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AGENDA 

 
FRIDAY, JUNE 20, 2008 – 8:30 A.M. 

401 WEST A STREET 
SDCERS BOARDROOM, THIRD FLOOR 

SAN DIEGO, CA 92101 
 
 

SDCERS TRUSTEES 
 

Thomas C. Hebrank – President, Mark C. Sullivan – Vice President, David A. Hall, Susan S. Gonick, 
V. Wayne Kennedy, Franklin R. Lamberth, Steven W. Meyer, George A. Murray, Peter E. Preovolos, 
Jo Anne SawyerKnoll, William J. Sheffler and John G. Thomson 

 
CALIFORNIA GOVERNMENT CODE SECTION 1090: INTEREST DISCLOSURE 

 
Pursuant to California Government Code Section 1091.5(a)(9), a city officer or employee does not have a 
financial interest in a city contract if these conditions are satisfied:  (i) his or her interest is that of a person 
receiving a salary, per diem or reimbursement for expenses from a government entity; (ii) the contract 
does not directly impact the department of the government entity that employs him or her; and (iii) the 
interest is disclosed to his or her body or board at the time the contract is considered and is noted in its 
official record.  In accordance with this statute, the following Board members request that the Board note 
in its official records that they receive a salary, per diem or reimbursement for expenses from the City of 
San Diego:  Franklin Lamberth, Steve Meyer, Jo Anne SawyerKnoll, Mark Sullivan and John Thomson.  
John Thomson and Mark Sullivan are DROP participants and Steven Meyer has applied to enter DROP.  
Mark Sullivan is also a Board member of the San Diego Police Officers Association.  Board Member, 
JoAnne SawyerKnoll; SDCERS’ Administrator, David Wescoe and SDCERS’ Associate General Counsel, 
Sheila Jacobs, have a potential financial interest in the pricing of future PSC contracts and have recused 
themselves from participation on this issue.  General Counsel Christopher Waddell has signed an 
irrevocable waiver of his right to purchase service credit and is not recused from this issue. 
 
Gov. Code §54957.5 Notice: Any public documents distributed to the Trustees of the Board of 
Administration less than 72 hours prior to the meeting are available for public inspection at SDCERS’ 
offices located at 401 West A Street, Suite 400, San Diego, CA 92101. Contact Michelle London at 
619/525-3655 to arrange for inspection. 
 
 

I. NON-AGENDA PUBLIC COMMENT 
 
This portion of the agenda is for members of the public to address the Board of Administration on any 
subject within the Board’s jurisdiction that is not on today’s agenda.  To address the Board during Non-
Agenda Public Comment, you must complete a Request to Speak form and submit it to the Board 
Secretary before the meeting begins.  To address the Board on a subject that is on today’s agenda, you 
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must submit a Request to Speak form before the item is called.  These forms are located in the back of 
the Board Room.  The chairperson will call your name to address the Board during Non-Agenda Public 
Comment or when your item is to be heard.  Non-agenda Public Comment is limited to 3 minutes per 
speaker and 15 minutes per topic.  Public testimony on an item on the agenda is limited to 3 minutes per 
speaker and 15 minutes per side. 
 
 

II. APPROVAL OF CONSENT AGENDA ITEMS A-F 
 
A. SERVICE RETIREMENTS 

 
CITY OF SAN DIEGO 
 
1. Jesse Ballesteros, Water.  Water Technician District Manger.  33.31 years 

creditable service.  Effective date 6/28/2008. 
 
2. Robert Blizzard, Fire - Rescue.  Paramedic.  15.95 years creditable service.  

Effective date 6/26/2008. 
 
3. Angela Bolin, Environmental Services.  Associate Management Analyst.  

38.46 years creditable service.  Effective date 6/10/2008. 
 
4. Susan Curtin, Human Resources .  Career Development Manager.  24.22 

years creditable service.  Effective date 6/8/2008.  (Reciprocity) 
 
5. Teruko Givens, Police/Records.  Police Records Data Specialist.  21.64 

years creditable service.  Effective date 5/8/2008. 
 
6. Wayne Hay, General Services.  Building Maintenance Supervisor.  22.03 

years creditable service.  Effective date 5/30/2008. 
 
7. Violeta Linscott, City Attorney.  Legal Secretary.  0.78 years creditable 

service.  Effective date 8/7/2007.  (Reciprocity) 
 
8. Ellen Sneberger, Library.  Supervising Librarian.  32.97 years creditable 

service.  Effective date 6/28/2008. 
 
9. Michael Watkins, Environmental Services.  Area Refuse Collection 

Supervisor.  20.72 years creditable service.  Effective date 3/27/2008. 
 
10. Cynthia Zatlokowicz, Fire.  Office Assistant II.  11.13 years creditable 

service.  Effective date 6/3/2008.  (Reciprocity) 
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B. DEFERRED RETIREMENT OPTION 
 

CITY OF SAN DIEGO 
 
1. Thomas Adams, General Services.  Utility Worker I.  16.71 years creditable 

service.  Effective date 6/28/2008. 
 
2. Neal Albrektsen, Park & Recreation.  Grounds Maintenance Supervisor.  

20.12 years creditable service.  Effective date 6/28/2008. 
 
3. Joseph Bane, Police.  Sergeant.  23.06 years creditable service.  Effective 

date 6/14/2008. 
 
4. Edilberto Basilan, Environmental Services.  Sanitation Driver II.  20.08 years 

creditable service.  Effective date 5/17/2008. 
 
5. James Bence, General Services.  Equipment Painter.  13.83 years creditable 

service.  Effective date 6/28/2008. 
 
6. Robert Bigbie, Police.  Sergeant.  26.20 years creditable service.  Effective 

date 6/28/2008. 
 
7. Thongpheth Boutsaboualoy, IT & C Communications.  Communications 

Technician.  22.82 years creditable service.  Effective date 6/30/2008. 
 
8. Michael Brennan, Fire.  Engineer.  28.21 years creditable service.  Effective 

date 6/28/2008. 
 
9. Ron Brown, Metropolitan Wastewater.  Field Representative.  24.36 years 

creditable service.  Effective date 6/28/2008. 
 
10. Richard Burke, Library.  Supervising Librarian.  21.57 years creditable 

service.  Effective date 6/28/2008. 
 
11. Jeffrey Carle, Fire - Rescue.  Assistant Fire Chief.  28.22 years creditable 

service.  Effective date 6/28/2008. 
 
12. Dana Chapin, Water.  Water Production Superintendent.  26.58 years 

creditable service.  Effective date 6/28/2008. 
 
13. Robin Currie, Water.  Supervising Management Analyst.  28.28 years 

creditable service.  Effective date 5/31/2008. 
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14. Charles Dupont, Engineering and Capital Projects.  Assistant Civil Engineer.  

22.80 years creditable service.  Effective date 6/30/2008. 
 
15. Robert Durham, Office of the Chief Information Officer.  Senior 

Communication Technician.  25.85 years creditable service.  Effective date 
5/31/2008. 

 
16. Jeannie Egidi, Police.  Police Dispatch Supervisor.  23.52 years creditable 

service.  Effective date 6/14/2008. 
 
17. Christopher Escudero, Police.  Police Officer II.  29.13 years creditable 

service.  Effective date 6/28/2008. 
 
18. Sherri Edwards, Police.  Word Processing Operator.  20.42 years creditable 

service.  Effective date 5/17/2008. 
 
19. Connie Flagg, Fire.  Clerical Assistant II.  13.82 years creditable service.  

Effective date 6/28/2008. 
 
20. Teresita Flores, Library.  Librarian.  13.18 years creditable service.  Effective 

date 5/6/2008. 
 
21. Edward Francel, Fire - Rescue.  Fire Captain.  24.67 years creditable 

service.  Effective date 5/17/2008. 
 
22. Manuel Garcia, Police.  Detective.  29.13 years creditable service.  Effective 

date 6/28/2008. 
 
23. Daniel Goebel, Fire - Rescue.  Fire Captain.  29.14 years creditable service.  

Effective date 6/28/2008. 
 
24. Kenneth Goebel, Metropolitan Wastewater.  Plant Technician Supervisor.  

31.36 years creditable service.  Effective date 6/30/2008. 
 
25. Makini Hammond, City Attorney.  Deputy City Attorney.  22.13 years 

creditable service.  Effective date 5/3/2008. 
 
26.  David Haney, Water.  Water System Technician IV.  22.50 years creditable 

service.  Effective date 6/28/2008. 
 
27. Ernest Herbert, Police.  Police Lieutenant.  29.25 years creditable service.  

Effective date 6/1/2008. 
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28. Roy Hulbert, Police.  Police Officer II.  20.49 years creditable service.  

Effective date 6/28/2008.  
 
29. Kathryn Joy, City Clerks Office.  Deputy Director.  29.23 years creditable 

service.  Effective date 6/28/2008. 
 
30. Hean Kao, Information Technology & Communications.  Communications 

Technician.  23.26 years creditable service.  Effective date 6/28/2008.  
 
31. Christopher Kirchhofer, Fire.  Captain.  27.45 years creditable service.  

Effective date 6/28/2008. 
 
32. Janice Knorr, General Services.  Electronic Publishing Specialist.  21.96 

years creditable service.  Effective date 6/14/2008. 
 
33. Gerry Kramer, Police.  Police Officer II/Detective.  27.69 years creditable 

service.  Effective date 6/28/2008. 
 
34. PK Kushner, Police.  Police Dispatch Supervisor.  27.09 years creditable 

service.  Effective date 6/28/2008. 
 
35. Sharon Lane, Police.  Intermediate Stenographer.  20.08 years creditable 

service.  Effective date 5/17/2008. 
 
36. Jorge Leon, Police.  Sergeant.  29.13 years creditable service.  Effective 

date 6/28/2008. 
 
37. Jeanette Livingston, Retirement.  Associate Management Analyst.  10.39 

years creditable service.  Effective date 6/28/2008. 
 

38. Cuu Luong, General Services.  Senior Motive Service Technician.  21.69 
years creditable service.  Effective date 6/14/2008. 

 
39. Ledenila Mateo, City Clerks Office.  Deputy City Clerk I.  31.92 years 

creditable service.  Effective date 6/28/2008. 
 
40. Manuel Mojica, General Services.  Associate Mechanical Engineer.  25.91 

years creditable service.  Effective date 6/14/2008. 
 
41. Steven Meyer, Metropolitan Wastewater.  Senior Chemist.  28.10 years 

creditable service.  Effective date 6/28/2008. 
 
42. Robin Oleksow, Retirement.  Retirement Financial Specialist III.  24.05 years 

creditable service.  Effective date 6/28/2008. 
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43. William Orvosh, Police.  Police Officer II.  11.94 years creditable service.  

Effective date 5/17/2008. 
 
44. Joe Perez, Park & Recreation.  Equipment Operator I.  22.70 years 

creditable service.  Effective date 6/28/2008. 
 
45. Jamie Richards, Metropolitan Waste Water.  Associate Civil Engineer.  20.26 

years creditable service.  Effective date 6/28/2008. 
 
46. Judy Richardson, Police.  Word Processing Operator.  11.05 years creditable 

service.  Effective date 6/28/2008. 
 
47. Carlos Ronquillo, Police.  Police Officer II.  20.00 years creditable service.  

Effective date 6/28/2008. 
 
48. Lawrence Roser, Police.  Police Officer II.  25.82 years creditable service.  

Effective date 5/31/2008. 
 
49. Gloria Saldivar, Fire.  Office Manager.  43.73 years creditable service.  

Effective date 6/28/2008. 
 
50. Leslie Stewart, Police.  Police Officer II.  22.02 years creditable service.  

Effective date 6/28/2008. 
 
51. Joan Talbert, Auditor.  Accountant III.  34.32 years creditable service.  

Effective date 6/19/2008. 
 
52. Joseph Tolentino, Development Services.  Cashier.  26.73 years creditable 

service.  Effective date 4/14/2008. 
 
53. Russell Webster, Development Services.  Plan Review Specialist III.  18.82 

years creditable service.  Effective date 6/28/2008. 
 
54. Roseann Wells, Park & Recreation.  Assistant Center Director.  31.44 years 

creditable service.  Effective date 6/28/2008. 
 
 
C. STATEMENTS OF MEMBERSHIP THROUGH MAY 30, 2008
 

Retired 
(including 
DROP’s) 

1981 
Pension 

Plan 
Continuance DRO’s Active Retired 

Deaths 
Active Member 
Deaths (paid) 

Enrolled Deferred / 
Inactive 

5927 2 960 165 9842 13 0 93 2728 
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D. ACTIVE DROP TO RETIRED DROP 
 
Betty Bixby Police Detective 06/30/2008
Horace Bixby Communications Technician 06/30/2008
Paula Bryant Police Dispatch Administrator 06/30/2008
Neal Buckley Fire Captain 04/18/2008
James Carter Electronic Publishing Specialist 06/30/2008
Robert Cazin Principle Traffic Engineering Aide 06/06/2008
Robert Crecely Plasterer 06/30/2008
Robert Didion Project Officer II 06/25/2008
Luis Duarte Jr. Fire Captain 06/28/2008
Alfredo Gallardo Jr. Supervising Personnel Analyst 06/30/2008
Sandra Garcia Supervising Personnel Analyst 06/29/2008
Richard Houle Latent Print Examiner 05/31/2008
Michael Hurley Lieutenant 06/30/2008
Maryanne Kind Grants Coordinator 06/30/2008
James Love Public Works Supervisor 06/14/2008
Ronald Mispagel Fire Captain 06/23/2008
Gloria Oloya Associate Management Analyst 05/31/2008
Ann Persons Youth Services Librarian 06/30/2008
Randall Plese Fire Captain 06/15/2008
Ricky Powell Police Officer 06/28/2008
Bert Randlett Sergeant 06/01/2008
Sandra Simmons Principle Engineering Aide 06/29/2008
Rudi Southerland Fire Captain 06/14/2008
Curtis Stewart Auto Parts Stock Clerk 06/21/2008
Ernest Tamayo Supervising Plan Review Specialist 06/11/2008
Gregory Walker Principal Engineering Aide 06/07/2008
John Wray Sergeant/Detective 06/07/2008
Janet Wright Sergeant/Detective 06/30/2008
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E. DROP ACTIVITY THROUGH MAY 30, 2008
 

TOTAL ACCOUNTS: DROP ACTIVE AND RETIRED, FUNDS LEFT ON ACCOUNT 1,639 
TOTAL DEPOSITS:   DROP ACTIVE AND RETIRED, FUNDS LEFT ON ACCOUNT $304,571,766.29 

DROP ACTIVE MEMBERS DROP RETIRED MEMBERS, 
FUNDS LEFT ON ACCOUNT 

PLAN COUNT BALANCE PLAN COUNT BALANCE 

LEGISLATURE 0 $0.00 LEGISLATURE 1 $42,606.69 

GENERAL 555 $62,122,879.17 GENERAL 339 $50,213,677.39 
SAFETY 

LIFEGUARD 6 $1,224,511.78 
SAFETY 

LIFEGUARD 4 $681,062.83 
SAFETY 
POLICE 216 $43,851,989.18 SAFETY POLICE 149 $44,064,476.94 

SAFETY FIRE 165 $43,074,476.86 SAFETY FIRE 151 $53,072,713.15 

UPD SAFETY 7 $956,351.02 UPD SAFETY 2 $382,967.69 

UPD GENERAL 30 $3,974,004.37 UPD GENERAL 7 $354,505.22 

APA GENERAL 6 $404,649.81 APA GENERAL 1 $150,894.19 
TOTAL 

 DROP ACTIVE 985 $155,608,862.19 
TOTAL 

 DROP RETIRED 654 $148,962,904.10 
 
 
 
F. TERMINATIONS/WITHDRAWALS OF CONTRIBUTIONS FOR THE MONTH OF 

MAY 2008
 

NAME MEMBERSHIP 
HOOTMAN, CAROLINE General 
HOLTON, GARETT Safety Police 
KUMMERMAN, HOWARD  General 
LARSEN, ERIK Safety Police 
MCCORD, MICHAEL General 
TUCKER, CHRISTINA Safety Police 
MOOTRY, TOMMY UPD General 
VALLE, ROGELIO General 
 
TOTAL WITHDRAWAL OF CONTRIBUTIONS:                $77,749.25 
 

 

 



SDCERS BOARD MEETING 
FRIDAY, JUNE 20, 2008 
AGENDA 
PAGE 9 
  
 
III. CONSIDERATION AND ACTION OF ITEMS PULLED FROM CONSENT 
 AGENDA 

 
 
IV. BUSINESS OPERATIONS 

 
A. OLD BUSINESS 
 
 ACTION REQUESTED 
 

1. Mark Hartwell’s request for reconsideration of the Board’s 11-0 decision to 
refer the results of his medical re-examination for hearing.  Elaine Reagan  
(TAB 1) 

 
2. Harvey Kitchel’s request for reconsideration of Board’s 11-0 decision to 

adopt Judge Kevin Midlam’s recommendation to deny his application for 
disability retirement.  Elaine Reagan  (TAB 2) 

 
B. NEW BUSINESS
 
 ACTION REQUESTED 
 

1. Response to San Diego Unified Port District resolution concerning SDCERS’ 
investments in Iran.  Chris Waddell  (TAB 3) 

 
2. Response to UNASD’s request concerning SDCERS’ investments in Sudan.  

Chris Waddell  (TAB 4) 
 
3. Authorize Board President to sign Asset Transfer Memorandum of 

Understanding between the San Diego Unified Port District and SDCERS.  
Mark Hovey  (TAB 5) 

 
 

V. TRAINING 
 
A. NEW BUSINESS 
 

ACTION REQUESTED 
 
 1. International Investing and Emerging Markets, August 25-27, 2008, San 

Francisco, CA.  Chris Waddell  (TAB 6) 
 
 2. Planning Calendar.  Chris Waddell  (TAB 7) 
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VI. DISABILITY COMMITTEE – WILLIAM SHEFFLER, CHAIR  (TAB 8) 

 
A. STATUS REPORTS
 
B. DISABILITY-RELATED ADMINISTRATION
 

NO ACTION REQUESTED 
 

1. Discussion of holding Disability hearings in Closed Session (continued to 
July). 

 
C. APPROVAL OF DISABILITY CONSENT AGENDA ITEMS 1-7
  

ACTION REQUESTED 
 

1. Staff’s recommendation to approve the industrial disability retirement 
application of Thaddeus Borkowski.  (TAB 9) 

 
2. Staff’s recommendation to approve the industrial disability retirement 

application of James Henderson.  (TAB 10) 
 
3. Staff’s recommendation to approve the industrial disability retirement 

application of Scott Lee.  (TAB 11) 
 
4. Staff’s recommendation to approve the industrial disability retirement 

application of William Shimp.  (TAB 12) 
 
5. Staff’s recommendation to refer to hearing the industrial disability retirement 

application of Javette Johnson.  (TAB 13) 
 
6. Staff’s recommendation to refer to hearing the industrial disability retirement 

application of Timothy Neuhaus.  (TAB 14) 
 
7. Staff’s recommendation to waive Board Rule 15.170 and allow May 

Quintanilla an additional 90 day continuance.  (TAB 15) 
 
D. CONSIDERATION AND ACTION OF ITEMS PULLED FROM DISABILITY 

CONSENT AGENDA 
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E. AFFIDAVIT AND RE-EXAMINATION PROJECT
 

NO ACTION REQUESTED 
 

1. Affidavit and Re-Examination Project Chart.  (TAB 16) 
 
2. Disability-Related Legal Services Report.  (TAB 17) 

 
 
VII. BUSINESS AND GOVERNANCE COMMITTEE – MARK SULLIVAN, CHAIR  

(TAB 18) 
 
A. NEW BUSINESS 
 

NO ACTION REQUESTED 
 
1. Notice of Underpayment – Michael Myers.  (TAB 19) 
 
ACTION REQUESTED 
 
2. Repeal Board Rules 1.10 (Fiduciary Responsibilities), 1.20 (Prohibited Actions), 

1.30 (Censure or Removal of Board Members), 1.40 (Duties of Board), 1.41 
(Actuarial Responsibilities), 1.42 (Investment Responsibilities), 1.43 (Benefit 
Responsibilities) and 1.44 (Administrative Responsibilities) and approve Board 
of Administration Charter. (Continued from April.)  (TAB 20) 

 
3. Repeal Board Rules 2.00 (Officers), 2.01 (Duties of the President), 2.02 (Duties of 

the Vice President), 2.10 (Secretary) and 2.11 (Duties of the Secretary) and 
approve Board Officers and Secretary Charter. (Continued from April.)  (TAB 21) 

 
4. Repeal Board Rules 3.00 (Establishment of Committees), 3.01 (The 

Investment Committee), Rule 3.02 (The Business and Governance 
Committee), Rule 3.03 (The Executive Committee), Rule 3.04 (The Audit 
Committee) and Rule 3.05 (Disability Committee) and approve Committees 
Charter. (Continued from April.)  (TAB 22) 

 
5. Approve Closed Session Policy. (Continued from April.)  (TAB 23) 
 
6. Repeal Rule 7.50 and adopt Overpayments Policy and Underpayments 

Policy.  (TAB 24) 
 
7. Designation of Authorized Signatories.  (TAB 25) 
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8. Staff’s recommendation to deny Ricky Powell’s appeal of staff’s correction of 

over payment to his DROP account.  (TAB 26) 
 
9. Approval to execute an information technology consulting services contract with 

Linea Solutions, Inc., for a two-year term not to exceed $450,000.  (TAB 27) 
 
10. Approval to execute an information technology consulting services contract 

with Zebra-net, Inc., for a one-year term not to exceed $75,000.  (TAB 28) 
 
11. Approval to issue an RFP for printing and publishing services. 
 

B. STATUS REPORTS
 

NO ACTION REQUESTED 
 

1. Staff Reports by Division. 
● Benefits Administration.  (TAB 29) 
● Compliance.  (TAB 30) 
● Finance and Administration.  (TAB 31) 
● Information Technology.  (TAB 32) 
● Legal Services.  (TAB 33) 
● Member Services.  (TAB 34) 

 
2. April 2008 Financial Statements.  (TAB 35) 
 
3. Milestone Report.  (TAB 36) 

 
 

VIII. AUDIT COMMITTEE – ARMON KAMESAR, CHAIR  (TAB 37) 

 
A. STATUS REPORTS

 
NO ACTION REQUESTED 
 
1. Chief Compliance Officer status report.  (TAB 30) 
 
2. Internal Auditor monthly status report. 
 
3. Discussion of Audit Committee Charter.  (TAB 38) 
 
4. Discussion of Audit Committee meeting schedule. 
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IX. INVESTMENT COMMITTEE – STEVEN MEYER, CHAIR  (TAB 39) 

 
A. NEW BUSINESS
 

NO ACTION REQUESTED 
 
1. Presentation in accordance with SDCERS’ Watch List Policy from Salus 

Capital Management on investment philosophy, process and recent 
underperformance of the market neutral portfolio.  (TAB 40) 

 
2. Review and discussion of the role of market neutral investing in SDCERS’ 

manager structure.  (TAB 41) 
 
3. Review and discussion of SDCERS’ manager structure analysis.  (TAB 42) 
 
ACTION REQUESTED 

 
4. Amend SDCERS’ Investment Policy Statement to clarify roles in the manager 

search process.  (TAB 43) 
 

B. STATUS REPORTS 
 

NO ACTION REQUESTED 
 

1. Adoption of a performance based fee structure for global REITS.  (TAB 44) 
 

2. Staff Reports – Executive Summary.  (TAB 45) 
 
● Investment Division Status Report and Proxy Voting Activity through  
 April 2008. 
● Year-To-Date Realized Gains Chart through April 30, 2008. 
● History of Realized Gains/Losses from July 2002 - April 2008. 
● Managers’ Watch List. 
● SDCERS’ Asset Allocation Status. 
● Securities Lending Earnings Report through April 30, 2008. 
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X. QUESTIONS AND COMMENTS FROM PRESIDENT, TRUSTEES AND STAFF 

 
 

XI. CLOSED SESSION  

 
California Government Code Sections 1090 and 87100, et. seq., Additional 
Interest Disclosure Relating to Closed Session Items:
 
In addition to the disclosures listed at the beginning of this Agenda, the following 
disclosures are made regarding items on the Closed Session Agenda: 
 
Items A-1, A-4 and A-6 (POA Litigation):  Board Member Mark Sullivan is a director 
with the Police Officer Association and has a conflict of interest in the litigation between 
the POA and SDCERS due to his conflicting duty of loyalty to the POA and SDCERS 
as opposing parties in the litigation. Mr. Sullivan has recused himself from any 
participation in the POA litigation. 
 
Item A-5 (MOU Effective Date Litigation):  SDCERS’ Board Member, Jo Anne 
SawyerKnoll and Administrator, David Wescoe, have a potential personal financial 
interest in the MOU Effective Date Litigation as they could be eligible for the benefits at 
stake, and have recused themselves from participation in this matter. SDCERS’ 
General Counsel Christopher Waddell has signed an irrevocable waiver of his right to  
the benefits at stake in the MOU Effective Date Litigation (Retiree Health, General 5 
Year Purchase of Service, 13th Check and DROP) eliminating any personal financial 
interest he may have in this litigation. As a result, Mr. Waddell is not recused from 
participation in the MOU Effective Date Litigation. 
 
Item A-7 (PSC Litigation):  Board Members Mark Sullivan, John Thomson, Franklin 
Lamberth and Steve Meyer have a potential financial interest in the litigation involving 
the pricing of PSC Contracts as each of these Board Members have purchased years 
of additional service credit through Purchase of Service Credit contracts with SDCERS. 
These Board Members have recused themselves from any participation in the PSC 
litigation. 
 
A. CONFERENCE WITH LEGAL COUNSEL - EXISTING LITIGATION 

(SUBDIVISION (a) OF SECTION 54956.9, CALIFORNIA GOVERNMENT CODE) 
 

GENERAL LITIGATION 
 

1. San Diego Police Officers Association v. Michael Aguirre, et al., United States 
District Court Case No. 05CV1581 
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2. SDCERS v. City of San Diego & City Attorney Michael Aguirre, San Diego 

Superior Court No. 841845 
 
3. San Diego City Employees’ Retirement System v. City of San Diego, San 

Diego Superior Court Case No. GIC 851286 
 
4. Erica Aaron et al. v. Mike Aguirre, City of San Diego, San Diego City 

Employees’ Retirement System, et al. (aka POA Class Action); Case No. 
08CV1451 

 
5. City of San Diego v. San Diego City Employees’ Retirement System, et al., 

Case No. 37-2007-00077604-CU-MC-CTL  (MOU effective date) 
 
6. San Diego Police Officers Association v. Michael Aguirre, City of San Diego, 

and San Diego City Employees’ Retirement System, et al., Case No. 37-2007-
00075432-CU-MC-CTL 

 
7. City of San Diego v. San Diego City Employees’ Retirement System, et al., 

Case No. 37-2007-00061912-CU-WM-CTL  (PSC) 
 
B. PUBLIC EMPLOYEE RELEASE/HEARING ON APPLICATION FOR 

DISABILITY RETIREMENT [Cal. Gov. Code Sec. 54957(b)]:  ONE CASE 
 

1. Application of Renata Przyborowski. 
 

C. PUBLIC EMPLOYEE PERFORMANCE EVALUATION [Gov. Code §54957(b)(1)]: 
 
1. Internal Auditor 
 
2. Chief Compliance Officer 
 
3. General Counsel 
 
4. Retirement Administrator 
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XII. NON-DOCKET ITEMS 

 
 
XIII. NEXT MEETING 
 

Friday, July 18, 2008 - 8:30 A.M. 
401 West A Street 

SDCERS Boardroom, Third Floor 
San Diego, CA  92101 

 

XIV. ADJOURNMENT 

 

 





























































































































































































































































































































































































































































































































Salus Capital Management, Inc.Salus Capital Management, Inc.
Equity Market Neutral (MN) Equity Market Neutral (MN) 

Investing Since 1993 Investing Since 1993 

Prepared for:Prepared for:

San Diego City EmployeesSan Diego City Employees’’
Retirement SystemRetirement System

June 19, 2008June 19, 2008

Mr. Bradford J. Ebner - President
Mr. Milbrey (Casey) Jones – Partner/Director of Marketing

Salus Capital Management, Inc.
500 South Grand Avenue, Suite 1680

Los Angeles, CA 90071
Phone:  (213) 624-2800

Facsimile:  (213) 624-2864
E-mail: bebner@saluscapital.com
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Salus Capital Firm Overview
SALUS  \sä´lùs\ n, in Roman Mythology, 
was the Goddess of Safety and Prosperity

Salus Capital Firm Overview
SALUS  \sä´lùs\ n, in Roman Mythology, 
was the Goddess of Safety and Prosperity

♦ Founded 1993 as SEC Registered 
Investment Advisor

♦ Blue-Chip Public, Union & Corporate 
Client Base

♦ Strong 15 Year Equity MN Investment 
Record 

♦ Investment Process Combines Custom 
Quant Models, Rigorous Risk Controls & 
Experienced Professional Judgment

♦ 100% Focus on Value-Added, Limited 
Capacity Investment Strategies Including 
Equity MN, Portable Alpha “Equitized 
MN” & 130/30 Enhanced Equity Core

♦ Salus Edge: Combine Custom Quant 
Models With 20 Years Practical Equity 
Investing Experience
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Salus Capital Management, Inc.
Structure & Ownership

Salus Capital Management, Inc.
Structure & Ownership

♦ Los Angeles Based RIA, Owned by Co-Founders Brad 
Ebner & Kam Lee

♦ Four Additional Partners (Eric Colon, Casey Jones, 
Joseph Fontamillas, Tony Kim)

♦ Over Half of Salus Staff Devoted to Portfolio Management 
/ Research

Salus Offers Stability – Senior Investment Team of Brad Ebner, Kam Lee & 
Eric Colon Together Since Day 1 of Salus Capital (15+ Years)

Portfolio ManagersPortfolio Managers
Bradford J. Ebner, President

BA University of Michigan, MBA Wharton School, University of Pennsylvania 

Kam M. Lee, CEO
BS, MBA University of Southern California

Bradford J. Ebner, President
BA University of Michigan, MBA Wharton School, University of Pennsylvania 

Kam M. Lee, CEO
BS, MBA University of Southern California

Traders/ResearchTraders/Research Marketing/ 
Compliance/Client Service

Marketing/ 
Compliance/Client Service

Eric Colon, Partner
Joseph Fontamillas, Partner

Peter Ling

Eric Colon, Partner
Joseph Fontamillas, Partner

Peter Ling

Milbrey (Casey) Jones, Partner
Tony S. Kim
Andrea Hong

Jennifer Kwon

Milbrey (Casey) Jones, Partner
Tony S. Kim
Andrea Hong

Jennifer Kwon

Marketing/ 
Compliance/Client Service

Marketing/ 
Compliance/Client Service

Milbrey (Casey) Jones, Partner
Tony S. Kim, Partner

Andrea Hong
Claudia Penilla

Milbrey (Casey) Jones, Partner
Tony S. Kim, Partner

Andrea Hong
Claudia Penilla
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Strategy Description
Salus Equity Market Neutral (MN) 

Strategy Description
Salus Equity Market Neutral (MN) 

♦ Invest Equal Dollars Long & Short (+/-
3%) in U.S. Stocks, Maintaining Hedged 
Structure At All Times

♦ Stock Selection Based on Custom Models 
that Rank Russell 1000 Stock Index on 
Value, Growth & Momentum Criteria

♦ Risk Controls Based on Quant & 
Qualitative Disciplines

♦ Profits Earned From 1) Interest Earned 
On Shorts (i.e. Interest Income Return); 
and 2) Performance Spread Between 
Stocks Held Long and Stocks Sold Short 
(i.e. Stock Selection Return)

♦ Salus Investment Objectives: Annual 
Target Return Over T-Bills 3-4%, Target 
Volatility 3-4% with Low Correlation to 
Stocks/Bonds

♦ Assets Held In Client’s Own Managed 
Account With Prime Broker/Custodian, 
Offers Full Transparency to Investor 
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Salus Capital Equity MN:
Investment Strategy Description Cont’d  

Salus Capital Equity MN:
Investment Strategy Description Cont’d  

♦ Profit From Spread Between Stocks Purchased vs. 
Stocks Sold Short 

♦ Stock Selection Return + Interest Return = Total Return

♦ Maintaining Hedged Structure Reduces Exposure to 
Market Risk

Hypothetical Long-Term Long-Short Equity MN Returns

-50%

50%

150%

250%

350%

450%

1981 1984 1987 1990 1993 1996 1999

Longs
Shorts

Stock Selection 
Return

                       Short These Stocks 
  (Proceeds Earn Interest Income)

Buy These Stocks
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Hypothetical Illustration of Equity 
MN Return Components: 

Interest Income Return + Stock Selection 
Return 

Hypothetical Illustration of Equity 
MN Return Components: 

Interest Income Return + Stock Selection 
Return 

*The chart and returns above do not represent the returns of any existing portfolio.  Instead, its intent is to 
hypothetically illustrate the sources of return in an investment strategy that utilizes equity market neutral.  
The chart should not be construed as the performance data of Salus Capital nor that of any actual account. 
Since the chart above does not represent actual trading, it does not reflect the impact that material 
economic and market factors might have on an investment adviser’s decision making if the adviser were 
actually managing client’s money. There Are No Guarantees That any Investment Strategy, Including a 
Market Neutral Investment, Will Be Profitable. Please contact Salus Capital for performance information 
including disclosures on its equity market neutral investment strategy.

