measured by the MSCI All Country World IMI Index and
the MSCI All Country World ex-U.S. IMI Index.
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U.S. Equity Markets
RUSSELL GICS SECTOR RETURNS
AS OF 12/31/2013

RUSSELL STYLE RETURNS
AS OF 12/31/2013
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 The Russell 3000 Index generated a 10.10% return during the quarter and a blistering 33.55% return over the one-year period.
 During the fourth quarter, the Industrials, IT, and Consumer Discretionary sectors were the best performing sectors, posting
returns of 13.13%, 12.22%, and 10.47%, respectively. The Telecoms and Utilities sectors were the worst performing sectors,
producing returns of 6.76% and 3.17%, respectively.
 Overall, large cap outperformed both mid cap and small cap. In the large cap arena, growth outperformed value, but in the
small cap and mid cap segments, the converse was true with value outperforming growth.
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U.S. Fixed Income Markets
BARCLAYS AGGREGATE RETURNS BY SECTOR

BARCLAYS AGGREGATE RETURNS BY QUALITY AND HIGH YIELD RETURNS

AS OF 12/31/2013
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BARCLAYS AGGREGATE RETURNS BY MATURITY
AS OF 12/31/2013

 The Barclays Aggregate Bond Index returned -0.14% in the
fourth quarter. Corporates were the strongest performing
index segment, returning 1.11%.
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 In the investment grade market, lower quality bonds
outperformed higher quality bonds.
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 High yield bonds significantly outperformed investment
grade bonds.
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 From a maturity perspective, short dated bonds
outperformed intermediate and long dated bonds.
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U.S. Fixed Income Markets
U.S. TREASURY YIELD CURVE

U.S. 10-YEAR TREASURY AND TIPS YIELDS
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 The Treasury yield curve steepened during the quarter; the intermediate and long-term segments of the yield curve rose.
Treasury yields rose steadily over the quarter as the market digested better than expected economic news and came to terms
with the likely decision of the U.S. Federal Reserve to begin tapering its quantitative easing program and subsequent decision
to taper.
 The 10-year U.S. Treasury yield ended the quarter at 3.04%, 40 basis points higher than its level at the beginning of the
quarter.

 10-year TIPS yields rose by 35 basis points over the quarter and ended the quarter at 0.80%.
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European Fixed Income Markets
EUROZONE PERIPHERAL BOND SPREADS
(10-YEAR SPREADS OVER GERMAN BUNDS)
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 In the Eurozone, disappointing economic numbers coupled with very low inflation rates prompted the European Central Bank to
cut its main policy rate from an already ultra-low 0.5% to 0.25%. Although some economic indicators have improved markedly,
particularly those related to competitiveness, the adjustment process looks far from complete.
 Eurozone bond spreads fell over the quarter.
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Credit Spreads

Spread (bps)
U.S. Aggregate
Long Gov't
Long Credit
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MBS
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High Yield
Global Emerging Markets
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Quarterly Change (bps)
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0
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-18
-9
-15
-9
-27
-79
-32

1-Year Change (bps)
-8
2
-22
-4
-16
2
12
-27
-129
5

Source: Barclays Live

 During the fourth quarter, credit spreads fell across most areas of the bond market.
 High yield bond spreads (-129 basis points) fell by the most over the last 12 months, followed by corporate bonds (-27 bps) and
long credit (-22 bps).
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Commodities
COMMODITY RETURNS
AS OF 12/31/2013
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 The Dow Jones-UBS Commodity Index produced a -1.05% return during the fourth quarter.
 Over the quarter, the best performing segments of the market were Energy and Industrial Metals, returning 4.39% and 0.28%,
respectively.
 Precious Metals and Softs were the worst performing sectors of the market during the quarter with returns of -9.84% and
-7.08%, respectively.

11

Currency
TRADE WEIGHTED U.S. DOLLAR INDEX
(1997 = 100)

DIFFERENCE BETWEEN MSCI EAFE UNHEDGED AND HEDGED INDICES
AS OF 12/31/2013
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 As measured through the broad trade weighted U.S. dollar index, the U.S. dollar appreciated during the quarter.
 The MSCI EAFE Unhedged Index significantly underperformed the MSCI EAFE 100% Hedged Index during the year, reflecting
the appreciation of the U.S. dollar. The Unhedged Index also underperformed the Hedged Index over the trailing 3-year period.
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Hedge Fund Markets Overview
HEDGE FUND PERFORMANCE
AS OF 12/31/2013
-5%

0%

5%

Global Macro

10%

15%

20%

1.33%

Fixed Income/Convertible Arb.

7.80%
1.98%
-0.27%
4.97%

Equity Hedge

14.60%
3.28%

Emerging Markets

5.22%
3.79%

Event-Driven

12.51%
3.95%

Distressed-Restructuring

13.62%
2.51%

Relative Value

7.22%

Fund-Weighted Composite Index

3.65%

Fund of Funds Composite Index

3.49%

Fourth Quarter 2013

9.33%

One-Year

8.74%

Note: Latest 5 months of HFR data are estimated by HFR and may change in the future.
Source: HFR

 All hedge fund strategy types posted positive returns in the fourth quarter.
 The HFRI Fund-Weighted Composite Index and the HFRI Fund of Funds Composite Index produced returns of 3.65% and
3.49%, respectively, during the quarter.
 Equity Hedge and Distressed-Restructuring strategies were the strongest performers during the quarter, gaining 4.97% and
3.95%, respectively.
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Private Equity Market Overview – Q3 2013
LTM GLOBAL SPONSOR M&A DEAL VOLUME AND VALUE
(TRAILING 12-MONTH DATA)
$1,200

PURCHASE PRICE MULTIPLES
12 x

5,000

10 x

Value ($ billions), LHS
Number of Deals, RHS

$1,000
$800

Others
Equity/EBITDA

6,000

4,000

Sub Debt/EBITDA
9.7 x
8.4 x

8x

7.1 x

7.3 x

8.4 x

Senior Debt/EBITDA
9.1 x
8.5 x

8.8 x

8.7 x

7.7 x

8.4 x

6.6 x

$600

3,000

$400

2,000

$200

1,000

6x
4x
2x
0x

0
1Q07
2Q07
3Q07
4Q07
1Q08
2Q08
3Q08
4Q08
1Q09
2Q09
3Q09
4Q09
1Q10
2Q10
3Q10
4Q10
1Q11
2Q11
3Q11
4Q11
1Q12
2Q12
3Q12
4Q12
1Q13
2Q13

$0

Source: S&P

Source: ThomsonOne



Fundraising: $295 billion closed during the LTM, a 5% increase over the prior year and just above the ten-year average of $278 billion. This is a healthy
but not excessive level and is well below the peak pre-crisis levels ($490B). Dry powder is starting to rise, estimated at $875 billion, only 2% below the 2008
peak.



Buyout: Activity has stabilized since last quarter; $206 billion of LTM global sponsor-backed M&A deals closed. This is a 20% increase over the prior year
and roughly that of the five-year average. Purchase price multiples (PPMs) stabilized at a more reasonable 8.4x EBITDA from the 8.7x at year-end.
European large-cap PPMs were above their ten-year average, while those for mid-cap transactions were below their ten-year average.
Venture: Investment activity rose during 3Q 2013 to $7.8 billion in 1,005 deals vs. $7.0 billion in 956 deals in 2Q. YTD activity is on par with that of 1H
2012 by number of deals and by capital. Exit activity continues to be low but shows some signs of improvement.




Mezzanine: Mezzanine lenders continue to raise capital with levels being 71% above the ten-year average on a LTM basis but are having trouble
deploying capital. Estimated dry powder is $31.5 billion; funds are requesting investment period extensions.



Distressed Debt: Activity continues to be subdued and is expected to continue in this manner. Credit health is being maintained by covenant lite
structures, plenty of available capital for refinance, and growing GDP. Increased leverage on current deals may result in more distressed opportunities in a
couple of years.



Secondaries: Fundraising lags 2012 with 24 funds raising $15.3 billion YTD, but is expected to increase as players such as Ardian, Coller, Lexington,
Strategic Partners gain fundraising momentum through 2013. Annualized activity is running at 75% of 2012 with Q3 discounts falling to 7.8%.
Infrastructure: YTD funds raised increased by 62% over the same prior year period. While there is strong investor appetite, the number of funds in the
market is at an all-time high, causing fundraising to be extremely competitive. LTM investment activity is flat with that for fiscal year 2012.
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U.S. Commercial Real Estate Markets
PRIVATE VS. PUBLIC REAL ESTATE RETURNS
AS OF 12/31/2013

CURRENT POSITION IN
REAL ESTATE RECOVERY CYCLE
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U.S. Real Estate: 2013 Recap & 2014 Outlook
 Total returns in private commercial real estate remained above average in 2013 due to strong capital flows and still recovering fundamentals.
The NFI-ODCE Index returned 3.2%* for the quarter and 13.9%* for the calendar year (gross of fees). After 4 years of outperformance,
momentum is expected to slow in 2014, moving the sector back toward its long run average over the next year. The Pension Real Estate
Association’s consensus forecasts show NPI return expectations of 7.8% in 2014.
 Public market performance demonstrated continued heightened volatility throughout 2013, with a strong first half and weak second half. The
FTSE NAREIT Equity REIT Index was fairly flat in the fourth quarter, down 0.7%, yet the Index eked out a 2.5% gain for the year. Unlike the
first half of 2013, pricing multiples dipped below the sector’s long run average at year-end, albeit ending the year generally in-line with private
market valuations. Above average volatility is expected to persist in 2014.
 Sector fundamentals are forecast to continue to firm at a modest but fairly steady pace over 2014, continuing to drive stronger occupancy
and rental rate growth on a broad geographic basis. It is important to observe the changing interest rate environment as this will be an
important factor for real estate returns.

 The Core rebound is mature and returns are expected to moderate toward the sector’s long run average; nonetheless, Core is still
anticipated to provide a solid investment option for long-term investors seeking diversification and attractive yields.
– Investors may wish to consider debt strategies as the cycle matures further (potential substitute/complement for Core real estate).
 Non-Core opportunities remain in the sector’s sweet spot although they have moderated from their peak opportunity point. Above average
return potential remains as positive spreads exist between stabilized and non-stabilized assets as well as Core and non-Core markets.
– Recapitalizations, lease ups, repositionings, distressed, and some development opportunities appear attractive at this point in the cycle.
15

(This page is left blank intentionally)

16

7RWDO)XQG

7RWDO)XQG

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

+LJKOLJKWV
([HFXWLYH6XPPDU\
x3HUIRUPDQFHRIWKH3HQVLRQ3ODQZKHQPHDVXUHGDJDLQVWWKH3HUIRUPDQFH%HQFKPDUNKDVEHHQVWURQJRYHUVKRUWDQGORQJWHUPWLPHSHULRGV
x3HUIRUPDQFHUHODWLYHWRSHHUVLVDOVRFRPSHWLWLYHRYHUVKRUWDQGORQJWHUPWLPHSHULRGV
x7KH3HQVLRQ3ODQLVZHOOGLYHUVLILHGDFURVVVL[EURDGDVVHWFODVVHVDQGHDFKDVVHWFODVVLVDOVRZHOOGLYHUVLILHG
x3XEOLFPDUNHWDVVHWFODVVLQYHVWPHQWVGRQRWVLJQLILFDQWO\GHYLDWHIURPWKHLUEURDGPDUNHWEDVHGEHQFKPDUNVHJVHFWRUVPDUNHWFDSLWDOL]DWLRQVJOREDOUHJLRQVFUHGLWTXDOLW\
GXUDWLRQDQGVHFXULW\W\SHV
x3ULYDWHPDUNHWDVVHWFODVVHVDUHZHOOGLYHUVLILHGE\YLQWDJH\HDUJHRJUDSK\SURSHUW\W\SHVHFWRUVLQYHVWPHQWYHKLFOHDVVHWW\SHRULQYHVWPHQWVWUDWHJ\
x$VVHWDOORFDWLRQLVPRQLWRUHGRQDGDLO\EDVLVWRHQVXUHWKHDFWXDODVVHWDOORFDWLRQRIWKHSODQUHPDLQVFORVHWRWKHORQJWHUPSROLF\WDUJHWVVHWIRUWKLQWKH,QYHVWPHQW3ROLF\
6WDWHPHQW
x+HZLWW(QQLV.QXSSDQG6%$VWDIIUHYLVLWWKHSODQGHVLJQDQQXDOO\WKURXJKLQIRUPDODQGIRUPDODVVHWDOORFDWLRQDQGDVVHWOLDELOLW\UHYLHZV
x$GHTXDWHOLTXLGLW\H[LVWVZLWKLQWKHDVVHWDOORFDWLRQWRSD\WKHPRQWKO\REOLJDWLRQVRIWKH3HQVLRQ3ODQFRQVLVWHQWO\DQGRQDWLPHO\EDVLV
3HUIRUPDQFH+LJKOLJKWV
x2YHUWKHWUDLOLQJRQHWKUHHILYHDQGWHQ\HDUSHULRGVWKH7RWDO)XQGRXWSHUIRUPHGWKH3HUIRUPDQFH%HQFKPDUN'XULQJWKHIRXUWKTXDUWHUWKH)XQGUHWXUQHGDQG
PDWFKHGLWV%HQFKPDUN
$VVHW$OORFDWLRQ
x7KH)XQGDVVHWVWRWDOELOOLRQDVRI'HFHPEHUZKLFKUHSUHVHQWVDELOOLRQLQFUHDVHVLQFHODVWTXDUWHU
x$FWXDODOORFDWLRQVIRUDOODVVHWFODVVHVZHUHZLWKLQWKHLUUHVSHFWLYHSROLF\UDQJHVDWTXDUWHUHQG
x7KH)XQGZDVRYHUZHLJKWWRJOREDOHTXLW\ZLWKFRUUHVSRQGLQJPDUJLQDOXQGHUZHLJKWVWRIL[HGLQFRPHDQGSULYDWHHTXLW\



7RWDO)XQG

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

3ODQ6XPPDU\

6XPPDU\RI&DVK)ORZV
6RXUFHVRI3RUWIROLR*URZWK

)RXUWK4XDUWHU

%HJLQQLQJ0DUNHW9DOXH



)LVFDO<7'


1HW$GGLWLRQV:LWKGUDZDOV





,QYHVWPHQW(DUQLQJV









(QGLQJ0DUNHW9DOXH
B

3HULRG-XO\'HFHPEHU



7RWDO)XQG

$VRI'HFHPEHU

3ODQ3HUIRUPDQFH
%HQFKPDUN3HUIRUPDQFH%HQFKPDUN



0LOOLRQDQGRI)XQG

7RWDO)XQG

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

7UDLOLQJ3HULRG3HUIRUPDQFH


(QGLQJ'HFHPEHU

4 5DQN


0DUNHW9DOXH


RI
3RUWIROLR

<U
5DQN


3ROLF\

<UV
5DQN


<UV
5DQN


<UV
5DQN





























































































'RPHVWLF(TXLWLHV
$VVHW&ODVV7DUJHW








































)RUHLJQ(TXLWLHV
$VVHW&ODVV7DUJHW








































*OREDO(TXLWLHV
%HQFKPDUN








































)L[HG,QFRPH
$VVHW&ODVV7DUJHW








































3ULYDWH(TXLW\
$VVHW&ODVV7DUJHW
6HFRQGDU\7DUJHW





















































5HDO(VWDWH
$VVHW&ODVV7DUJHW








































6WUDWHJLF,QYHVWPHQWV
6KRUW7HUP7DUJHW








































&DVK
L0RQH\1HW)LUVW7LHU,QVWLWXWLRQDO0RQH\0DUNHW)XQGV
1HW,QGH[





















































B

7RWDO)XQG
3HUIRUPDQFH%HQFKPDUN
$EVROXWH1RPLQDO7DUJHW5DWHRI5HWXUQ
*OREDO(TXLW\
$VVHW&ODVV7DUJHW

;;;;;

%HQFKPDUNDQGXQLYHUVHGHVFULSWLRQVFDQEHIRXQGLQWKH$SSHQGL[
*OREDO(TXLW\EHFDPHDQDVVHWFODVVLQ-XO\7KHKLVWRULFDOUHWXUQVHULHVSULRUWR-XO\ZDVGHULYHGIURPWKHXQGHUO\LQJ'RPHVWLF(TXLWLHV)RUHLJQ(TXLWLHVDQG*OREDO(TXLWLHVFRPSRQHQWV
7KH6HFRQGDU\7DUJHWLVDEOHQGRIWKH&DPEULGJH$VVRFLDWHV3ULYDWH(TXLW\,QGH[DQGWKH&DPEULGJH$VVRFLDWHV9HQWXUH&DSLWDO,QGH[


7RWDO)XQG

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

&DOHQGDU<HDU3HUIRUPDQFH


5DQN



5DQN



5DQN



5DQN



5DQN



5DQN



5DQN



5DQN



5DQN



5DQN


B

7RWDO)XQG
3HUIRUPDQFH%HQFKPDUN
$EVROXWH1RPLQDO7DUJHW
5DWHRI5HWXUQ

































































































































































'RPHVWLF(TXLWLHV
$VVHW&ODVV7DUJHW





























































)RUHLJQ(TXLWLHV
$VVHW&ODVV7DUJHW





























































*OREDO(TXLWLHV
%HQFKPDUN





























































)L[HG,QFRPH
$VVHW&ODVV7DUJHW





























































3ULYDWH(TXLW\
$VVHW&ODVV7DUJHW
6HFRQGDU\7DUJHW

















































































5HDO(VWDWH
$VVHW&ODVV7DUJHW





























































6WUDWHJLF,QYHVWPHQWV
6KRUW7HUP7DUJHW













































































































































*OREDO(TXLW\
$VVHW&ODVV7DUJHW

&DVK
L0RQH\1HW)LUVW7LHU
,QVWLWXWLRQDO0RQH\0DUNHW
)XQGV1HW,QGH[

;;;;;

*OREDO(TXLW\EHFDPHDQDVVHWFODVVLQ-XO\7KHKLVWRULFDOUHWXUQVHULHVSULRUWR-XO\ZDVGHULYHGIURPWKHXQGHUO\LQJ'RPHVWLF(TXLWLHV)RUHLJQ(TXLWLHVDQG*OREDO(TXLWLHVFRPSRQHQWV
7KH6HFRQGDU\7DUJHWLVDEOHQGRIWKH&DPEULGJH$VVRFLDWHV3ULYDWH(TXLW\,QGH[DQGWKH&DPEULGJH$VVRFLDWHV9HQWXUH&DSLWDO,QGH[


7RWDO)XQG

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

8QLYHUVH&RPSDULVRQ
%HQFKPDUN3HUIRUPDQFH%HQFKPDUN

8QLYHUVH3XEOLF)XQGV!%1HW



7RWDO)XQG

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

8QLYHUVH$VVHW$OORFDWLRQ&RPSDULVRQ
%HQFKPDUN3HUIRUPDQFH%HQFKPDUN

8QLYHUVH3XEOLF)XQGV!%1HW

*OREDO(TXLW\$OORFDWLRQ'RPHVWLF(TXLWLHV)RUHLJQ(TXLWLHV
*OREDO(TXLWLHV3HUFHQWDJHVDUHRIWKH7RWDO)56)XQG

*OREDO(TXLW\$OORFDWLRQ'RPHVWLF(TXLWLHV)RUHLJQ(TXLWLHV



7RWDO)XQG

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

5LVN3URILOH
%HQFKPDUN3HUIRUPDQFH%HQFKPDUN

8QLYHUVH3XEOLF)XQGV!%1HW



7RWDO)XQG

$VRI'HFHPEHU

$WWULEXWLRQ



0LOOLRQDQGRI)XQG

7RWDO)XQG

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

$WWULEXWLRQ

&DVK$$LQFOXGHV&DVKDQG&HQWUDO&XVWRG\6HFXULWLHV/HQGLQJ$FFRXQWLQFRPHIURPWRDQGXQUHDOL]HGJDLQVDQGORVVHVRQVHFXULWLHVOHQGLQJFROODWHUDO
EHJLQQLQJ-XQH7)67,3)561$9$GMXVWPHQW$FFRXQWDQGWKH&DVK([SHQVH$FFRXQW
2WKHULQFOXGHVOHJDF\DFFRXQWVDQGXQH[SODLQHGGLIIHUHQFHVGXHWRPHWKRGRORJ\



7RWDO)XQG

$VRI'HFHPEHU

$VVHW$OORFDWLRQ



0LOOLRQDQGRI)XQG

*OREDO(TXLW\

*OREDO(TXLW\

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

2YHUYLHZ
%HQFKPDUN$VVHW&ODVV7DUJHW

*OREDO(TXLW\EHFDPHDQDVVHWFODVVLQ-XO\7KHKLVWRULFDOUHWXUQVHULHVSULRUWR-XO\ZDVGHULYHGIURPWKHXQGHUO\LQJ'RPHVWLF(TXLWLHV)RUHLJQ(TXLWLHVDQG*OREDO(TXLWLHVFRPSRQHQWV
1RWH7KHFXUUHQW*OREDO(TXLW\EHQFKPDUNWKH$VVHW&ODVV7DUJHWLVDFXVWRPYHUVLRQRIWKH06&,$&:,,0,ZKLFKH[FOXGHVFRPSDQLHVGLYHVWHGXQGHUSURYLVLRQVRIWKH3URWHFWLQJ)ORULGD V,QYHVWPHQWV$FW 3),$ 3ULRUWR-XO\WKH
DVVHWFODVVEHQFKPDUNLVDZHLJKWHGDYHUDJHRIWKHXQGHUO\LQJ'RPHVWLF(TXLWLHV)RUHLJQ(TXLWLHVDQG*OREDO(TXLWLHVKLVWRULFDOEHQFKPDUNV


'RPHVWLF(TXLWLHV

'RPHVWLF(TXLWLHV

$VRI'HFHPEHU

2YHUYLHZ
%HQFKPDUN$VVHW&ODVV7DUJHW



0LOOLRQDQGRI)XQG

'RPHVWLF(TXLWLHV

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

2YHUYLHZ



'RPHVWLF(TXLWLHV

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

8QLYHUVH&RPSDULVRQ
%HQFKPDUN$VVHW&ODVV7DUJHW

8QLYHUVH3XEOLF)XQGV!%86(T1HW



'RPHVWLF(TXLWLHV

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

5LVN3URILOH
%HQFKPDUN$VVHW&ODVV7DUJHW

8QLYHUVH3XEOLF)XQGV!%86(T1HW



7KLVSDJHOHIWEODQNLQWHQWLRQDOO\

)RUHLJQ(TXLWLHV

)RUHLJQ(TXLWLHV

$VRI'HFHPEHU

2YHUYLHZ
%HQFKPDUN$VVHW&ODVV7DUJHW



0LOOLRQDQGRI)XQG

)RUHLJQ(TXLWLHV

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

2YHUYLHZ
%HQFKPDUN$VVHW&ODVV7DUJHW



)RUHLJQ(TXLWLHV

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

8QLYHUVH&RPSDULVRQ
%HQFKPDUN$VVHW&ODVV7DUJHW

8QLYHUVH3XEOLF)XQGV!%1RQ86(T1HW



)RUHLJQ(TXLWLHV

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

5LVN3URILOH
%HQFKPDUN$VVHW&ODVV7DUJHW

8QLYHUVH3XEOLF)XQGV!%1RQ86(T1HW



7KLVSDJHOHIWEODQNLQWHQWLRQDOO\

*OREDO(TXLWLHV

*OREDO(TXLWLHV

$VRI'HFHPEHU

2YHUYLHZ
%HQFKPDUN$JJUHJDWH%HQFKPDUN



0LOOLRQDQGRI)XQG

*OREDO(TXLWLHV

$VRI'HFHPEHU

5LVN3URILOH
%HQFKPDUN$JJUHJDWH%HQFKPDUN



7KLVSDJHOHIWEODQNLQWHQWLRQDOO\

0LOOLRQDQGRI)XQG

)L[HG,QFRPH

)L[HG,QFRPH

$VRI'HFHPEHU

2YHUYLHZ
%HQFKPDUN$VVHW&ODVV7DUJHW



0LOOLRQDQGRI)XQG

)L[HG,QFRPH

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

2YHUYLHZ
%HQFKPDUN$VVHW&ODVV7DUJHW



)L[HG,QFRPH

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

8QLYHUVH&RPSDULVRQ
%HQFKPDUN$VVHW&ODVV7DUJHW

8QLYHUVH3XEOLF)XQGV!%86),1HW



)L[HG,QFRPH

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

5LVN3URILOH
%HQFKPDUN$VVHW&ODVV7DUJHW

8QLYHUVH3XEOLF)XQGV!%86),1HW



7KLVSDJHOHIWEODQNLQWHQWLRQDOO\

3ULYDWH(TXLW\

3ULYDWH(TXLW\

$VRI'HFHPEHU

2YHUYLHZ

$OORFDWLRQGDWDLVDVRI'HFHPEHU
$OORFDWLRQGDWDLVDVRI-XQHIURPWKH3UHTLQGDWDEDVH
2WKHUIRUWKH)563ULYDWH(TXLW\FRQVLVWVRI*URZWK&DSLWDO6HFRQGDU\3(&DVKDQG3(7UDQVLWLRQ
2WKHUIRUWKH3UHTLQGDWDFRQVLVWVRI'LVWUHVVHG3(*URZWK0H]]DQLQHDQGRWKHU3ULYDWH(TXLW\6SHFLDO6LWXDWLRQV
3UHTLQXQLYHUVHLVFRPSULVHGRISULYDWHHTXLW\IXQGVUHSUHVHQWLQJWULOOLRQ


0LOOLRQDQGRI)XQG

3ULYDWH(TXLW\

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

7LPH:HLJKWHG,QYHVWPHQW5HVXOWV
%HQFKPDUN$VVHW&ODVV7DUJHW

7KH6HFRQGDU\7DUJHWLVDEOHQGRIWKH&DPEULGJH$VVRFLDWHV3ULYDWH(TXLW\,QGH[DQGWKH&DPEULGJH$VVRFLDWHV9HQWXUH&DSLWDO,QGH[EDVHGRQDFWXDO$%$/ZHLJKWV6HFRQGDU\WDUJHWGDWDLVRQDTXDUWHUO\ODJ