** Historically, interest income has averaged 4% (9/91-5/08). As of May 31, 2008, Equity MN interest 
income was approximately 2%.  This rate may be higher or lower in the future based on the level of short-
term interest rates.  

0.0%

1.0%

2.0%

3.0%

4.0%

5.0%

6.0%

7.0%

8.0%

Salus Equity MN Strategy

Hypothetical Annual Equity MN Total Return of 7-8% = Historical Interest 
Income of 4% + Salus Target Stock Selection Return of 3-4%*

Historical Interest 
Income 4%**

Salus Target Stock 
Selection Return 3-4%*

Equity MN 
Total Return        

7-8%*
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♦ Rank Russell 1,000 Stock Universe Through 
Custom Quant Stock Selection Models, 
Emphasizing 10 Sector-Specific Models 
Whose Formulations Vary Sector-By-Sector 

♦ Within Each Sector Purchase Highly 
Ranked Stocks & Sell Short Poorly Ranked 
Stocks, Subject to Portfolio Risk Controls

♦ Risk Controls: Portfolio Sector, Beta, Dollar 
& Market Cap Neutral;  Real-Time 
Portfolio Rebalancing & Qualitative Due 
Diligence Enhance Risk Controls

♦ Salus Uses 20 Years Experience of 
Professional Judgment to Adjust Models 
Over Time in Response to Changing 
Market Conditions

Salus Capital Market Neutral:
Investment Process Overview

Salus Capital Market Neutral:
Investment Process Overview
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Salus Dynamic, Custom Quant Stock 
Selection Models

Salus Dynamic, Custom Quant Stock 
Selection Models

Salus Tests Over 400 Factors on Russell 1000 
Stock Universe Over Trailing 3 & 6 Year 
Periods / Performs Out of Sample Testing 
Over Multiple Periods to Mitigate Data-

Mining Effects

Salus Builds 10 
Sector Models 
With Varying 

Factor 
Formulations 

Including Custom 
Factors Created by 
Salus (5-7 Factors 

Per Model, 10-30% 
Wts Per Factor)

Each Sector 
Model Diversified 

Across Factor Styles 
(Value 30-40% Wts, 

Growth 30-40%, 
Earnings Quality 

10-20%, Price 
Momentum 10-

20%) To Maximize 
Consistency of 

Returns

Salus Modifies / 
Re-weights 

Factors Over 
Time (Quarterly) 
Based on Ongoing 

Research & 
Changing Market 

Conditions

♦ Rank Stocks on Percentile Basis Within Each Sector & 
Purchase Highly Ranked Stocks & Sell Short Poorly 
Ranked Stocks, Subject to Portfolio Risk Controls*

Research Culls 400 Factors  To 40-50 Best 
Performing Based on IC, IR, Quintile Spread 

& Hit Ratio Over Previous 6 Year Period

*From time to time, stock selection criteria may change or exceptions may be made in 
selecting long and short positions.
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Salus Capital Risk Management-
Combining Quantitative & Active 

Qualitative Risk Controls

Salus Capital Risk Management-
Combining Quantitative & Active 

Qualitative Risk Controls
♦ Quant Risk Controls Include $, Beta, 

Market-Cap & Sector Neutrality

♦ Active Qual Risk Controls Include Profit-
Taking, Stop-Losses & Comprehensive 
Portfolio News Monitoring

♦ Salus Stock Universe / Asset Size / Intense 
Focus on Trading Keeps Transaction 
Costs Historically Low 

♦ Combination of Quant + Active Qual Risk 
Controls, as well as Maintaining Ample 
Trading Liquidity, Has Resulted in Low 
Volatility For Salus Equity MN 
Portfolios*

*Salus Annual Volatility:  3 Year = 3.5%, 5 Year = 3.0%, 15+ Year = 4.2%
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Salus Capital Long-Short Equity MN Risk Controls:
Equity Exposure, Market Cap & Sector Neutral

Salus Capital Long-Short Equity MN Risk Controls:
Equity Exposure, Market Cap & Sector Neutral

* Data as of  May 31, 2008

Long and Short Exposure by Sector*

-30

-20

-10

0

10

20

30

Energy
Materials

Industrials
Consumer Discretionary

Consumer Staples

Health Care
Financials

Information Technology

Telecom
Utilities

%
 L

on
g 

/ S
ho

rt

Long Short

Long and Short Exposure by Market Capitalization*

-50

-25

0

25

50

Mega (>= 20 bil) Large (>=5 bil, < 20 bil ) Mid (>=1 bil,  5 bil ) Small (>0, <1 bil)

%
 L

on
g 

/ S
ho

rt

Long Short

Long and Short Equity Exposure Level*

-150

-100

-50

0

50

100

150

12/07

1/08

3/08

4/08

5/08
E

xp
os

ur
e 

(%
)

Longs
Net
Shorts



11 Salus Capital

Salus Equity MN Performance Update Salus Equity MN Performance Update 

♦ Recent Returns Hurt by Underperformance of Quant 
Strategies During Credit Crisis From 2nd Half ’07 to 1Q ’08 

♦ Salus Equity MN Outperforms Fixed-Income & T-Bills 
Over Last 3 & 5 Year Periods as well as Over the Long-
Term By 1-3% Annually

♦ Historically, Salus has Achieved Above-Average Results 
Following Periods of Underperformance (See Performance 
Cycles Chart on Following Page)

♦ As 2Q Update, Salus Returns +2.0% Thru Early June

Investment Strategy
2008 YTD Gain 

(12/31/07 to 
5/31/08)

3 Year Ann. 
Gain (5/31/05 

to 5/31/08)

5 Year Ann. Gain 
(5/31/03 to 5/31/08)

SDCERS Salus Equity MN Account (Gross) -1.3 5.2 4.1

US Corp/Govt 1-5 Year 1.6 4.6 3.3

US T-Bills (91-Day) 1.0 4.3 3.2

Cumulative and Annualized Gain*
Inception-to-Date:  September 1991- May 2008
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  Salus Equity MN:  6.7% Annualized Gain
US Corp/Gov 1-5 Yrs: 5.8% Annualized Gain
US T-Bills (91-Day): 4.1% Annualized Gain

Stock Mkt Bubble

Salus Equity MN:   
195.2%

US Corp/Gov 1-5 Yrs: 
155.2%

US T-Bills (91-Day): 
95.1%

Credit Crisis

SDCERS Start Date
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Salus Equity MN Performance Cycles (Oct 
’91 – Mar ’08) & Salus Equity MN Average 

Performance in Up and Down Cycles

Salus Equity MN Performance Cycles (Oct 
’91 – Mar ’08) & Salus Equity MN Average 

Performance in Up and Down Cycles

♦ Salus returns have been cyclical over the past 15+ years

♦ Short-term periods of weak returns have been followed 
by long-term periods of above-average returns

♦ Down cycles have coincided with extreme market 
environments while ensuing up cycles have corresponded 
with more rational markets when relative earnings 
fundamentals & valuations drive individual stock price 
performance

Salus Equity MN Average 
Performance in Up & Down Cycles* 
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Exhibit 1 - Salus Equity MN Performance Cycles (Oct '91-Mar '08)*
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Equity MN Role Within Diversified 
Portfolio - Salus Equity MN Low 

Correlation With Other Major Asset 
Classes Enhances Portfolio 

Diversification

Equity MN Role Within Diversified 
Portfolio - Salus Equity MN Low 

Correlation With Other Major Asset 
Classes Enhances Portfolio 

Diversification
Salus Equity Market
Neutral with...              Correlation*

S&P 500 -0.05
Foreign Stocks: EAFE -0.14
Bonds: US Govt (10+ Years) 0.01
Bonds: US Corp/Govt (1-5 Year)           0.05
T-Bills 0.04

Correlation coefficient provides a measure of how closely the returns of one variable move 
with another.  It ranges from -1 to +1, with +1 indicating a perfect positive correlation, 
occurring only when the returns of the two variables move exactly at the same time, in the 
same direction, and with a constant relationship to each other. 
*As of March 31, 2008

Bear Market Performance:  3-Year Period, 
March 2000 to March 2003 (Cumulative Returns)

Salus Equity MN +24.6% Gross / +21.9 Net

S&P 500 Stock Index -40.9%

Nasdaq Stock Index -70.4%



14 Salus Capital

Salus Equity MN as a Diversifier: 
Salus Equity MN vs. S&P 500 

During Periods of Declining Stock 
Prices

Total Return Comparison During the 70 Months in 
Which the S&P 500 Posted Negative Returns (Sept ‘91 –

May ‘08)

Salus Equity MN as a Diversifier: 
Salus Equity MN vs. S&P 500 

During Periods of Declining Stock 
Prices

Total Return Comparison During the 70 Months in 
Which the S&P 500 Posted Negative Returns (Sept ‘91 –

May ‘08)
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S&P 500 Index

Salus
Equity MN

♦ Since November 1991, the S&P 500 has had negative returns in 70 monthly 
periods.

♦ Salus market neutral outperformed the S&P 500 in 67 out of the 70 months.

♦ Salus market neutral achieved positive returns in 67% of the down months 
(47/70).

♦ Salus market neutral gained 49.9% during these same periods in which the 
S&P 500 experienced a cumulative decline of –90.3%.
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Current Market Conditions/Forecast
Low Fixed-Income Yields, Single-Digit 

Expectations For Stock Returns Make Salus 
Equity MN Attractive Going Forward

Current Market Conditions/Forecast
Low Fixed-Income Yields, Single-Digit 

Expectations For Stock Returns Make Salus 
Equity MN Attractive Going Forward

2.7%

6.7%

0%

5%

10%

15%

US Stocks: Consensus
Estimates Next 5 Years

Current Yield: 1-5 Year
US Govt. Bond

Salus Equity MN Return
9/91 to 5/08

Annualized Returns - Stocks, Bonds & 
Salus Equity MN

6 - 8%

♦ Current Fixed-Income Rates Low, in the 2-3% Range, 
Effectively Offering Negative Real Returns When 
Considering Inflation Running at 3-4% Annually 

♦ US Stocks Expected Return Estimates Fall in the Mid-
Single Digit Range with Relatively High Volatility

♦ Equity MN an Attractive Alternative/Good Portfolio 
Diversifier in Current Environment

♦ Turmoil Caused By Credit Crisis Has Created Above-
Average Opportunities for Equity MN Going Forward
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Salus Capital Staff BiosSalus Capital Staff Bios
Portfolio Management / Research

Bradford J. Ebner – President/Chief Compliance Officer: Prior to co-founding Salus Capital, Mr. Ebner 
was Vice President, Portfolio Manager and Director of Marketing for SSI Investment Management.  Mr. 
Ebner also worked as an Associate at Bankers Trust Company in New York.  Mr. Ebner earned a BA in 
Economics at the University of Michigan and an MBA in Finance from the Wharton School of the University 
of Pennsylvania.   Mr. Ebner has responsibility over portfolio management, client relations and compliance.  

Kam M. Lee - CEO: Prior to co-founding Salus Capital, Mr. Lee was Vice President, Portfolio Manager 
and Director of Research for SSI Investment Management in Los Angeles.  Mr. Lee holds a BS in 
Mathematical Economics and an MBA in Investments/Quantitative Analysis from the University of Southern 
California.  He also worked for the Standard Charter Bank in Hong Kong focusing on econometric modeling 
and securities analysis.  Mr. Lee exercises the primary investment responsibility for all Salus Capital 
accounts.  In addition, Messrs. Ebner and Lee head Salus Capital’s risk control and investment policy 
committee.  The investment policy committee meets daily and weekly to develop investment ideas and 
construct portfolios with optimal reward-to-risk characteristics.

Peter Ling  - Consultant, Research:  Mr. Ling focuses on research & production of Salus’ quantitative 
factors & models.  Mr. Ling holds a BS in Industrial Engineering from Chung Yuan Christian University in 
Taiwan and Masters Degree in Computer Information Systems from University of Houston.  Mr. Ling’s work 
experience includes positions with EDS and FMC Corp.  

Trading

Eric Colon – Partner/Head Equity Trader:  Mr. Colon brings over 15 years of equity trading experience to 
Salus.  Prior to joining Salus, he gained trading experience at Jefferies & Co., Wedbush Morgan Securities 
and BankAmerica Investment Services.  Mr. Colon works directly with Kam Lee in implementing Salus' 
equity trades. 

Joseph Fontamillas – Partner/Trader:  Mr. Fontamillas earned a BA degree from USC in 1994.  Mr. 
Fontamillas has responsibilities in equity trading. 

Marketing / Compliance / Client Service

Milbrey (Casey) M. Jones – Partner/Director of Marketing:  Prior to joining Salus, Mr. Jones was Vice 
President in charge of Client Service/Marketing for Alliance Capital Management, focusing on clients in the 
Taft-Hartley and Public Pension Sector.  He is a member of CALAPRS, the CFA Institute, the Investment 
Management Consulting Association, San Francisco Society of Analysts, and the Olympic Club of San 
Francisco.   Mr. Jones is also a trustee on the Marin County Retirement System, where he chairs the 
Investment Committee.  For the past 5 years, Mr. Jones has been on the executive committee of SACRS and 
was the president from 2004-2006.  Mr. Jones earned a B.S. degree in Industrial Science from San Jose State 
University and an Advanced Money Management Degree from the Wharton School of the University of 
Pennsylvania.  Mr. Jones has 37 years investment experience working with defined benefit plans. 

Tony S. Kim – Partner/Director of Operations: Mr. Kim earned a BA degree from UCLA in 1995.  He 
has responsibilities in operations and compliance. 

Andrea Hong – Associate, Marketing/Client Relations:  Ms. Hong earned a BA degree from USC in 1998.  
She has responsibilities in marketing, client services and operations.

Claudia Penilla - Associate, Accounting/Operations:  Ms. Penilla is currently in the process of earning a 
BA degree from California State University, Los Angeles.  She has responsibilities in portfolio reconciliation, 
client reporting and operations.
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 SAN DIEGO CITY EMPLOYEES’ RETIREMENT SYSTEM 
 STAFF REPORT 
 
DATE  : June 5, 2008 
 
TO  : SDCERS’ Retirement Board via Investment Committee 
 
FROM  : Doug McCalla, Chief Investment Officer 
        
SUBJECT : The Role of Market Neutral Investing in SDCERS’ Manager 

Structure 
               
 
Background 
In 1988, the Board began taking a more direct role in setting the asset allocation strategy 
and in early 1989, began implementing a multiple specialist manager structure.  The 1989 
asset allocation strategy was conservative and consisted of 35% domestic equity, 55% 
domestic fixed income and 10% real estate, with all exposures actively managed.  The 
domestic fixed income portion was divided into two equal sized benchmark allocations:  
27.5% of total fund assets to the Lehman Aggregate (a market duration exposure); and, 
27.5% to the Merrill 1-5 Year Government/Corporate (a shorter-duration, less volatile 
exposure). 
 
In 1995, the fixed income asset class was reduced from 55% to 36% of assets to facilitate 
the addition of international equities and an increase in the size of the exposure to smaller 
capitalized domestic stocks.  During this transition, the size of the shorter duration bond 
exposure was reduced from 27.5% to 7.8% of assets and convertible bonds were added to 
the fixed income category at 4% of assets.  The shorter duration bond exposure was 
retained as a diversifying counter balance to the increased exposure to smaller capitalized 
stocks and the addition of the convertible bond exposure. 
 
In 1998, the Board replaced the shorter-duration fixed income bond exposure with a market 
neutral investment strategy and reduced this defensive, less volatile component of the 
portfolio to 4.8% of total fund assets.  The market neutral investment process involves the 
simultaneous purchase and sale of equity securities and investing the sales proceeds in 
short-term Federal Funds.  The market neutral strategy was considered defensive and a 
surrogate for shorter-duration bonds due to its bond like volatility, the very short duration 
cash return component of its investment process and the non-correlated return expected 
from the long-short component of its investment process. 
 
In 2001-02, the market neutral segment of the manager structure was expanded to obtain 
additional process diversification by adding two additional market neutral managers.  In this 
diversification process, the size of the market neutral portion of the total portfolio increased 
to 9% (30% of the domestic fixed income category) and the exposure to convertible bonds 
was reduced from 4% to 3% of assets. 
 
Discussion 
The attached SDCERS’ Target Asset Allocation and Investment Manager Structure chart 
displays the current investment structure.  The chart shows the investment mandates, the  
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target proportion of the portfolio allocated to the mandates and the names of the managers 
who have been delegated responsibility to invest assets in each category. 
 
The market neutral exposure is included in the domestic fixed income category of the asset 
allocation structure.  As mentioned above in the Background commentary, the reasons for 
including market neutral in the fixed income category were market neutral’s low, bond-like 
volatility and the significant cash (very low duration) component of its investment returns.  
Market neutral also provides exceptional diversification benefits due to its uncorrelated 
behavior relative to stocks and bonds.  Thus, it performs the role of a shorter duration 
defensive bond allocation by lowering the risk or volatility of the both the fixed income 
category and the total portfolio asset mix. 
 
In addition to the above diversification benefits, the increase in proportion of the market 
neutral component in the asset allocation structure in 2002 was also based on both 
strategic and tactical considerations.  In 2002, it was evident that interest rates and inflation 
had been in a long-term secular decline.  It appeared that interest rates might not have 
room to go very much lower, compared to historical norms.  The decline in interest rates 
since the early 1980’s had added a significant component to the total returns of bonds 
during the following two decades (see attached chart).  As interest rates decline, bond 
values and total returns go up; as interest rates rise, bond total returns decline. 
 
Given this interest rate environment, the increase in the market neutral exposure to 9% of 
assets was also viewed as a defensive position to protect the bond allocation and total 
portfolio in the event that interest rates began increasing.  The cash like return component 
of the market neutral investment process would increase with rising interest rates, without 
suffering the decline in asset prices that would be experienced by a traditional bond 
portfolio.  This strategic positioning of the portfolio paid off significantly during the period of 
2004 through the first half of 2007.  However, since that time, the Fed has lowered the Fed 
Funds rate in seven out of the last eight months and the with the recent decline in interest 
rates, traditional bond exposures have out performed the market neutral exposure. 
 
From a tactical standpoint, it was anticipated that there will come a time after inflation and 
interest rates have gone up, when it will be advantageous to extend the maturity term or 
duration of the cash component of the market neutral exposure.   Two of the three current 
market neutral managers have the capability of securitizing (either with bond or stock 
futures contracts) the large cash component of their investment processes.  Doing this with 
bond futures after interest rates have risen would make the market neutral allocation 
behave more like a traditional bond allocation by delivering a higher interest coupon.  
Additionally, in the event of extreme, rapid market declines such as what occurred in the 
Octobers of 1987 and 1991 and September of 2001, securitizing the cash in the market 
neutral accounts can be used to rapidly and efficiently rebalance the SDCERS portfolio to 
maintain the long-term asset allocation strategy and capitalize on extreme market pricing 
dislocations. 
 
 
Attachments:   SDCERS’ Target Asset Allocation and Manager Structure as of 5/30/08 
    Chart of US 10-Year Treasury Yields vs. Inflation    



SDCERS' Target Asset Allocation and Investment Manager Structure 
As of May 30, 2008 
 

DOMESTIC EQUITIES  38% 
(60% Lg. Cap / 20% Mid Cap / 20% Sm. Cap) 

INTERNATIONAL EQUITIES  17% 
(80% Lg. Cap / 20% Sm. Cap) 

Large Cap 22.8% Large Cap 13.6% 
 

Value 
(Dodge & Cox) 

7.6% 

 
Core 

(Delta, INTECH) 
7.6% 

 
Concentrated 

Growth 
(TCW) 
7.6% 

Mid Cap 7.6% 

Core Value 
(TCW) 
3.8% 

Core Growth 
(Globeflex) 

3.8% 

 
 

Large Value 
Developed markets 

& discretion of 
0-30% Emerging 

markets 
(Brandes) 

6.8% 

 
 

Large Growth 
Developed markets 

& discretion of 
0-30% Emerging 

markets  
(McKinley) 

6.8% 
 

Small Cap 7.6% Small Cap 3.4% 
 

Value 
(DFA, Putnam) 

3.8% 
 

 
Growth 

(Putnam) 
1.9% 

 
Micro Cap 

Growth 
(Wall Street) 

1.9% 

 
Small Cap Value 

(GMO) 
1.7% 

 
Small Cap Growth 

(Globeflex ) 
1.7% 

 

DOMESTIC FIXED INCOME  30% 
(60% Core / 30% Low Dur. / 10% Converts) INTERNATIONAL FIXED INCOME  4% 

 
Low Duration (Defensive) 

Market Neutral 
(Salus Capital, SSI & Pyramis) 

9.0% 
 

 
Convertible 
Securities 
(Nicholas-
Applegate) 

3.0% 
 

 
Developed and Emerging Markets 

Local (Non-U.S.) Debt 
(Rogge) 

4% 

 
Core Plus Bonds with Credit Upgrades 

(PIMCO and Met West) 
18.0% 

 

 
Flexible 

Non-U.S. Exposure 
(PIMCO) 
0 to 2% 

 

REAL ESTATE  11% 
 

Stable > 3.3% 
 

Enhanced / High Return < 4.95% 
 

Separate Account Core Property Portfolios 
(RREEF, INVESCO) 

3.3% 

 
Commingled Funds 

(INVESCO Real Estate Funds I & II, Cornerstone 
Hotel Income and Equity Funds I & II, Pacific Coast 
Capital Partners California Smart Growth Fund IV, 

Capmark, Pyramis, and Colony Capital)  
4.95% 

Publicly Traded Securities 2.75% 
 

REIT Portfolio (RREEF) 
 
 
w:\invest\policy\SDCERS' Investment Managers Map (BINGO CARD) V3.doc 



US Real Yields: Approaching Zero

SOURCE: Lehman, US Bureau of Labor Statistics
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EExxeeccuuttiivvee  SSuummmmaarryy  
  
Callan Associates evaluates the current structure of investment managers and strategies 
employed by SDCERS in the domestic equity, international equity and domestic fixed income 
segments of the investment portfolio. The purpose of the study is to fully understand the 
characteristics and potential risks of the portfolio, to evaluate the effectiveness of the current set 
of manager structures, and to identify potential improvements or reasonable alternatives to the 
current structures 

. 

DDoommeessttiicc  EEqquuiittyy  MMaannaaggeerr  SSttrruuccttuurree  AAnnaallyyssiiss  
 
 
In the following analysis, Callan Associates evaluates the current structure of managers 
employed by SDCERS in the domestic equity portfolio.  The objective is to identify a set of 
efficient alternative structures that represent either potential improvements or reasonable 
alternatives to the current structure.  The purpose of the study is to fully understand the 
characteristics and potential risks of the portfolio.  Based on a wealth of financial research and 
practice, the factors considered are style exposure (core, growth and value), market 
capitalization, and active management.  The analysis proceeds along three lines:  
 
1. Evaluate the current weighting to the large, mid and small cap mandates compared to that of 

the broad market benchmark.  Is the current smaller cap orientation reasonable? 
 
2. Within each of the three capitalization ranges, evaluate the current strategy for employing 

investment managers with different investment styles.  Are growth and value balanced to 
reduce uncompensated excess volatility?  How many managers are necessary to fulfill the 
strategy?  

 
3. Is there a place for low-cost and minimal tracking error market exposures provided by 

passive  and/or enhanced passive managers? 
 
We analyze portfolio characteristics to complement our knowledge of the individual investment 
managers in our examination of the current position and the exploration of potential alternative 
manager structures.  We compare the current structure against the broad market benchmark and 
five alternative structures with varying allocations to different levels of capitalizations, styles and 
allocations to active management.   
 
Conclusions and Observations 
 

1. The current SDCERS target domestic equity allocation has an intended overweight to 
small and mid capitalization (“cap”) stocks.  The current structure of the broad market is 
84% large cap, 8% mid cap, and 8% small cap.  SDCERS has 60% large cap 20% mid 
cap and 20% small cap.  Over long periods of time, mid and small cap have provided 
higher returns than large cap as compensation for the additional amount of volatility 
experienced by mid and small cap stocks.  In addition, active mid and small cap 
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managers tend to outperform their respective indices by amounts measurably in excess of 
their fees.  SDCERS has determined that it can tolerate this additional volatility in order 
to earn the compensation for the extra volatility and the additional return from active 
management.   

 
SDCERS may want to consider reducing the allocation to mid and small cap given that 
there have also been long historical periods during which mid and small cap stocks have 
underperformed large cap stocks.  The concern is that the small and mid cap orientation 
may be removed after significant loses by the small and mid cap markets generally and 
the SDCERS managers in particular.  Removing the orientation would “lock in” these 
losses and not allow them to be offset by the following mid and small cap rally. 

 
SDCERS should consider keeping the mid and small cap overweights if they believe: 

• The overweight can be maintained through a long cycle of mid and small cap 
underperformance. 

• Mid and small cap stocks will outperform large cap over the long run. 
• SDCERS can identify active mid and small cap managers who will outperform 

their benchmarks after fees. 
 

Without these convictions, our analysis suggests that a cap weighting closer to that of the 
broad market would be more appropriate than the current structure.  Given the strong 
performance of small and mid cap stocks over the past decade, SDCERS may also 
consider slightly reducing the magnitude of the small cap orientation. 