3ULYDWH(TXLW\/HJDF\

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

7LPH:HLJKWHG,QYHVWPHQW5HVXOWV
%HQFKPDUN$VVHW&ODVV7DUJHW

7KH6HFRQGDU\7DUJHWLVDEOHQGRIWKH&DPEULGJH$VVRFLDWHV3ULYDWH(TXLW\,QGH[DQGWKH&DPEULGJH$VVRFLDWHV9HQWXUH&DSLWDO,QGH[EDVHGRQDFWXDO$%$/ZHLJKWV6HFRQGDU\WDUJHWGDWDLVRQDTXDUWHUO\ODJ


3ULYDWH(TXLW\3RVW$VVHW&ODVV

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

7LPH:HLJKWHG,QYHVWPHQW5HVXOWV
%HQFKPDUN$VVHW&ODVV7DUJHW

7KH6HFRQGDU\7DUJHWLVDEOHQGRIWKH&DPEULGJH$VVRFLDWHV3ULYDWH(TXLW\,QGH[DQGWKH&DPEULGJH$VVRFLDWHV9HQWXUH&DSLWDO,QGH[EDVHGRQDFWXDO$%$/ZHLJKWV6HFRQGDU\WDUJHWGDWDLVRQDTXDUWHUO\ODJ


3ULYDWH(TXLW\

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

'ROODU:HLJKWHG,QYHVWPHQW5HVXOWV

7KH,QFHSWLRQ'DWHIRUWKH/HJDF\3RUWIROLRLV-DQXDU\
7KH,QFHSWLRQ'DWHIRUWKH3RVW$&3RUWIROLRLV6HSWHPEHU
7KH6HFRQGDU\7DUJHWLVDEOHQGRIWKH&DPEULGJH$VVRFLDWHV3ULYDWH(TXLW\,QGH[DQGWKH&DPEULGJH$VVRFLDWHV9HQWXUH&DSLWDO,QGH[EDVHGRQDFWXDO$%$/ZHLJKWV6HFRQGDU\7DUJHWGDWDLVRQDTXDUWHUO\ODJ










5HDO(VWDWH

5HDO(VWDWH

$VRI'HFHPEHU

2YHUYLHZ

3URSHUW\$OORFDWLRQGDWDLVDVRI6HSWHPEHU7KH)56FKDUWLQFOXGHVRQO\WKH)56SULYDWHUHDOHVWDWHDVVHWV3URSHUW\W\SHLQIRUPDWLRQIRUWKH5(,7SRUWIROLRVLVQRWLQFOXGHG
2WKHUIRUWKH)56FRQVLVWVRI+RWHO/DQG3UHIHUUHG(TXLW\$JULFXOWXUH6HOI6WRUDJHDQG6HQLRU+RXVLQJ
2WKHUIRUWKH1),2'&(,QGH[FRQVLVWVRI+RWHO6HQLRU/LYLQJ+HDOWK&DUH0L[HG8VH6LQJOH)DPLO\5HVLGHQWLDO3DUNLQJ7LPEHU$JULFXOWXUH/DQGDQG,QIUDVWUXFWXUH


0LOOLRQDQGRI)XQG

5HDO(VWDWH

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

2YHUYLHZ
%HQFKPDUN$VVHW&ODVV7DUJHW



3ULQFLSDO,QYHVWPHQWV

$VRI'HFHPEHU

3ULQFLSDO,QYHVWPHQWV
%HQFKPDUN1&5(,)13,,QGH[



0LOOLRQDQGRI)XQG

3RROHG)XQGV

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

3RROHG)XQGV
%HQFKPDUN1),2'&(,QGH[1HWRI)HHV



5(,7V

$VRI'HFHPEHU

5(,7V
%HQFKPDUN)76((35$1$5(,7'HYHORSHG,QGH[



0LOOLRQDQGRI)XQG



7KLVSDJHOHIWEODQNLQWHQWLRQDOO\

6WUDWHJLF,QYHVWPHQWV

6WUDWHJLF,QYHVWPHQWV

$VRI'HFHPEHU

2YHUYLHZ
%HQFKPDUN6KRUW7HUP7DUJHW



0LOOLRQDQGRI)XQG

6WUDWHJLF,QYHVWPHQWV

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

2YHUYLHZ
%HQFKPDUN6KRUW7HUP7DUJHW



6WUDWHJLF,QYHVWPHQWV

$VRI'HFHPEHU

5LVN3URILOH
%HQFKPDUN6KRUW7HUP7DUJHW



0LOOLRQDQGRI)XQG







7KLVSDJHOHIWEODQNLQWHQWLRQDOO\

&DVK

&DVK

$VRI'HFHPEHU

2YHUYLHZ
%HQFKPDUNL0RQH\1HW)LUVW7LHU,QVWLWXWLRQDO0RQH\0DUNHW)XQGV1HW,QGH[



0LOOLRQDQGRI)XQG

&DVK

$VRI'HFHPEHU

2YHUYLHZ
%HQFKPDUNL0RQH\1HW)LUVW7LHU,QVWLWXWLRQDO0RQH\0DUNHW)XQGV1HW,QGH[



7KLVSDJHOHIWEODQNLQWHQWLRQDOO\

0LOOLRQDQGRI)XQG

$SSHQGL[

$VRI'HFHPEHU

6HFXULWLHV/HQGLQJ



$SSHQGL[
5HWXUQV2I7KH0DMRU&DSLWDO0DUNHWV
)RXUWK
4XDUWHU
<HDU
'RPHVWLF6WRFN,QGLFHV
'RZ-RQHV867RWDO6WRFN,QGH[
6 3,QGH[
5XVVHOO,QGH[
5XVVHOO9DOXH,QGH[
5XVVHOO*URZWK,QGH[
5XVVHOO0LG&DS9DOXH,QGH[
5XVVHOO0LG&DS*URZWK,QGH[
5XVVHOO9DOXH,QGH[
5XVVHOO*URZWK,QGH[
'RPHVWLF%RQG,QGLFHV
%DUFOD\V&DSLWDO$JJUHJDWH,QGH[
%DUFOD\V&DSLWDO*RYW&UHGLW,QGH[
%DUFOD\V&DSLWDO/RQJ*RYW&UHGLW,QGH[
%DUFOD\V&DSLWDO<HDU*RYW&UHGLW,QGH[
%DUFOD\V&DSLWDO860%6,QGH[
%DUFOD\V&DSLWDO+LJK<LHOG,QGH[
%DUFOD\V&DSLWDO8QLYHUVDO,QGH[
5HDO(VWDWH,QGLFHV
1&5(,)3URSHUW\,QGH[
1&5(,)2'&(,QGH[
'RZ-RQHV5HDO(VWDWH6HFXULWLHV,QGH[
)76(1$5(,7865HDO(VWDWH,QGH[
)RUHLJQ*OREDO6WRFN,QGLFHV
06&,$OO&RXQWU\:RUOG,QGH[
06&,$OO&RXQWU\:RUOG,0,
06&,$OO&RXQWU\:RUOGH[86,QGH[
06&,$OO&RXQWU\:RUOGH[86,0,
06&,$OO&RXQWU\:RUOGH[866PDOO&DS,QGH[
06&,($)(,QGH[
06&,($)(,0,
06&,($)(,QGH[ LQORFDOFXUUHQF\
06&,(PHUJLQJ0DUNHWV,0,
)RUHLJQ%RQG,QGLFHV
&LWLJURXS:RUOG*RY W%RQG,QGH[
&LWLJURXS+HGJHG:RUOG*RY W%RQG,QGH[
&DVK(TXLYDOHQWV
7UHDVXU\%LOOV 'D\
+HZLWW(QQLV.QXSS67,),QGH[
,QIODWLRQ,QGH[
&RQVXPHU3ULFH,QGH[

$QQXDOL]HG3HULRGV(QGLQJ
<HDU
<HDU
<HDU

<HDU

























































































































































































































































+LVWRULFDO3ROLF\$OORFDWLRQ



$SSHQGL[
7RWDO)56$VVHWV
3HUIRUPDQFH%HQFKPDUN$FRPELQDWLRQRIWKH*OREDO(TXLW\7DUJHWWKH%DUFOD\V&DSLWDO86,QWHUPHGLDWH$JJUHJDWH,QGH[WKH3ULYDWH(TXLW\7DUJHW,QGH[WKH5HDO(VWDWH
,QYHVWPHQWV7DUJHW,QGH[WKH6WUDWHJLF,QYHVWPHQWV7DUJHW%HQFKPDUNDQGWKHL0RQH\1HW)LUVW7LHU,QVWLWXWLRQDO0RQH\0DUNHW)XQGV1HW,QGH[7KHVKRUWWHUPWDUJHWSROLF\
DOORFDWLRQVWRWKH6WUDWHJLF,QYHVWPHQWV5HDO(VWDWHDQG3ULYDWH(TXLW\DVVHWFODVVHVDUHIORDWLQJDQGEDVHGRQWKHDFWXDODYHUDJHPRQWKO\EDODQFHRIWKH*OREDO(TXLW\DVVHW
FODVV3ULRUWR2FWREHUWKH3HUIRUPDQFHEHQFKPDUNZDVDFRPELQDWLRQRIWKH*OREDO(TXLW\7DUJHWWKH%DUFOD\V$JJUHJDWH%RQG,QGH[WKH3ULYDWH(TXLW\7DUJHW,QGH[
WKH5HDO(VWDWH,QYHVWPHQWV7DUJHW,QGH[WKH6WUDWHJLF,QYHVWPHQWV7DUJHW%HQFKPDUNDQGWKHL0RQH\1HW)LUVW7LHU,QVWLWXWLRQDO0RQH\0DUNHW)XQGV1HW,QGH[7KHVKRUWWHUP
WDUJHWSROLF\DOORFDWLRQVWRWKH6WUDWHJLF,QYHVWPHQWV5HDO(VWDWHDQG3ULYDWH(TXLW\DVVHWFODVVHVDUHIORDWLQJDQGEDVHGRQWKHDFWXDODYHUDJHPRQWKO\EDODQFHRIWKH*OREDO
(TXLW\DVVHWFODVV3ULRUWR-XO\WKH3HUIRUPDQFH%HQFKPDUNZDVDFRPELQDWLRQRIWKH5XVVHOO,QGH[WKH)RUHLJQ(TXLW\7DUJHW,QGH[WKH6WUDWHJLF,QYHVWPHQWV7DUJHW
%HQFKPDUNWKH%DUFOD\V$JJUHJDWH%RQG,QGH[WKH5HDO(VWDWH,QYHVWPHQWV7DUJHW,QGH[WKH3ULYDWH(TXLW\7DUJHW,QGH[WKH%DUFOD\V86+LJK<LHOG%D%,VVXHU&DSSHG
,QGH[DQGWKHL0RQH\1HW)LUVW7LHU,QVWLWXWLRQDO0RQH\0DUNHW)XQGV*URVV,QGH['XULQJWKLVWLPHWKHVKRUWWHUPWDUJHWSROLF\DOORFDWLRQVWR6WUDWHJLF,QYHVWPHQWV5HDO(VWDWH
DQG3ULYDWH(TXLW\DVVHWFODVVHVZHUHIORDWLQJDQGEDVHGRQWKHDFWXDODYHUDJHPRQWKO\EDODQFHRIWKH6WUDWHJLF,QYHVWPHQWV5HDO(VWDWHDQG3ULYDWH(TXLW\DVVHWFODVVHV7KH
WDUJHWZHLJKWVVKRZQIRU5HDO(VWDWHDQG3ULYDWH(TXLW\ZHUHWKHDOORFDWLRQVWKDWWKHDVVHWFODVVHVZHUHFHQWHUHGDURXQG7KHDFWXDOWDUJHWZHLJKWIORDWHGDURXQGWKLVWDUJHWPRQWK
WRPRQWKEDVHGRQFKDQJHVLQDVVHWYDOXHV
7RWDO*OREDO(TXLW\
3HUIRUPDQFH%HQFKPDUN$FXVWRPYHUVLRQRIWKH06&,$OO&RXQWU\:RUOG,QYHVWDEOH0DUNHW,QGH[DGMXVWHGWRH[FOXGHFRPSDQLHVGLYHVWHGXQGHUWKHSURYLVLRQVRIWKH3URWHFWLQJ
)ORULGD V,QYHVWPHQWV$FW 3),$ 
7RWDO'RPHVWLF(TXLWLHV
3HUIRUPDQFH%HQFKPDUN7KH5XVVHOO,QGH[3ULRUWR-XO\WKHEHQFKPDUNZDVWKH:LOVKLUH6WRFN,QGH[3ULRUWR-DQXDU\WKHEHQFKPDUNZDVWKH
:LOVKLUH6WRFN,QGH[H[7REDFFR3ULRUWR0D\WKHEHQFKPDUNZDVWKH:LOVKLUH6WRFN,QGH[3ULRUWR6HSWHPEHUWKHEHQFKPDUNZDVWKH6 3
6WRFN,QGH[
7RWDO)RUHLJQ(TXLWLHV
3HUIRUPDQFH%HQFKPDUN$FXVWRPYHUVLRQRIWKH06&,$&:,H[86,QYHVWDEOH0DUNHW,QGH[DGMXVWHGWRH[FOXGHFRPSDQLHVGLYHVWHGXQGHUWKH3),$3ULRUWR$SULOLW
ZDVWKH06&,$OO&RXQWU\:RUOG,QGH[H[86,QYHVWDEOH0DUNHW,QGH[3ULRUWR6HSWHPEHUWKHWDUJHWZDVWKH06&,$OO&RXQWU\:RUOGH[86)UHH,QGH[3ULRUWR
1RYHPEHUWKHEHQFKPDUNZDV06&,(XURSH$XVWUDODVLDDQG)DU(DVW ($)( )RUHLJQ6WRFN,QGH[DQG,)&,(PHUJLQJ0DUNHWV,QGH[ZLWKDKDOIZHLJKWLQ
0DOD\VLD3ULRUWR0DUFKWKHEHQFKPDUNZDVWKH($)(,QGH[
7RWDO*OREDO(TXLWLHV
3HUIRUPDQFH%HQFKPDUN$JJUHJDWHGEDVHGRQHDFKXQGHUO\LQJPDQDJHU VLQGLYLGXDOEHQFKPDUN7KHFDOFXODWLRQDFFRXQWVIRUWKHDFWXDOZHLJKWDQGWKHEHQFKPDUNUHWXUQ7KH
EHQFKPDUNVXVHGIRUWKHXQGHUO\LQJPDQDJHUVLQFOXGHERWKWKH06&,)6%$OO&RXQWU\:RUOGH[6XGDQH[,UDQ1HW,QGH[DQG06&,)6%$OO&RXQWU\:RUOGH[6XGDQH[,UDQ1HW
,QYHVWDEOH0DUNHW,QGH[ ,0, 


$SSHQGL[
7RWDO)L[HG,QFRPH
3HUIRUPDQFH%HQFKPDUN7KH%DUFOD\V&DSLWDO86,QWHUPHGLDWH$JJUHJDWH,QGH[3ULRUWR2FWREHULWZDVWKH%DUFOD\V86$JJUHJDWH%RQG,QGH[3ULRUWR-XQH
LWZDVWKH)L[HG,QFRPH0DQDJHPHQW$JJUHJDWH ),0$ 3ULRUWR-XO\WKHEHQFKPDUNZDVWKH)ORULGD+LJK<LHOG([WHQGHG'XUDWLRQ,QGH[3ULRUWR-XO\
WKHEHQFKPDUNZDVWKH)ORULGD([WHQGHG'XUDWLRQ,QGH[3ULRUWR-XO\WKH6DORPRQ%URWKHUV%URDG,QYHVWPHQW*UDGH%RQG,QGH[ZDVWKHEHQFKPDUN)RUFDOHQGDU\HDU
WKHSHUIRUPDQFHEHQFKPDUNZDV6KHDUVRQ/HKPDQ([WHQGHG'XUDWLRQDQG6DORPRQ%URWKHUV0RUWJDJH,QGH[
7RWDO3ULYDWH(TXLW\
3HUIRUPDQFH%HQFKPDUN7KHGRPHVWLFHTXLWLHVWDUJHWLQGH[UHWXUQ 5XVVHOO,QGH[ SOXVDIL[HGSUHPLXPUHWXUQRIEDVLVSRLQWVSHUDQQXP3ULRUWR-XO\LWZDV
WKHGRPHVWLFHTXLWLHVWDUJHWLQGH[UHWXUQSOXVDIL[HGSUHPLXPUHWXUQRIEDVLVSRLQWVSHUDQQXP3ULRUWR1RYHPEHU3ULYDWH(TXLWLHVZDVSDUWRIWKH'RPHVWLF(TXLWLHV
DVVHWFODVVDQGLWVEHQFKPDUNZDVWKHGRPHVWLFHTXLWLHVWDUJHWLQGH[UHWXUQSOXVEDVLVSRLQWV
7RWDO5HDO(VWDWH
3HUIRUPDQFH%HQFKPDUN$FRPELQDWLRQRI1&5(,)2'&(,QGH[QHWRIIHHVDQG)76((35$1$5(,7'HYHORSHG,QGH[QHWRIIHHV3ULRUWR-XO\LWZDVD
FRPELQDWLRQRI1&5(,)2'&(,QGH[JURVVRIIHHVDQG'RZ-RQHV866HOHFW5(6,3ULRUWR-XQHLWZDVWKH&RQVXPHU3ULFH,QGH[SOXVEDVLVSRLQWV
DQQXDOO\3ULRUWR-XO\WKHEHQFKPDUNZDVWKH'RZ-RQHV866HOHFW5HDO(VWDWH6HFXULWLHV,QGH[8Q/HYHUHG3ULRUWR1RYHPEHUWKHEHQFKPDUNZDVWKH
5XVVHOO1&5(,)3URSHUW\,QGH[
7RWDO6WUDWHJLF,QYHVWPHQWV
3HUIRUPDQFH%HQFKPDUN/RQJWHUPSOXVWKHFRQWHPSRUDQHRXVUDWHRILQIODWLRQRU&3,6KRUWWHUPDZHLJKWHGDJJUHJDWLRQRILQGLYLGXDOSRUWIROLROHYHOEHQFKPDUNV
7RWDO&DVK
3HUIRUPDQFH%HQFKPDUN7KHL0RQH\1HW)LUVW7LHU,QVWLWXWLRQDO0RQH\0DUNHW)XQGV1HW,QGH[3ULRUWR-XO\LWZDVWKHL0RQH\1HW)LUVW7LHU,QVWLWXWLRQDO0RQH\0DUNHW
)XQGV*URVV,QGH[3ULRUWR-XQHLWZDVWKHUHWXUQRIWKH0HUULOO/\QFK'D\ $XFWLRQ$YHUDJH 7UHDVXU\%LOO<LHOG,QGH[



$SSHQGL[
'HVFULSWLRQRI%HQFKPDUNV
%DUFOD\V&DSLWDO86,QWHUPHGLDWH$JJUHJDWH%RQG,QGH[$PDUNHWYDOXHZHLJKWHGLQGH[FRQVLVWLQJRI867UHDVXU\VHFXULWLHVFRUSRUDWHERQGVDQGPRUWJDJHUHODWHGDQG
DVVHWEDFNHGVHFXULWLHVZLWKRQHWRWHQ\HDUVWRPDWXULW\DQGDQRXWVWDQGLQJSDUYDOXHRIPLOOLRQRUJUHDWHU
&RQVXPHU3ULFH,QGH[ &3, 7KH&3,DQLQGH[FRQVLVWLQJRIDIL[HGEDVNHWRIJRRGVERXJKWE\WKHW\SLFDOFRQVXPHUDQGXVHGWRPHDVXUHFRQVXPHULQIODWLRQ
)76((35$1$5(,7'HYHORSHG,QGH[$QLQGH[GHVLJQHGWRUHSUHVHQWJHQHUDOWUHQGVLQHOLJLEOHUHDOHVWDWHHTXLWLHVZRUOGZLGH5HOHYDQWUHDOHVWDWHDFWLYLWLHVDUHGHILQHGDVWKH
RZQHUVKLSGLVSRVXUHDQGGHYHORSPHQWRILQFRPHSURGXFLQJUHDOHVWDWH7KLVLQGH[FRYHUVWKHIRXUSULPDU\FRUHDVVHWFODVVHV ,QGXVWULDO5HWDLO2IILFHDQG$SDUWPHQW 
L0RQH\1HW)LUVW7LHU,QVWLWXWLRQDO0RQH\0DUNHW)XQGV1HW,QGH[$QDYHUDJHRIQRQJRYHUQPHQWDOLQVWLWXWLRQDOIXQGVWKDWGRQRWKROGDQ\VHFRQGWLHUVHFXULWLHV,WLQFOXGHV
PRQH\PDUNHWPXWXDOIXQGVQHWRIIHHVWKDWLQYHVWLQFRPPHUFLDOSDSHUEDQNREOLJDWLRQVDQGVKRUWWHUPLQYHVWPHQWVLQWKHKLJKHVWUDWLQJVFDWHJRU\DQGLVRSHQWRFRUSRUDWLRQV
DQGILGXFLDULHVRQO\
06&,$OO&RXQWU\:RUOG,QYHVWDEOH0DUNHW,QGH[$IUHHIORDWDGMXVWHGPDUNHWFDSLWDOL]DWLRQZHLJKWHGLQGH[WKDWLVGHVLJQHGWRPHDVXUHWKHHTXLW\PDUNHWSHUIRUPDQFHRI
GHYHORSHGDQGHPHUJLQJPDUNHWV7KLVLQYHVWDEOHPDUNHWLQGH[FRQWDLQVFRQVWLWXHQWVIURPWKHODUJHPLGDQGVPDOOFDSVL]HVHJPHQWVDQGWDUJHWVDFRYHUDJHUDQJHDURXQG
RIIUHHIORDWDGMXVWHGPDUNHWFDSLWDOL]DWLRQ
1&5(,)2'&(3URSHUW\,QGH[7KH1&5(,)2'&(LVDFDSLWDOL]DWLRQZHLJKWHGJURVVRIIHHWLPHZHLJKWHGUHWXUQLQGH[7KHLQGH[LVDVXPPDWLRQRIRSHQHQGIXQGVZKLFK
1&5(,)GHILQHVDVLQILQLWHOLIHYHKLFOHVFRQVLVWLQJRIPXOWLSOHLQYHVWRUVZKRKDYHWKHDELOLW\WRHQWHURUH[LWWKHIXQGRQDSHULRGLFEDVLVVXEMHFWWRFRQWULEXWLRQDQGRUUHGHPSWLRQ
UHTXHVWV
5XVVHOO,QGH[$FDSLWDOL]DWLRQZHLJKWHGVWRFNLQGH[FRQVLVWLQJRIWKHODUJHVWSXEOLFO\WUDGHG86VWRFNVE\FDSLWDOL]DWLRQ7KLVUHSUHVHQWVPRVWSXEOLFO\WUDGHGOLTXLG
86VWRFNV



$SSHQGL[
'HVFULSWLRQRI8QLYHUVHV
7RWDO)XQG$XQLYHUVHFRPSULVHGRIWRWDOIXQGSRUWIROLRUHWXUQVQHWRIIHHVRISXEOLFGHILQHGEHQHILWSODQVFDOFXODWHGDQGSURYLGHGE\%1<0HOORQ3HUIRUPDQFH 5LVN
$QDO\WLFV$JJUHJDWHDVVHWVLQWKHXQLYHUVHFRPSULVHGELOOLRQDVRITXDUWHUHQGDQGWKHDYHUDJHPDUNHWYDOXHZDVELOOLRQ
'RPHVWLF(TXLW\$XQLYHUVHFRPSULVHGRIWRWDOGRPHVWLFHTXLW\SRUWIROLRUHWXUQVQHWRIIHHVRISXEOLFGHILQHGEHQHILWSODQVFDOFXODWHGDQGSURYLGHGE\%1<0HOORQ
3HUIRUPDQFH 5LVN$QDO\WLFV$JJUHJDWHDVVHWVLQWKHXQLYHUVHFRPSULVHGELOOLRQDVRITXDUWHUHQGDQGWKHDYHUDJHPDUNHWYDOXHZDVELOOLRQ
)RUHLJQ(TXLW\$XQLYHUVHFRPSULVHGRIWRWDOLQWHUQDWLRQDOHTXLW\SRUWIROLRUHWXUQVQHWRIIHHVRISXEOLFGHILQHGEHQHILWSODQVFDOFXODWHGDQGSURYLGHGE\%1<0HOORQ
3HUIRUPDQFH 5LVN$QDO\WLFV$JJUHJDWHDVVHWVLQWKHXQLYHUVHFRPSULVHGELOOLRQDVRITXDUWHUHQGDQGWKHDYHUDJHPDUNHWYDOXHZDVELOOLRQ
)L[HG,QFRPH$XQLYHUVHFRPSULVHGRIWRWDOIL[HGLQFRPHSRUWIROLRUHWXUQVQHWRIIHHVRISXEOLFGHILQHGEHQHILWSODQVFDOFXODWHGDQGSURYLGHGE\%1<0HOORQ3HUIRUPDQFH
5LVN$QDO\WLFV$JJUHJDWHDVVHWVLQWKHXQLYHUVHFRPSULVHGELOOLRQDVRITXDUWHUHQGDQGWKHDYHUDJHPDUNHWYDOXHZDVELOOLRQ
5HDO(VWDWH$XQLYHUVHFRPSULVHGRIWRWDOUHDOHVWDWHSRUWIROLRUHWXUQVQHWRIIHHVRISXEOLFGHILQHGEHQHILWSODQVFDOFXODWHGDQGSURYLGHGE\%1<0HOORQ3HUIRUPDQFH 5LVN
$QDO\WLFV$JJUHJDWHDVVHWVLQWKHXQLYHUVHFRPSULVHGELOOLRQDVRITXDUWHUHQGDQGWKHDYHUDJHPDUNHWYDOXHZDVELOOLRQ
3ULYDWH(TXLW\$QDSSURSULDWHXQLYHUVHIRUSULYDWHHTXLW\LVXQDYDLODEOH
6WUDWHJLF,QYHVWPHQWV$QDSSURSULDWHXQLYHUVHIRUVWUDWHJLFLQYHVWPHQWVLVXQDYDLODEOH