 
2. Over the long run, value and growth styles provide similar returns regardless of 

capitalization.  If this is the case, overweighting one of the styles at the expense of the 
other will result in the same long-term return but this return will be earned with greater 
volatility.  SDCERS has integrated this philosophy into the current structure by assigning 
equal dollar weights to growth and value managers in each capitalization.  Our analysis 
shows that there is currently a growth orientation to the portfolio in spite of this structure. 
TCW Concentrated Core has growth characteristics that are more pronounced than the 
growth index while Dodge & Cox has value characteristics that are less pronounced than 
the large cap value index.  While it may be possible to offset this orientation by providing 
a larger dollar allocation to Dodge & Cox at the expense of TCW, it would be difficult to 
determine exactly how to allocate the assets given that the style exposures of these 
managers vary with time.  A better solution is to dilute the style exposures by adding an 
additional growth manager and an additional value manager. This approach also 
addresses the current concentration of assets in these two managers.  Each of them 
currently has a target of 20% of the equity assets or about $360 million.  Although we 
respect each of these organizations, even the best investment management firms can 
experience portfolio manager turnover or an underperformance due to a temporarily out-
of-favor strategy.  TCW runs a “concentrated” portfolio which can often contain fewer 
than 30 stocks.  While this can be an effective strategy and add excess return over time, 
underperformance by just a few stocks can have a significant impact on TCW’s 
performance as well as the performance of the equity portfolio as a whole.  
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Diversification here may be particularly useful even if it is with another concentrated 
manager. 

 
3. A passive manager is one that holds all of the stocks of an index at the same weights as 

they are held in the index. Passive managers provide the same returns as the index before 
fees are subtracted.  Passive management fees are often just a few basis points.  Enhanced 
passive managers deviate slightly from index weightings in an attempt to add some 
excess returns while closely following the performance of the index.  Enhanced passive 
fees lie between passive fees and fees charged by most active managers.  Passive and 
enhanced passive managers are often used for markets that are “efficient” meaning that 
these markets are so well researched and understood that there is little likelihood that 
active managers can uncover information that they can exploit to earn returns over the 
index.  The large cap US equity market is considered an efficient market and most large 
institutions have at least some passive and/or enhanced passive large cap.   

 
The case for adding passive or enhanced passive management to the SDCERS portfolio is 
not strong.  SDCERS has a history of finding active large cap core managers that 
outperform the market.  SDCERS has negotiated the fees of its core active managers 
down to the point where they are comparable to enhanced passive managers.  SDCERS 
may want to consider passive management if the core portion of the portfolio is expanded 
beyond the capacity of the active core managers or to reduce the complexity of the 
portfolio if additional style-specific managers are hired. 
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IInntteerrnnaattiioonnaall  EEqquuiittyy  MMaannaaggeerr  SSttrruuccttuurree  AAnnaallyyssiiss  
 

Callan Associates has conducted a review of the international equity manager structure for 
SDCERS. Callan reviewed the manager lineup within the international equity portfolio and 
suggests alternative portfolio structures that address the following basic issues: 
 

1. What is the role of international equity in the total fund? 

2. Is the current structure sufficient to satisfy this role? Does it provide well-diversified 
exposure to the international equity market with no unintended biases? If the current 
structure is not sufficient, what changes could be made to better serve the role of 
international equity in the total fund?  What should be the role of emerging markets and 
small cap?  

3. How should the assets be divided up among strategies and individual manager mandates? 
How many managers are required to implement the international equity portfolio, and are the 
current managers appropriate for their assigned mandates? 

 
SDCERS pursues a total return strategy in the investment of plan assets. Within a total return 
strategy, international equity is typically a complement to domestic equity in the total equity 
portion of the fund, where the plan seeks long term capital appreciation and exploits the expected 
higher return for equity over fixed income. 
 
The current international equity portfolio, which amounts to $820 million (about 17% of total 
plan assets), consists of four managers. Brandes and McKinley provide predominantly large cap 
developed markets exposure.  Each manager is permitted to opportunistically invest up to 30% of 
their portfolios in emerging markets.  GMO and GlobeFlex are international small cap managers.  
This review confirms that, in aggregate, while SDCERS’ current international equity portfolio 
provides broad exposure to the international market.  

We suggest SDCERS consider two issues: 

 

1. Should the international equity portfolio have a broad market oriented exposure?  This core 
exposure would be designed to maintain the international “beta” which provides 
diversification to the entire portfolio while still allowing for value to be added by the 
benchmark agnostic and small cap managers.  This broad market exposure could be 
implemented passively or with a core plus mandate. 
 

2. Should SDCERS have a strategic allocation to emerging markets rather than its current 
opportunistic allocation? This is not an “either/or” question as both approaches may be 
combined, whereby the current managers are continued to be permitted to use emerging 
markets in an opportunistic (perhaps limited) way and a separate allocation is also funded. 

 
The analysis Callan performed looked at the issue from a number of perspectives.  First, we 
looked at the composition of the markets based on widely used international benchmarks.   
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Next, we laid out our “clean sheet of paper” approach.  This is the structure that we would 
recommend for a new allocation to international equity.  These structures are based on the 
existing composition of international markets and the range of available strategies based on 
relative levels of volatility.   
 
Finally we looked at potential combinations of strategies the SDCERS might use.  We describe 
the motivations for these strategies and compare their levels of volatility and excess returns with 
the current SDCERS structure. 
 
We conclude that SDCERS’ current portfolio is reasonable from our perspective and efficiently 
implemented.  It provides broad market coverage with a small number of managers.  It allows 
each manager significant latitude to add value beyond the index returns.  Each of the four 
managers supplies contrasting styles of investing creating good diversification in a cost-effective 
manner.  SDCERS has shown the ability to tolerate the volatility above that provided by 
alternatives which include allocations to passive, enhanced passive, core or core plus managers.  
SDCERS has generally been rewarded for the extra volatility taken.  Should SDCERS want to 
reduce the volatility relative to the market, passive, core plus or both types of strategies can be 
used. 
 
 



 

 

6

DDoommeessttiicc  FFiixxeedd  IInnccoommee  MMaannaaggeerr  SSttrruuccttuurree  AAnnaallyyssiiss  
 

In the following analysis, Callan Associates will evaluate the current structure of managers 
employed by SDCERS in the domestic fixed income portfolio. The objective is to identify a set 
of efficient alternative structures that represent potential improvements over the current structure.  
Improvements are defined as changes that better align the characteristics and potential risk and 
return of the portfolio with the goals, expectations and risk tolerance of the System. The 
SDCERS fixed income portfolio is different from the typical public fund, with allocations to 
convertible bonds and market neutral equities. The primary questions to address are (1) whether 
this structure is reasonable, (2) what are the goals for adding each of the non-core mandates, and 
if these goals are being met, and (3) are there other risk-adjusted return-enhancing strategies 
SDCERS should consider. 
 
The analysis addresses three primary issues:  
 
1. The role and appropriateness of convertible bonds within SDCERS’ fixed income portfolio 
2. The role and appropriateness of market neutral equity within SDCERS’ fixed income 

portfolio  
3. Consideration of alternative fixed income strategies within the portfolio 
 
We analyze the fixed income portfolio’s risk and return patterns to complement our knowledge 
of the individual investment managers in our examination of the current position and the 
exploration of potential alternative manager structures. While we collect and analyze holdings-
based portfolio characteristics for each of the fixed income managers, five of the six managers 
follow investment philosophies that employ strategies and securities that are different from those 
in a typical market bond portfolio. As a result, the analysis of typical bond portfolio 
characteristics such as duration, quality and sector that are applied to more traditional portfolios 
as less useful for this analysis. 
 
To address the issue of convertible bonds, we compare the current structure against the broad 
market benchmark to determine whether convertibles have contributed to the fixed income 
portfolio, and the sources of their contribution. In particular, we ask whether the contribution 
from convertibles comes from the unique nature of the mandate and/or the skill of the individual 
manager, and what purpose convertibles serve within the total fixed income portfolio. We also 
review the purpose and intent of making a strategic allocation to market neutral equity, the 
strategy’s impact on total fixed income portfolio performance, and possible alternative uses for 
the strategy. Finally, we discuss the advantages and disadvantages to several of the various 
institutional fixed income strategies not currently employed by SDCERS. 
 
Underlying this structure analysis is the understanding that SDCERS wishes to better understand 
the role each of the three strategies plays in the total fixed income portfolio, and to rationalize the 
number of managers relative to the size of the portfolio and to the individual mandates. 
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Observations and Conclusions 
  
1. The current strategy for the fixed income portfolio includes a target allocation of 60% to core 

plus, 30% to a market neutral strategy, and 10% to convertible bonds. The SDCERS total 
fixed income portfolio is therefore different from that of a typical public pension fund of 
comparable size. Within Callan’s data base, fewer than 10% of public funds have dedicated 
convertible bond strategies or market neutral within their fixed income portfolios. 

 
2. The starting point of Callan’s typical fixed income structure analysis, based primarily on how 

the asset class is modeled in the asset/liability framework, is the assumption that the total 
fixed income structure should be neutral to the broad market, as represented by the Lehman 
Aggregate Bond Index. Neutrality in this case is primarily defined as the duration range and 
secondarily as the credit quality. An alternative structure is reasonable if the investor can 
articulate the goal for this positioning and the role for each piece of the portfolio, particularly 
those that are responsible for the difference. 

 
3. The convertible bond portfolio has generated an equity-like return over the past ten years, 

and has boosted SDCERS’ total fixed income returns while maintaining a comparable level 
of risk. The convertible portfolio has also exhibited equity-like volatility and correlation to 
the bond market, and the contribution to the total fixed income return and risk accrues from 
diversifying between stocks and bonds. Given that the SDCERS overall asset allocation is 
conservative relative to its peers – total equity is 54% versus a 63% median allocation for 
public plans – the use of convertibles at low levels to enhance returns to the fixed income 
portfolio may be reasonable. We would also continue to expect the volatility of returns 
relative to the broad fixed income market – tracking error - to be higher. 

 
4. The objective of the market neutral equity program has been to provide shorter duration (or 

defensive) bond-like returns and volatility with very low correlation to the rest of the 
SDCERS portfolio. The program has delivered on the promise of low volatility and 
diversification, but has not met the objective as it pertains to return expectations. This result 
can be explained both by the poor performance of market neutral equity in the declining 
interest rate environment during the first half of the current decade, as well as by mediocre to 
poor relative performance by some of SDCERS’ managers. 

 
5. Given the recent market environment for market neutral equity, we believe a case can be 

made to support the continuation of the program. Higher short-term interest rates should 
benefit the returns for these strategies. As rates rose starting in 2005, the market neutral 
program enhanced the return of the total fixed income portfolio. The Board and Staff will 
have to decide whether the comfort level with the current managers warrants a continued 
assignment, or if alternative managers should be identified. 

 
6. Alternatively, SDCERS may want to consider using the market neutral equity program as a 

source of “portable alpha” for the portfolio. In this scenario, SDCERS would securitize the 
large cash components of the market neutral managers, thereby changing the cash-like return 
underlying the strategies into one that mimics either the stock or the bond market. A 
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“bondized” strategy would overlay the alpha generated by the long/short market neutral 
equity exposure with either a futures or swap position in market duration bonds. The 
potential advantage to this “bondized” market neutral program would be enhanced return for 
the total fixed income portfolio over longer-term periods. In an environment where the fixed 
income market is yielding less than 5%, the potential of enhanced returns is strongly worth 
considering. 

 
7. Finally, depending on SDCERS’ goal for the total fixed income portfolio (lower-risk anchor 

to windward versus higher-risk return generator), additional investment strategies (high yield, 
long bonds, TIPS) could be considered. 

 



Domestic Equity
Manager Structure
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DDoommeessttiicc  EEqquuiittyy  MMaannaaggeerr  SSttrruuccttuurree  AAnnaallyyssiiss  
EExxeeccuuttiivvee  SSuummmmaarryy 
 
 
In the following analysis, Callan Associates evaluates the current structure of managers 
employed by SDCERS in the domestic equity portfolio.  The objective is to identify a set of 
efficient alternative structures that represent either potential improvements or reasonable 
alternatives to the current structure.  The purpose of the study is to fully understand the 
characteristics and potential risks of the portfolio.  Based on a wealth of financial research and 
practice, the factors considered are style exposure (core, growth and value), market 
capitalization, and active management.  The analysis proceeds along three lines:  
 
1. Evaluate the current weighting to the large, mid and small cap mandates compared to that of 

the broad market benchmark.  Is the current smaller cap orientation reasonable? 
 
2. Within each of the three capitalization ranges, evaluate the current strategy for employing 

investment managers with different investment styles.  Are growth and value balanced to 
reduce uncompensated excess volatility?  How many managers are necessary to fulfill the 
strategy?  

 
3. Is there a place for low-cost and minimal tracking error market exposures provided by 

passive  and/or enhanced passive managers? 
 
We analyze portfolio characteristics to complement our knowledge of the individual investment 
managers in our examination of the current position and the exploration of potential alternative 
manager structures.  We compare the current structure against the broad market benchmark and 
five alternative structures with varying allocations to different levels of capitalizations, styles and 
allocations to active management.   
 
Conclusions and Observations 
 

1. The current SDCERS target domestic equity allocation has an intended overweight to 
small and mid capitalization (“cap”) stocks.  The current structure of the broad market is 
84% large cap, 8% mid cap, and 8% small cap.  SDCERS has 60% large cap 20% mid 
cap and 20% small cap.  Over long periods of time, mid and small cap have provided 
higher returns than large cap as compensation for the additional amount of volatility 
experienced by mid and small cap stocks.  In addition, active mid and small cap 
managers tend to outperform their respective indices by amounts measurably in excess of 
their fees.  SDCERS has determined that it can tolerate this additional volatility in order 
to earn the compensation for the extra volatility and the additional return from active 
management.   

 
SDCERS may want to consider reducing the allocation to mid and small cap given that 
there have also been long historical periods during which mid and small cap stocks have 
underperformed large cap stocks.  The concern is that the small and mid cap orientation 
may be removed after significant loses by the small and mid cap markets generally and 
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the SDCERS managers in particular.  Removing the orientation would “lock in” these 
losses and not allow them to be offset by the following mid and small cap rally. 

 
SDCERS should consider keeping the mid and small cap overweights if they believe: 

• The overweight can be maintained through a long cycle of mid and small cap 
underperformance. 

• Mid and small cap stocks will outperform large cap over the long run. 
• SDCERS can identify active mid and small cap managers who will outperform 

their benchmarks after fees. 
 

Without these convictions, our analysis suggests that a cap weighting closer to that of the 
broad market would be more appropriate than the current structure.  Given the strong 
performance of small and mid cap stocks over the past decade, SDCERS may also 
consider slightly reducing the magnitude of the small cap orientation. 

 
2. Over the long run, value and growth styles provide similar returns regardless of 

capitalization.  If this is the case, overweighting one of the styles at the expense of the 
other will result in the same long-term return but this return will be earned with greater 
volatility.  SDCERS has integrated this philosophy into the current structure by assigning 
equal dollar weights to growth and value managers in each capitalization.  Our analysis 
shows that there is currently a growth orientation to the portfolio in spite of this structure. 
TCW Concentrated Core has growth characteristics that are more pronounced than the 
growth index while Dodge & Cox has value characteristics that are less pronounced than 
the large cap value index.  While it may be possible to offset this orientation by providing 
a larger dollar allocation to Dodge & Cox at the expense of TCW, it would be difficult to 
determine exactly how to allocate the assets given that the style exposures of these 
managers vary with time.  A better solution is to dilute the style exposures by adding an 
additional growth manager and an additional value manager. This approach also 
addresses the current concentration of assets in these two managers.  Each of them 
currently has a target of 20% of the equity assets or about $360 million.  Although we 
respect each of these organizations, even the best investment management firms can 
experience portfolio manager turnover or an underperformance due to a temporarily out-
of-favor strategy.  TCW runs a “concentrated” portfolio which can often contain fewer 
than 30 stocks.  While this can be an effective strategy and add excess return over time, 
underperformance by just a few stocks can have a significant impact on TCW’s 
performance as well as the performance of the equity portfolio as a whole.  
Diversification here may be particularly useful even if it is with another concentrated 
manager. 

 
3. A passive manager is one that holds all of the stocks of an index at the same weights as 

they are held in the index. Passive managers provide the same returns as the index before 
fees are subtracted.  Passive management fees are often just a few basis points.  Enhanced 
passive managers deviate slightly from index weightings in an attempt to add some 
excess returns while closely following the performance of the index.  Enhanced passive 
fees lie between passive fees and fees charged by most active managers.  Passive and 
enhanced passive managers are often used for markets that are “efficient” meaning that 
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these markets are so well researched and understood that there is little likelihood that 
active managers can uncover information that they can exploit to earn returns over the 
index.  The large cap US equity market is considered an efficient market and most large 
institutions have at least some passive and/or enhanced passive large cap.   

 
The case for adding passive or enhanced passive management to the SDCERS portfolio is 
not strong.  SDCERS has a history of finding active large cap core managers that 
outperform the market.  SDCERS has negotiated the fees of its core active managers 
down to the point where they are comparable to enhanced passive managers.  SDCERS 
may want to consider passive management if the core portion of the portfolio is expanded 
beyond the capacity of the active core managers or to reduce the complexity of the 
portfolio if additional style-specific managers are hired. 
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DDoommeessttiicc  EEqquuiittyy  MMaannaaggeerr  SSttrruuccttuurree  EEvvaalluuaattiioonn  
 
Manager structure is a very important determinant of plan performance.  The goal is to identify a 
set of structures that are sufficiently diversified and that take advantage of the potential excess 
returns associated with active management, without unnecessary volatility due to unintended 
tilts in the portfolio.  Growth and value style exposures and market capitalization are two of the 
most influential factors explaining an equity portfolio’s performance.  The use of active and 
passive investment strategies is another key element in explaining performance as many active 
managers have become much more benchmark aware. As a result, the median active core 
manager in the Callan database has underperformed the S&P 500 in 9 of the last 15 years. 
 
The objective of this study is to select an equity manager structure that minimizes the probability 
of underperforming the overall asset class benchmark.  It is Callan’s philosophy that the total 
domestic equity structure should be neutral to the broad market with regard to style and market 
capitalization.  Over the long run we believe that the growth and value styles will have the same 
return.  Having an overweight to one of the styles will result in the same long-run return but with 
more volatility.  Investors who agree with these ideas should invest their domestic equity 
portfolios with equal allocations to growth and value.  
 
Academic studies indicate that small capitalization stocks will have higher long-run returns than 
large capitalization stocks as compensation for the extra volatility experienced by small 
capitalization stocks. Investors should also have over or under allocations to small cap in line 
with the extra volatility they are willing to take to earn the extra small cap return. We analyze the 
systematic style and capitalization tendencies of the SDCERS managers to see how their unique 
deviations from the broad market benchmark as measured by portfolio characteristics fit together 
for the portfolio as a whole. 
 
We analyze the current equity manager structure using portfolio characteristics including 
capitalization, price/earnings, dividend yield and forecasted earnings growth, along with returns 
and volatilities. The information necessary to compute these statistics was available to us only on 
a limited basis when we conducted the last domestic equity manager structure in 2005.  Since we 
are using different methods of analysis, our conclusions differ somewhat from those provided in 
the earlier study even for portions of the portfolio that have changed little if at all.  
 
Finally, we develop a range of alternative structures by varying the allocations to capitalizations 
and individual managers. We conclude by comparing the historical excess returns and volatilities 
of these excess returns for each alternative structure relative to the broad market index. 
 
General Domestic Equity Structure Philosophy 
 
The U.S. equity markets are naturally divided up along capitalization and style (growth and 
value), and it is these two factors that tend to explain performance patterns within the market.  
The exhibits on the following page show the ranges of returns relative to broad benchmarks of 
different styles and capitalizations within the U.S. equity market. 

 



Figure 1 
Rolling One-Year Returns of Style Indices  

Relative to the Russell 3000 Index (periods ended 2008 Q1) 
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Figure 2 

Rolling One-Year Returns of Capitalization Indices  
Relative to the Russell 3000 Index (periods ended 2008 Q1) 
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Most institutional portfolios are structured with a relative return focus with more risk tolerant 
investors employing high-tracking error, less benchmark aware small cap or all cap managers to 
add extra alpha. The simplest structures, with a focus on risk control, low tracking error and a 
high concentration of passive or enhanced passive strategies are typically the lowest cost and the 
easiest to maintain and monitor. The cost of this simplicity is forgone opportunity – the potential 
for higher return from a greater degree of active management. Most absolute return focused 
portfolios still generally seek to impose a balance between growth and value, and a neutral 
large/small cap split while using benchmark agnostic managers. In general, the pursuit of greater 
return over the benchmark involves greater complexity, higher cost and increased time and effort 
required to maintain and monitor the portfolio. 
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Domestic Equity Manager Allocations 
 
SDCERS’ manager roster, as of March 31, 2008, is shown in the table below, along with the 
respective dollar and percentage allocations.  The investment managers are listed in seven groups 
defined by market capitalization and style (i.e. large cap and growth).  The managers are 
categorized according to the peer group to which they are compared in the quarterly Callan 
Investment Measurement Service (IMS) report. 
 

Figure 3 
Current Domestic Equity Allocation 

Manager (by style)

March 31, 2008 
Allocation 

($ mm)
% of Equity Portfolio % of Total Portfolio

Large Cap Core
Delta 186 10.4% 4.0%
INTECH 182 10.2% 3.9%

Large Cap Growth
TCW 356 19.9% 7.6%

Large Cap Value
Dodge & Cox 351 19.6% 7.5%

Mid Cap Growth
GlobeFlex 179 10.0% 3.8%

MId Cap Value
TCW 189 10.5% 4.0%

Small Cap Growth
Putnam 88 4.9% 1.9%
Wall Street 83 4.6% 1.8%

Small Cap Value
DFA 92 5.1% 2.0%
Putnam 87 4.8% 1.8%

Total 1,792 100% 38.1%

March 31, 2008 
Allocation 

($ mm)
% of Equity Portfolio

Large Cap 1,074 60.0%
Mid Cap 368 20.5%
Small Cap 349 19.5%
Core 368 20.5%
Growth 706 39.4%
Value 718 40.0%
Active 1,792 100%
Passive 0 0%

 
 
Figure 4 shows that, regardless of how volatility is measured, the domestic equity portfolio has 
displayed more volatility over the past 5 years than the domestic equity portfolios of most other 
public pension plans.   
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Figure 4 
Risk Statistics Relative to the Russell 3000 

Rankings Relative to CAI Public Fund Domestic Equity Database 
Five Years Ended March 31, 2008 
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10th Percentile 13.17 1.98 3.17 3.32
25th Percentile 12.56 1.30 2.00 2.17

Median 11.78 1.06 1.59 1.56
75th Percentile 11.51 0.79 1.09 1.10
90th Percentile 11.00 0.46 0.72 0.74
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Figure 5 shows it is not unusual for SDCERS to have larger tracking error than the peer group.  
Tracking error (volatility relative to an index) comes from holding fewer securities than the 
market, holding the same securities at different weights or both.  A portfolio that has no tracking 
error will earn the market rate of return before fees are deducted.  Tracking error is necessary to 
earn returns in excess of the market. The next portion of this study will demonstrate the sources 
of this volatility. 
 
 

Figure 5 
Rolling 12 Q uarter Tracking Error vs Russell 3000
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The analyses which follow are based on the characteristics of the equity securities that held by 
the managers utilized in the domestic equity portfolio.  We use tools that were not available to us 
when the last manager structure analysis was completed in 2005.  As a result, some of the 
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observations differ from those made in the previous study even in areas where the portfolio has 
not changed. 
 
The statistic used to measure size is the market capitalization (share price x number of shares 
outstanding for each stock).  The delineations between large, mid, small and micro cap are 
determined by MSCI.  We also use MSCI ranges for style (growth, core and value).  The MSCI 
measures for the styles include the following characteristics: 
 
Growth: 

• Long-term forward earnings growth 
• Short-term forward earnings growth 
• Current internal growth (ROE * (1 – payout)) 
• Long-term historical earnings growth 
• Long-term historical sales growth 

 
Value: 

• Price/book 
• Price/forward earnings 
• Dividend yield 

 
These measures are combined in a “Z-score” which is an aggregate measure of style exposure.  
Many of the above characteristics and the Z-scores will be used in the analysis. 
 
Total Domestic Equity Capitalization Exposures Relative to the Russell 3000 
Figure 6 shows that large cap has been underweighted between 15% and 20% relative to the 
Russell 3000 index to the nearly equal 5% to 10% overweight of mid, small and micro cap. 
 

Figure 6 
Historical Market Cap Weights Relative to Russell 3000
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Figure 7 shows that the aggregate capitalization has generally been in the bottom quartile of the 
Public Fund database. 
 

Figure 7 
Weighted Median Market Cap
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Total Domestic Equity Style Exposures Relative to the Russell 3000 
Figure 8 shows that the portfolio has been consistently underweight value and overweight 
growth relative to the broad market. This has occurred even though the growth and value 
managers in each capitalization have had approximately equal dollar weights.  The differences 
come from the degree to which the managers implement their styles as will be shown later in this 
study.  
 

Figure 8 
Historical Style Weights Relative to Russell 3000
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The next charts show a growth orientation in the representative portfolio characteristics.  Figure 
9 shows that the forecasted price/earnings ratio has been consistently in the top quartile and often 
in the top decile. 
 

Figure 9 
Forecasted P/E
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Similarly, Figure 10 indicates that the dividend yield is consistently in the bottom decile. 
 

Figure 10 
Dividend Yield
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Total Domestic Equity Style and Capitalization Exposures Relative to the Russell 3000 
Figure 11 shows that the domestic equity portfolio has had a smaller capitalization and a greater 
growth orientation than most public pension funds in the Callan database over the most recent 
quarter. 

Figure 11 
Style Map vs Public Fund - Dom Equity
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The smaller capitalization and a greater growth orientation of the domestic equity portfolio 
relative to most public pension funds in the Callan database extends over the last 3 years. 
 

Figure 12 
Average Style Map vs Public Fund - Dom Equity
Holdings for Three Years Ended March 31, 2008
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Figure 13 shows the average capitalization and style exposure for the large, mid and small cap 
segments as well as the portfolio as a whole.  This figure indicates that each of the capitalization 
segments has had lower capitalization than its index. This contributes to the lower total portfolio 
capitalization.  It also shows that the mid and small cap segments are close to style neutral 
relative to their respective benchmarks so it is an overexposure to growth in the large cap 
segment that tilts the entire portfolio toward growth.  
 

Figure 13 
Average Style Map
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With this overall background in mind, we now turn to analyzing the different capitalization 
segments of the portfolio. 
 
Large Cap 
Figure 14 shows that the large capitalization portfolio has measurably more absolute volatility 
(as measured by standard deviation) than large cap core managers generally.  Relative volatilities 
are not as high but still approximately in the top third. 

Figure 14 
Risk Statistics Relative to the S&P 500 

Rankings Relative to CAI Large Cap Core Style 
Five Years Ended March 31, 2008 
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90th Percentile 10.25 0.60 1.41 1.42

Large Cap Equity 12.93 1.89 3.03 3.19
 

 
Figure 15 shows that the large cap portion of the domestic equity portfolio has had more tracking 
error than the large cap core style group relative to the S&P 500 benchmark.  The tracking error 
has historically been greater than large cap core managers although recently the gap has 
narrowed. This is more due to the increase in peer tracking error than a reduction on the part of 
the SDCERS large cap portfolio.   
 

Figure 15 
Rolling 12 Q uarter Tracking Error vs S&P 500
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Figure 16 shows that, like the overall domestic equity portfolio, a significant portion of the large 
cap equity tracking error is due to an unbalanced exposure to growth. 
 

Figure 16 
Historical Style Weights Relative to S&P 500
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Figure 17 indicates that some additional tracking error is due to a mismatch with the index 
capitalization. This is common for actively managed large cap portfolios since they tend to be 
more equally weighted than the capitalization-weighted indices. 
 

Figure 17 
Historical Market Cap Weights Relative to S&P 500
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Figure 18 shows that the deviations from capitalization and style displayed are higher than for 
large cap core equity portfolios generally. 

Figure 18 
Average Style Map vs CAI Large Cap Core Style
Holdings for Three Years Ended March 31, 2008
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Figure 19 shows that the largest contribution to the growth orientation is from the TCW 
Concentrated Core portfolio. 
 

Figure 19 
Average Style Map
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Figure 20 shows that there is considerable overlap in holdings between TCW, INTECH and 
Delta.  The individual managers generally hold these securities at different weights. 
 

Figure 20 

AVERAGE HOLDING OVERLAP FOR 2 YEARS ENDED MARCH 31, 2008
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Even with the securities overlap, Figure 21 points out that the returns in excess of the S&P 500 
for each of the managers display very low correlations.  This shows that the managers diversify 
each other well.  Of particular interest is the negative correlation between Delta and INTECH in 
spite of the large overlap in securities. 
 

Figure 21 

EXCESS RETURN CORRELATIONS FOR 2 YEARS ENDED MARCH 31, 2008
VS THE S&P 500
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Mid Cap 
The relative volatility of the mid cap portfolio is much different from that of the large cap 
portfolio. While the large cap portfolio showed significant volatility, Figure 22 indicates that mid 
cap volatility is more in line with that of peers.  All other measures of volatility are in the bottom 
decile when compared with peers.   
 

Figure 22 
Risk Statistics Relative to the Russell Mid Cap 

Rankings Relative to CAI Mid Cap Style 
Five Years Ending March 31, 2008 
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Figure 23 indicates that the mid cap portfolio actually has less tracking error than mid cap 
managers generally.   

Figure 23 
Rolling 12 Q uarter Tracking Error vs Russell Mid-Cap

Tr
ac

ki
ng

 E
rr

or

0%

2%

4%

6%

8%

10%

12%

14%

2003 2004 2005 2006 2007 2008

Mid Cap Equity
CAI Mid Cap Style

 
 

 16



One of the reasons for the low tracking error is that the managers have not deviated significantly 
from mid cap stocks as shown in Figure 24.  Some of the smaller cap exposure is probably due to 
the fact that GlobeFlex is benchmarked against the S&P 400 which has about half of the 
weighted median market capitalization of the Russell Mid Cap. 
 