$SSHQGL[
([SODQDWLRQRI([KLELWV
4XDUWHUO\DQG&XPXODWLYH([FHVV3HUIRUPDQFH7KHYHUWLFDOD[LVH[FHVVUHWXUQLVDPHDVXUHRIIXQGSHUIRUPDQFHOHVVWKHUHWXUQRIWKHSULPDU\EHQFKPDUN7KHKRUL]RQWDO
D[LVUHSUHVHQWVWKHWLPHVHULHV7KHTXDUWHUO\EDUVUHSUHVHQWWKHXQGHUO\LQJIXQGV UHODWLYHSHUIRUPDQFHIRUWKHTXDUWHU
5LVN5HWXUQ*UDSK7KHKRUL]RQWDOD[LVDQQXDOL]HGVWDQGDUGGHYLDWLRQLVDVWDWLVWLFDOPHDVXUHRIULVNRUWKHYRODWLOLW\RIUHWXUQV7KHYHUWLFDOD[LVLVWKHDQQXDOL]HGUDWHRIUHWXUQ
$VLQYHVWRUVJHQHUDOO\SUHIHUOHVVULVNWRPRUHULVNDQGDOZD\VSUHIHUJUHDWHUUHWXUQVWKHXSSHUOHIWFRUQHURIWKHJUDSKLVWKHPRVWDWWUDFWLYHSODFHWREH7KHOLQHRQWKLVH[KLELW
UHSUHVHQWVWKHULVNDQGUHWXUQWUDGHRIIVDVVRFLDWHGZLWKPDUNHWSRUWIROLRVRULQGH[IXQGV
5DWLRRI&XPXODWLYH:HDOWK*UDSK$QLOOXVWUDWLRQRIDSRUWIROLR VFXPXODWLYHXQDQQXDOL]HGSHUIRUPDQFHUHODWLYHWRWKDWRILWVEHQFKPDUN$QXSZDUGVORSLQJOLQHLQGLFDWHV
VXSHULRUIXQGSHUIRUPDQFHYHUVXVLWVEHQFKPDUN&RQYHUVHO\DGRZQZDUGVORSLQJOLQHLQGLFDWHVXQGHUSHUIRUPDQFHE\WKHIXQG$IODWOLQHLVLQGLFDWLYHRIEHQFKPDUNOLNH
SHUIRUPDQFH
3HUIRUPDQFH&RPSDULVRQ8QLYHUVH&RPSDULVRQ$QLOOXVWUDWLRQRIWKHGLVWULEXWLRQRIUHWXUQVIRUDSDUWLFXODUDVVHWFODVV7KHFRPSRQHQW VUHWXUQLVLQGLFDWHGE\WKHFLUFOHDQG
LWVSHUIRUPDQFHEHQFKPDUNE\WKHWULDQJOH7KHWRSDQGERWWRPERUGHUVUHSUHVHQWWKHWKDQGWKSHUFHQWLOHVUHVSHFWLYHO\7KHVROLGOLQHLQGLFDWHVWKHPHGLDQZKLOHWKHGRWWHG
OLQHVUHSUHVHQWWKHWKDQGWKSHUFHQWLOHV



7KLVSDJHOHIWEODQNLQWHQWLRQDOO\

6WDWH%RDUGRI$GPLQLVWUDWLRQRI)ORULGD
)56,QYHVWPHQW3ODQ
)RXUWK4XDUWHU

+HZLWW(QQLV.QXSS,QF
(DVW5DQGROSK6WUHHW6XLWH
&KLFDJR,/
SKRQH
ID[
ZZZKHZLWWHQQLVNQXSSFRP

&217(176


)56,QYHVWPHQW3ODQ



$SSHQGL[

7KLVSDJHOHIWEODQNLQWHQWLRQDOO\

)56,QYHVWPHQW3ODQ

)56,QYHVWPHQW3ODQ

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

7UDLOLQJ3HULRG3HUIRUPDQFH


(QGLQJ'HFHPEHU
0DUNHW9DOXH


RI
3RUWIROLR


4 5DQN


<U
5DQN


<UV
5DQN


<UV
5DQN


<UV
5DQN


B

)56,QYHVWPHQW3ODQ
7RWDO3ODQ$JJUHJDWH%HQFKPDUN

































































































































































































































































































































































































)566HOHFW+LJK<LHOG)XQG
%DUFOD\V&DSLWDO86+LJK<LHOG%$%,VVXHU&DS,QGH[





































3,0&27RWDO5HWXUQ)XQG
%DUFOD\V$JJUHJDWH%RQG,QGH[





































%DODQFHG)XQGV
)566HOHFW&RQVHUYDWLYH%DODQFHG)XQG
&RQVHUYDWLYH%DODQFHG)XQG7DUJHW%HQFKPDUN
)566HOHFW0RGHUDWH%DODQFHG)XQG
0RGHUDWH%DODQFHG)XQG7DUJHW%HQFKPDUN
)566HOHFW$JJUHVVLYH%DODQFHG)XQG
$JJUHVVLYH%DODQFHG)XQG7DUJHW%HQFKPDUN
&DVK
)566HOHFW<LHOG3OXV0RQH\0DUNHW$FWLYH)XQG
L0RQH\1HWVW7LHU,QVWLWXWLRQDO1HW,QGH[
7,36
)566HOHFW7,36)XQG
%DUFOD\V&DSLWDO867,36
)L[HG,QFRPH
)566HOHFW86%RQG(QKDQFHG,QGH[)XQG
%DUFOD\V$JJUHJDWH%RQG,QGH[
3\UDPLV,QWHUPHGLDWH'XUDWLRQ3RRO)XQG
%DUFOD\V,QW$JJUHJDWH



)56,QYHVWPHQW3ODQ

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

7UDLOLQJ3HULRG3HUIRUPDQFH


(QGLQJ'HFHPEHU

4 5DQN


0DUNHW9DOXH


RI
3RUWIROLR

<U
5DQN


<UV
5DQN


<UV
5DQN


<UV
5DQN


























)566HOHFW866WRFN0DUNHW,QGH[)XQG
5XVVHOO,QGH[





































)566HOHFW86/DUJH9DOXH6WRFN)XQG
5XVVHOO9DOXH,QGH[





































40$0LG&DS4XDQWLWDWLYH&RUH)XQG
6 30LG&DS





































)566HOHFW86/DUJH*URZWK6WRFN$FWLYH)XQG
5XVVHOO*URZWK,QGH[





































)LGHOLW\*URZWK&RPSDQ\)XQG
5XVVHOO*URZWK,QGH[





































$PHULFDQ%HDFRQ6PDOO&DS9DOXH)XQG
5XVVHOO9DOXH,QGH[





































75RZH3ULFH6PDOO&DS6WRFN)XQG
5XVVHOO,QGH[
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'RPHVWLF(TXLW\

)LGHOLW\/RZ3ULFHG6WRFN)XQG
5XVVHOO9DOXH,QGH[
,QWHUQDWLRQDO*OREDO(TXLW\

























)566HOHFW)RUHLJQ6WRFN,QGH[)XQG
06&,:RUOGH[86$





































$PHULFDQ)XQGV1HZ3HUVSHFWLYH)XQG
06&,$OO&RXQWU\:RUOG,QGH[1HW





































$PHULFDQ)XQGV(XUR3DFLILF*URZWK)XQG
06&,$OO&RXQWU\:RUOGH[86,QGH[





































;;;;;



)56,QYHVWPHQW3ODQ

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

&DOHQGDU<HDU3HUIRUPDQFH
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5DQN




5DQN




5DQN




5DQN
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5DQN




5DQN
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)56,QYHVWPHQW3ODQ
7RWDO3ODQ$JJUHJDWH%HQFKPDUN

















































































































































)566HOHFW0RGHUDWH%DODQFHG)XQG
0RGHUDWH%DODQFHG)XQG7DUJHW%HQFKPDUN

















































)566HOHFW$JJUHVVLYH%DODQFHG)XQG
$JJUHVVLYH%DODQFHG)XQG7DUJHW%HQFKPDUN

































































































































































































































%DODQFHG)XQGV
)566HOHFW&RQVHUYDWLYH%DODQFHG)XQG
&RQVHUYDWLYH%DODQFHG)XQG7DUJHW
%HQFKPDUN

&DVK
)566HOHFW<LHOG3OXV0RQH\0DUNHW$FWLYH
)XQG
L0RQH\1HWVW7LHU,QVWLWXWLRQDO1HW,QGH[
7,36
)566HOHFW7,36)XQG
%DUFOD\V&DSLWDO867,36
)L[HG,QFRPH

































)566HOHFW86%RQG(QKDQFHG,QGH[)XQG
%DUFOD\V$JJUHJDWH%RQG,QGH[

















































3\UDPLV,QWHUPHGLDWH'XUDWLRQ3RRO)XQG
%DUFOD\V,QW$JJUHJDWH

















































)566HOHFW+LJK<LHOG)XQG
%DUFOD\V&DSLWDO86+LJK<LHOG%$%
,VVXHU&DS,QGH[

































































3,0&27RWDO5HWXUQ)XQG
%DUFOD\V$JJUHJDWH%RQG,QGH[



















































)56,QYHVWPHQW3ODQ

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

&DOHQGDU<HDU3HUIRUPDQFH
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5DQN




5DQN




5DQN
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5DQN




5DQN
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'RPHVWLF(TXLW\

































)566HOHFW866WRFN0DUNHW,QGH[)XQG
5XVVHOO,QGH[

















































)566HOHFW86/DUJH9DOXH6WRFN)XQG
5XVVHOO9DOXH,QGH[

















































40$0LG&DS4XDQWLWDWLYH&RUH)XQG
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)LGHOLW\*URZWK&RPSDQ\)XQG
5XVVHOO*URZWK,QGH[

















































$PHULFDQ%HDFRQ6PDOO&DS9DOXH)XQG
5XVVHOO9DOXH,QGH[

















































75RZH3ULFH6PDOO&DS6WRFN)XQG
5XVVHOO,QGH[

















































)LGHOLW\/RZ3ULFHG6WRFN)XQG
5XVVHOO9DOXH,QGH[

















































)566HOHFW86/DUJH*URZWK6WRFN$FWLYH
)XQG
5XVVHOO*URZWK,QGH[

,QWHUQDWLRQDO*OREDO(TXLW\

































)566HOHFW)RUHLJQ6WRFN,QGH[)XQG
06&,:RUOGH[86$

















































$PHULFDQ)XQGV1HZ3HUVSHFWLYH)XQG
06&,$OO&RXQWU\:RUOG,QGH[1HW

















































$PHULFDQ)XQGV(XUR3DFLILF*URZWK)XQG
06&,$OO&RXQWU\:RUOGH[86,QGH[

















































;;;;;



)56,QYHVWPHQW3ODQ

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

$VVHW$OORFDWLRQ
7RWDO0DUNHW
9DOXH

RI
3RUWIROLR



























































86(TXLW\

1RQ86(TXLW\

%DODQFHG

)L[HG,QFRPH

7,36

&DVK
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%DODQFHG)XQGV
)566HOHFW&RQVHUYDWLYH%DODQFHG)XQG
)566HOHFW0RGHUDWH%DODQFHG)XQG
)566HOHFW$JJUHVVLYH%DODQFHG)XQG
&DVK
)566HOHFW<LHOG3OXV0RQH\0DUNHW$FWLYH)XQG
7,36
)566HOHFW7,36)XQG
)L[HG,QFRPH
)566HOHFW86%RQG(QKDQFHG,QGH[)XQG
3\UDPLV,QWHUPHGLDWH'XUDWLRQ3RRO)XQG
)566HOHFW+LJK<LHOG)XQG
3,0&27RWDO5HWXUQ)XQG
'RPHVWLF(TXLW\
)566HOHFW866WRFN0DUNHW,QGH[)XQG
)566HOHFW86/DUJH9DOXH6WRFN)XQG
40$0LG&DS4XDQWLWDWLYH&RUH)XQG
)566HOHFW86/DUJH*URZWK6WRFN$FWLYH)XQG
)LGHOLW\*URZWK&RPSDQ\)XQG
$PHULFDQ%HDFRQ6PDOO&DS9DOXH)XQG
75RZH3ULFH6PDOO&DS6WRFN)XQG
)LGHOLW\/RZ3ULFHG6WRFN)XQG
,QWHUQDWLRQDO*OREDO(TXLW\
)566HOHFW)RUHLJQ6WRFN,QGH[)XQG
$PHULFDQ)XQGV1HZ3HUVSHFWLYH)XQG
$PHULFDQ)XQGV(XUR3DFLILF*URZWK)XQG
7RWDO
3HUFHQWRI7RWDO
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)56,QYHVWPHQW3ODQ

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

$VVHW$OORFDWLRQ



)56,QYHVWPHQW3ODQ

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

0DQDJHU6FRUHFDUG
6WDWLVWLFV6XPPDU\
<HDUV(QGLQJ'HFHPEHU


$QQXDOL]HG5HWXUQ
$QQXDOL]HG

6WDQGDUG'HYLDWLRQ

6KDUSH5DWLR

7UDFNLQJ(UURU

,QIRUPDWLRQ5DWLR

8S0DUNHW&DSWXUH
'RZQ0DUNHW
5DWLR 
&DSWXUH5DWLR 

B

)56,QYHVWPHQW3ODQ















)566HOHFW&RQVHUYDWLYH%DODQFHG)XQG















)566HOHFW0RGHUDWH%DODQFHG)XQG















)566HOHFW$JJUHVVLYH%DODQFHG)XQG















)566HOHFW<LHOG3OXV0RQH\0DUNHW$FWLYH)XQG
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)566HOHFW86%RQG(QKDQFHG,QGH[)XQG
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)566HOHFW+LJK<LHOG)XQG















3,0&27RWDO5HWXUQ)XQG
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)566HOHFW86/DUJH9DOXH6WRFN)XQG















40$0LG&DS4XDQWLWDWLYH&RUH)XQG
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$PHULFDQ%HDFRQ6PDOO&DS9DOXH)XQG













75RZH3ULFH6PDOO&DS6WRFN)XQG
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)566HOHFW)RUHLJQ6WRFN,QGH[)XQG















$PHULFDQ)XQGV1HZ3HUVSHFWLYH)XQG















$PHULFDQ)XQGV(XUR3DFLILF*URZWK)XQG















;;;;;



$SSHQGL[

0DUNHW5HWXUQV

'RPHVWLF6WRFN,QGLFHV
'RZ-RQHV867RWDO6WRFN,QGH[
6 3,QGH[
5XVVHOO,QGH[
5XVVHOO9DOXH,QGH[
5XVVHOO*URZWK,QGH[
5XVVHOO0LG&DS9DOXH,QGH[
5XVVHOO0LG&DS*URZWK,QGH[
5XVVHOO9DOXH,QGH[
5XVVHOO*URZWK,QGH[
'RPHVWLF%RQG,QGLFHV
%DUFOD\V&DSLWDO$JJUHJDWH,QGH[
%DUFOD\V&DSLWDO*RYW&UHGLW,QGH[
%DUFOD\V&DSLWDO/RQJ*RYW&UHGLW,QGH[
%DUFOD\V&DSLWDO<HDU*RYW&UHGLW,QGH[
%DUFOD\V&DSLWDO860%6,QGH[
%DUFOD\V&DSLWDO+LJK<LHOG,QGH[
%DUFOD\V&DSLWDO8QLYHUVDO,QGH[
5HDO(VWDWH,QGLFHV
1&5(,)3URSHUW\,QGH[
1&5(,)2'&(,QGH[
'RZ-RQHV5HDO(VWDWH6HFXULWLHV,QGH[
)76(1$5(,7865HDO(VWDWH,QGH[
)RUHLJQ*OREDO6WRFN,QGLFHV
06&,$OO&RXQWU\:RUOG,QGH[
06&,$OO&RXQWU\:RUOG,0,
06&,$OO&RXQWU\:RUOGH[86,QGH[
06&,$OO&RXQWU\:RUOGH[86,0,
06&,$OO&RXQWU\:RUOGH[866PDOO&DS,QGH[
06&,($)(,QGH[
06&,($)(,0,
06&,($)(,QGH[ LQORFDOFXUUHQF\
06&,(PHUJLQJ0DUNHWV,0,
)RUHLJQ%RQG,QGLFHV
&LWLJURXS:RUOG*RY W%RQG,QGH[
&LWLJURXS+HGJHG:RUOG*RY W%RQG,QGH[
&DVK(TXLYDOHQWV
7UHDVXU\%LOOV 'D\
+HZLWW(QQLV.QXSS67,),QGH[
,QIODWLRQ,QGH[
&RQVXPHU3ULFH,QGH[

)RXUWK
4XDUWHU

<HDU

























































































































































































































































$QQXDOL]HG3HULRGV(QGLQJ
<HDU
<HDU
<HDU

<HDU

%HQFKPDUN'HVFULSWLRQV
%DODQFHG%HQFKPDUNV$ZHLJKWHGDYHUDJHFRPSRVLWHRIWKHXQGHUO\LQJFRPSRQHQWV EHQFKPDUNVIRUHDFKIXQG
L0RQH\1HWVW7LHU,QVWLWXWLRQDO1HW,QGH[$QLQGH[PDGHXSRIWKHHQWLUHXQLYHUVHRIPRQH\PDUNHWPXWXDOIXQGV7KHLQGH[FXUUHQWO\UHSUHVHQWVRYHUIXQGVRU
DSSUR[LPDWHO\SHUFHQWRIDOOPRQH\IXQGDVVHWV
%DUFOD\V,QIODWLRQ,QGH[$QLQGH[WKDWPHDVXUHVWKHSHUIRUPDQFHRIWKH867UHDVXU\,QIODWLRQ3URWHFWHG6HFXULWLHV 7,36 PDUNHW
%DUFOD\V$JJUHJDWH%RQG,QGH[$PDUNHWYDOXHZHLJKWHGLQGH[FRQVLVWLQJRIJRYHUQPHQWERQGV6(&UHJLVWHUHGFRUSRUDWHERQGVDQGPRUWJDJHUHODWHGDQGDVVHWEDFNHG
VHFXULWLHVZLWKDWOHDVWRQH\HDUWRPDWXULW\DQGDQRXWVWDQGLQJSDUYDOXHRIPLOOLRQRUJUHDWHU7KLVLQGH[LVDEURDGPHDVXUHRIWKHSHUIRUPDQFHRIWKHLQYHVWPHQWJUDGH86
IL[HGLQFRPHPDUNHW
%DUFOD\V,QWHUPHGLDWH$JJUHJDWH%RQG,QGH[$PDUNHWYDOXHZHLJKWHGLQGH[FRQVLVWLQJRI867UHDVXU\VHFXULWLHVFRUSRUDWHERQGVDQGPRUWJDJHUHODWHGDQGDVVHWEDFNHG
VHFXULWLHVZLWKRQHWRWHQ\HDUVWRPDWXULW\DQGDQRXWVWDQGLQJSDUYDOXHRIPLOOLRQRUJUHDWHU
%DUFOD\V86+LJK<LHOG%$%,VVXHU&DS,QGH[$QLQGH[FRPSRVHGRIQRQLQYHVWPHQWJUDGHFRUSRUDWHGHEWGHQRPLQDWHGLQ86GROODUV7KHLVVXHVKDYHWRKDYHDQ
RXWVWDQGLQJSDUYDOXHRIPLOOLRQRUJUHDWHUDQGDWOHDVWRQH\HDURIPDWXULW\UHPDLQLQJ
5XVVHOO,QGH[$FDSLWDOL]DWLRQZHLJKWHGLQGH[FRQVLVWLQJRIWKHODUJHVWSXEOLFO\WUDGHG86VWRFNVE\FDSLWDOL]DWLRQ7KLVLQGH[LVDEURDGPHDVXUHRIWKHSHUIRUPDQFH
RIWKHDJJUHJDWHGRPHVWLFHTXLW\PDUNHW
5XVVHOO*URZWK,QGH[$QLQGH[WKDWPHDVXUHVWKHSHUIRUPDQFHRIWKRVH5XVVHOOFRPSDQLHVZLWKKLJKHUSULFHWRERRNUDWLRVDQGKLJKHUIRUHFDVWHGJURZWKYDOXHV
5XVVHOO9DOXH,QGH[$QLQGH[WKDWPHDVXUHVWKHSHUIRUPDQFHRIWKRVH5XVVHOOFRPSDQLHVZLWKORZHUSULFHWRERRNUDWLRVDQGORZHU,%(6JURZWKIRUHFDVWV
5XVVHOO*URZWK,QGH[$QLQGH[WKDWPHDVXUHVWKHSHUIRUPDQFHRIWKRVH5XVVHOOFRPSDQLHVZLWKKLJKHUSULFHWRERRNUDWLRVDQGKLJKHU,%(6JURZWKIRUHFDVWV



%HQFKPDUN'HVFULSWLRQV
5XVVHOO9DOXH,QGH[$FDSLWDOL]DWLRQZHLJKWHGLQGH[UHSUHVHQWLQJWKRVHFRPSDQLHVZLWKLQWKH5XVVHOO,QGH[ZLWKORZHUSULFHWRERRNUDWLRVDQG
ORZHU,%(6HDUQLQJVJURZWKIRUHFDVWV
5XVVHOO,QGH[$QLQGH[WKDWPHDVXUHVWKHSHUIRUPDQFHRIDSSUR[LPDWHO\VPDOOFDSLWDOL]DWLRQVWRFNV
5XVVHOO9DOXH,QGH[$FDSLWDOL]DWLRQZHLJKWHGLQGH[UHSUHVHQWLQJWKRVHFRPSDQLHVZLWKLQWKH5XVVHOO,QGH[ZLWKORZHUSULFHWRERRNUDWLRVDQG
ORZHU,%(6HDUQLQJVJURZWKIRUHFDVWV
6 30LG&DS,QGH[$PDUNHWFDSLWDOL]DWLRQZHLJKWHGLQGH[RIVWRFNVLQDOOPDMRULQGXVWULHVLQWKHPLGUDQJHRIWKH86VWRFNPDUNHW
6 3,QGH[$FDSLWDOL]DWLRQZHLJKWHGVWRFNLQGH[FRQVLVWLQJRIRIWKHODUJHVWSXEOLFO\WUDGHG86VWRFNVE\FDSLWDOL]DWLRQ
06&,$OO&RXQWU\:RUOGH[86,QGH[$FDSLWDOL]DWLRQZHLJKWHGLQGH[FRQVLVWLQJRIGHYHORSHGDQGHPHUJLQJFRXQWULHVEXWH[FOXGLQJWKH86
06&,$OO&RXQWU\:RUOG,QGH[1HW$FDSLWDOL]DWLRQZHLJKWHGLQGH[RIVWRFNVUHSUHVHQWLQJDSSUR[LPDWHO\GHYHORSHGDQGHPHUJLQJFRXQWULHVLQFOXGLQJ
WKH86DQG&DQDGLDQPDUNHWV
06&,:RUOGH[86,QGH[$FDSLWDOL]DWLRQZHLJKWHGLQGH[RIVWRFNVUHSUHVHQWLQJGHYHORSHGFRXQWU\VWRFNPDUNHWVLQFOXGLQJ&DQDGDDQGH[FOXGLQJ
WKH86PDUNHW



'HVFULSWLRQRI8QLYHUVHV
)566HOHFW<LHOG3OXV0RQH\0DUNHW$FWLYH)XQG$PRQH\PDUNHWXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
)566HOHFW7,36)XQG$QLQIODWLRQSURWHFWHGERQGXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
)566HOHFW86%RQG(QKDQFHG,QGH[)XQG$ORQJWHUPERQGIL[HGLQFRPHXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
3\UDPLV,QWHUPHGLDWH'XUDWLRQ3RRO)XQG$EURDGLQWHUPHGLDWHWHUPIL[HGLQFRPHXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
)566HOHFW+LJK<LHOG)XQG$KLJK\LHOGERQGIL[HGLQFRPHXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
3,0&27RWDO5HWXUQ)XQG$EURDGLQWHUPHGLDWHWHUPIL[HGLQFRPHXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
)566HOHFW866WRFN0DUNHW,QGH[)XQG$ODUJHFDSEOHQGXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
)566HOHFW86/DUJH9DOXH6WRFN)XQG$ODUJHFDSYDOXHXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
40$0LG&DS4XDQWLWDWLYH&RUH)XQG$PLGFDSXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
)566HOHFW86/DUJH*URZWK6WRFN$FWLYH)XQG$ODUJHFDSJURZWKXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
)LGHOLW\*URZWK&RPSDQ\)XQG$ODUJHFDSJURZWKXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
$PHULFDQ%HDFRQ6PDOO&DS9DOXH)XQG$VPDOOFDSYDOXHXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU



'HVFULSWLRQRI8QLYHUVHV
75RZH3ULFH6PDOO&DS6WRFN)XQG$VPDOOFDSJURZWKXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
)LGHOLW\/RZ3ULFHG6WRFN)XQG$PLGFDSEOHQGXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
)566HOHFW)RUHLJQ6WRFN,QGH[)XQG$IRUHLJQEOHQGXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
$PHULFDQ)XQGV1HZ3HUVSHFWLYH)XQG$JOREDOVWRFNXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU
$PHULFDQ)XQGV(XUR3DFLILF*URZWK)XQG$IRUHLJQODUJHEOHQGXQLYHUVHFDOFXODWHGDQGSURYLGHGE\0RUQLQJVWDU



/DZWRQ&KLOHV(QGRZPHQW)XQG
)RXUWK4XDUWHU

+HZLWW(QQLV.QXSS,QF
(DVW5DQGROSK6WUHHW6XLWH
&KLFDJR,/
SKRQH
ID[
ZZZKHZLWWHQQLVNQXSSFRP

&217(176


/&()7RWDO)XQG



*OREDO(TXLW\



)L[HG,QFRPH



7,36



&DVK(TXLYDOHQWV



$SSHQGL[

7KLVSDJHOHIWEODQNLQWHQWLRQDOO\

/&()7RWDO)XQG

/&()7RWDO)XQG

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

3ODQ6XPPDU\

6XPPDU\RI&DVK)ORZV
6RXUFHVRI3RUWIROLR*URZWK

)RXUWK4XDUWHU

)LVFDO<7'