Figure 24 
Historical Market Cap Weights Relative to Russell Mid-Cap
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As Figure 25 shows, the SDCERS mid cap portfolio has ranged between the median of the Mid 
Cap equity style group and the Russell Mid Cap index. 
 

Figure 25 
Weighted Median Market Cap
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Figure 26 shows that the tracking error has also been helped by relatively even underweights to 
styles to the benefit of core which looks more like the overall index. 
 

Figure 26 
Historical Style Weights Relative to Russell Mid-Cap
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Figures 27 and 28 indicate a generally core oriented portfolio. 
 

Figure 27 
Forecasted P/E
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Figure 28 
Dividend Yield
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Figures 29 and 30 (on the next page) indicate that the style of the mid cap portfolio is centrally 
located among public pension fund peers while the capitalization is toward the higher end of the 
spectrum. 
 

Figure 29 
Style Map vs CAI Mid Cap Style
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Figure 30 
Average Style Map vs CAI Mid Cap Style
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Figure 31 confirms that styles of the mid cap managers and shows that they diversify each other 
well. 
 

Figure 31 
Average Style Map
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Figures 32 and 33 show little overlap in holdings and strong diversification of excess returns 
with negative excess return correlations. 

Figure 32 

AVERAGE HOLDING OVERLAP FOR 3 YEARS ENDED MARCH 31, 2008
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Figure 33 

 
EXCESS RETURN CORRELATIONS FOR 3 YEARS ENDED MARCH 31, 2008
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Small Cap 
 
Figure 34 shows that, while the absolute volatility of the small cap portfolio is high relative to 
the CAI small cap style group, the relative volatility levels are well into the bottom quartile. 
 

Figure 34 
Risk Statistics Relative to the Russell 2000 
Rankings Relative to CAI Small Cap Style 

Five Years Ending March 31, 2008 
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Tracking error relative to the index has declined in more recent periods and has been within 2% 
of the tracking error for the small cap equity style group for about 3 years as shown in Figure 35. 
 

Figure 35 
Rolling 12 Q uarter Tracking Error vs Russell 2000
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Figure 36 shows that the small cap portfolio has a generally lower market capitalization than the 
Russell 2000 since underweightings in small cap are generally the result of higher weightings in 
micro cap.  This is primarily due to the use of micro cap manager Wall Street Associates. 
 

Figure 36 
Historical Market Cap Weights Relative to Russell 2000
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The resulting weighted median market cap is in the bottom decile of the small cap style group as 
shown in Figure 37. 
 

Figure 37 
Weighted Median Market Cap
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Figure 38 indicates a slight value orientation compared to the growth tilt exhibited by the large 
cap portfolio, indicating that the source of the overall equity growth tilt lies in the large cap 
portion of the portfolio. 
 

Figure 38 
Historical Style Weights Relative to Russell 2000
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From the standpoints of both price/earnings ratios and dividend yields, the small cap portfolio 
lies between the median for the small cap style group and the Russell 2000 index indicating an 
over all broad small cap market exposure as shown by Figure 39 and Figure 40. 
 

Figure 39 
Forecasted P/E
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Figure 40 
Dividend Yield
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Figures 41 and 42 (on the following page) demonstrate that the small cap portfolio is in the 
middle of the pack on a style basis relative to the small cap portfolios of other public funds in the 
most recent quarter as well as over the past 3 years.  The portfolio is, however, smaller than 
virtually all peers over both time periods. 
 

Figure 41 
Style Map vs CAI Small Cap Style
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Figure 42 

Average Style Map vs CAI Small Cap Style
Holdings for Three Years Ended March 31, 2008
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Figure 43 shows that the managers that make up the small cap portfolio are well balanced 
between growth and value but are uniformly below the capitalization of the Russell 2000 index.  
 

Figure 43 
Average Style Map
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Figure 44 shows that there is very little overlap between securities holdings.  This is not 
surprising given the size of the small and micro cap universes relative to the number of 
managers. 

Figure 44 

AVERAGE HOLDING OVERLAP FOR 3 YEARS ENDED MARCH 31, 2008
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Figure 45 indicates the diversification of the growth managers with the value managers by 
showing negative correlations.  Within growth and value the correlations are somewhat high 
including a 0.65 correlation between small cap growth manager Putnam and micro cap growth 
manager Wall Street Associates but this still indicates good diversification. 
 

Figure 45 

EXCESS RETURN CORRELATIONS FOR 3 YEARS ENDED MARCH 31, 2008
VS THE RUSSELL 2000
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What are the Appropriate Capitalization and Style Weightings? 
 
Figure 46 summarizes the characteristics of the total SDCERS domestic equity portfolio. 
 

Figure 46 
Portfolio Characteristics Percentile Rankings

Rankings Against Public Fund - Domestic Equity
as of March 31, 2008
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The SDCERS domestic equity portfolio has a smaller capitalization than the market for several 
reasons: 
 

1. Active large cap managers tend to more equally weight their portfolios than the 
capitalization weighted indices.  With the exception of Delta, the large cap managers 
have median market caps below that of the S&P 500. 

2. The small cap managers have median market capitalizations below that of the Russell 
2000.  In addition, the small cap portfolio includes an allocation to micro cap manager 
Wall Street Associates. 

3. The allocations to small and mid cap managers are substantially higher than the small and 
mid cap allocations in the market as a whole. 

 
The last reason is the most important.  SDCERS has a current target that allocates 60% of total 
domestic equity to large cap, 20% to mid cap, and 20% to small cap.  In comparison, the S&P 
500, which represents large cap stocks, comprises approximately 84% of the S&P 1500 index as 
of March 31, 2008.  The S&P Mid Cap 400 and S&P Small Cap 600 comprise approximately 8% 
each.  It is Callan’s view that the long-term “equilibrium” capitalization weights for the broad 
market are roughly 80-85% large cap and 15-20% mid/small cap.  
 
Is the current smaller cap orientation reasonable for SDCERS?  The starting point of Callan’s 
typical equity structure analysis is the assumption that the total equity structure should be neutral 
to the broad market in regard to style and market capitalization unless the investor has a specific 
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preference to tilt the structure.  A small cap orientation is reasonable if SDCERS believes the 
following: 
 

• Smaller cap stocks (mid and small) will outperform large cap stocks over the long run. 
• Active smaller cap managers will outperform their benchmarks, net of fees. 
• You can identify superior smaller cap managers. 
• You can sustain your structure through periods when small cap stocks underperform large 

cap stocks and small cap active managers underperform their benchmark. 
 
Without these convictions, our analysis would suggest a cap weighting closer to that of the broad 
market.  Another factor to be considered is the prolonged performance run from small and mid 
cap stocks.  Since 1999, small and mid cap stocks have meaningfully outperformed large cap 
issues although they have lagged over most recent quarters (see Figure 47).  Knowing the 
cyclical historical return patterns between large and small stocks, SDCERS may want to take this 
opportunity to reduce the small and mid cap orientation in the portfolio.   
 

Figure 47 

1999

2000

2001

2002

2003

2004

2005

2006

2007

2008

(75)

(50)

(25)

0

25

50

75

100

125

150

for 9 Years Ended March 31, 2008
Cumulative Returns

C
um

ul
at

iv
e 

R
et

ur
ns

19.1 - S&P 500

93.8 - Russell 2000 Index

 
 
 

 27



The second key observation is that the overall portfolio is much more growth oriented than the 
market as a whole.  This orientation comes from the large cap portfolio where TCW 
Concentrated Core has much stronger growth characteristics than the Dodge & Cox large cap 
value portfolio.  Figure 48 shows that this has been a persistent situation. 
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The growth orientation can be mitigated by adding a less aggressive growth manager and a more 
value oriented value manager.  Figure 49 shows the Z scores of the median managers in the 
Callan Growth and Value style groups over time. 
 

Figure 49 
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Another reason for SDCERS to consider additional large cap growth and value managers to 
diversify manager volatility.  Even the best managers go through cycles of underperformance or 
experience investment professional turnover. If TCW and/or Dodge & Cox underperform the 
impact on the total fund would be substantial given that each of their target weights are 7.6% of 
total assets.  The current target dollar allocations are approximately $360 million each which, 
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while high, is not excessive.  These dollar amounts will, however, climb as assets grow which 
could ultimately require additional managers. 
 
There may also be a need for an additional large cap growth manager due to the concentrated 
nature of the TCW portfolio.  While concentrated “best ideas” portfolios tend to be best at 
avoiding index-like performance for active fees, TCW is investing a large share of the equity and 
total fund assets in relatively few securities.  Over the last 2 years, TCW held an average of 28 
securities which leads to an average position size given current assets of about $13 million.  This 
means that, on average, a single stock represents about 0.7% of the equity portfolio and just over 
0.25% of total SDCERS assets.  Larger positions in the TCW portfolio will have proportionately 
greater weights. 
 
The final issue is the absence of a passive or enhanced passive manager for the large cap core 
allocation.  The majority of public pension plans the size of SDCERS have at least some (and 
potentially most if not all) of their large cap allocation either passively or enhanced passively 
managed.  The primary reason is that either form of passive management provides large cap 
exposure with minimal cost compared to active managers.  Fees do not appear to be a problem 
for SDCERS.  As Figure 50 shows, SDCERS is currently paying fees similar to those paid for 
enhanced passive management for fully active managers.   
 

Figure 50 
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As noted earlier however, active management can have difficulty consistently outperforming the 
S&P 500 index after fees so purely passive management may be a good choice for some of the 
large cap portion of the portfolio. 
 
Given the discussion above, Figure 51 shows the existing SDCERS target allocation and 5 
potential alternative allocations designed to address these issues.  Alternatives 1 through 3 show 
the small and mid cap allocations reduced from 20% each to 15% each.  In alternative 1, the 
additional large cap assets are distributed among the existing large cap core managers while 
alternative 2 adds a passive S&P 500 fund.  Alternative 3 adds active large cap growth and large 
cap value managers to absorb the additional large cap assets as well as diversify the existing 
managers. 
 
Alternatives 4 and 5 lower small and mid cap allocations further to 10% each.  Alternative 4 
distributes the new large cap assets across new active large cap growth and value managers while 
alternative 5 adds a passive S&P 500 fund to take some of the new assets. 
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Figure 51 

 

Manager (by style)

Target 
Allocation 

($ mm)

% of Equity 
Portfolio

Alternative 
Allocation 1 
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Alternative 
Allocation 1 

(%)

Alternative 
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Alternative 
Allocation 2 
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Alternative 
Allocation 2 
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Alternative 
Allocation 2 
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Alternative 
Allocation 4 

($ mm)

Alternative 
Allocation 4 

(%)

Alternative 
Allocation 5 

($ mm)

Alternative 
Allocation 5 

(%)

Large Cap Core
Delta 179 10.0% 269 15.0% 179 10.0% 179 10.0% 179 10.0% 179 10.0%
INTECH 179 10.0% 269 15.0% 179 10.0% 179 10.0% 179 10.0% 179 10.0%
Passive S&P 500 0 0.0% 0 0.0% 179 10.0% 0 0.0% 0 0.0% 179 10.0%

Large Cap Growth
TCW 358 20.0% 358 20.0% 358 20.0% 269 15.0% 269 15.0% 269 15.0%
Active Growth Manager 0 0.0% 0 0.0% 0 0.0% 179 10.0% 269 15.0% 179 10.0%

Large Cap Value
Dodge & Cox 358 20.0% 358 20.0% 358 20.0% 269 15.0% 269 15.0% 269 15.0%
Active Value Manager 0 0.0% 0 0.0% 0 0.0% 179 10.0% 269 15.0% 179 10.0%

Mid Cap Growth
GlobeFlex 179 10.0% 134 7.5% 134 7.5% 134 7.5% 90 5.0% 90 5.0%

Mid Cap Value
TCW 179 10.0% 134 7.5% 134 7.5% 134 7.5% 90 5.0% 90 5.0%

Small Cap Growth
Putnam 90 5.0% 72 4.0% 72 4.0% 72 4.0% 45 2.5% 45 2.5%
Wall Street 90 5.0% 63 3.5% 63 3.5% 63 3.5% 45 2.5% 45 2.5%

Small Cap Value
DFA 90 5.0% 72 4.0% 72 4.0% 72 4.0% 45 2.5% 45 2.5%
Putnam 90 5.0% 63 3.5% 63 3.5% 63 3.5% 45 2.5% 45 2.5%

Total 1,792 100.0% 1,792 100.0% 1,792 100.0% 1,792 100.0% 1,792 100.0% 1,792 100.0%

Large Cap 1,075 60% 1,254 70% 1,254 70% 1,254 70% 1,434 80% 1,434 80%
Mid Cap 359 20% 269 15% 269 15% 269 15% 179 10% 179 10%
Small Cap 358 20% 269 15% 269 15% 269 15% 179 10% 179 10%
Core 358 20% 538 30% 538 30% 358 20% 358 20% 538 30%
Growth 717 40% 627 35% 627 35% 717 40% 717 40% 627 35%
Value 717 40% 627 35% 627 35% 717 40% 717 40% 627 35%
Active 1,792 100% 1,792 100% 1,613 90% 1,792 100% 1,792 100% 1,613 90%
Passive 0 0% 0 0% 179 10% 0 0% 0 0% 179 10%

 



 
Figure 52 shows the impact on tracking error and excess return for the target and the alternatives 
that have a 70% allocation to large cap.  Tracking error is reduced primarily due to the reduction 
in the small and mid cap overweights.  Maximum tracking error is reduced by about 1% by 
moving from the target mix to alternative 1 or 2 while it is reduced by about 1.5% by moving to 
alternative 3.  As noted earlier, there is a general correspondence between tracking error and 
excess returns.  Consequently, as the tracking error is reduced, the maximum excess returns are 
lowered by about ½% with the first 2 alternatives and by 1% with alternative 3. 
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Figure 53 shows the results with 80% allocated to large cap compared with the existing target.  
Alternatives 4 and 5 show very similar results with maximum tracking error cut almost in half 
and similar losses in excess returns. 
 

Figure 53 
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Conclusions and Observations 
 

1. The current SDCERS target domestic equity allocation has an intended overweight to 
small and mid capitalization (“cap”) stocks.  The current structure of the broad market is 
84% large cap, 8% mid cap, and 8% small cap.  SDCERS has 60% large cap 20% mid 
cap and 20% small cap.  Over long periods of time, mid and small cap have provided 
higher returns than large cap as compensation for the additional amount of volatility 
experienced by mid and small cap stocks.  In addition, active mid and small cap 
managers tend to outperform their respective indices by amounts measurably in excess of 
their fees.  SDCERS has determined that it can tolerate this additional volatility in order 
to earn the compensation for the extra volatility and the additional return from active 
management.   

 
SDCERS may want to consider reducing the allocation to mid and small cap given that 
there have also been long historical periods during which mid and small cap stocks have 
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underperformed large cap stocks.  The concern is that the small and mid cap orientation 
may be removed after significant loses by the small and mid cap markets generally and 
the SDCERS managers in particular.  Removing the orientation would “lock in” these 
losses and not allow them to be offset by the following mid and small cap rally. 

 
SDCERS should consider keeping the mid and small cap overweights if they believe: 

• The overweight can be maintained through a long cycle of mid and small cap 
underperformance. 

• Mid and small cap stocks will outperform large cap over the long run. 
• SDCERS can identify active mid and small cap managers who will outperform 

their benchmarks after fees. 
 

Without these convictions, our analysis suggests that a cap weighting closer to that of the 
broad market would be more appropriate than the current structure.  Given the strong 
performance of small and mid cap stocks over the past decade, SDCERS may also 
consider slightly reducing the magnitude of the small cap orientation. 

 
2. Over the long run, value and growth styles provide similar returns regardless of 

capitalization.  If this is the case, overweighting one of the styles at the expense of the 
other will result in the same long-term return but this return will be earned with greater 
volatility.  SDCERS has integrated this philosophy into the current structure by assigning 
equal dollar weights to growth and value managers in each capitalization.  Our analysis 
shows that there is currently a growth orientation to the portfolio in spite of this structure. 
TCW Concentrated Core has growth characteristics that are more pronounced than the 
growth index while Dodge & Cox has value characteristics that are less pronounced than 
the large cap value index.  While it may be possible to offset this orientation by providing 
a larger dollar allocation to Dodge & Cox at the expense of TCW, it would be difficult to 
determine exactly how to allocate the assets given that the style exposures of these 
managers vary with time.  A better solution is to dilute the style exposures by adding an 
additional growth manager and an additional value manager. This approach also 
addresses the current concentration of assets in these two managers.  Each of them 
currently has a target of 20% of the equity assets or about $360 million.  Although we 
respect each of these organizations, even the best investment management firms can 
experience portfolio manager turnover or an underperformance due to a temporarily out-
of-favor strategy.  TCW runs a “concentrated” portfolio which can often contain fewer 
than 30 stocks.  While this can be an effective strategy and add excess return over time, 
underperformance by just a few stocks can have a significant impact on TCW’s 
performance as well as the performance of the equity portfolio as a whole.  
Diversification here may be particularly useful even if it is with another concentrated 
manager. 

 
3. A passive manager is one that holds all of the stocks of an index at the same weights as 

they are held in the index. Passive managers provide the same returns as the index before 
fees are subtracted.  Passive management fees are often just a few basis points.  Enhanced 
passive managers deviate slightly from index weightings in an attempt to add some 
excess returns while closely following the performance of the index.  Enhanced passive 
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fees lie between passive fees and fees charged by most active managers.  Passive and 
enhanced passive managers are often used for markets that are “efficient” meaning that 
these markets are so well researched and understood that there is little likelihood that 
active managers can uncover information that they can exploit to earn returns over the 
index.  The large cap US equity market is considered an efficient market and most large 
institutions have at least some passive and/or enhanced passive large cap.   

 
The case for adding passive or enhanced passive management to the SDCERS portfolio is 
not strong.  SDCERS has a history of finding active large cap core managers that 
outperform the market.  SDCERS has negotiated the fees of its core active managers 
down to the point where they are comparable to enhanced passive managers.  SDCERS 
may want to consider passive management if the core portion of the portfolio is expanded 
beyond the capacity of the active core managers or to reduce the complexity of the 
portfolio if additional style-specific managers are hired. 

 



International Equity
Manager Structure



 

IInntteerrnnaattiioonnaall  EEqquuiittyy  MMaannaaggeerr  SSttrruuccttuurree  AAnnaallyyssiiss  
EExxeeccuuttiivvee  SSuummmmaarryy 
 
 
 
Callan Associates has conducted a review of the international equity manager structure for 
SDCERS. Callan reviewed the manager lineup within the international equity portfolio and 
suggests alternative portfolio structures that address the following basic issues: 
 
1. What is the role of international equity in the total fund? 

2. Is the current structure sufficient to satisfy this role? Does it provide well-diversified 
exposure to the international equity market with no unintended biases? If the current 
structure is not sufficient, what changes could be made to better serve the role of 
international equity in the total fund?  What should be the role of emerging markets and 
small cap?  

3. How should the assets be divided up among strategies and individual manager mandates? 
How many managers are required to implement the international equity portfolio, and are the 
current managers appropriate for their assigned mandates? 

 
SDCERS pursues a total return strategy in the investment of plan assets. Within a total return 
strategy, international equity is typically a complement to domestic equity in the total equity 
portion of the fund, where the plan seeks long term capital appreciation and exploits the expected 
higher return for equity over fixed income. 
 
The current international equity portfolio, which amounts to $820 million (about 17% of total 
plan assets), consists of four managers. Brandes and McKinley provide predominantly large cap 
developed markets exposure.  Each manager is permitted to opportunistically invest up to 30% of 
their portfolios in emerging markets.  GMO and GlobeFlex are international small cap managers.  
This review confirms that, in aggregate, while SDCERS’ current international equity portfolio 
provides broad exposure to the international market.  
We suggest SDCERS consider two issues: 
 
1. Should the international equity portfolio have a broad market oriented exposure?  This core 

exposure would be designed to maintain the international “beta” which provides 
diversification to the entire portfolio while still allowing for value to be added by the 
benchmark agnostic and small cap managers.  This broad market exposure could be 
implemented passively or with a core plus mandate. 

 
2. Should SDCERS have a strategic allocation to emerging markets rather than its current 

opportunistic allocation? This is not an “either/or” question as both approaches may be 
combined, whereby the current managers are continued to be permitted to use emerging 
markets in an opportunistic (perhaps limited) way and a separate allocation is also funded. 
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The analysis Callan performed looked at the issue from a number of perspectives.  First, we 
looked at the composition of the markets based on widely used international benchmarks.   
 
Next, we laid out our “clean sheet of paper” approach.  This is the structure that we would 
recommend for a new allocation to international equity.  These structures are based on the 
existing composition of international markets and the range of available strategies based on 
relative levels of volatility.   
 
Finally we looked at potential combinations of strategies the SDCERS might use.  We describe 
the motivations for these strategies and compare their levels of volatility and excess returns with 
the current SDCERS structure. 
 
We conclude that SDCERS’ current portfolio is reasonable from our perspective and efficiently 
implemented.  It provides broad market coverage with a small number of managers.  It allows 
each manager significant latitude to add value beyond the index returns.  Each of the four 
managers supplies contrasting styles of investing creating good diversification in a cost-effective 
manner.  SDCERS has shown the ability to tolerate the volatility above that provided by 
alternatives which include allocations to passive, enhanced passive, core or core plus managers.  
SDCERS has generally been rewarded for the extra volatility taken.  Should SDCERS want to 
reduce the volatility relative to the market, passive, core plus or both types of strategies can be 
used. 
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IInntteerrnnaattiioonnaall  EEqquuiittyy  MMaannaaggeerr  SSttrruuccttuurree  EEvvaalluuaattiioonn  
 
Callan Associates has conducted a review of the international equity manager structure for 
SDCERS. Callan reviewed the manager lineup within the international equity portfolio and 
suggests alternative portfolio structures that address the following basic issues: 
 
1. What is the role of international equity in the total fund? 

2. Is the current structure sufficient to satisfy this role? Does it provide well-diversified 
exposure to the international equity market with no unintended biases? If the current 
structure is not sufficient, what changes could be made to better serve the role of 
international equity in the total fund? What role should emerging markets or small cap play? 

3. How should the assets be divided among strategies and individual manager mandates? How 
many managers are required to implement the international equity portfolio and are the 
current managers appropriate for their assigned mandates? 

 
 
Role of International Equity 
 
SDCERS pursues a total return strategy in the investment of plan assets. Within a total return 
strategy, international equity is typically a complement to domestic equity in the total equity 
portion of the fund, where the plan seeks long term capital appreciation and exploits the expected 
higher return for equity over fixed income.  International equity represents an opportunity set 
accounting for approximately 60% of global market capitalization. Figure 1 shows the declining 
US portion of the Morgan Stanley Capital International All Country World Index. 
 

Figure 1 
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International equity has diversification benefits afforded by exposure to country, sector, and 
currency factors.  
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International equity expands the opportunity set inasmuch as major players in world markets 
such as Toyota, Nokia, Erikson, and Total are headquartered outside of the United States.   
 
Valuations vary between global markets, and active management has proven to be successful at 
exploiting inefficiencies and differences between markets and providing value added to 
investors.  In addition to large cap developed markets, opportunities for higher return and 
diversification are offered through exposure to international small cap and emerging markets. 
 
 
 “Clean Sheet of Paper” for an International Equity Structure 
 
Prior to examining potential alternative structures for the SDCERS’ international portfolio in 
depth, we offer an articulation of Callan’s thinking on structuring an international equity 
portfolio. We will then use this to guide the development of the SDCERS alternative portfolios.   
 
The primary dimension of categorization within the international equity portfolio is by risk 
objective. A rational portfolio is constructed by allocations to strategies along a spectrum of risk, 
defined relative to a broad market benchmark based on allocations to the following areas: 
 

• Passive or enhanced passive 
• Active management 
• Benchmark agnostic 
• Small cap 
• Emerging markets 

 
We begin by describing the broad benchmarks against which strategies are measured followed 
by the definitions of the strategies along the risk spectrum in international equity. 
 
Benchmarks 
MSCI EAFE 
A market capitalization-weighted index of stocks in developed markets.  EAFE does not include 
the U.S. or Canada. 
 
MSCI All Country World Index (ACWI) ex-US 
The MSCI ACWI ex-US benchmark is equal to a market capitalization weighted combination of 
the MSCI EAFE benchmark and the MSCI Emerging Markets Free benchmark.  In recent 
periods, the emerging markets weight has grown to almost 20%. 
 
Strategies  
Passive and Enhanced Passive 
Passive allocations attempt to replicate an index, such as the MSCI EAFE index. Once scorned, a 
passive mandate in an international equity portfolio is increasingly common among public 
pension plans, and can provide low-cost diversification, liquidity, a vehicle for transition, and a 
low-tracking error anchor for taking more risk with benchmark agnostic mandates. There have 
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been periods where the index has outperformed the median manager, and exposure to this style 
of investing during those periods would benefit the fund. 
 
Enhanced passive managers make small deviations in their holdings relative to the index to add 
incremental returns. In the international markets typically implies a tracking error of anywhere 
from 1% to 2%, which is slightly higher than the tracking error of domestic equity enhanced 
passive products. Enhanced passive mandates are becoming better known in international and 
have performed well. It is not unusual to see substantial allocations (between 10% and 25%) to 
passive and/or enhanced passive international mandates in public plans. The larger the plan, the 
greater the benefit from passive or enhanced passive in providing basic diversified exposure and 
helping to restrain the number of managers required to implement the international equity 
allocation.  
 
For those plan sponsors who don’t want a completely actively managed international equity 
allocation, Callan can support either a passive or an enhanced passive allocation of up to 20% 
depending on the size of the fund and the risk taken elsewhere in the international portfolio.  
Given the ability of active international managers to outperform their indices, the case for 
passive is less compelling for international structures than it is for domestic equity structures. 
 
Core/Core Plus Active 
Whereas “core” used to mean a product that only invested in developed markets, the phrase has 
evolved to generally imply a conservative level of active risk. The types of active risk, aside 
from pure stock selection, that contribute to total active risk include style, size, emerging markets 
exposure, active country bets, and active currency bets. Active core can be divided into core, 
growth, and value, or simply core managers with acknowledged growth or value leanings. 
Although the impact of styles is muted by other factors including the influences of countries and 
currencies, to the extent that growth and value managers are used they should be balanced as 
they are in domestic equity.  Actual tracking error has varied substantially over time but the 
limited exposure to these factors does not allow significant deviations from the performance of 
the benchmark.   
 
Core plus managers generally have greater latitude to deviate from the benchmark with 
measurably higher tracking error ranges.  They may also have growth or value styles.  The 
distinction between “core” and “core plus” is becoming less meaningful, as most public funds 
allow their active managers, regardless of label, to invest some portion of the mandate in 
emerging markets, and most self-described core managers will pursue opportunities in emerging 
markets that fit their portfolios. 
 
The goal of the core segment of the portfolio is to provide diversified international exposure with 
a minimum amount of style tilt, and with market capitalization close to that of the benchmark. 
 
Benchmark Agnostic 
A manager is considered benchmark agnostic if they look for absolute returns, rather than returns 
relative to an index, and their returns will differ significantly from the benchmark most of the 
time. Benchmark agnostic managers provide meaningful active exposures to style, capitalization, 
emerging markets and country/currency. As more and more public pension funds adopt risk 
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budgeting within international equity, allocations to benchmark agnostic or high alpha strategies 
are becoming more common. An allocation of 30% to 40% is not unusual, and plans are moving 
toward allocations of 50% or 60%. As plans evaluate the potential for alpha generation that 
might be available within their portfolios, many have identified international equity, and these 
benchmark agnostic strategies in particular, as some of the most promising, and are seeking to 
increase their allocations in these areas. 
 
Small Cap 
While no strict definition exists, small cap is most frequently defined as stocks with less than 
$1.5 billion in market cap. The EAFE benchmark contains very few small cap stocks.  The 
S&P/Citigroup Extended Market Index ex-U.S. is the primary benchmark used to measure small 
cap stocks.  As Figure 2 shows, small and micro cap is currently 25% of the MSCI All World 
Index although they compose only 20% of the comparable S&P/Citigroup index. 
 
Mid cap stocks are often included as a part of an active large cap manager’s portfolio so the 
appropriate allocation to smaller stocks is the sum of the small and micro cap indices which is 
currently at 25%.  The current index allocation is the result of the relative outperformance of 
smaller stocks similar to what has occurred in the US.  We think the longer-term allocation will 
be closer to 80% large/mid and 20% small/micro.  This allocation is consistent the construction 
methodology of the S&P/Citigroup Broad Market Index.  
 

Figure 2 
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Dedicated small cap mandates are still somewhat rare among pension plans.  Given a clean sheet 
of paper, the recommendation for a dedicated mandate would depend on the client situation. The 
use of separate small cap managers depends on the desire for a strategic allocation to small cap 
and confidence that small cap managers can add value. Unlike emerging markets exposure 
provided by opportunistic core and core plus managers (see below), the exposure to small cap 
stocks provided by an ostensibly large cap manager with small/mid cap holdings tends to be 
diversified and representative of the small cap market. A core or core plus manager who holds 
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small cap stocks will tend to hold them over time. The implication is the right mix of active core 
and benchmark agnostic managers can provide good small cap exposure and eliminate the need 
to hire a dedicated international small cap manager. 
 
Emerging Markets 
Emerging markets refers to the stock markets that are not included in the countries in the 
developed markets benchmarks such as EAFE, but have developed to the extent that institutional 
investors can participate. The promise of emerging markets is that investors have the opportunity 
to participate in the rapid growth of the emerging markets economies as they develop within the 
global economy. 
 