B

%HJLQQLQJ0DUNHW9DOXH
1HW$GGLWLRQV:LWKGUDZDOV









,QYHVWPHQW(DUQLQJV





(QGLQJ0DUNHW9DOXH





B

3HULRG-XO\'HFHPEHU


/&()7RWDO)XQG

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

3ODQ3HUIRUPDQFH
%HQFKPDUN7RWDO(QGRZPHQW7DUJHW



/&()7RWDO)XQG

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

7UDLOLQJ3HULRG3HUIRUPDQFH


(QGLQJ'HFHPEHU

4 5DQN


0DUNHW9DOXH


RI
3RUWIROLR

3ROLF\

<U
5DQN


<UV
5DQN


<UV
5DQN


<UV
5DQN
















































































)L[HG,QFRPH
%DUFOD\V$JJUHJDWH%RQG,QGH[








































7,36
%DUFOD\V867,36








































&DVK(TXLYDOHQWV
6 386$$$ $$5DWHG*,3'1HW<LHOG,QGH[








































B

/&()7RWDO)XQG
7RWDO(QGRZPHQW7DUJHW
*OREDO(TXLW\
*OREDO(TXLW\7DUJHW

;;;;;

%HQFKPDUNDQGXQLYHUVHGHVFULSWLRQVDUHSURYLGHGLQWKH$SSHQGL[
*OREDO(TXLW\EHFDPHDQDVVHWFODVVLQ6HSWHPEHUE\PHUJLQJWKH'RPHVWLF(TXLWLHVDQG)RUHLJQ(TXLWLHVDVVHWFODVVHV7KHUHWXUQVHULHVSULRUWR6HSWHPEHULVDZHLJKWHGDYHUDJHRI'RPHVWLF(TXLWLHV
DQG)RUHLJQ(TXLWLHV KLVWRULFDOSHUIRUPDQFH


/&()7RWDO)XQG

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

&DOHQGDU<HDU3HUIRUPDQFH


5DQN



5DQN



5DQN



5DQN



5DQN



5DQN



5DQN



5DQN



5DQN



5DQN


B

/&()7RWDO)XQG
7RWDO(QGRZPHQW7DUJHW





























































*OREDO(TXLW\
*OREDO(TXLW\7DUJHW





























































)L[HG,QFRPH
%DUFOD\V$JJUHJDWH
%RQG,QGH[

















































































7,36
%DUFOD\V867,36





























































&DVK(TXLYDOHQWV
6 386$$$ $$
5DWHG*,3'1HW
<LHOG,QGH[

















































































;;;;;

*OREDO(TXLW\EHFDPHDQDVVHWFODVVLQ6HSWHPEHUE\PHUJLQJWKH'RPHVWLF(TXLWLHVDQG)RUHLJQ(TXLWLHVDVVHWFODVVHV7KHUHWXUQVHULHVSULRUWR6HSWHPEHULVDZHLJKWHGDYHUDJHRI'RPHVWLF(TXLWLHV
DQG)RUHLJQ(TXLWLHV KLVWRULFDOSHUIRUPDQFH


/&()7RWDO)XQG

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

8QLYHUVH&RPSDULVRQ
%HQFKPDUN7RWDO(QGRZPHQW7DUJHW

8QLYHUVH(QGRZPHQWV1HW



/&()7RWDO)XQG

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

8QLYHUVH$VVHW$OORFDWLRQ&RPSDULVRQ
%HQFKPDUN7RWDO(QGRZPHQW7DUJHW

8QLYHUVH(QGRZPHQWV1HW



/&()7RWDO)XQG

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

5LVN3URILOH
%HQFKPDUN7RWDO(QGRZPHQW7DUJHW

8QLYHUVH(QGRZPHQWV1HW



/&()7RWDO)XQG

$VRI'HFHPEHU

$WWULEXWLRQ

2WKHULQFOXGHVGLIIHUHQFHVEHWZHHQRIILFLDOSHUIRUPDQFHYDOXHDGGHGDQGDWWULEXWLRQYDOXHDGGGHGGXHWRPHWKRGRORJ\DQGH[WUDRUGLQDU\SD\RXWV


7KLVSDJHOHIWEODQNLQWHQWLRQDOO\

0LOOLRQDQGRI)XQG

*OREDO(TXLW\

*OREDO(TXLW\

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

2YHUYLHZ
%HQFKPDUN*OREDO(TXLW\7DUJHW

*OREDO(TXLW\EHFDPHDQDVVHWFODVVLQ6HSWHPEHUE\PHUJLQJWKH'RPHVWLF(TXLWLHVDQG)RUHLJQ(TXLWLHVDVVHWFODVVHV7KHUHWXUQVHULHVSULRUWR6HSWHPEHULVDZHLJKWHGDYHUDJHRI'RPHVWLF(TXLWLHV
DQG)RUHLJQ(TXLWLHV KLVWRULFDOSHUIRUPDQFH


*OREDO(TXLW\

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

5LVN3URILOH
%HQFKPDUN*OREDO(TXLW\7DUJHW

*OREDO(TXLW\EHFDPHDQDVVHWFODVVLQ6HSWHPEHUE\PHUJLQJWKH'RPHVWLF(TXLWLHVDQG)RUHLJQ(TXLWLHVDVVHWFODVVHV7KHUHWXUQVHULHVSULRUWR6HSWHPEHULVDZHLJKWHGDYHUDJHRI'RPHVWLF(TXLWLHV
DQG)RUHLJQ(TXLWLHV KLVWRULFDOSHUIRUPDQFH


7KLVSDJHOHIWEODQNLQWHQWLRQDOO\



)L[HG,QFRPH

)L[HG,QFRPH

$VRI'HFHPEHU

2YHUYLHZ
%HQFKPDUN%DUFOD\V$JJUHJDWH%RQG,QGH[



0LOOLRQDQGRI)XQG

)L[HG,QFRPH

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

8QLYHUVH&RPSDULVRQ
%HQFKPDUN%DUFOD\V$JJUHJDWH%RQG,QGH[

8QLYHUVH(QGRZPHQWV86),1HW



)L[HG,QFRPH

$VRI'HFHPEHU

0LOOLRQDQGRI)XQG

5LVN3URILOH
%HQFKPDUN%DUFOD\V$JJUHJDWH%RQG,QGH[

8QLYHUVH(QGRZPHQWV86),1HW



7,36

7,36

$VRI'HFHPEHU

2YHUYLHZ
%HQFKPDUN%DUFOD\V867,36



0LOOLRQDQGRI)XQG

7,36

$VRI'HFHPEHU

5LVN3URILOH
%HQFKPDUN%DUFOD\V867,36



7KLVSDJHOHIWEODQNLQWHQWLRQDOO\

0LOOLRQDQGRI)XQG

&DVK(TXLYDOHQWV

&DVK(TXLYDOHQWV

$VRI'HFHPEHU

2YHUYLHZ
%HQFKPDUN6 386$$$ $$5DWHG*,3'1HW<LHOG,QGH[



0LOOLRQDQGRI)XQG

&DVK(TXLYDOHQWV

$VRI'HFHPEHU

5LVN3URILOH
%HQFKPDUN6 386$$$ $$5DWHG*,3'1HW<LHOG,QGH[



7KLVSDJHOHIWEODQNLQWHQWLRQDOO\

0LOOLRQDQGRI)XQG

$SSHQGL[

$VRI'HFHPEHU

6HFXULWLHV/HQGLQJ



0DUNHW5HWXUQV

'RPHVWLF6WRFN,QGLFHV
'RZ-RQHV867RWDO6WRFN,QGH[
6 3,QGH[
5XVVHOO,QGH[
5XVVHOO9DOXH,QGH[
5XVVHOO*URZWK,QGH[
5XVVHOO0LG&DS9DOXH,QGH[
5XVVHOO0LG&DS*URZWK,QGH[
5XVVHOO9DOXH,QGH[
5XVVHOO*URZWK,QGH[
'RPHVWLF%RQG,QGLFHV
%DUFOD\V&DSLWDO$JJUHJDWH,QGH[
%DUFOD\V&DSLWDO*RYW&UHGLW,QGH[
%DUFOD\V&DSLWDO/RQJ*RYW&UHGLW,QGH[
%DUFOD\V&DSLWDO<HDU*RYW&UHGLW,QGH[
%DUFOD\V&DSLWDO860%6,QGH[
%DUFOD\V&DSLWDO+LJK<LHOG,QGH[
%DUFOD\V&DSLWDO8QLYHUVDO,QGH[
5HDO(VWDWH,QGLFHV
1&5(,)3URSHUW\,QGH[
1&5(,)2'&(,QGH[
'RZ-RQHV5HDO(VWDWH6HFXULWLHV,QGH[
)76(1$5(,7865HDO(VWDWH,QGH[
)RUHLJQ*OREDO6WRFN,QGLFHV
06&,$OO&RXQWU\:RUOG,QGH[
06&,$OO&RXQWU\:RUOG,0,
06&,$OO&RXQWU\:RUOGH[86,QGH[
06&,$OO&RXQWU\:RUOGH[86,0,
06&,$OO&RXQWU\:RUOGH[866PDOO&DS,QGH[
06&,($)(,QGH[
06&,($)(,0,
06&,($)(,QGH[ LQORFDOFXUUHQF\
06&,(PHUJLQJ0DUNHWV,0,
)RUHLJQ%RQG,QGLFHV
&LWLJURXS:RUOG*RY W%RQG,QGH[
&LWLJURXS+HGJHG:RUOG*RY W%RQG,QGH[
&DVK(TXLYDOHQWV
7UHDVXU\%LOOV 'D\
+HZLWW(QQLV.QXSS67,),QGH[
,QIODWLRQ,QGH[
&RQVXPHU3ULFH,QGH[

)RXUWK
4XDUWHU

<HDU

$QQXDOL]HG3HULRGV(QGLQJ
<HDU
<HDU
<HDU























































































































































































































































<HDU



%HQFKPDUN'HVFULSWLRQV
/&()7RWDO)XQG
7RWDO(QGRZPHQW7DUJHW$ZHLJKWHGEOHQGRIWKHLQGLYLGXDODVVHWFODVVWDUJHWEHQFKPDUNV
7RWDO*OREDO(TXLW\
06&,$&:,,0,H[7REDFFR)URPIRUZDUGDFXVWRPYHUVLRQRIWKH06&,$&:,,0,DGMXVWHGWRUHIOHFWDIL[HGZHLJKWLQWKH06&,86$,0,DQGDIL[HGZHLJKWLQ
WKH06&,$&:,H[86$,0,DQGH[FOXGLQJFHUWDLQHTXLWLHVRIWREDFFRUHODWHGFRPDSQLHV)URPWRDFXVWRPYHUVLRQRIWKH06&,$&:,,0,H[FOXGLQJ
WREDFFRUHODWHGFRPSDQLHV3ULRUWRWKHEHQFKPDUNLVDZHLJKWHGDYHUDJHRIERWKWKH'RPHVWLF(TXLWLHVDQG)RUHLJQ(TXLWLHVKLVWRULFDOEHQFKPDUNV
7RWDO'RPHVWLF(TXLWLHV
5XVVHOO,QGH[H[7REDFFR3ULRUWRDQLQGH[WKDWPHDVXUHVWKHSHUIRUPDQFHRIWKHVWRFNVWKDWPDNHXSWKH5XVVHOODQG5XVVHOO,QGLFHVZKLOH
H[FOXGLQJWREDFFRFRPSDQLHV
7RWDO)RUHLJQ(TXLWLHV
06&,$&:,H[86,0,H[7REDFFR3ULRUWRDFDSLWDOL]DWLRQZHLJKWHGLQGH[UHSUHVHQWLQJFRXQWULHVEXWH[FOXGLQJWKH8QLWHG6WDWHV7KHLQGH[LQFOXGHVGHYHORSHG
DQGHPHUJLQJPDUNHWFRXQWULHVDQGH[FOXGHVWREDFFRFRPSDQLHV
7RWDO)L[HG,QFRPH
%DUFOD\V$JJUHJDWH%RQG,QGH[$PDUNHWYDOXHZHLJKWHGLQGH[FRQVLVWLQJRIWKH%DUFOD\V&UHGLW*RYHUQPHQWDQG0RUWJDJH%DFNHG6HFXULWLHV,QGLFHV7KHLQGH[DOVRLQFOXGHV
FUHGLWFDUGDXWRDQGKRPHHTXLW\ORDQEDFNHGVHFXULWLHV7KLVLQGH[LVWKHEURDGHVWDYDLODEOHPHDVXUHRIWKHDJJUHJDWHLQYHVWPHQWJUDGH86IL[HGLQFRPHPDUNHW
7RWDO7,36
%DUFOD\V867,36$PDUNHWYDOXHZHLJKWHGLQGH[FRQVLVWLQJRI867UHDVXU\,QIODWLRQ3URWHFWHG6HFXULWLHVZLWKRQHRUPRUH\HDUVUHPDLQLQJXQWLOPDWXULW\ZLWKWRWDORXWVWDQGLQJ
LVVXHVL]HRIPLOOLRQRUPRUH
7RWDO&DVK(TXLYDOHQWV
6 386$$$ $$5DWHG*,3'D\1HW<LHOG,QGH[$QXQPDQDJHGQHWRIIHHVPDUNHWLQGH[UHSUHVHQWDWLYHRIWKH/RFDO*RYHUQPHQW,QYHVWPHQW3RRO2QWKH
6 386$$$ $$5DWHG*,3'D\1HW<LHOG,QGH[UHSODFHGWKH6 386$$$ $$5DWHG*,3'D\*URVV<LHOG,QGH[ZKLFKZDVSUHYLRXVO\XVHGIURP
3ULRUWRLWZDVWKHDYHUDJHPRQWK7ELOOUDWH