Callan generally recommends a dedicated mandate to emerging markets to provide consistent 
emerging markets exposure, specialized management, and broad representative coverage rather 
than a narrow sample of the largest companies. The emerging markets exposure most often 
implemented through opportunistic means by core and core plus managers can look substantially 
different from a diversified emerging markets portfolio assembled under a dedicated mandate.  
Core and core plus managers with emerging exposure can have a concentrated, non-
representative sampling of 4-6 global large cap stocks that happen to be headquartered in an 
emerging market.  
 
For plans that choose to make a dedicated allocation, the weightings are typically in a range of 
plus or minus 5% around that of the ACWI ex-US index.  A portfolio evaluated in the context of 
an EAFE benchmark can accommodate a restrained emerging markets exposure, up to 5% to 7%. 
An ACWI ex-US benchmark may require a dedicated emerging markets mandate to get to the 
current weighting of 19%.  
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Figure 3 showed the regional allocations for the ACWI index.  While we don’t advocate regional 
portfolios, the chart illustrates the increasing importance of emerging markets.  Emerging 
markets have grown from approximately 10% of world capitalization in 1998 to almost 20% as 
of the first quarter of 2008. 
 
 

Figure 3 
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Overall, a plan seeking traditional exposure without the volatility inherent in pursuing higher-
returning segments of the international equity market may choose to have a relatively large 
active core segment and therefore little need for a passive or benchmark agnostic allocation, and 
no need for a dedicated allocation to emerging markets or small cap. A plan seeking higher alpha 
may reduce the allocation to core active and increase the allocation to benchmark agnostic, and 
add dedicated exposure to emerging markets and/or small cap.  In such a portfolio, an allocation 
to passive may make sense as an anchor to the higher tracking error strategies. In a plan with a 
high allocation to benchmark agnostic strategies and dedicated emerging or small cap, the 
effective exposure to emerging markets and/or small cap may need to be evaluated to head off 
unintended severe exposure biases. High allocations to benchmark agnostic mandates may cause 
the plan to attain the desired emerging exposure with a dedicated mandate that is much smaller 
than the plan benchmark level, i.e., a 15% emerging target may be reached with only 5% or 10% 
in a dedicated mandate. 
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The Current International Equity Portfolio 
As of March 31, 2008 the SDCERS international equity assets were invested with four 
investment management firms – Brandes, McKinley, GMO and GlobeFlex.   Overall, SDCERS 
has an 80% target to the MSCI All Country World Index ex-US and a 20% target to the 
Citigroup Extended Market Index ex-US.  Brandes and McKinley are targeted to split the 80% 
allocation to larger capitalization stocks in both the developed and emerging markets, while 
GMO and GlobeFlex are targeted to split the 20% allocation to small cap.   
 

Figure 4 

Manager (by style)
June 30, 2005 

Allocation ($ mm)
% of International 

Equity Portfolio % of Total Portfolio

Benchmark Agnostic
  Brandes 324 39.5% 6.9%
  McKinley 332 40.5% 7.1%
Small Cap
GMO 65 7.9% 1.4%
  GlobeFlex 99 12.1% 2.1%

Total 820 100% 17.5%

Core Plus 656 80.0%
Dedicated Small Cap 164 20.0%
Dedicated Emerging Markets 0 0%
Active 820 100%
Passive 0 0%  
 
Brandes is a benchmark agnostic or higher tracking manager given their deeper value bias, 
concentrated portfolio (45-70 stocks) and low turnover, which creates significant deviations to 
their benchmark.   McKinley is also a concentrated manager (35-60 stocks) but with a decidedly 
growth orientation and benchmark.  Both managers have ample latitude to use emerging markets 
(up to 30%).  Within small cap, GMO runs a value oriented portfolio while GlobeFlex manages a 
growth oriented portfolio.  Like with the large cap managers, both small cap managers have been 
given the flexibility to use emerging markets on an opportunistic basis. 
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While the standard deviation shown in Figure 5 for the current SDCERS international portfolio 
seems high relative to peers, it is reasonable for two reasons.  First, although it ranks in the 11th 
percentile, it is only just over 1% higher than the median.  Second, all of the other risk statistics 
including tracking error are in line with peers. 
 

Figure 5 
Risk Statistics Relative to the MSCI ACWI ex-US 

Rankings Relative to CAI Public Fund – International Equity 

0%
2%
4%
6%
8%

10%
12%
14%
16%
18%

Standard Downside Residual Tracking
Deviation Risk Risk Error

(11)

(65) (45) (41)

10th Percentile 15.39 4.71 5.62 5.07
25th Percentile 14.46 3.65 3.97 3.77

Median 14.01 2.43 2.32 2.27
75th Percentile 13.53 1.77 1.84 1.81
90th Percentile 12.84 1.16 1.43 1.52

Int'l Equity
Composite 15.27 1.98 2.50 2.51

 
 
Figure 6 shows that the portfolio tracking error has historically been below that of peers although 
it has risen marginally above recently. 
 

Figure 6 
Rolling 12 Q uarter Tracking Error vs MSCI ACWI ex-US
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Figure 7 shows that there have been no consistent historical regional allocations that differ 
significantly from those of the index.  Although the benchmark agnostic managers can hold up to 
30% emerging markets in their portfolios, they have rarely held more than a fraction of their 
limit.  This has recently led to an underweight to emerging markets.  It is important to remember 
that this underweight is a collective opportunistic decision on the part of the managers designed 
to add value.  Given the high returns and increases in valuations in emerging markets over the 
last several years, this underweighting is not very surprising. 
 

Figure 7 
Historical Region Weights Relative to MSCI ACWI ex-US

(15%)

(10%)

(5%)

0%

5%

10%

15%

Europe

Pacific

Emerging

N. America

 
 
 
Figure 8 indicates that there is a modest large cap underweight which funds primarily a micro 
cap overweight.   
 

Figure 8 
Historical Market Cap Weights Relative to MSCI ACWI ex-US
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Figure 9 shows that styles are well balanced.  Core is favored over both growth and value with a 
modest growth overweight relative to value. 
 

Figure 9 
Historical Style Weights Relative to MSCI ACWI ex-US
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Alternative Investment Manager Structures 
 
The suggested alternative international equity structures shown in Figure 10 on the next page 
seek to provide potential strategies along the spectrum of risk identified in the clean sheet of 
paper analysis.  They progressively increase tracking error with Alternative 1 having the lowest 
level and Alternative 3 the highest.  The proposed alternative portfolios above represent marginal 
shifts from the current portfolio. Combinations of the alternatives described above may also be 
considered, as could modifications to the percentages suggested.    
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Figure 10 
 

Manager (by style)

Target 
Allocation 

($ mm) % of Portfolio

Alternative 
Allocation 1

($ mm)

Alternative 
Allocation 1

(%)

Alternative 
Allocation 2

($ mm)

Alternative 
Allocation 2

(%)

Alternative 
Allocation 3

($ mm)

Alternative 
Allocation 3

(%)

Passive/Enhanced Passive
  New Manager 0 0.0% 205 25.0% 0 0.0% 0 0.0%
Core Plus
  New Manager 0 0.0% 0 0.0% 246 30.0% 164 20.0%
Benchmark Agnostic
  Brandes 328 40.0% 226 27.5% 226 27.5% 226 27.5%
  McKinley 328 40.0% 226 27.5% 226 27.5% 226 27.5%
Small Cap
  GMO 82 10.0% 62 7.5% 62 7.5% 82 10.0%
  GlobeFlex 82 10.0% 62 7.5% 62 7.5% 82 10.0%
Emerging Markets
  New Manager 0 0.0% 41 5.0% 0 0.0% 41 5.0%

Total 820 100% 820 100% 820 100% 820 100%

Passive/Enhanced Passive 0 0.0% 205 25.0% 0 0.0% 0 0.0%
Core Plus 0 0.0% 0 0.0% 246 30.0% 164 20.0%
Benchmark Agnostic 656 80.0% 451 55.0% 451 55.0% 451 55.0%
Small Cap 164 20.0% 123 15.0% 123 15.0% 164 20.0%
Emerging Markets 0 0% 41 5% 0 0% 41 5%
Active 820 100% 615 75% 820 100% 820 100%
Passive 0 0% 205 25% 0 0% 0 0%  
 



 

 
 
Alternative 1 is designed to reduce benchmark agnostic managers to 55% from 80%, dedicated 
small capitalization from 20% to 15% in order to fund a 25% passive or enhanced passive 
allocation and a 5% dedicated allocation to emerging markets.  The passive allocation would be 
benchmarked to the EAFE index since we don’t advocate passive investments in emerging 
markets.  The 5% dedicated allocation to emerging market would provide an approximate market 
level of exposure when combined with the passive allocation. 
 
Alternative 2 is similar to allocation 1 in that there are the same reductions in the existing 
mandates but they are used to fund an active core plus mandate.  Since core plus managers are 
active and invest in emerging markets, there is no need for a separate emerging markets 
manager. 
 
Alternative 3 restores the small cap overweight to its existing level and funds a dedicated 
emerging markets mandate at the expense of the core plus mandate.  The intent is to provide 
some of the alpha foregone by reducing the benchmark agnostic mandates while controlling the 
tracking error. 
 
Figure 11 compares the tracking error and excess return of the existing target and proposed 
alternative allocations. 

Figure 11 
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Conclusions 
As mentioned previously, SDCERS’ current portfolio is reasonable from our perspective and 
efficiently implemented.  It provides broad market coverage with a small number of managers.  
It allows each manager significant latitude to add value beyond the index returns.  Each of the 
four managers supplies contrasting styles of investing creating good diversification in a cost-
effective manner.  SDCERS has shown the ability to tolerate the volatility above that provided 
by alternatives which include allocations to passive, enhanced passive, core or core plus 
managers.  SDCERS has generally been rewarded for the extra volatility taken.  Should 
SDCERS want to reduce the volatility relative to the market, passive, core plus or both types of 
strategies can be used. 
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DDoommeessttiicc  FFiixxeedd  IInnccoommee  MMaannaaggeerr  SSttrruuccttuurree  AAnnaallyyssiiss  
EExxeeccuuttiivvee  SSuummmmaarryy 

 
 
In the following analysis, Callan Associates will evaluate the current structure of managers 
employed by SDCERS in the domestic fixed income portfolio. The objective is to identify a set 
of efficient alternative structures that represent potential improvements over the current structure.  
Improvements are defined as changes that better align the characteristics and potential risk and 
return of the portfolio with the goals, expectations and risk tolerance of the System. The 
SDCERS fixed income portfolio is different from the typical public fund, with allocations to 
convertible bonds and market neutral equities. The primary questions to address are (1) whether 
this structure is reasonable, (2) what are the goals for adding each of the non-core mandates, and 
if these goals are being met, and (3) are there other risk-adjusted return-enhancing strategies 
SDCERS should consider. 
 
The analysis addresses three primary issues:  
 
1. The role and appropriateness of convertible bonds within SDCERS’ fixed income portfolio 
2. The role and appropriateness of market neutral equity within SDCERS’ fixed income 

portfolio  
3. Consideration of alternative fixed income strategies within the portfolio 
 
We analyze the fixed income portfolio’s risk and return patterns to complement our knowledge 
of the individual investment managers in our examination of the current position and the 
exploration of potential alternative manager structures. While we collect and analyze holdings-
based portfolio characteristics for each of the fixed income managers, five of the six managers 
follow investment philosophies that employ strategies and securities that are different from those 
in a typical market bond portfolio. As a result, the analysis of typical bond portfolio 
characteristics such as duration, quality and sector that are applied to more traditional portfolios 
as less useful for this analysis. 
 
To address the issue of convertible bonds, we compare the current structure against the broad 
market benchmark to determine whether convertibles have contributed to the fixed income 
portfolio, and the sources of their contribution. In particular, we ask whether the contribution 
from convertibles comes from the unique nature of the mandate and/or the skill of the individual 
manager, and what purpose convertibles serve within the total fixed income portfolio. We also 
review the purpose and intent of making a strategic allocation to market neutral equity, the 
strategy’s impact on total fixed income portfolio performance, and possible alternative uses for 
the strategy. Finally, we discuss the advantages and disadvantages to several of the various 
institutional fixed income strategies not currently employed by SDCERS. 
 
Underlying this structure analysis is the understanding that SDCERS wishes to better understand 
the role each of the three strategies plays in the total fixed income portfolio, and to rationalize the 
number of managers relative to the size of the portfolio and to the individual mandates. 
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Observations and Conclusions 
  
1. The current strategy for the fixed income portfolio includes a target allocation of 60% to core 

plus, 30% to a market neutral strategy, and 10% to convertible bonds. The SDCERS total 
fixed income portfolio is therefore different from that of a typical public pension fund of 
comparable size. Within Callan’s data base, fewer than 10% of public funds have dedicated 
convertible bond strategies or market neutral within their fixed income portfolios. 

 
2. The starting point of Callan’s typical fixed income structure analysis, based primarily on how 

the asset class is modeled in the asset/liability framework, is the assumption that the total 
fixed income structure should be neutral to the broad market, as represented by the Lehman 
Aggregate Bond Index. Neutrality in this case is primarily defined as the duration range and 
secondarily as the credit quality. An alternative structure is reasonable if the investor can 
articulate the goal for this positioning and the role for each piece of the portfolio, particularly 
those that are responsible for the difference. 

 
3. The convertible bond portfolio has generated an equity-like return over the past ten years, 

and has boosted SDCERS’ total fixed income returns while maintaining a comparable level 
of risk. The convertible portfolio has also exhibited equity-like volatility and correlation to 
the bond market, and the contribution to the total fixed income return and risk accrues from 
diversifying between stocks and bonds. Given that the SDCERS overall asset allocation is 
conservative relative to its peers – total equity is 54% versus a 63% median allocation for 
public plans – the use of convertibles at low levels to enhance returns to the fixed income 
portfolio may be reasonable. We would also continue to expect the volatility of returns 
relative to the broad fixed income market – tracking error - to be higher. 

 
4. The objective of the market neutral equity program has been to provide shorter duration (or 

defensive) bond-like returns and volatility with very low correlation to the rest of the 
SDCERS portfolio. The program has delivered on the promise of low volatility and 
diversification, but has not met the objective as it pertains to return expectations. This result 
can be explained both by the poor performance of market neutral equity in the declining 
interest rate environment during the first half of the current decade, as well as by mediocre to 
poor relative performance by some of SDCERS’ managers. 

 
5. Given the recent market environment for market neutral equity, we believe a case can be 

made to support the continuation of the program. Higher short-term interest rates should 
benefit the returns for these strategies. As rates rose starting in 2005, the market neutral 
program enhanced the return of the total fixed income portfolio. The Board and Staff will 
have to decide whether the comfort level with the current managers warrants a continued 
assignment, or if alternative managers should be identified. 

 
6. Alternatively, SDCERS may want to consider using the market neutral equity program as a 

source of “portable alpha” for the portfolio. In this scenario, SDCERS would securitize the 
large cash components of the market neutral managers, thereby changing the cash-like return 
underlying the strategies into one that mimics either the stock or the bond market. A 
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“bondized” strategy would overlay the alpha generated by the long/short market neutral 
equity exposure with either a futures or swap position in market duration bonds. The 
potential advantage to this “bondized” market neutral program would be enhanced return for 
the total fixed income portfolio over longer-term periods. In an environment where the fixed 
income market is yielding less than 5%, the potential of enhanced returns is strongly worth 
considering. 

 
7. Finally, depending on SDCERS’ goal for the total fixed income portfolio (lower-risk anchor 

to windward versus higher-risk return generator), additional investment strategies (high yield, 
long bonds, TIPS) could be considered. 
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FFiixxeedd  IInnccoommee  MMaannaaggeerr  SSttrruuccttuurree  AAnnaallyyssiiss 
 

Once an allocation to U.S. fixed income is determined, manager structure is the most important 
determinant of plan performance and risk.  The ultimate goal is to identify a set of efficient 
structures that are sufficiently diversified and that take advantage of the potential excess return 
associated with active management, without suffering the misery of unintended tilts or “bets” in 
the portfolio. 
 
Characteristics including duration, sector and quality are three of the most influential factors 
explaining a fixed income portfolio’s performance. While we collect and analyze characteristics 
for each of the fixed income managers, five of SDCERS’ six managers follow investment 
philosophies that employ strategies and securities that are different from those in a typical market 
bond portfolio. As a result, the analysis of typical bond portfolio characteristics such as duration, 
quality and sector that are applied to more traditional portfolios as less useful for this analysis. 
By definition, bond portfolio characteristics are meaningless for the three market neutral 
portfolios. The Nicholas-Applegate convertible bond portfolio does not “act” like a traditional 
bond portfolio. PIMCO’s complex holdings, including Eurodollar futures, short Treasury futures 
positions and other derivatives mean that traditional characteristics are available for only a 
portion of the securities within the portfolio. PIMCO is also known to purchase the entire lot of 
private placements in securities such as CMOs and asset-backed, further complicating the 
interpretation of traditional bond characteristics. As a result, we will focus on performance and 
the qualitative evaluation of the managers’ processes. 
 
The objective of this study is to select an optimal fixed income manager structure that meets the 
following criteria: 
 
1. Minimizes the downside performance risk relative to the asset class benchmark. SDCERS 

has employed a structure that intentionally does not attempt to simply replicate the broad 
fixed income market, but employs active management and exposure to sectors and strategies 
outside of the benchmark in an attempt to both reduce risk and generate excess return relative 
to the benchmark. Callan’s belief is that the total domestic fixed income structure should be 
neutral to the broad market in regard to sector, duration and quality exposure, unless the 
investor has a specific preference to tilt the structure. We analyze the systematic tendencies 
of managers to see how their unique performances fit together for the portfolio as a whole. 

 
2. Outperforms, or at least matches, the broad market benchmark over any three- to five-year 

time period, after fees. Properly constructed, a portfolio of managers who consistently add 
value within their mandates can provide excess returns over the broad benchmark. 

 
We analyze the fixed income portfolio’s risk and return characteristics to complement our 
knowledge of the individual investment managers in our examination of the current position and 
the exploration of potential alternative manager structures. We then develop a range of 
alternative structures by varying the allocations to existing managers and proposing allocations 
to hypothetical managers. 
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Domestic Fixed Income Structure Philosophy 
 
Within a total return strategy, Callan’s philosophy is that the role of fixed income is to provide a 
low volatility, income-generating base, with greater risk and higher return then sought in other 
asset classes and strategies. A low risk bond portfolio is commonly achieved by seeking broad, 
diversified exposure to the fixed income market through investment in investment grade quality 
bonds with low to medium duration and low correlation with other asset classes. There is no one 
right way to assemble a fixed income portfolio, however, and SDCERS has in fact achieved the 
goal of a low risk anchor, with low correlation to other asset classes, and generated superior 
returns using less frequently employed approaches.  
 
To achieve this type of goal, the allocation to U.S. fixed income is typically defined by a broad 
market benchmark such as the Lehman Aggregate Index. In fact, it is the Lehman Aggregate 
Index that is used by SDCERS and many others to model fixed income within the asset 
allocation and liability framework that ultimately determines the exposure to the asset class 
within the total fund. 
 
The three main factors that define strategies employed in U.S. fixed income include the degree of 
active management versus passive or indexing; broad market exposure versus one narrowed by 
sector or duration; and opportunistic “core plus” versus dedicated allocation to securities outside 
of the benchmark, primarily high yield (in the case of the Aggregate) and non-U.S. bonds. The 
most commonly employed strategies include passive (benchmarked to the Aggregate), active 
core, and active core plus. Passive management is a reasonable alternative to a conservative 
active core mandate as value-added in the investment grade sectors of the U.S. fixed income 
market is often similar to the fees these managers charge. SDCERS does not pursue core 
strategies, and therefore has not employed passive management in fixed income. 
 
As in non-U.S. equity, the distinction between actively managed core and core plus fixed income 
mandates has blurred, and managers are increasingly distinguished by the degree to which they 
employ the “plus” components, and therefore by how far their portfolios deviate from their 
benchmarks.  
 
Dedicated mandates to specialized areas of fixed income such as high yield are employed but are 
uncommon. Similarly, there are few who pursue fixed income mandates with duration extended 
or cash flow tailored to match cash outflows especially in the current low interest rate 
environment. 
 
Allocations to non-U.S. fixed income are implemented through broad developed markets 
strategies typically benchmarked to the Citigroup Non-U.S. World Government Bond Index, 
although the Lehman Global Aggregate ex-U.S. is fast gaining ground. Fixed income markets 
outside of the U.S. represent an opportunity set that comprises approximately half of the global 
bond market. Non-dollar bonds offer an opportunity to diversify across interest rate and 
economic cycles around the world. (SDCERS has a dedicated Non-U.S. bond allocation). 
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Dedicated emerging markets debt is another, more esoteric non-U.S. strategy that has generated 
substantial interest if not actual investment, primarily on the basis of very strong returns since 
2000. It should be noted, however, that emerging debt is typically denominated in dollars or 
euros and is already included in many investment grade portfolios, since a large portion of the 
securities in the emerging debt indexes are included in the Lehman Aggregate and Universal 
indexes. A dedicated emerging debt allocation would therefore represent a substantial 
overweight to a subsector already included in the fixed income portfolio for most investors. 
 
Global mandates are also used on occasion understanding that the potential excess return from 
the flexibility to move between the U.S. and other countries is much more limited than it is with 
equities. Much of the potential value added from changing weights across the major markets is 
overshadowed by currency volatility. Much of the potential value added from global mandates 
can be realized through allowing U.S. managers to invest outside the U.S. and non-U.S. 
managers to invest in the U.S. The risk (and return) of this strategy is controlled by the 
maximum percentages that managers can invest outside of their focus countries. 
 
Another implementation alternative to consider is the idea of “portable alpha” in which the 
excess return, or alpha, from an investment strategy is transferred or ported to fixed income. The 
underlying exposure to fixed income is achieved through the use of futures or swaps. Common 
alpha generating strategies can include market neutral equity, hedge funds, and small cap equity.  
While these strategies are appealing for their higher expected return potential, risks and other 
considerations need to be evaluated. Among these considerations are fees, liquidity, leverage, 
administration, and the ability to identify and access appropriate alpha generating strategies. 



 

Current Domestic Fixed Income Structure 
 

SDCERS’ current manager roster, as of March 31, 2008, is shown in the table below, along with 
the respective dollar and percentage allocations. The investment managers are listed in three 
groups defined by mandate. The managers are categorized according to the peer group to which 
they are compared in the quarterly Callan Investment Measurement Service (IMS) report. 
 

Manager (by style)
March 31, 2008 

Allocation ($)
% of Fixed Income 

Portfolio % of Total Portfolio

Core Plus
  Metropolitan West Asset Management 407,228,537 29.3% 8.7%
  Pacific Income Management Company 417,105,760 30.0% 8.9%
Market Neutral
  Pyramis Global Advisors 140,840,229 10.1% 3.0%
  Salus Capital Mangement 146,527,529 10.5% 3.1%
  SSI Investment Management 131,480,251 9.5% 2.8%
Convertibles
  Nicholas-Applegate Capital Management 147,768,628 10.6% 3.1%

Total 1,390,950,934 100% 29.6%

Core Plus 824,334,297 59.3%
Market Neutral 418,848,009 30.1%
Convertibles 147,768,628 10.6%
Active 1,390,950,934 100%
Passive 0 0%  
 
 
SDCERS employs a custom blended benchmark to gauge the performance of the total fixed 
income portfolio: 60% Lehman Aggregate, 30% Merrill Lynch 1-5 Year Corporate/Government, 
10% Merrill Lynch Convertibles All Qualities. The core plus portion of the portfolio is 
benchmarked to the Lehman Aggregate, the market neutral mandates to the Merrill Lynch 1-5 Yr 
Corp/Gov’t as well as T-Bills plus 3%, and Nicholas-Applegate to the Merrill Lynch 
Convertibles. 
 
The Lehman Aggregate is a reasonable and customary benchmark for core plus managers. Met 
West and PIMCO, pursuant to their individual guidelines, may hold non-Lehman Aggregate 
sectors such as high yield, non-U.S. and emerging markets securities. The Merrill Lynch 
Convertible All Qualities index is a reasonable benchmark for the Nicholas Applegate portfolio. 
The use of the Merrill Lynch 1-5 Yr Corp/Gov’t as one of the market neutral benchmarks reflects 
the history and original purpose of the market neutral portfolio, which is to provide a shorter 
duration, low volatility defensive position within the fixed income portfolio. To the extent that 
SDCERS wishes to continue to consider the market neutral program a substitute for shorter 
duration fixed income, the Merrill 1-5 is a reasonable benchmark. The T-Bill plus 3% represents 
the midpoint of a range of performance expectations (T-Bill plus 2-4%) that has been held out by 
market neutral managers as representative, at least of past results. Going forward, T-Bill plus 3% 
may be an ambitious target given the relatively low interest rate environment and the large 
increase in the dollars invested in the strategies, driving down alpha expectations. 
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The performance of SDCERS’ fixed income portfolio for periods ended March 31, 2008 is 
shown in the first exhibit below. The performance for the composite is substantially ahead of 
both the blended benchmark as well as the Lehman Aggregate for the trailing three, five and ten 
years. This performance is the result of strong absolute and relative returns from PIMCO, Met 
West and Nicholas Applegate, particularly since 2004. Both PIMCO and Met West ranked in the 
first percentile among core plus bond managers over the past five years. The convertible bond 
portfolio managed by Nicholas Applegate has also been a large contributor to total fixed income 
performance over this period, as depicted in the second graph below. Finally, the market neutral 
portion of the portfolio contributed to the total portfolio return as interest rates rose from 2004 
into 2007. 
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Median 1.23 6.32 5.39 4.73 6.06 7.56
75th Percentile 4.95 4.98 4.49 5.87 7.38
90th Percentile 2.79 4.11 3.96 5.44 7.14

Domestic
Fixed Composite

0.87
(0.30)

A 7.15 6.86 6.13 6.30 7.35
Lehman Aggregate

(0.63)
B 2.17 7.67 5.48 4.58 6.04 7.60

Blended Benchmark 1.59 6.81 5.43 4.57 5.85 7.65  
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(8.17) (6.88)

(5.50) 4.29 11.07 14.01 8.87 11.33

Convertible Benchmark (5.61) (3.74) 5.64 8.18 5.49 7.53  
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While the relative returns for the fixed income portfolio have exceeded objectives, the risk-
adjusted returns for the portfolio have also been quite strong. The exhibit below shows five 
measures of risk-adjusted returns for the SDCERS fixed income portfolio against the Lehman 
Aggregate. Over the last ten years, the domestic fixed income composite has ranked in the top 
decile for four of the five measures and in the top quintile for the fifth (excess return ratio). 
 

Risk-Adjusted Return Measures vs Blended Benchmark 
Ranking Against Public Fund – Domestic Fixed 
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The exhibit below demonstrates the consistency of the superior risk adjusted returns achieved 
over time. The Sharpe Ratio (returns per volatility) for the current SDCERS portfolio has been 
consistently higher than both the custom benchmark and the Lehman Aggregate for the trailing 
five year period ended March 31, 2008 (the “Current Composite” uses the current manager 
products and March 31, 2008 portfolio weights applied over history). The higher Sharpe ratio is 
a result of a combination of better returns and lower risk. 
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Are Convertible Bonds Appropriate in the Domestic Fixed Income Structure? 
 
The first chart on the following page shows return and risk for the current domestic fixed income 
composite and the roster of SDCERS’ fixed income managers over the past ten years. The 
second chart shows how the calculation of five-year return and risk numbers changed over a 
five-year period. What jumps out from these charts is that the return and risk characteristics for 
the Nicholas-Applegate convertible bond portfolio are very different from the rest of the fixed 
income portfolio and are more comparable to equities. 
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The convertible bond portfolio has generated equity-like returns over the past ten years, and has 
boosted SDCERS’ total fixed income returns without increasing the level of overall risk. The 
convertible portfolio has also exhibited equity-like volatility and low correlation to the broad 
domestic bond market, and the contribution to the total fixed income return and risk accrues from 
diversifying between stocks and bonds. The chart below compares the correlation of SDCERS’ 
fixed income managers to the Lehman Aggregate over the past 3, 5, 7 and 10 years, against the 
backdrop of Callan’s Total Domestic Fixed Income Database Group and Core Bond and Core 
Plus Style Groups. The chart shows that the Nicholas-Applegate convertible portfolio’s 
correlation to the broad fixed income market and the core portion of the fixed income portfolio is 
very low and very much in line with that of the broad equity market as represented by the Russell 
3000. 
 

Last 3 Years Last 5 Years Last 7 Years Last 10 Years
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We believe convertibles can play an important role within SDCERS’ total investment program.  
That said, convertibles are clearly not pure fixed income securities and do not behave like 
traditional fixed income. Market research and historical behavior indicate that convertibles are 
neither stocks nor bonds. The use of convertibles at small levels within the fixed income 
portfolio, as a diversifier and return enhancer, is not an unreasonable approach. Alternatively, if 
the Board and Staff are interested in increasing the allocation to convertibles, a separate 
allocation outside of the fixed income portfolio may be considered. 
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What is the appropriate role, if any, for Market Neutral Equity in the Domestic Fixed 
Income Structure? 
 
The current strategy for the fixed income portfolio includes a target allocation of 30% to market 
neutral equity. Within the allocation, SDCERS has assigned 10% mandates to three managers – 
Fidelity, Salus, and SSI. The objective of the market neutral equity program within the fixed 
income portfolio has been to provide shorter duration (or defensive) bond-like returns and 
volatility with very low correlation to the rest of the SDCERS portfolio. In this role as a 
surrogate for defensive fixed income, the program was expected to lower the risk of both the 
fixed income segment and the total portfolio, while delivering returns at least comparable to 
those of the defensive fixed income mandate that it replaced. The program has delivered on the 
promise of low volatility and diversification, but has not met the objective as it pertains to return 
expectations. Does the market neutral allocation still make sense? Below we review the rationale 
behind making a strategic allocation to market neutral equity. The strategy’s impact on 
SDCERS’ total fixed income portfolio performance is evaluated. Lastly, a possible alternative 
form of the strategy is discussed along with the arguments for and against retention. 
 