8QLYHUVH'HVFULSWLRQV

/&()7RWDO)XQG
$XQLYHUVHFRPSULVHGRIWRWDOHQGRZPHQWSRUWIROLRUHWXUQVQHWRIIHHVFDOFXODWHGDQGSURYLGHGE\%1<0HOORQ3HUIRUPDQFH 5LVN$QDO\WLFV$JJUHJDWHDVVHWVLQWKHXQLYHUVH
FRPSULVHGELOOLRQDVRITXDUWHUHQGDQGWKHDYHUDJHPDUNHWYDOXHZDVELOOLRQ

7RWDO)L[HG,QFRPH
$XQLYHUVHFRPSULVHGRIWRWDOIL[HGLQFRPHSRUWIROLRUHWXUQVQHWRIIHHVRIHQGRZPHQWSODQVFDOFXODWHGDQGSURYLGHGE\%1<0HOORQ3HUIRUPDQFH 5LVN$QDO\WLFV$JJUHJDWH
DVVHWVLQWKHXQLYHUVHFRPSULVHGELOOLRQDVRITXDUWHUHQGDQGWKHDYHUDJHPDUNHWYDOXHZDVPLOOLRQ



([SODQDWLRQRI([KLELWV
4XDUWHUO\DQG&XPXODWLYH([FHVV3HUIRUPDQFH7KHYHUWLFDOD[LVH[FHVVUHWXUQLVDPHDVXUHRIIXQGSHUIRUPDQFHOHVVWKHUHWXUQRIWKHSULPDU\EHQFKPDUN7KHKRUL]RQWDO
D[LVUHSUHVHQWVWKHWLPHVHULHV7KHTXDUWHUO\EDUVUHSUHVHQWWKHXQGHUO\LQJIXQGV UHODWLYHSHUIRUPDQFHIRUWKHTXDUWHU

5LVN5HWXUQ*UDSK7KHKRUL]RQWDOD[LVDQQXDOL]HGVWDQGDUGGHYLDWLRQLVDVWDWLVWLFDOPHDVXUHRIULVNRUWKHYRODWLOLW\RIUHWXUQV7KHYHUWLFDOD[LVLVWKHDQQXDOL]HGUDWHRIUHWXUQ
$VLQYHVWRUVJHQHUDOO\SUHIHUOHVVULVNWRPRUHULVNDQGDOZD\VSUHIHUJUHDWHUUHWXUQVWKHXSSHUOHIWFRUQHURIWKHJUDSKLVWKHPRVWDWWUDFWLYHSODFHWREH7KHOLQHRQWKLVH[KLELW
UHSUHVHQWVWKHULVNDQGUHWXUQWUDGHRIIVDVVRFLDWHGZLWKPDUNHWSRUWIROLRVRULQGH[IXQGV

5DWLRRI&XPXODWLYH:HDOWK*UDSK$QLOOXVWUDWLRQRIDSRUWIROLR VFXPXODWLYHXQDQQXDOL]HGSHUIRUPDQFHUHODWLYHWRWKDWRILWVEHQFKPDUN$QXSZDUGVORSLQJOLQHLQGLFDWHV
VXSHULRUIXQGSHUIRUPDQFHYHUVXVLWVEHQFKPDUN&RQYHUVHO\DGRZQZDUGVORSLQJOLQHLQGLFDWHVXQGHUSHUIRUPDQFHE\WKHIXQG$IODWOLQHLVLQGLFDWLYHRIEHQFKPDUNOLNH
SHUIRUPDQFH
3HUIRUPDQFH&RPSDULVRQ8QLYHUVH&RPSDULVRQ$QLOOXVWUDWLRQRIWKHGLVWULEXWLRQRIUHWXUQVIRUDSDUWLFXODUDVVHWFODVV7KHFRPSRQHQW VUHWXUQLVLQGLFDWHGE\WKHFLUFOHDQG
LWVSHUIRUPDQFHEHQFKPDUNE\WKHWULDQJOH7KHWRSDQGERWWRPERUGHUVUHSUHVHQWWKHWKDQGWKSHUFHQWLOHVUHVSHFWLYHO\7KHVROLGOLQHLQGLFDWHVWKHPHGLDQZKLOHWKHGRWWHG
OLQHVUHSUHVHQWWKHWKDQGWKSHUFHQWLOHV



2014
6
13
20
27

January
T W T
1 2
7 8 9
14 15 16
21 22 23
28 29 30

F
3
10
17
24
31

M

February
T W T

F

S

M

5
12
19
26

S

S
4
11
18
25

S
1
2 3 4 5 6 7 8
9 10 11 12 13 14 15
16 17 18 19 20 21 22
23 24 25 26 27 28

S

M

2
9
16
23
30

3
10
17
24
31

March
T W T

F

4 5 6 7
11 12 13 14
18 19 20 21
25 26 27 28

S
1
8
15
22
29

April
S M T W T
1 2 3
6 7 8 9 10
13 14 15 16 17
20 21 22 23 24
27 28 29 30
May
S M T W T
1
4 5 6 7 8
11 12 13 14 15
18 19 20 21 22
25 26 27 28 29

S
1
8
15
22
29

M
2
9
16
23
30

June
T W T
3 4 5
10 11 12
17 18 19
24 25 26

F
4
11
18
25

S
5
12
19
26

F
2
9
16
23
30

S
3
10
17
24
31

F
6
13
20
27

S
7
14
21
28

S M T
1
6 7 8
13 14 15
20 21 22
27 28 29

July
W T
2 3
9 10
16 17
23 24
30 31

August
S M T W T
3
10
17
24
31
S
7
14
21
28

4
11
18
25

5
12
19
26

6
13
20
27

7
14
21
28

F
4
11
18
25

S
5
12
19
26

F
1
8
15
22
29

S
2
9
16
23
30

September
M T W T F
1 2 3 4 5
8 9 10 11 12
15 16 17 18 19
22 23 24 25 26
29 30

S
6
13
20
27

October
S M T W T
1 2
5 6 7 8 9
12 13 14 15 16
19 20 21 22 23
26 27 28 29 30

F
3
10
17
24
31

November
S M T W T F
2
9
16
23
30

3
10
17
24

S M
1
7 8
14 15
21 22
28 29

S
4
11
18
25

6
13
20
27

7
14
21
28

S
1
8
15
22
29

December
T W T
2 3 4
9 10 11
16 17 18
23 24 25
30 31

F
5
12
19
26

S
6
13
20
27

4
11
18
25

5
12
19
26

Aqua is Proposed PLGAC Meeting
Purple is Proposed Joint PLGAC/IAC Meeting
Yellow is Proposed IAC Meeting
Orange is Proposed Cabinet Meeting

Investment Advisory Council
Economic Outlook

State Board of Administration of Florida
Office of Investment Policy and Economics
March 17, 2014

Overview
The U.S. Commerce Department’s second estimate of
U.S. real GDP growth in the fourth quarter of 2013 was
2.4 percent (annual rate), marked down sharply from
an initial estimate of 3.2 percent. The mix of GDP growth
changed in the fourth quarter as consumers spent relatively
heavily on services and businesses increased their purchases of equipment. Business spending on structures
declined after three straight quarters of double-digit growth.
The Federal government subtracted 1.0 percent from real

GDP growth thanks mainly to lower defense spending. The
foreign sector was a distinct positive for growth as exports
rose far more rapidly than imports. The economy is expected
to strengthen over 2014 and 2015 with the Blue Chip Survey
of economic forecasters seeing real GDP growth of 2.9 percent in the former and 3.0 percent in the latter. As usual, geopolitical risks could impact this forecast as well as unexpected
issues with changes in Fed policy.
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U.S. Economy
Hopes that the economy might be experiencing a phase
shift arose after the U.S. Commerce Department’s first
estimate of fourth quarter 2013 real GDP growth came in at
3.2 percent. With third quarter growth having been 4.1 percent, these were the first back-to-back growth rates north
of 3.0 percent since 2011. Those hopes were short-lived,
however, as Commerce recently revised the estimate of fourth
quarter growth to 2.4 percent. Although this was disappointing, it does not alter the fact that the second half of 2014
looked a lot better than the first, and near-term prospects
seem brighter. The behavior of the labor market toward the
end of last year is a case in point. In October 2013, 237,000
new jobs were added, followed by 274,000 in November.
This was the best two-month total since early 2011 and
fueled optimism that the labor market had turned the corner. Unfortunately, the jury is still out on that issue. Employment results sank noticeably during the next two months
with just 75,000 new jobs in December and 113,000 in January, but adverse weather in much of the country makes
these results difficult to interpret. Hopefully, once better

weather returns, job growth will return to a 200,000 per month
trend. Sustained job growth is key to notching the economy’s
growth into the 3.0 percent range since the U.S. consumer
continues to provide most of the impetus for improved perforMoM chg (000's)
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mance. Indeed, during the fourth quarter, real personal consumption expenditures grew at a 2.6 percent annual rate,
accounting for 1.7 percent of the 2.5 percent growth in real
GDP growth. The mix of consumer spending changed noticeably late last year. Surging auto sales had been driving
spending on durable goods steadily higher for the past two
years, supplying a sizeable boost to real GDP. However, last
quarter’s vehicle sales had a couple of soft months (see upper chart at right) and were essentially neutral with respect
to real GDP. Fortunately, spending on services picked up the
slack, growing a relatively robust 2.2 percent and adding 1.0
percent to real GDP growth. Roughly a third of that came
from spending on food services and accommodations, an area
of spending that is highly discretionary. This suggests that
consumers were feeling a bit better as 2013 concluded, and
this is borne out by the University of Michigan’s Index of
Consumer Sentiment which was up sharply in November
and December (see middle chart at right). The Blue Chip
Survey expects real personal consumption expenditures to
grow 2.7 percent in 2014 and 2.8 percent in 2015. Vehicle
sales are expected to rebound from recent softness and reach
16.0 million units in 2014 and 16.4 million units in 2015 (versus 2013’s 15.5 million).
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As mentioned above, support from consumer spending is essential if growth is to accelerate, and the same can be said
for business investment. Problematically, the latter had been
lagging - until last quarter. As the chart at lower right shows,
real investment in equipment began to grow after the recession in June 2009 and was a solid contributor to growth for
roughly three years. However, since the middle of 2012, growth
in equipment spending rose at more than a 5.0 percent annual rate in only one quarter, and that was likely a rebound
from a decline during the prior quarter. Moreover, during the
first three quarters of 2013, growth in equipment spending
was anemic. Fourth quarter growth of 10.6 percent was its
first time over 10.0 percent in two years. While this was heartening, the question is: does it herald an upturn in the trend of
capital expenditures? Certainly there are reasons to hope
this is the case. The fiscal situation in Washington, D.C. has
simmered down decidedly and that bodes well for investment,
but the very weak third quarter result (0.2 percent) suggests
that the fourth quarter could have been partly a correction.
Real non-residential fixed investment (i.e., equipment, intellectual property products, and structures) grew only 2.8 percent in 2013 and provided modest support to overall growth.
A better showing in 2014 and beyond is key. The Blue Chip
Survey expects non-residential fixed investment to grow 5.1
percent in 2014 and 5.6 percent in 2015 and give the consumer a meaningful hand in accelerating the pace of economic growth.
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Aside from the consumer, the other stalwart of the recovery
for the last two years has been residential fixed investment.
Since the Fed imparted to the markets the imminence of
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tapering, the housing sector has eased somewhat. Fortunately, to this point, the effects have not been large. Home
sales and housing starts have shown signs of softening, but
they have not trended lower. This pattern is expected to continue over the next couple of years with housing starts reaching 1.11 million in 2014 and 1.31 million in 2015. These gains
would be similar to those seen in the previous two years. It
should be noted that this forecast is predicated on a continued gradual pace of Fed tapering which the Blue Chip Survey expects to end in 2014. Interest rate increases are not
widely expected until late 2015.

Housing Starts by Year
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* Forecasts from Blue Chip Survey - February 2014.

International Outlook
but that does not appear inconsistent with that nation’s
desire to rebalance its economy toward domestic demand.
However, expectations for slower growth in China may need
adjustment given recent efforts by China to devalue its
currency. This move is ostensibly directed at stemming
capital inflows, but it could very well increase exports by
offsetting some of the impact of rising Chinese wages and
help GDP growth near-term. Likewise, neither India nor
Brazil is expected to be derailed by Fed tapering. One
interesting aspect of the chart below is the forecast for
Russia to up real GDP growth to nearly 3.0 percent by
2015. Its ability to do so could be adversely impacted by
any response of the international community to recent
events in Ukraine.

Prospects for emerging markets took a hit in early 2014 as
the reality of Fed tapering set in. Objectively, it is unclear
how a gradual pullback by the Fed in its asset purchases
would have serious effects on the global economic outlook,
but some speculative capital took flight in January putting a
serious dent in emerging market equities. Nonetheless, the
fact is that the Fed has just started to taper and the size of
the QE3 program in relation to international capital flows is
quite small. Any sizeable rise in U.S. interest rates is still
relatively far in the future. Consequently, from an economic
standpoint, the emerging market outlook seems little changed
as a result of tapering. This is borne out by the latest country
forecasts of real GDP from the Blue Chip Survey (see chart
below). Chinese growth is expected to move slightly lower,
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