Market neutral equity is a form of arbitrage involving the simultaneous purchase and sale of 
comparable securities in order to profit from price discrepancies. The strategy entails security 
selection risk, with some industry sector risk and minimal market risk. The return expectation is 
based on alpha from the stock selection plus short-term interest rates. Industry consensus is T-
Bill plus 2% to 4%, before fees. 
 
Why market neutral? Looking ahead, the general consensus for the bond and stock markets is for 
lower returns relative to the long-term averages. Market neutral equity, particularly when used as 
portable alpha (transporting the cash-plus returns to another asset class), may help investors 
reach their objectives. Market neutral can provide higher risk-adjusted return potential than 
bonds and stocks, particularly in rising interest rate environments. In a market neutral portfolio, 
every stock position is an expression of the manager’s opinion, there are no positions held to 
simply match index exposures - everything counts. Market neutral attempts to exclude market 
risk, has lower expected risk than either stocks or long-duration bonds, and has little or no 
correlation with the traditional financial markets or other managers. Median market neutral 
equity manager correlation with the equity market is close to zero, and significant benefits can be 
achieved from manager diversification. 
 
While there is a rationale for a market neutral allocation in SDCERS’ fixed income portfolio, 
potential challenges with the strategy must be considered: 
 
1. Doubling a negative alpha? 

• Faith required in manager skill to create excess return on both sides. 
• Manager-specific risk highlights need to diversify manager roster. 

2. Higher-than-expected risk? 
• Not T-Bill risk - More “uncertainty” than “risk”. 
• Significant skill needed for quantifying and managing all risk exposures. 

3. Unintended correlation? 
• Market neutral equity is typically uncorrelated, not negatively correlated. 



 

• Can perform poorly when equity or fixed income markets deviate sharply from 
underlying fundamentals – security selection is often informed by valuation models. 

• Managing both beta and dollar exposures to market critical. 
4. Sticker price shock 

• High fees - Often 1% fee + 20% of excess return over T-Bill (SDCERS current fee 
structure less than this) 

5. Shortens the duration of the fixed income portfolio 
• Substitutes a T-Bill duration for a portion of the fixed income portfolio. 

 
The chart below compares the 10-year annualized return and risk for the total fixed income 
portfolio composite (using 3/31/08 manager weights), both with and without the three market 
neutral managers, and an equal weighted composite of SDCERS’ three market neutral managers. 
Within a declining interest rate environment over much of the period in which the managers 
failed to meet expectations for alpha, the market neutral program has been a drag on the 
performance of the total fixed income composite over the past 10 years. 
 

  CCaallllaann  AAssssoocciiaatteess  PPaaggee  1144 

(3%) 0% 3% 5% 8% 10% 13% 15% 18% 20%
3%

4%

5%

6%

7%

8%

Scatter Chart for 10 Years Ended March 31, 2008

Standard Deviation

R
et

ur
ns

Current Composite

LB:Aggr Bond

Market Neutral Managers

S&P 500
3 Month T-Bill

Current Composite ex-MN

 
 
At the same time, the market neutral managers have exhibited low correlation to the broad 
domestic bond market, helping to diversify the total fixed income portfolio. 
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While the total fixed income composite ex-market neutral has consistently exhibited modest 
correlation to the equity markets (thanks to the convertibles portion), the market neutral portfolio 
has produced negative correlation to the equity markets over recent periods, helping to lower 
SDCERS’ total fund volatility. 
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The chart on the next page shows the rolling five-year excess return over the risk free rate (T-
Bills) for SDCERS’ market neutral program and Callan’s Market Neutral Style Group (net-of-fee 
returns). The median manager has often struggled to meet expectations (2-4% over cash, before 
fees), but SDCERS’ managers as a group have consistently been below median since mid 2004, 
with the exception of the more recent periods. 
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Given the program’s performance, we now discuss the reasons for retaining the program or 
eliminating it entirely. We also provide an alternative form of the strategy that addresses at least 
some of the recent performance issues. 
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Market Neutral: Arguments For and Against Retention Within the Fixed Income Portfolio 
 
Argument for Retention 
 
The poor relative results for the SDCERS market neutral equity program are largely explained by 
two factors. First, the largely declining interest rate environment since the implementation of the 
program has proved to be a headwind for performance. At a time when short-term rates were 
pushed down to historic lows, and therefore the yield on the cash collateral from short sales 
declined, traditional bond investments performed very well as lower rates spawned higher bond 
prices. Second, abnormal stock market behavior in years like 1999 and 2003, in which shorter-
term momentum superceded stock fundamentals, also proved to be a difficult environment and in 
many cases led to the “double negative alpha” described earlier. 
 
We saw substantial increases in short-term rates starting in 2004 as well as the removal of 
widespread speculation in the equity markets. We by no means are able to know absolutely if 
favorable conditions for market neutral equity can persist, however it may very well be that we 
have not seen a full market cycle for these investments as of yet. The abandonment of the 
program now may be inopportune. 
 
The long-term case for market neutral equity still exists. Low volatility coupled with low 
correlations to other investments makes the strategy attractive. Given low return expectations for 
the capital markets over the next five years, the ability of managers to generate alpha may be at 
an even greater premium than normal. However, SDCERS’ current market neutral managers 
have generated less alpha than expected over the past four years. 
 
Argument against Retention 
 
The obvious argument for eliminating the market neutral equity program is that it is not fixed 
income. SDCERS’ fixed income portfolio as presently constructed is quite different than the 
overall fixed income market and from peers. The Board may find it more appealing to move the 
portfolio closer to the market. Second, SDCERS’ experience with market neutral equity has not 
been positive. The program has not met expectations and has been difficult to understand and to 
explain to public observers. Third, short rates have declined sharply since the Fed started easing 
in the summer of 2007, and if shorter rates do stay low, it is possible that the overall return from 
market neutral will not keep pace with other bond strategies. 
 
The market neutral program remains attractive as a low volatility, low correlation strategy. 
Callan suggests that SDCERS consider either moving the market neutral program out of the 
fixed income allocation to stand alone within the total SDCERS investment program, or to 
consider market neutral as a portable alpha strategy within the fixed income program. 
 
Using Market Neutral Equity as a Portable Alpha Strategy 
 
A potential solution to retaining the market neutral program, while at the same time making the 
overall portfolio more like the broad fixed income market, is to “bondize” the market neutral 
program. The idea behind this strategy is to take the cash plus return from market neutral, and 



 

using an overlay position in either fixed income futures or swaps, “port” the return to fixed 
income. To the extent that the market neutral equity program can provide a return above the cash 
return net of fees, the return on a fixed income benchmark can be exceeded. 
 
In further detail, the current program would continue to operate as is, with the managers 
investing in a diversified market neutral program to generate enhanced cash returns with low 
volatility. In this approach, another step is then added. SDCERS would then overlay the market 
neutral allocation by purchasing either futures or swap contracts for a market exposure to the LB 
Aggregate or market duration treasuries with a notional amount equal to the market neutral 
equity program’s investment. The result thereby creates a passive bond market return combined 
with the excess return, or alpha, over LIBOR (excluding cost of future or swap). This process 
thereby extends the duration of the market neutral program from cash to that of the broad fixed 
income market.  
 
The following exhibits explore a hypothetical historical scenario for a “bondized” market neutral 
equity program using SDCERS’ current managers. In these hypothetical scenarios, we have 
assumed an equally weighted portfolio using the three current managers, and we have also 
assumed a 75 basis point transaction cost for acquiring the market exposure via a swap contract.  
We used actual SDCERS returns back to inception for each manager, and have linked these 
returns to their composites as provided by the managers to provide greater historical perspective. 
 
The first exhibit shows the correlations of the current managers, as well as the combined 
program, to the Lehman Aggregate Index. The current program on a standalone basis, depicted 
by the grey oval, has exhibited very low correlation to the broader bond market. A second 
potential portfolio, in which the three current managers are joined by a fourth manager and the 
allocations to each manager are equally weighted, is depicted in black oval. (The fourth manager 
is assumed to achieve the average return for the market neutral peer group). 
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Next, we show the historical performance of the current program in a bondized scenario. On the 
following page, the cumulative returns for the past ten years for a hypothetical program where 



 

the current program is bondized through a swap over the Lehman Aggregate meaningfully 
exceeds both the Aggregate and the median core fixed income manager. The performance lagged 
in 1999 and 2003 given the factors described above. 
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The excess returns have not come without risk. The next exhibit shows the historical tracking 
error, or deviation from the Lehman Aggregate. The bondized portfolio generates substantially 
less tracking error than the current market neutral equity program on a standalone basis. 
Therefore, while the tracking error for the bondized portfolio is greater than that of the average 
core fixed income manager, it would likely reduce the overall tracking error of the total fixed 
income portfolio, and move the general characteristics of the fixed income structure closer to 
those of the broad market benchmark. 
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As with every investment, there is another side to the story. Some of the potential challenges to 
portable alpha are outlined below: 
 
1. Alphas with hidden market exposure 

• “Market neutral” equity are not always neutral to the market, particularly when 
individual factors (e.g., momentum, value) dominate performance 

2. Logistics of financial leverage 
• Mark-to-market requirements of futures or swaps involve active cash management as 

well as portfolio liquidity 
3. Timing Risk 

• While unpredictable, changing the nature of the program at the wrong time may 
compound past performance issues and test the patience of the Board in retaining the 
program 

 
While an attractive solution, the complexities involved in implementing portable alpha require 
additional resources and understanding properly implement and monitor such a program. The 
Board and staff should consider additional education on the topic if this concept has appeal. 
 
Are there additional fixed income strategies SDCERS should consider? 
 
While SDCERS’ fixed income portfolio already differs from the typical public fund, with 
dedicated allocations to non-U.S. fixed income, convertible bonds and a market neutral equity 
mandate, below we examine whether there are any additional investment strategies in fixed 
income that SDCERS might consider. A discussion of strategic allocations to high yield bonds, 
long bonds, and Treasury Inflation-Protected Securities (TIPS) follows. 
 
The sector/duration decision is a significant part of the portfolio construction process in most 
fixed income portfolios. By specifying sector/duration-specific mandates at the manager level, 
the burden for a portion of the sector/duration allocation decision falls on the Board who may not 
be in a position to make active and timely judgements. Callan favors an approach where 
investment managers make the sector/duration decision in response to changes in the market, 
rather than a static strategic decision made by the Board. Strategic allocations would likely 
increase the number of managers. The tactical approach gives managers the ability to add value 
while keeping the structure simple - fewer managers. Having stated our preference, the following 
is a discussion of potential fixed income strategies not currently utilized by SDCERS but which 
we feel are worthy of consideration by the Board. 
 
High Yield Bonds 
 
High yield provides a higher level of income, but with an increased credit risk/default risk over 
investment grade bonds. While less risky than equity, high yield bonds have an equity-like 
investment component. A diversified portfolio of high yield bonds can offer attractive 
risk/reward characteristics and help to diversify total fixed income portfolio risk due to low 
correlation with U.S. investment grade bonds, but liquidity and capacity constraints can be 
issues. And while a high yield allocation would diversify the bond portfolio it may increase 
overall portfolio risk due to a positive correlation with stocks. The amount and type of exposure, 
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however, is impacted by the decision to use a strategic or tactical mandate. Some of the 
advantages and disadvantages to gaining high yield exposure via tactical and strategic mandates 
are outlined below: 
 
Strategic allocation (stand alone): 

Advantages 
Manager likely to be more diversified 
Greater exposure to the lower quality range 
Manager focus is on the least efficient market sectors 

Disadvantages 
Board has responsibility to determine allocation 
Higher fees 
 

Tactical allocation (core plus): 
Advantages 

Moving in/out of high yield market may add value 
Lower fee 

Disadvantages 
Manager likely to hold only the largest issues 
Focus tends to be on the higher quality with the high yield range 
Frequently the manager allocation is static 

 
A strategic allocation to high yield bonds would require discipline, as periods of significant 
outperformance are accompanied by periods of large underperformance. 
 
Long Bonds 
 
Assuming an upward sloping yield curve over the long run, long bonds should yield greater 
returns for taking on more interest rate (duration) risk (strategic approach). A tactical approach to 
long bonds involves the belief that a certain shape or slope to the yield curve will occur in the 
near future or persist for a certain period of time. 
 
Once a decision is made to invest in long bonds, in which part of the market should investors go 
long – treasuries, corporates, or both? Treasuries imply a “pure” duration bet, while corporates 
add credit and economic bets. 
 
Long bonds are more concentrated than core portfolios, offering fewer sectors and issues. A 
potential added benefit to long bonds, however, is in most cases they provide a better match 
(than shorter duration bonds) to a plan’s liabilities in terms of having similar pricing sensitivity. 
A strategic allocation to long bonds requires a commitment on the part of the investor to stay 
with the bet when it’s out of favor.  A tactical approach requires timing the interest rate cycle, a 
task that is often better left to professional investment managers. 
 



 

  CCaallllaann  AAssssoocciiaatteess  PPaaggee  2222 

Treasury Inflation-Protected Securities (TIPS) 
 
Treasury Inflation-Protected Securities (TIPS) are considered a “real” asset, with interest and 
principal payments linked to inflation (CPI). TIPS provide an effective hedge against rising U.S. 
inflation, but can produce poor returns in deflationary and rising real interest rate environments. 
While they can be a very effective diversifier, reducing risk over the long-term for the total 
return portfolio, TIPS are a potentially low yielding investment with capacity constraint issues.   
 
TIPS’ strength is most appreciated in periods of rising inflation expectations.  The dynamic 
correlations are expected to fall while the returns are expected to outpace those of traditional 
bonds, enhancing the efficiency of the portfolio. However, in the absence of rising inflation 
expectations, traditional bonds offer higher total return. The need for TIPS in a strategic or 
tactical allocation is then driven by concern that inflation will rise more than expected. If an 
investor has a strong opinion about hedging future inflation or adding an inflation-sensitive 
investment to off-set certain liabilities or to counter unexpected spending needs from higher 
inflation, TIPS can be a simple solution, albeit with a relatively low real rate of return potential.  
Generally, investors can use equities to provide some of the inflation protection they need, with 
higher return potential. Indeed, with real rate of return objectives often above 5%, investors may 
be better served by investments that contribute to a higher total return. While inflation shifts can 
harm equity returns in the short run, over the long run, equities ultimately provide a claim on real 
assets, and have been shown to provide a real rate of return that averages approximately 8% 
annually. 
 
Unless real rate of return or liability matching is the most significant goal, a fund sponsor may 
not need to consider a strategic allocation to TIPS. Investors with a total return objective will be 
better served by tactically including TIPS in their portfolio when investment opinion suggests 
that TIPS are undervalued and will outperform competing investments. For purposes of portfolio 
diversification and total return, many fixed income managers are qualified to invest in TIPS 
opportunistically. Because these bonds can occasionally be inexpensive relative to fixed-rate 
Treasuries, skilled fixed income managers can improve their bond portfolio’s total return with 
opportunistic allocations, particularly when investors are not willing to pay for inflation 
protection. 
 
Alternative Manager Structures for Domestic Fixed Income 
 
The current strategy for the fixed income portfolio includes a target allocation of 60% to core 
plus (two managers), 30% to a market neutral strategy (three managers), and 10% to convertible 
bonds (one manager). The SDCERS total fixed income portfolio is therefore different – greater 
tracking error relative to the benchmark, but with less volatility - from that of a typical public 
pension fund of comparable size. Is this stance reasonable? 
 
The starting point of Callan’s typical fixed income structure analysis is the assumption that the 
total fixed income structure should be neutral to the broad market in regard to sector, duration 
and quality exposure, unless the investor has a specific preference to tilt the structure. A bias 
away from the broad market is reasonable if the investor can articulate the goal for this overall 
bias and the role for each piece of the portfolio, particularly those that produce the bias. 



 

Three issues are explored in the alternative structures: 
 
1. Are convertible bonds appropriate for SDCERS’ fixed income mandate? 
2. Is market neutral equity appropriate for SDCERS’ fixed income mandate? 
3. Is there a role for dedicated allocations to high yield, long bonds, and/or TIPS? 
 
The following alternative structures explore these three issues: 
 
• Alternative 1 – Keep the structure as it is, but “bondize” the market neutral piece to eliminate 

the short duration bias. Add two new market neutral managers, terminate SSI, and divide the 
allocation evenly among the four managers. 

 
• Alternative 2 – Eliminate 30% allocation to market neutral equity and replace with a single 

core manager. 
 
• Alternative 3 – Eliminate 30% allocation to market neutral equity and replace with a global 

high yield manager (10%) and a TIPS manager (20%). 
 
• Alternative 4 – Same as Alternative 3, with the exception of eliminating convertibles and 

increasing the allocation to TIPS (30%). 
 
• Alternative 5 – Eliminate both the convertibles and market neutral mandates and split the 

total portfolio allocation between the two core plus managers. 
 
Combinations of the alternatives described above may also be considered, as could modifications 
to the percentages suggested. The table below outlines the allocations in the five alternative 
structures. 

Manager (by style)
Current Target 

Structure Alternative 1* Alternative 2 Alternative 3 Alternative 4 Alternative 5

Core
  Manager A 30%
Core Plus
  Metropolitan West Asset Mgmt. 30% 30% 30% 30% 30% 50%
  Pacific Income Management Co. 30% 30% 30% 30% 30% 50%
Market Neutral
  Pyramis Global Advisors 10% 7.5%
  Salus Capital Mgmt. 10% 7.5%
  SSI Investment Mgmt. 10%
  Manager A 7.5%
  Manager B 7.5%
Global High Yield
  Manager C 10% 10%
TIPS
  Manager D 20% 30%
Convertibles
  Nicholas-Applegate Capital Mgmt. 10% 10% 10% 10%

Total 100% 100% 100% 100% 100% 100%

Core/Core Plus 60% 60% 90% 60% 60% 100%
Market Neutral 30% 30% 0% 0% 0% 0%
Global High Yield 0% 0% 0% 10% 10% 0%
TIPS 0% 0% 0% 20% 30% 0%
Convertibles 10% 10% 10% 10% 0% 0%
Active 100% 100% 100% 100% 100% 100%
Passive 0% 0% 0% 0% 0% 0%

*Assumes market neutral strategy is "bondized".  
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Market Neutral Equity
Market Neutral Equity Defined
Mechanics of Neutralizing the Market
Opportunities & Challenges

Portable Alpha via Market Neutral Equity
Portable Alpha Defined
Mechanics of Implementing Portable Alpha
Opportunities & Challenges

Backtested Performance Using SDCERS Managers
Against S&P 500, LB Aggregate, or Treasury benchmarks

Examining Relationships between Beta and Alpha
Comparing Active Risk vs. Active Returns

Conclusion
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Market Neutral Equity Defined

Market neutral equity is a form of arbitrage involving:
The simultaneous purchase and sale of the same or 
equivalent security in order to profit from price 
discrepancies.
Borrowing, or leverage, involved
Security selection risk, with some industry sector risk 

Return(Port) ≅ Return(Stock A) - Return(Stock B) + Return(T-bill)
Minimized market risk

2Callan Associates Inc.



Mechanics of Neutralizing the Market

Simplified Illustration of Market-Neutral Equity

$100 Cash
Investment

$100 Stock
Purchased

$100 Stock
Borrowed

$100 Stock
Sold

Dividend
Received

“Long” Stock
Sold

+ Interest Income

“Short” Stock
Repurchased

+ Gain / - Loss

+ Dividend Income

+ Gain / - Loss

$100 Cash
Collateral

Short-Term Interest
Received

Dividend
Reimbursed - Dividend Expense

= Total Return*
* Gross of management and brokerage fees

Return expectation based on alpha and short-term rates
Industry consensus is T-bill plus 2% to 4%, before fees.

3Callan Associates Inc.



Market Neutral Equity - Opportunity
More Taste - Less Filling!

4Callan Associates Inc.

The Marketing Pitch
The beta challenge

Looking ahead, what can the bond or stock market 
reasonably deliver?

Higher risk-adjusted return potential
Focus on manager’s strengths
No “deadweight” in active portfolio holdings - everything 
counts
Excludes market risk
Lower expected risk

Little or no correlation with markets or other 
managers

Unique to manager strategy



Portable Alpha - Opportunity
The Beta Challenge

Expected Returns*Recent Returns #

Since 1981 (Next 5 Years)Traditional Asset Class

U.S. Stocks (S&P 500) 12.50% 9.00%

U.S. Bonds (LB Aggregate) 9.37% 5.25%

5.58% 3.50%Cash (90-Day T-Bills)

Can we reasonably expect a stock & bond mix to achieve desired 
returns of 8% or more?

Bonds in 1981 yielded 16.5%; now the effective yield is below 5%

Market neutral equity, particularly when used as portable alpha,
can help us reach the objective.

5Callan Associates Inc. * Callan’s capital market projections for 2008-2012# 26 1/4 years ended March 31, 2008
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Superior to equity market over unusual 10-year period, but lagged 
bonds.

Investment style within peer group varies.

Market Neutral Equity - Opportunity 
Higher Risk-Adjusted Return Potential

CAI:Mkt Neutral Style

Salus*

PGA*

SSI* S&P:500

3 Month T-Bill

LB:Aggr Bond

0% 5% 10% 15% 20%
0%

3%

6%

9%

12%

15%

For 10 Years ended March 31, 2008
Returns vs. Standard Deviation

Standard Deviation

R
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Ellipse represents 80% of the observed managers within the CAI:Mkt Neutral Style group.

* Based on historical returns available for all underlying managers, including actual SDCERS performance.



Market Neutral Equity - Opportunity 
Low Expected Correlation With Markets

98 99 00 01 02 03 04 05 06 07 08
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Using Rolling Periods of 12 Quarters From 4/1/98 to 3/31/08
Correlation vs. S&P:500

C
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-0.11 - CAI:Mkt Neutral Style

1.00 - S&P:500

0.32 - PGA*

0.67 - Salus*

-0.03 - SSI*

* Based on historical returns available for all underlying managers, including actual SDCERS performance.

Grey area represents the 10th to 90th decile of the CAI:Mkt Neutral Style group; the white line represents the median manager for each rolling period observation.

7Callan Associates Inc.

Median manager correlation with equity market close to zero
Significant benefits achieved from manager diversification



Market Neutral Equity - Challenge 
Potential Problems

Doubling a negative alpha?
Faith required in manager skill to create excess return on both sides
Manager-specific risk highlights need to diversify manager roster

Higher-than-expected risk?
Not T-bill risk - More “uncertainty” than “risk”
Significant skill needed for quantifying and managing all risk exposures

Unintended correlation?
Market neutral equity is typically uncorrelated, not negatively correlated
Can perform poorly when markets perform poorly
Managing both beta and dollar exposures to market critical.

Sticker price shock
High fees - Often 1% fee + 20% of excess return over T-bill

8Callan Associates Inc.



Market Neutral Equity
Next Step?

Depends on market-neutral equity products being 
considered

Higher expected return implies higher risk
Standalone Allocation?

Sufficient expected return to meet investment objective?
Portfolio not always “neutral” or uncorrelated?
Investor’s risk aversion?

Portable Alpha?
Excess return added to passive equity or bond index exposure?

Involves futures or swaps to create passive market exposures
Consistently uncorrelated?
Low volatility coupled with low expected return?

9Callan Associates Inc.



Portable Alpha Defined
Integrating Active and Passive Management

Part 1 - Beat LIBOR (Cash) returns
Invest in a diversified market neutral program to generate 
enhanced cash returns with low volatility

Part 2 - Trade LIBOR return for a market return 
Buy future or swap contracts for a market exposure (e.g., S&P 
500, LB Aggregate, 10-Year Treasury) with a notional amount 
equal to the market neutral equity program’s investment, 
thereby creating a passive market return combined with the 
excess return, or alpha, over LIBOR (excluding cost of future or
swap).

Portable alpha programs allow the investor to pay only for 
the alpha, with virtually no cost for the beta

10Callan Associates Inc.



Simplified Illustration of Equitized Market-Neutral Equity

Mechanics of Implementing Portable Alpha
Using Market Neutral Equity

$100 Cash
Investment

$100 Stock
Purchased

Dividend
Received

“Long” Stock
Sold + Gain / - Loss

+ Dividend Income

$100 Stock
Borrowed

$100 Stock
Sold

“Short” Stock
Repurchased

$100 Cash
Collateral

Short-Term Interest
Received

Dividend
Reimbursed - Dividend Expense

11Callan Associates Inc.

= S&P 500 + Gain/Loss*

* Gross of management and brokerage fees

- Loss / + Gain

$100 S&P 500
Exposure

$100 Futures 
Contract 

Purchased

“Long” Contract
Expires/Rolls

S&P 500 Return

Three levels of exposure: long portfolio, short portfolio, & beta portfolio
In practice, cash must be set aside, somewhere, to meet margin requirements of the 

future or swap contracts.

B
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a
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Portable Alpha - Opportunity & Challenge
Embedded Betas & Financial Logistics

Beware of alphas with hidden market exposure
“Market neutral” equity are not always neutral to the market, 
particularly when individual factors (e.g., momentum, value) 
dominate performance

Logistics of financial leverage
Mark-to-market requirements of futures or swaps involve 
active cash management as well as portfolio liquidity

While an attractive solution, implementing portable alpha 
typically involves sophisticated investors with size, 
experience, and resources to properly design, implement 
and monitor.

12Callan Associates Inc.



Backtested Performance vs. S&P 500
Using SDCERS Managers

13Callan Associates Inc.

Currently hired managers: Salus, SSI, and Fidelity
Actual returns (gross of fees) with SDCERS since inception used
Prior to SDCERS inception, returns reported to Callan used
Equal-weighted portfolio of SDCERS managers created, with impact 
of adding an average market neutral manager illustrated

Hypothetical market exposures upon which to “port” market neutral 
portfolio
S&P 500, LB Aggregate, and 10-Year Treasury 

Callan style group - Core Bond, Core Equity
Provides a comparison with traditional long-only managers vs. 
benchmarks

Assumptions for “equitized”, “bondized”, & “treasurized” returns
Finance spread + transaction cost of future or swap contract over 
LIBOR = 75bps

In reality, cost of using S&P 500 or Treasury futures will likely be less, while that 
of using LB Aggregate swap may be more. Degree of liquidity drives this cost.
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Backtested Performance vs. S&P 500
Examining Relationships Between Beta & Alpha

Current three-manager portfolio (“Sal+SSI+PGA”) well balanced
No material correlation or r-squared to market in combined portfolio
Suitable for portable alpha application

Alternative portfolio replaces SSI with two additional managers 
(assumed avg return)
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Backtested using Rolling Periods of 12 Quarters from 10/1/01 to 3/31/08
R-Squared and Correlation vs. S&P:500

Correlation vs. S&P:500

R
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SSI*

Salus*
PGA*

Sal+SSI+PGA*
Sal+PGA+2Avg MNE*

Each ellipse encompasses 80% of the rolling period measurements for a given portfolio.



Backtested Performance vs. S&P 500
Excess Returns Over the Benchmark

1999 2000 2001 2002 2003 2004 2005 2006 20072008
(20%)

0%
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Cumulative Relative Returns vs. S&P:500 - Backtested from 1/1/99
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13.95% - CAI:Lg Cap Core Style

7.31% - Sal+SSI+PGA* (Equitized)
9.71% - Sal+PGA+2AvgMNE* (Eq)

0.00% - S&P:500

Grey area encompasses 80% of the peer group distribution for CAI:Lg Cap Core Style.

15Callan Associates Inc.

Periods of significant outperformance and underperformance
Momentum-based equity markets hurt alpha in 1999 and 2003



Backtested Performance vs. S&P 500
Tracking Error

When equitized, market neutral equity portfolio exhibits active 
risk similar to that of the median Core Equity manager

Impact of adding another market neutral equity manager reduces active risk

98 99 00 01 02 03 04 05 06 07 08
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Using Rolling Periods of 12 Quarters From 4/1/98 to 3/31/08
Tracking Error vs. S&P:500
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2.52% - CAI:Lg Cap Core Style

4.65% - Sal+SSI+PGA* (Equitized)

3.32% - Sal+PGA+2AvgMNE* (Eq)

* Based on historical returns available for all underlying managers, including actual SDCERS performance.

Grey area represents the 10th to 90th decile of the CAI:Lg Cap Core Style group; the white line represents the median manager for each rolling period observation.
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Backtested Performance vs. S&P 500
Comparing Active Risk vs. Active Returns
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Backtested using Rolling Periods of 12 Quarters from 10/1/01 to 3/31/08
Relative Returns and Tracking Error vs. S&P:500
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Sal+SSI+PGA* (Equitized)

Sal+PGA+2AvgMNE* (Eq)

CAI:Lg Cap Core Style

0% 1% 2% 3% 4% 5%
(2%)

(1%)

Tracking Error vs. S&P:500
Each ellipse encompasses 80% of the rolling period measurements for a given portfolio.
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Higher excess return over S&P 500 with moderate active risk
When equitized, tracking error similar to average Core Equity manager
Modest improvement from replacing SSI with two other market neutral equity 
managers



Backtested Performance vs. LB Aggregate
Examining Relationships Between Beta & Alpha
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Backtested using Rolling Periods of 12 Quarters from 10/1/01 to 3/31/08
R-Squared and Correlation vs. LB:Aggr Bond

Correlation vs. LB:Aggr Bond
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Sal+SSI+PGA*

Sal+PGA+2Avg MNE*

Each ellipse encompasses 80% of the rolling period measurements for a given portfolio.
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Current three-manager performance very well-balanced here also
Insignificant r-squared in combined portfolio, with negligible correlation.



Backtested Performance vs. LB Aggregate
Excess Returns Over the Benchmark
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0.79% - CAI:Core Bond Style

5.97% - Sal+SSI+PGA* (Bondized)

8.79% - Sal+PGA+2AvgMNE* (Bd)

0.00% - LB:Aggr Bond

Grey area encompasses 80% of the peer group distribution for CAI:Core Bond Style.
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Periods of significant outperformance and underperformance
Momentum-based equity markets hurt alpha in 1999 and 2003



Backtested Performance vs. LB Aggregate
Tracking Error
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Using Rolling Periods of 12 Quarters From 4/1/98 to 3/31/08
Tracking Error vs. LB:Aggr Bond
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4.34% - Sal+SSI+PGA* (Bondized)

5.75% - Sal+SSI+PGA*

3.06% - Sal+PGA+2AvgMNE* (Bd)

0.70% - CAI Core Bond Fixed-Inc Style

* Based on historical returns available for all underlying managers, including actual SDCERS performance.

Grey area represents the 10th to 90th decile of the CAI:Core Bond Style group; the white line represents the median manager for each rolling period observation.
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When bondized, market neutral equity portfolio exhibits active 
risk much higher than that of the median Core Bond manager

However, notably less tracking error than standalone market neutral equity



Backtested Performance vs. LB Aggregate
Comparing Active Risk vs. Active Returns
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Sal+SSI+PGA* (Bondized)

CAI:Core Bond Style

Sal+PGA+2AvgMNE* (Bd)

21Callan Associates Inc.

Significantly higher returns and risk than typical bond manager
Active equity risks overwhelm active bond risks
Attractive role for a small portion of total bond portfolio

* Based on historical returns available for all underlying managers, including actual SDCERS performance.
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Tracking Error vs. LB:Aggr Bond

Sal+SSI+PGA*
Each ellipse encompasses 80% of the rolling period measurements for a given portfolio.



Backtested Performance vs. 10yr. Treasury
Relationships Between Beta & Alpha
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Backtested using Rolling Periods of 12 Quarters from 10/1/01 to 3/31/08
R-Squared and Correlation vs. Citi:Treas Bench 10 Yr

Correlation vs. Citi:Treas Bench 10 Yr
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Each ellipse encompasses 80% of the rolling period measurements for a given portfolio.
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Historical performance suggests suitable role for portable alpha
Immaterial correlation and r-squared with long-term Treasury

* Based on historical returns available for all underlying managers, including actual SDCERS performance.



Backtested Performance vs. 10yr. Treasury
Excess Returns Over the Benchmark
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-9.98% - CAI:Mkt Neutral Style

6.04% - Sal+SSI+PGA*(Treasurized)
8.88% - Sal+PGA+2AvgMNE* (Trs)

0.00% - Citi:Treas Bench 10 Yr

-20.89% - 3 Month T-Bill

Grey area encompasses 80% of the peer group distribution for CAI:Mkt Neutral Style.

* Based on historical returns available for all underlying managers, including actual SDCERS performance.

23Callan Associates Inc.
Historical outperformance reflects premium from active equity 
risk



Backtested Performance vs. 10yr. Treasury
Comparing Active Risk vs. Active Returns
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Sal+SSI+PGA*(Treasurized)
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Higher excess return over long Treasury with moderate active risk
Adding another manager has modest systematic impact
Added benefit of longer duration reducing surplus risk not considered

* Based on historical returns available for all underlying managers, including actual SDCERS performance.

0% 2% 4% 6% 8% 10%
(4%)

(2%)

Tracking Error vs. Citi:Treas Bench 10 Yr

Sal+SSI+PGA*

CAI:Core Bond Style

Sal+PGA+2AvgMNE* (Trs)

Each ellipse encompasses 80% of the rolling period measurements for a given portfolio.



Who’s Doing Portable Alpha 
Among Fund Sponsors?

Sample of Institutional Funds Getting Involved

Public Plans Corporate Plans Endowments/Foundations
Alameda County ABB Inc. Yale
Marin County BellSouth Harvard
MBTA BP Amoco Columbia
Ontario Teachers Hallmark Cards etc...
Pennsylvania SERS IBM 
San Antonio P&F Ispat Inland
San Diego County Northeast Utilities 
Virginia ERS RJR Nabisco

SBC 
Weyerhaeuser 

25Callan Associates Inc.



Portable Alpha via Market Neutral Equity
Summary

26Callan Associates Inc.

Low Return Expectations for Capital Markets makes 
Alpha even more important

SDCERS current Market Neutral Structure is well suited 
for Portable Alpha Program

No material correlation to stock or bond markets

While no Guarantee of future Performance, backtested 
SDCERS portfolio would have Added significant Alpha 
in both Equity and Bond portfolios

Doesn’t change risk profile for Equities, does for Bonds

Portable Alpha adds a higher degree of Complexity and 
Oversight to Investment Program

Derivatives and Implicit Leverage Required



Appendix
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Appendix
Backtested Risk Statistics (vs. S&P:500) for Last 37 Quarters* ended 3/31/08

Returns
Deviation
Standard Sharpe Ratio

Error
Tracking Correlation Beta R-Squared

PGA* 6.12 7.62 0.33 19.35 (0.24) (0.12) 0.06
Salus* 3.65 4.07 0.01 17.90 (0.26) (0.06) 0.04
SSI* 4.64 4.72 0.22 17.21 (0.04) (0.01) 0.00
CAI:Mkt Neutral Style 5.07 6.73 0.16 19.64 (0.38) (0.14) 0.12

Sal+SSI+PGA* 4.88 3.95 0.32 17.71 (0.26) (0.06) 0.06
Sal+PGA+2Avg MNE* 5.19 3.11 0.51 17.20 (0.21) (0.04) 0.04
Sal+SSI+PGA* (Equitized) 3.23 15.13 (0.03) 3.77 0.97 0.94 0.95
Sal+PGA+2AvgMNE* (Eq) 3.48 15.32 (0.01) 2.80 0.98 0.96 0.97
CAI:Lg Cap Core Style 3.90 15.44 0.02 3.70 0.97 0.97 0.95

3 Month T-Bill 3.61 0.89 0.00 16.44 (0.13) 0.00 0.00
S&P:500 2.45 15.61 (0.07) 0.00 1.00 1.00 1.00
LB:Aggr Bond 5.76 3.53 0.61 18.85 (0.54) (0.11) 0.25
Citi:Treas Bench 10 Yr 6.27 7.24 0.37 22.10 (0.59) (0.26) 0.31

* Based on historical returns available for all underlying managers, including actual SDCERS performance.
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Appendix

Backtested Risk Statistics (vs. LB:Aggr Bond) for Last 37 Quarters* ended 3/31/08

Returns
Deviation
Standard Sharpe Ratio Correlation Beta R-Squared

PGA* 6.12 7.62 0.33 0.12 0.03 0.00
Salus* 3.65 4.07 0.01 0.04 0.08 0.00
SSI* 4.64 4.72 0.22 (0.07) (0.16) 0.02
CAI:Mkt Neutral Style 5.07 6.73 0.16 0.23 0.38 0.06

Sal+SSI+PGA* 4.88 3.95 0.32 0.06 (0.02) 0.00
Sal+PGA+2Avg MNE* 5.19 3.11 0.51 0.12 0.02 0.00
Sal+SSI+PGA* (Bondized) 6.43 5.18 0.54 0.70 0.98 0.46
Sal+PGA+2AvgMNE* (Bd) 6.73 4.68 0.67 0.81 1.02 0.62
CAI:Core Bond Style 5.85 3.46 0.65 0.98 0.95 0.96

3 Month T-Bill 3.61 0.89 0.00 0.17 0.00 0.00
S&P:500 2.45 15.61 (0.07) (0.54) (2.27) 0.25
LB:Aggr Bond 5.76 3.53 0.61 1.00 1.00 1.00
Citi:Treas Bench 10 Yr 6.27 7.24 0.37 0.77 1.65 0.62

* Based on historical returns available for all underlying managers, including actual SDCERS performance.
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Appendix

Backtested Risk Statistics (vs. Citi:Treas Bench 10 Yr) for Last 37 Quarters* ended 3/31/08

Returns
Deviation
Standard Sharpe Ratio Correlation Beta R-Squared

PGA* 6.12 7.62 0.33 0.08 0.04 0.00
Salus* 3.65 4.07 0.01 0.02 0.03 0.00
SSI* 4.64 4.72 0.22 (0.17) (0.11) 0.03
CAI:Mkt Neutral Style 5.07 6.73 0.16 0.14 0.13 0.02

Sal+SSI+PGA* 4.88 3.95 0.32 (0.01) (0.01) 0.00
Sal+PGA+2Avg MNE* 5.19 3.11 0.51 (0.01) (0.01) 0.00
Sal+SSI+PGA* (Equitized) 3.23 15.13 (0.03) (0.61) (1.21) 0.34
Sal+SSI+PGA* (Bondized) 6.43 5.18 0.54 0.52 0.36 0.28
Sal+SSI+PGA*(Treasurized) 6.94 8.11 0.41 0.89 0.99 0.79

3 Month T-Bill 3.61 0.89 0.00 (0.03) 0.00 0.00
S&P:500 2.45 15.61 (0.07) (0.59) (1.19) 0.31
LB:Aggr Bond 5.76 3.53 0.61 0.77 0.38 0.62
Citi:Treas Bench 10 Yr 6.27 7.24 0.37 1.00 1.00 1.00

* Based on historical returns available for all underlying managers, including actual SDCERS performance.
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Appendix
Backtested Risk Statistics (vs. 3 Month T-Bill) for Last 37 Quarters* ended 3/31/08

Returns
Deviation
Standard Sharpe Ratio Correlation Beta R-Squared

PGA* 6.12 7.62 0.33 0.46 0.00 0.00
Salus* 3.65 4.07 0.01 (0.02) 0.00 0.00
SSI* 4.64 4.72 0.22 0.26 0.00 0.00
CAI:Mkt Neutral Style 5.07 6.73 0.16 0.08 0.00 0.00

Sal+SSI+PGA* 4.88 3.95 0.32 0.39 0.00 0.00
Sal+PGA+2Avg MNE* 5.19 3.11 0.51 0.49 0.00 0.00
Sal+SSI+PGA* (Equitized) 3.23 15.13 (0.03) (0.09) 0.00 0.00
Sal+SSI+PGA* (Bondized) 6.43 5.18 0.54 0.24 0.00 0.00
Sal+SSI+PGA*(Treasurized) 6.94 8.11 0.41 0.06 0.00 0.00

3 Month T-Bill 3.61 0.89 0.00 1.00 0.00 0.00
S&P:500 2.45 15.61 (0.07) (0.13) 0.00 0.00
LB:Aggr Bond 5.76 3.53 0.61 0.17 0.00 0.00
Citi:Treas Bench 10 Yr 6.27 7.24 0.37 (0.03) 0.00 0.00

* Based on historical returns available for all underlying managers, including actual SDCERS performance.

31Callan Associates Inc.
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EQUITY MARKET INDICATORS

The market indicators included in this report are regarded as measures of equity or fixed-income
performance results. The returns shown reflect both income and capital appreciation.

Dow Jones Industrial Average is a composite of 30 major industrial companies. The index is a
price-weighted average of the issues in the index.

FRMS Universe Index is composed of all common stock issues used in the Fundamental Risk
Measurement Service (FRMS) by BARRA. The index contains about 5,700 companies and is
capitalization-weighted.

New York Stock Exchange Index is composed of all common stock issues listed on the New
York Stock Exchange. The index is capitalization-weighted.

Russell 1000 Growth measures the performance of those Russell 1000 companies with higher
price-to-book ratios and higher forecasted growth values.

Russell 1000 Value measures the performance of those Russell 1000 companies with lower
price-to-book ratios and lower forecasted growth values.

Russell 2000 Growth contains those Russell 2000 securities with a greater than average growth
orientation.  Securities in this index tend to exhibit higher price-to-book and price-earning ratios,
lower dividend yields and higher forecasted growth values than the Value universe.

Russell 2000 Value contains those Russell 2000 securities with a less than average growth
orientation.  Securities in this index tend to exhibit lower price-to-book and price-earning ratios,
higher dividend yields and lower forecasted growth values than the Growth universe.

Russell Mid Cap Growth measures the performance of those Russell Mid Cap Companies with
higher price-to-book ratios and higher forecasted growth values.  The stocks are also members of
the Russell 1000 Growth Index.

Standard & Poor’s 500 Index  is designed to measure performance of the broad domestic
economy through changes in the aggregate market value of 500 stocks representing all major
industries.  The index is capitalization-weighted, with each stock weighted by its proportion of the
total market value of all 500 issues. Thus, larger companies have a greater effect on the index.

Standard & Poor’s MidCap Index is a composite of 400 medium-capitalization, domestic
common stocks.  Stocks in this index are not included in the Standard & Poor’s 500 Index.  The
index is capitalization-weighted.
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FIXED-INCOME MARKET INDICATORS

90-Day U.S. Treasury Bills provide a measure of riskless return. The rate of return is the average
interest rate available on the beginning of each month for a Treasury Bill maturing in ninety days.

Citigroup Government Bond Index is a composite that covers investments in all types of U.S.
Government Debt outstanding. The index offers total returns on a broad base of government
fixed-income securities with maturities of at least one year.

Citigroup Long Term High-Grade Bond Index is a composite of approximately 800 industrial,
financial, and utility bonds. The issues are rated AA or AAA and have a maturity of at least 12
years. The index is weighted by the outstanding principal amount of each issue.

Lehman Brothers Aggregate Bond Index is a combination of the Mortgage Backed Securities
Index and the intermediate and long-term components of the Government/Credit Bond Index.

Lehman Brothers Govt/Credit Bond Index is a composite of all publicly issued, fixed rate,
non-convertible, domestic bonds. The issues are rated at least BBB, have a minimum outstanding
principal of $100 million for U.S. Government issues or $50 million for other bonds, and have a
maturity of at least one year. The index is capitalization-weighted.

Lehman Brothers Govt/Credit Intermediate Index is one of the components of the
Government/Credit Index which includes only bonds with maturities between one to ten years.

Salomon Brothers Broad Investment-Grade Bond Index is a composite of all institutionally
traded U.S. Treasury, agency, mortgage, and corporate securities.  The issues are rated BBB- or
better, have remaining maturities of one year or longer and at least $25 million outstanding.  The
index is capitalization-weighted.
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GENERAL PRICE LEVEL MARKET INDICATORS

Consumer Price Index is a measure of the average change in prices for a fixed market basket of
goods and services. This market basket is based on the spending patterns of urban wage earners
and clerical workers, who represent 40 percent of the total civilian population.
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INTERNATIONAL EQUITY MARKET INDICATORS

FT-Actuaries World Index is composed of at least 70% of the aggregate market value of every
country’s domestic exchange-listed companies’ shares of stock, approximately 2400 common
stocks.  The index includes only markets, companies and securities where direct holdings of
capital by foreign nationals is permissible.  The index is capitalization-weighted; includes
currency changes and is expressed in terms of U.S. dollars.

Morgan Stanley Capital International (MSCI) EAFE Index is composed of approximately
1000 equity securities representing the stock exchanges of Europe, Australia, New Zealand and
the Far East.  The index is capitalization-weighted and is expressed in terms of U.S. dollars.

Morgan Stanley Capital International (MSCI) Europe Index is composed of approximately
600 equity securities representing the stock exchanges of 14 European countries.  The index is
capitalization-weighted and is expressed in terms of U.S. dollars.

Morgan Stanley Capital International (MSCI) Japan Index is composed of approximately 270
equity securities representing the stock exchanges of Japan.  The index is capitalization-weighted
and is expressed in terms of U.S. dollars.

Morgan Stanley Capital International (MSCI) Pacific Index is composed of approximately
350 equity securities representing the stock exchanges of Japan, Hong Kong, Singapore, Malaysia,
plus approximately 70 Australian and New Zealand securities.  The index is
capitalization-weighted and is expressed in terms of U.S. dollars.

Morgan Stanley Capital International (MSCI) United Kingdom Index is composed of
approximately 140 equity securities representing the stock exchanges of the United Kingdom.
The index is capitalization-weighted and is expressed in terms of U.S. dollars.

Morgan Stanley Capital International (MSCI) World Index is composed of approximately
1500 equity securities representing the stock exchanges of the USA, Europe, Canada, Australia,
New Zealand and the Far East.  The index is capitalization-weighted; includes currency changes
and is expressed in terms of U.S. dollars.

Morgan Stanley Capital Intl (MSCI) Emerging Markets Free Index is composed of about 549
equity securities representing the stock exchanges of 13 countries in Central Asia and the Far East,
Latin America, Europe, and the Middle East.  Only 20% of Korea’s market capitalization is
included in this index.  The index is market capitalization-weighted and is expressed in terms of
U.S. dollars.
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INTERNATIONAL FIXED-INCOME MARKET INDICATORS

CitiGroup Non-U.S. Dollar World Government Bond Index is composed of the CitiGroup
World Government Bond Index excluding U.S. bonds.  The index includes all fixed-rate
government bonds in 10 countries having remaining maturities of one year or longer with amounts
outstanding of at least the equivalent of US$ 100 million.  The index is capitalization-weighted
and is expressed in terms of U.S. dollars.

CitiGroup UnHedged Goverment Bond Index is composed of fixed rate government bonds in
11 countries (including the U.S.) having remaining maturities of one year or more with amounts
outstanding of at least the equivalent of US $100 million.  The index is capitalization-weighted
and is expressed in U.S. dollars.

Citigroup Global Markets Non-U.S. Dollar Hedged Government Bond Index is composed of
the Unhedged Index with the addition of rolling one-month forward exchange contracts as hedging
instruments.

Citigroup Global Markets World Broad Investment Grade Index is composed of Government
bonds, Eurobonds and foreign bonds rated at least AA with remaining maturities of 5 or more
years.  The index is weighted by the outstanding principal amount of each issue and is expressed
in terms of U.S. dollars.
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RISK/REWARD STATISTICS

The risk statistics used in this report examine performance characteristics of a manager or a
portfolio relative to a benchmark (market indicator) which assumes to represent overall
movements in the asset class being considered. The main unit of analysis is the excess return,
which is the portfolio return minus the return on a risk free asset (3 month T-Bill).

Alpha measures a portfolio’s return in excess of the market return adjusted for risk.  It is a
measure of the manager’s contribution to performance with reference to security selection.  A
positive alpha indicates that a portfolio was positively rewarded for the residual risk which was
taken for that level of market exposure.

Beta measures the sensitivity of rates of portfolio returns to movements in the market index.  A
portfolio’s beta measures the expected change in return per 1% change in the return on the market.
 If a beta of a portfolio is 1.5, a 1 percent increase in the return on the market will result, on
average, in a 1.5 percent increase in the return on the portfolio.  The converse would also be true.

Downside Risk stems from the desire to differentiate between "good risk" (upside volatility) and
"bad risk" (downside volatility). Whereas standard deviation punishes both upside and downside
volatility, downside risk measures only the standard deviation of returns below the target. Returns
above the target are assigned a deviation of zero. Both the frequency and magnitude of
underperformance affect the amount of downside risk.

Excess Return Ratio is a measure of risk adjusted relative return.  This ratio captures the amount
of active management performance (value added relative to an index) per unit of active
management risk (tracking error against the index.)  It is calculated by dividing the manager’s
annualized cumulative excess return relative to the index by the standard deviation of the
individual quarterly excess returns.  The Excess Return Ratio can be interpreted as the manager’s
active risk/reward tradeoff for diverging from the index when the index is mandated to be the
"riskless" market position.

Information Ratio measures the manager’s market risk-adjusted excess return per unit of residual
risk relative to a benchmark.  It is computed by dividing alpha by the residual risk over a given
time period.  Assuming all other factors being equal, managers with lower residual risk achieve
higher values in the information ratio.  Managers with higher information ratios will add value
relative to the benchmark more reliably and consistently.

R-Squared indicates the extent to which the variability of the portfolio returns are explained by
market action.  It can also be thought of as measuring the diversification relative to the appropriate
benchmark.  An r-squared value of .75 indicates that 75% of the fluctuation in a portfolio return is
explained by market action.  An r-squared of 1.0 indicates that a portfolio’s returns are entirely
related to the market and it is not influenced by other factors.  An r-squared of zero indicates that
no relationship exists between the portfolio’s return and the market.
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RISK/REWARD STATISTICS

Relative Standard Deviation is a simple measure of a manager’s risk (volatility) relative to a
benchmark.  It is calculated by dividing the manager’s standard deviation of returns by the
benchmark’s standard deviation of returns.  A relative standard deviation of 1.20, for example,
means the manager has exhibited 20% more risk than the benchmark over that time period.  A
ratio of .80 would imply 20% less risk.  This ratio is especially useful when analyzing the risk of
investment grade fixed-income products where actual historical durations are not available.  By
using this relative risk measure over rolling time periods one can illustrate the "implied" historical
duration patterns of the portfolio versus the benchmark.

Residual Portfolio Risk is the unsystematic risk of a fund, the portion of the total risk unique to
the fund (manager) itself and not related to the overall market.  This reflects the "bets" which the
manager places in that particular asset market.  These bets may reflect emphasis in particular
sectors, maturities (for bonds), or other issue specific factors which the manager considers a good
investment opportunity.  Diversification of the portfolio will reduce or eliminate the residual risk
of that portfolio.

Sharpe Ratio is a commonly used measure of risk-adjusted return. It is calculated by subtracting
the "risk-free" return (usually 3 Month Treasury Bill) from the portfolio return and dividing the
resulting "excess return" by the portfolio’s risk level (standard deviation). The result is a measure
of return gained per unit of risk taken.

Sortino Ratio is a downside risk-adjusted measure of value-added.  It measures excess return over
a benchmark divided by downside risk.  The natural appeal is that it identifies value-added per unit
of truly bad risk.  The danger of interpretation, however, lies in these two areas:  (1) the statistical
significance of the denominator, and (2) its reliance on the persistence of skewness in return
distributions.

Standard Deviation is a statistical measure of portfolio risk.  It reflects the average deviation of
the observations from their sample mean.  Standard deviation is used as an estimate of risk since it
measures how wide the range of returns typically is.  The wider the typical range of returns, the
higher the standard deviation of returns, and the higher the portfolio risk.  If returns are normally
distributed (ie. has a bell shaped curve distribution) then approximately 2/3 of the returns would
occur within plus or minus one standard deviation from the sample mean.

Total Portfolio Risk is a measure of the volatility of the quarterly excess returns of an asset.
Total risk is composed of two measures of risk:  market (non-diversifiable or systematic) risk and
residual (diversifiable or unsystematic) risk.  The purpose of portfolio diversification is to reduce
the residual risk of the portfolio.

Tracking Error is a statistical measure of a portfolio’s risk relative to an index.  It reflects the
standard deviation of a portfolio’s individual quarterly or monthly returns from the index’s
returns.  Typically, the lower the Tracking Error, the more "index-like" the portfolio.

Treynor Ratio represents the portfolio’s average excess return over a specified period divided by
the beta relative to its benchmark over that same period.  This measure reflects the reward over the
risk-free rate relative to the systematic risk assumed.

Note: Alpha, Total Risk, and Residual Risk are annualized.
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COMMON STOCK PORTFOLIO CHARACTERISTICS

All Portfolio Characteristics are derived by first calculating the characteristics for each security,
and then calculating the weighted average of these values for the portfolio.

Diversification Ratio - The ratio of the number of securities comprising the most concentrated
half of the portfolio market value (see Issue Concentration) divided by the total number of
portfolio securities (see Number of Securities). This value expresses to what extent a portfolio is
equally weighted versus concentrated, given the number of names in the portfolio.  This value can
range from a high of 50% (equal weighted) to a low of 1% (half of the portfolio in 1% of the
names).

Dividend Yield - The total amount of dividends paid out for a stock over the preceding twelve
months divided by the closing price of a share of the common stock.

Five Year Beta - Beta measures the sensitivity of rates of return on a fund to general market
movements.  As such, the Beta for a portfolio is a reflection of the risk of the securities in the
portfolio as compared to the broader market.  This value is a composite of the individual Beta
values within a portfolio.  The Beta computation is based on the weighted average of the five year
historical Betas of each security in a portfolio.

Growth in Dividends - This value represents a weighted average five year annual growth rate of
dividends per common stock share.  The rates of growth in dividends for trailing twelve month
periods are calculated using the dividend-per-share values for each time period.  The five-year
growth in dividends figure is calculated for each security in a portfolio.  From these individual
values, a weighted average value is calculated for the portfolio.  The number of shares in each
time period is adjusted to reflect any splits, mergers, or other capital changes.  In this case,
dividends are ex-dividends, meaning that the dividend has been declared and a buyer of the stock
after the ex-dividend date does not receive the dividend.

Growth in Earnings - This value represents a weighted average five year annual growth rate of
earnings per common stock share.  The rates of growth in earnings for trailing twelve month
periods are calculated using the earnings-per-share values for each time period.  The five-year
growth in earnings figure is calculated for each security in a portfolio.  From these individual
values, a weighted average value is calculated for the portfolio.  The number of shares in each
time period is adjusted to reflect any splits, mergers, or other capital changes.  In this case, the
earnings per share is fully diluted and excludes extraordinary items and discontinued operations.
Fully diluted earnings per share are earnings that are reduced, or diluted, by assuming the
conversion of all securities that are convertible into equities.

Issue Diversification - A measure of portfolio concentration in individual issues (securities). This
number represents how many different securities (names) comprise the most concentrated half of
the portfolio assets (half of the assets are in how many names?). This measure is useful in
evaluating the concentration/diversification of portfolios made up of many issues but concentrated
in a small subset of those issues (e.g. 100 stocks with 50% of assets in 10 stocks, Issue
Diversification = 10).
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COMMON STOCK PORTFOLIO CHARACTERISTICS

Market Capitalization - The market value of a company’s outstanding shares of common stock
at a specific point in time, computed as the product of the number of outstanding shares times the
stock’s closing price per share.

Number of Securities - This is a simple portfolio diversification measure representing the number
of unique non-cash securities (names) currently held in the portfolio. This measure does not
address potential concentration of assets within these securities (see Issue Concentration).

Price/Book Value - The Price to Book Value is a measure of value for a company.  It is equal to
the market value of all the shares of common stock divided by the book value of the company.
The book value is the sum of capital surplus, common stock, and retained earnings.

Price/Earnings Ratio - The Price to Earnings Ratio (P/E) is a measure of value for a company.  It
is equal to the price of a share of common stock divided by the earnings per share for a
twelve-month period.

Relative Sector Variance - A measure illustrating how significantly a portfolio currently differs
from the sector weights of the index. This measure is the sum of the differences (absolute value)
between the portfolio and index sector weights across all sectors. The higher the number the more
aggressive the deviation from the index sector weights, and vice versa. This relative risk measure
can help explain the magnitude of past tracking error and potential future tracking error versus the
index.

Return on Assets - Return on Assets is a measure of a company’s profitability, specifically
relating profits to the total investments required to achieve the profits.  It is equal to income
divided by total assets.  Income is after all expenses, including income taxes and minority interest,
but before provision for dividends, extraordinary items, and discontinued operations.  Total assets
includes the sum of all current, non-current, and intangible assets.

Return on Equity - Return on Equity is a measure of a company’s profitability, specifically
relating profits to the equity investment employed to achieve the profits.  Return on Equity focuses
on the returns accruing to the residual owners of a company, the equityholders.  It is equal to
income divided by total common equity.  Income is after all expenses, including income taxes and
minority interest, but before provision for dividends, extraordinary items, and discontinued
operations.  Common equity includes common stock outstanding, capital surplus, and retained
earnings.

Sector Concentration - A measure of current portfolio diversification by economic sector
(equity) or market sector (fixed income) to illustrate potential risk from concentrated sector
exposures. The measure itself represents how few sectors contain half of the portfolio market
value. A low number means the assets are concentrated in a few sectors and potentially highly
exposed to the risks of those sectors.

Total Debt/Assets - The Debt to Assets ratio is a measure of the level of total debt of a company
as a portion of the assets of the company.  It is equal to short-term and long-term debt divided by
total assets.  Total assets include the sum of all current, non-current, and intangible assets.
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FIXED-INCOME PORTFOLIO CHARACTERISTICS

All Portfolio Characteristics are derived by first calculating the characteristics for each security,
and then calculating the market value weighted average of these values for the portfolio.

Allocation by Sector - Sector allocation is one of the tools which managers often use to add value
without impacting the duration of the portfolio.  The sector weights exhibit can be used to contrast
a portfolio’s weights with those of the index to identify any significant sector bets.

Average Coupon - The average coupon is the market value weighted average coupon of all
securities in the portfolio. The total portfolio coupon payments per year are divided by the total
portfolio par value.

Average Moody’s Rating for Total Portfolio - A measure of the credit quality as determined by
the individual security ratings.  The ratings for each security, from Moody’s Investor Service, are
compiled into a composite rating for the whole portfolio.  Quality symbols range from Aaa+
(highest investment quality - lowest credit risk) to C (lowest investment quality - highest credit
risk).

Average Option Adjusted (Effective) Convexity - Convexity is a measure of the portfolio’s
exposure to interest rate risk.  It is a measure of how much the duration of the portfolio will
change given a change in interest rates.  Generally, securities with negative convexities are
considered to be risky in that changes in interest rates will result in disadvantageous changes in
duration.  When a security’s duration changes it indicates that the stream of expected future
cash-flows has changed, generally having a significant impact on the value of the security.  The
option adjusted convexity for each security in the portfolio is calculated using models developed
by Lehman Brothers and Salomon Brothers which determine the expected stream of cash-flows
for the security based on various interest rate scenarios.  Expected cash-flows take into account
any put or call options embedded in the security, any expected sinking-fund paydowns or any
expected mortgage principal prepayments.

Average Option Adjusted (Effective) Duration - Duration is one measure of the portfolio’s
exposure to interest rate risk.  Generally, the higher a portfolio’s duration, the more that its value
will change in response to interest rate changes.  The option adjusted duration for each security in
the portfolio is calculated using models developed by Lehman Brothers and Salomon Brothers
which determine the expected stream of cash-flows for the security based on various interest rate
scenarios.  Expected cash-flows take into account any put or call options embedded in the security,
any expected sinking-fund paydowns or any expected mortgage principal prepayments.

Average Price - The average price is equal to the portfolio market value divided by the number of
securities in the portfolio.  Portfolios with an average price above par will tend to generate more
current income than those with an average price below par.

Average Years to Expected Maturity - This is a measure of the market-value-weighted average
of the years to expected maturity across all of the securities in the portfolio.  Expected years to
maturity takes into account any put or call options embedded in the security, any expected
sinking-fund paydowns or any expected mortgage principal prepayments.
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FIXED-INCOME PORTFOLIO CHARACTERISTICS

Average Years to Stated Maturity - The average years to stated maturity is the market value
weighted average time to stated maturity for all securities in the portfolio.  This measure does not
take into account imbedded options, sinking fund paydowns, or prepayments.

Current Yield - The current yield is the current annual income generated by the total portfolio
market value. It is equal to the total portfolio coupon payments per year divided by the current
total portfolio market value.

Effective Yield - The effective yield is the actual total annualized return that would be realized if
all securities in the portfolio were held to their expected maturities.  Effective yield is calculated as
the internal rate of return, using the current market value and all expected future interest and
principal cash flows.  This measure incorporates sinking fund paydowns, expected mortgage
principal prepayments, and the exercise of any "in-the-money" imbedded put or call options.

Weighted Average Life - The weighted average life of a security is the weighted average time to
payment of all remaining principal.  It is calculated by multiplying each expected future principal
payment amount by the time left to the payment.  This amount is then divided by the total amount
of principal remaining.   Weighted average life is commonly used as a measure of the investment
life for pass-through security types for comparison to non-pass-through securities.
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EQUITY MANAGEMENT STYLE GROUPS

Aggressive Growth - Managers who invest in growth securities with significantly higher
risk/return expectations than the broader market.  Sometimes makes concentrated "bets" by
selecting a small number of securities or by investing in only a few specific sectors.  Selects from
companies with market capitalizations significantly below the broader market.  Invests in
companies with P/E ratios, Price-to-Book values, and Growth-in-Earnings values above the
broader market.  The companies typically have zero dividends or dividend yields below the
broader market.  Invests in securities which exhibit greater volatility than the broader market as
measured by the risk statistics Beta and Standard Deviation.

Contrarian - Managers who invest in stocks that are out of favor or which have little current
market interest, on the premise that gain will be realized when they return to favor.  Sometimes
makes concentrated "bets" by selecting a small number of securities or by investing in only a few
specific sectors.  Invests in companies with Return-on-Assets values, Return-on-Equity values,
Growth-in-Earnings values, and Growth-in-Dividend values below the broader market.  Chooses
securities that, due to their contrary status, do not move with the broader market, as measured by a
low Beta and significant non-market risk.

Core Equity - Managers whose portfolio holdings and characteristics are similar to that of the
broader market as represented by the Standard & Poor’s 500 Index, with the objective of adding
value over and above the index, typically from sector or issue selection.  The core portfolio
exhibits similar risk characteristics to the broad market as measured by low residual risk with Beta
and R-Squared values close to 1.00.

Large Cap Broad  - Managers who concentrate their holdings in large capitalization domestic
equity regardless of style (growth, value or core).  The purpose of this group is to allow a
comparison with the universe of large cap equity funds without focusing on a particular
investment style.  The Large Cap Broad Style consists of the Large Cap Growth, Large Cap Value
and Large Cap Core managers, as well as large capitalization managers of undetermined style.

Large Cap Growth - Managers who invest mainly in large companies that are expected to have
above average prospects for long-term growth in earnings and profitability.  Future growth
prospects take precedence over valuation levels in the stock selection process.  Invests in
companies with P/E ratios, Price-to-Book values, Return-on-Assets values, Growth-in-Earnings
values above the broader market.  The companies typically have zero dividends or dividend yields
below the broader market.  Invests in securities which exhibit greater volatility than the broader
market as measured by the securities’ Beta and Standard Deviation.

Large Cap Value - Managers who invest in predominantly large capitalization companies
believed to be currently undervalued in the general market.  The companies are expected to have a
near-term earnings rebound and eventual realization of expected value.  Valuation issues take
precedence over near-term earnings prospects in the stock selection process.  Invests in companies
with P/E ratios, and Price-to-Book values below the broader market.  Usually exhibits lower risk
than the broader market as measured by the Beta and Standard Deviation.

  5



EQUITY MANAGEMENT STYLE GROUPS

Middle Capitalization - Managers who invest primarily in mid-range companies with market
capitalizations between core equity companies and small capitalization companies.  The average
market capitalization is approximately $3 billion.  Invests in securities with greater volatility than
the broader market as measured by the risk statistics Beta and Standard Deviation.  The Middle
Capitalization Style Group consists of the Middle Capitalization Growth Equity and the Middle
Capitalization Value Equity Style Groups.

Middle Capitalization (Growth) - Managers who invest primarily in mid-range companies that
are expected to have above average prospects for long-term growth in earnings and profitability.
Future growth prospects take precedence over valuation levels in the stock selection process.  The
average market capitalization is approximately $3 billion with market capitalizations between core
equity companies and small capitalization companies.  Invests in companies with P/E ratios,
Price-to-Book values, and Growth-in-Earnings values above the broader market as well as the
middle capitalization market segment.  Invests in securities with greater volatility than the broader
market and the middle capitalization segment as measured by the risk statistics Beta and Standard
Deviation.

Middle Capitalization (Value) - Managers who invest primarily in mid-range companies
believed to be currently undervalued in the general market.  Valuation issues take precedence over
near-term earnings prospects in the stock selection process.  The average market capitalization is
approximately $3 billion with market capitalizations between core equity companies and small
capitalization companies.  Invests in companies with P/E ratios, Return-on-Equity values, and
Price-to-Book value below the broader market and the middle capitalization segment.  Invests in
securities with risk/reward profiles in the lower risk range of the medium capitalization market.

Sector Rotation - Managers who identify sectors of the economy that show the best potential for
investment, and then target markets and firms for investment within the selected sectors according
to fundamental investment criteria.  Sector weighting takes precedence over  the individual
security selection in the investment process.  The Sector Rotation Style Group is composed of the
Growth (Sector Rotation) and Value (Top Down) Style Groups.

Small Capitalization - Managers who invest in companies with relatively small capitalization.
The average market capitalization is approximately $400 million.  The companies typically have
zero dividends or dividend yields below the broader market.  The securities exhibit greater
volatility than the broader market as measured by the risk statistics Beta and Standard Deviation.
The Small Capitalization Style Group consists of the Small Capitalization (Growth) Style Group
and the Small Capitalization (Value) Style Group.

Small Capitalization - Mututal funds that invest in companies with relatively small capitalization.
 The average market capitalization is approximately $400 million.  The companies typically have
zero dividends or dividend yields below the broader market.  The securities exhibit greater
volatility than the broader market as measured by the risk statistics Beta and Standard Deviation.
The Small Capitalization Style Group consists of the Small Capitalization (Growth) Style Group
and the Small Capitalization (Value) Style Group.

  5a



EQUITY MANAGEMENT STYLE GROUPS

Small Capitalization (Growth) - Managers who invest in small capitalization companies that are
expected to have above average prospects for long-term growth in earnings and profitability.
Future growth prospects take precedence over valuation levels in the stock selection process.
Invests in companies with P/E ratios, Price-to-Book values, and Growth-in-Earnings values above
the broader market as well as the small capitalization market segment.  The companies typically
have zero dividends or dividend yields below the broader market.  The securities exhibit greater
volatility than the broader market as well as the small capitalization market segment as measured
by the risk statistics beta and standard deviation.

Small Capitalization (Value) - Mutual funds that invest in small capitalization companies that are
believed to be currently undervalued in the general market.  Valuation issues take precedence over
near-term earnings prospects in the stock selection process.  The companies are expected to have a
near-term earnings rebound and eventual realization of expected value.  Invests in companies with
P/E ratios, Return-on-Equity values, and Price-to-Book values below the broader market as well as
the small capitalization market segment.  The companies typically have dividend yields in the high
range for the small capitalization market.  Invests in securities with risk/reward profiles in the
lower risk range of the small capitalization market.

Small Capitalization (Value) - Managers who invest in small capitalization companies that are
believed to be currently undervalued in the general market.  Valuation issues take precedence over
near-term earnings prospects in the stock selection process.  The companies are expected to have a
near-term earnings rebound and eventual realization of expected value.  Invests in companies with
P/E ratios, Return-on-Equity values, and Price-to-Book values below the broader market as well as
the small capitalization market segment.  The companies typically have dividend yields in the high
range for the small capitalization market.  Invests in securities with risk/reward profiles in the
lower risk range of the small capitalization market.

Yield - Managers whose primary objective is a high current dividend yield.  Invests in companies
with Price-to-Book values and Growth-in-Earnings values below the broader market.  Invests in
securities with dividend yields above the broader market. Invests in securities with significantly
lower volatility than the broader market as measured by the risk statistics Beta and Standard
Deviation.
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FIXED-INCOME MANAGEMENT STYLE GROUPS

Active Cash - Managers whose objective is to achieve a maximum return on short-term financial
instruments through active management. The average portfolio maturity is typically less than one
year.

Active Duration - Managers who aggressively employ interest rate anticipation in setting
portfolio duration.  Portfolios are actively managed so that large changes in duration are made in
anticipation of interest rate changes in hopes of profiting from downward rate movements and
minimizing losses from upward rate movements.

Core Bond - Managers who construct portfolios to approximate the investment results of the
Lehman Brothers Government/Credit Bond Index or the Lehman Brothers Aggregate Bond Index
with a modest amount of variability in duration around the index. The objective is to achieve value
added from sector and/or issue selection.

Core Plus Bond  - Active managers whose objective is to add value by tactically allocating
significant portions of their portfolios among non-benchmark sectors while maintaining majority
exposure similar to the broad market.

Defensive - Managers whose objective is to minimize interest rate risk by investing predominantly
in short to intermediate term securities. The average portfolio duration is similar to the duration of
the Merrill Lynch 1-3 Year Bond Index.

Extended Maturity - Managers whose average portfolio duration is greater than that of the
Lehman Brothers Government/Credit Bond Index.  These portfolios exhibit risk/return
characteristics similar to the long-bond portion of the Lehman Brothers Government/Credit Index,
called the Lehman Brothers Government/Credit Long Bond Index.  Variations in bond portfolio
characteristics are made to enhance performance results.  This results in an aggressive risk/return
profile that embraces interest rate risk in search of both high yields as well as capital gains.

High Yield - Managers whose investment objective is to obtain high current income by investing
primarily in non-investment grade fixed-income securities.  Due to the increased level of default
risk, security selection focuses on credit-risk analysis.

Intermediate - Managers whose objective is to lower interest rate risk while retaining reasonable
yield levels by investing primarily in intermediate term securities. The average portfolio duration
is similar to that of the duration of the Lehman Brothers Intermediate Government/Credit Bond
Index.

Mortgage - Managers who invest primarily in mortgage-backed securities including agency
(FHLMC, GNMA, FNMA) and private issue pass-throughs, asset-backed securities, and mortgage
derivatives (REMICS/CMOs, IOs, POs).  Funds may also contain a small percentage of U.S.
Treasuries.
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INTERNATIONAL EQUITY MANAGEMENT STYLE GROUPS

Bottom Up/Stock Selection - Managers who primarily emphasize stock selection over country or
currency selection in their portfolio construction.  The country selection process is mainly a
by-product of the stock selection decision, or can be passively set according to the index country
weights.

Core - Managers whose well-diversified portfolio holdings are mostly large issues in developed
countries with liquid markets, resulting in characteristics similar to that of an index such as the
Morgan Stanley Capital International (MSCI) EAFE Index.  The objective of adding value over
and above the index, is achieved through stock selection and/or changes in the weighting of
individual countries versus the index.

Emerging Markets Equity - Managers who primarily concentrate on investments in newly
emerging second and third world countries in the regions of the Far East, Africa, Europe, and
Central and South America.  These portfolios are characterized by aggressive risk/return profiles
that generate high volatility in search of high returns.

Europe - Managers who invest predominantly in the well developed stock markets of Europe.
These products will exhibit risk/return profiles similar to the MSCI Europe Index.

Global Equity - Managers who invest in both foreign and domestic equity securities in varying
proportions.  These products will exhibit risk/return profiles similar to the MSCI World Index.

International Growth Style Group International Growth Equity Style managers invest
predominantly in companies that are expected to have above average prospects for long-term
growth in earnings and profitability.  Future growth prospects take precedence over valuation
levels in stock selection.  The International Growth Equity Style group consists of broad
developed market mandates with incidental exposure to the emerging markets.

International Value Style Group International Value Equity Style managers invest
predominantly in companies believed to be currently undervalued in the general market.  The
companies are expected to have a near-term earnings rebound and eventual realization of expected
value.  The International Value Equity Style group consists of broad developed market mandates
with incidental exposure to the emerging markets.

Japan - Managers who invest predominantly in the equity of companies in Japan.

Non-U.S. Equity - A broad group of managers employing various strategies to invest assets in a
well-diversified portfolio of Non-US, Developed Market equity securities. This group consists of
Core International Products, Top-Down Country Selectors, Bottom-Up Security Selectors, and
products using various mixtures of these strategies. Regional Specialists, Index Products, and
Emerging Market Products are excluded.

Pacific Basin - Managers who invest predominantly in Pacific Basin equities.  Countries include:
Japan, Hong Kong, Singapore, Malaysia, Australia, and New Zealand.  These products will exhibit
risk/return profiles similar to the MSCI Pacific Index.
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INTERNATIONAL EQUITY MANAGEMENT STYLE GROUPS

Pacific Rim - Managers who invest predominantly in Pacific Basin equities excluding Japan.
Countries include: Hong Kong, Singapore, Malaysia, Australia, and New Zealand.  These products
will exhibit risk/return profiles similar to the MSCI Pacific ex-Japan Index.

Small Capitalization - Managers who invest in international companies with relatively small
capitalizations.  The companies typically have zero dividends or dividend yields below the broader
market.  The securities exhibit greater volatility than the broader market as measured by the risk
statistics Beta and Standard Deviation.

Top Down/Country Allocator - Managers who attempt to add value over an index such as the
Morgan Stanley Capital International (MSCI) EAFE Index by emphasizing macroeconomic
analysis in selecting allocations in countries with above average gain prospects.  Stock selection
plays a secondary role in the investment decision process, or can be passively matched to the
index stock holdings within each country.
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List of Managers That Do Business with Callan Associates Inc.       Quarterly List as of March 31, 2008 
 

Confidential – For Callan Client Use Only 
 
Callan Associates takes its fiduciary and disclosure responsibilities to clients very seriously.  The list below is compiled and updated quarterly because we 
believe our fund sponsor clients should have a clear understanding of the investment management organizations that do business with our firm.  As of 
03/31/2008, Callan provided educational, consulting, software, database, or reporting services to this list of managers through one or more of the following 
business units: Institutional Consulting Group, Independent Adviser Group, Fund Sponsor Consulting, the Callan Investments Institute and the “Callan 
College.”  Per strict policy these manager relationships do not affect the outcome or process by which any of Callan’s services are conducted. 
 
Fund sponsor clients may request a copy of this list at any time.  Fund sponsor clients may also request specific information regarding the fees paid to 
Callan by the managers employed by their fund.  Per company policy, information requests regarding fees are handled exclusively by Callan’s Compliance 
Department. 
 
Clients should also be aware that Callan maintains an asset management division, the Trust Advisory Group (TAG).  TAG specializes in the design, 
implementation and on-going management of multi-manager portfolios for institutional investors. Currently TAG serves as the sponsor and advisor to a multi-
manager small cap equity fund and as the non-discretionary adviser to a series of Target Maturity Funds known as the Callan GlidePath® Funds.  We are 
happy to provide clients with more specific information regarding TAG, including detail on the portfolios that it oversees.  Per company policy these requests 
are handled by TAG’s Chief Investment Officer. 
 

Page 1 of 4  

Manager Name Educational Services Consulting Services 
Aberdeen Asset Management Y
Acadian Asset Management, Inc. Y
Affiliated Managers Group, Inc. Y Y
AG Asset Management Inc. Y
AIG Global Investment Group Y
Allegiant Asset Management Group Y Y
AllianceBernstein Y Y
Allianz Investor Services, LLC  Y
Allstate Investments LLC Y
American Century Investment Management Y Y
AmSouth/Investment Management Group Y
Ariel Capital Management, Inc. Y
Ark Asset Management Co., Inc. Y Y
Atalanta Sosnoff Capital, LLC Y
Atlanta Capital Management Co., L.L.C. Y Y
AXA Rosenberg Investment Management Y
Baillie Gifford International LLC  Y
Baird Advisors Y Y
Bank of America Y
Barclays Global Investors Y
Baring Asset Management Y
Barrow, Hanley, Mewhinney & Strauss, Inc. Y
Batterymarch Financial Management, Inc. Y
Bear Stearns Asset Management Y Y
BL-SH Investment Counsel, LLC Y
BlackRock Y
Boston Company Asset Management, LLC (The) Y Y
BNY Mellon Asset Management Y
Brandes Investment Partners, L.P. Y Y
Brandywine Global Investment Management, LLC Y Y
Brown Brothers Harriman & Company Y
Cadence Capital Management Y
Capital Guardian Trust Company Y Y
CastleArk Management, LLC Y
Causeway Capital Management Y
Chartwell Investment Partners Y
CIBC Global Asset Management (USA) Ltd. Y
Chicago Equity Partners, LLC Y
Clear Bridge Advisors Y Y
Columbia Management Advisors, LLC Y Y
Columbus Circle Investors Y Y
Cramer Rosenthal McGlynn, LLC Y
Credit Suisse Asset Management Y
Davis Hamilton Jackson & Associates Y
DB Advisors Y Y
DE Shaw Investment Management, L.L.C. Y
Delaware Investments Y Y
DePrince, Race & Zollo, Inc. Y
Deutsche Asset Management/Deutsche Bank Y Y
DSM Capital Partners Y
DuPont Capital Management Y
Dwight Asset Management Y
Eagle Asset Management, Inc. Y
EARNEST Partners, LLC Y
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happy to provide clients with more specific information regarding TAG, including detail on the portfolios that it oversees.  Per company policy these requests 
are handled by TAG’s Chief Investment Officer. 
 

Page 2 of 4  

Manager Name Educational Services Consulting Services 
Eaton Vance Management Y Y
Edgar Lomax Company (The) Y
Enhanced Inv. Technologies, LLC (INTECH) Y
Entrust Capital Inc. Y
Equinox Capital Management, LLC Y
Evergreen Investments Y Y
Fayez Sarofim & Company Y Y
Federated Investors Y
Fiduciary Asset Management Y
Fifth Third Asset Management, Inc. Y
Fortis Investments Y
Franklin Portfolio Associates Y
Franklin Templeton   Y
Fred Alger Management Co., Inc. Y Y
Froley, Revy Investment Company, Inc. Y
GAM USA Inc. Y Y
GE Asset Management Y Y
GlobeFlex Capital, L.P. Y
GoldenTree Asset Management, LP Y
Goldman Sachs Asset Management Y Y
Grande-Jean Capital Management Y
Grantham, Mayo, Van Otterloo & Co., LLC Y
Great Lakes Advisors, Inc. Y
Harris Investment Management, Inc. Y
Hartford Investment Management Co./The Hartford Y Y
Heartland Advisors, Inc. Y
Henderson Global Investors Y
Hillcrest Asset Management, LLC Y
Hotchkis and Wiley Capital Management Y
HSBC Investments (USA) Inc. Y Y
Independence Investments LLC Y Y
ING Clarion Y
ING Investment Management Y Y
INVESCO  Y Y
Institutional Capital LLC Y
Investec Asset Management Y
Janus Capital Management, LLC Y
Jensen Investment Management Y
JPMorgan Y Y
Julius Baer Investment Management Y Y
Kelly Capital Management, LLC Y
Kensington Investment Group Y
Knightsbridge Asset Management, LLC Y
Lazard Asset Management Y Y
Lehman Brothers Inc. Y Y
Loomis, Sayles & Company, L.P. Y Y
Lord Abbett & Company Y Y
LSV Asset Management Y Y
MacKay-Shields LLC Y Y
Marquette Asset Management Y
Marvin & Palmer Associates, I nc. Y
Metropolitan Life Insurance Company Y
Metropolitan West Capital Management, LLC Y
MFC Global Investment Management (U.S.) LLC Y
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Manager Name Educational Services Consulting Services 
MFS Investment Management Y Y
Missouri Valley Partners Y
Mondrian Investment Partners Limited Y Y
Montag & Caldwell, Inc. Y Y
Morgan Stanley Investment Management Y Y
Natixis Global Asset Management Y Y
Newton Capital Management Y
New York Life Investment Management LLC (NYLIM) Y Y
Nicholas-Applegate Capital Management Y Y
Nomura Asset Management U.S.A., Inc. Y
Northern Trust Global Investment Services Y Y
Northern Trust Value Investors Y
Nuveen Investments Institutional Services Group Y Y
OFI Institutional Asset Management Y
Old Mutual Asset Management Y Y
Oppenheimer Capital Y
Pacific Investment Management Company Y
Paradigm Asset Management Co., LLC Y
Peregrine Capital Management, Inc. Y
Philadelphia International Advisors, LP Y
Phoenix Investment Partners Ltd. Y
Pioneer Investment Management, Inc. Y Y
Principal Global Investors Y Y
Provident Investment Counsel Y
Prudential Investment Management Y Y
Putnam Investments Y Y
Pyramis Global Advisors Y
RCM Y Y
Rice Hall James & Associates, LLC Y
RiverSource Investments, LLC Y Y
Robeco Investment Management Y Y
Rothschild Asset Management, Inc. Y Y
RREEF Funds (The) Y
Russell Investment Group Y
Schroder Investment Management North America Inc. Y Y
Scottish Widows Investment Partnership Y
SEI Investments Y Y
Seligman (J. & W.) & Company, Inc. Y Y
Sit Investment Associates, Inc. Y
Smith Group Asset Management Y
Southeastern Asset Management, Inc. Y
Standish Mellon Asset Management Company Y
State Street Global Advisors Y Y
Sterne Agee Asset Management Y
Stockbridge Real Estate Funds Y
Stone Harbor Investment Partners, L.P. Y
Stratton Management Y
Systematic Financial Management Y Y
T. Rowe Price Associates, Inc. Y Y
Taplin, Canida & Habacht Y
Thrivent Financial for Lutherans Y
Thompson, Siegel & Walmsley LLC Y
TIAA-CREF Y Y
TimesSquare Capital Management, LLC Y
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Manager Name Educational Services Consulting Services 
TCW Asset Management Company Y
UBP Asset Management LLC Y
UBS Y Y
Union Bank of California Y
Vanguard Group, Inc. (The) Y
Victory Capital Management Inc. Y Y
Waddell & Reed Asset Management Group Y
WEDGE Capital Management Y
Wellington Management Company, LLP Y
Wells Capital Management Y
Western Asset Management Company Y
Weston Capital Management LLC Y
William Blair & Co., Inc. Y
 

 



 SAN DIEGO CITY EMPLOYEES’ RETIREMENT SYSTEM 
 STAFF REPORT 
 INVESTMENT DIVISION 

 
 
DATE  : June 6, 2008 
 
TO  : SDCERS' Investment Committee 
    
FROM  : Doug McCalla, Chief Investment Officer 

Jamie Hamrick, Investment Officer 
        
SUBJECT : Approve Modifications to SDCERS’ Investment Policy Statement 

Clarifying Responsibilities in Hiring Investment Managers 
              
 
Recommendation 
Approve modifications to SDCERS’ Investment Policy Statement (IPS) to clarify 
responsibilities in the hiring of investment managers. 
 
Background 
On October 19th, SDCERS’ Board approved a new process to hire investment managers.  
On December 21st, proposed Investment Policy Statement language changes and Appendix 
M language changes on these topics were introduced for review and adoption.  On January 
18th, SDCERS’ Board approved modifications to Appendix M and related Investment Policy 
Statement language.   
 
Discussion 
Attached to this report is a revised Appendix M – Investment Authority Delegated by the 
Board of Administration, which fully describes the hiring and termination processes.  During 
a review of Appendix M in preparation for a manager search process, staff and the 
Investment Consultant noted that the current “Hiring Investment Managers” language did not 
clearly delineate duties between each of the parties.  The recommended modifications to the 
policy language further clarify the roles and responsibilities of staff and the Investment 
Consultant in the manager selection process. 
 
Conclusion 
While these modifications are minor in nature, they will provide Staff and the Investment 
Consultant clear direction while conducting search processes in the hiring of investment 
managers.  
 
 
Attachments:  1.  Strikeout version of proposed Appendix M 

2.  Clean version of proposed Appendix M 
    
 



STRIKEOUT VERSION 

REVISIONS TO PROPOSED IPS LANGUAGE 

APPENDIX M  

INVESTMENT AUTHORITY DELEGATED BY THE BOARD OF 
ADMINISTRATION  

Manager Termination 
 
A. Administrative Termination of Investment Manager for Cause 

 
The Board delegates to Staff the authority to immediately suspend the trading 
activity of an investment manager and /or to administratively terminate an 
investment manager under the following circumstances: 
 

1. Significant losses or departures of a firm’s investment professionals 
responsible for the conduct and management of the investment 
process. 

2. Significant violations of a firm’s Specific Investment Guidelines for 
SDCERS or significant sanctions imposed on a firm for breach of law or 
regulatory requirements and standards. 

3. Discovery of material misrepresentations concerning a firm’s expertise, 
experience, track record or other operational factors that call into 
question the firm’s ability to consistently and reliability deliver the 
investment service hired for by SDCERS. 
 

Staff shall notify the Investment Committee Chairperson and Board President 
regarding the circumstances warranting the suspension of a firm’s trading activity 
and obtain the concurrence of both of these Board Officers prior to exercising an 
administrative termination.   
The Board shall be informed by its next regularly scheduled meeting of the 
circumstances leading to Staff’s action and what interim fiduciary oversight has 
been arranged to manage the impacted portfolio. 
 
B.  Investment Manager Termination Recommendation due to Watch List Criteria 
 
Staff shall recommend to the Investment Committee and Board the action to 
terminate an investment manager in accordance with Watch List criteria for 
performance, organizational issues or compliance issues as summarized below: 
 
Performance - Depending on the strategy and expected performance, Staff and 
SDCERS’ Investment Consultant will review and monitor relative and absolute 
underperformance of a Watch List investment manager to determine if a 
replacement manager search is warranted.  At that time, Staff will prepare a 



written recommendation for the manager’s termination effective upon the 
identification of a replacement investment manager.  The terminated investment 
manager will be instructed of the Board’s action, in writing, and will be directed to 
freeze purchasing activity in the account and to only sell positions in accordance 
with their security sell discipline. 
 
Organizational Issues - If the termination recommendation is due to unresolved 
organizational issues, Staff and Investment Consultant will work to identify a 
replacement investment manager and the same process identified above will be 
followed. 
 
Compliance - If the termination recommendation is as a result of unresolved 
compliance issues, Staff will identify a specific course of action in a written report 
for Board action.  Compliance issues may warrant more expeditious remedy and 
as such, Staff may identify an interim solution for consideration that may include:  
indexing the impacted allocation, establishing a futures position to gain asset 
class exposure during the portfolio transition, or moving securities to an existing 
SDCERS’ investment manager executing a similar mandate.   
 
Hiring Investment Managers 
 
Either SDCERS’ Staff and or the Investment Consultant shall will conduct 
manager searches processes as described below.  If the Investment 
Consultant is performing the manager search, these roles will be reversed.  
Final action to approve hiring investment managers shall remain with the 
Investment Committee and Board.  
 
Staff and the Investment Consultant shall work collaboratively on manager 
searches with one party conducting the search and the other providing 
oversight and guidance. 
 
1. Staff will evaluate prospective firms using tools such as leased database 

software and/or questionnaires.  or, if assisted by SDCERS’ Investment 
Consultant , using the shall use the Consultant’s in-house screening/selection 
process.  Search specifications will be developed  Working together, Staff 
and the Investment Consultant will develop search specifications to 
identify the nature of the investment process sought, i.e. a diversified, low 
tracking error process versus and a more concentrated, higher tracking error 
process.  Firms will be screened based upon criteria such as: track record, 
minimum amount of assets under management, a qualitative assessment of 
the portfolio management and research teams, and how their investment 
style/process complements SDCERS’ existing asset allocation and manager 
structure. 

 
2. Written information and representations will be requested from the pre-

screened shortlist of firms.  Staff will review this information, and, with 
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input from SDCERS’ Investment Consultant, will select at least three 
semi-finalist firms for further consideration.  This information will be 
reviewed by Staff and SDCERS’ Investment Consultant.   Staff in conjunction 
with SDCERS’ Investment Consultant will identify the top three to four firms.  

 
3.  The party conducting the manager search (either Staff or the Investment 

Consultant) will prepare a written status report on the manager search 
process for the Investment Committee.  The report will review the search 
criteria, the process undertaken, and how many firms responded (if a 
questionnaire was issued).  Also included will be a list of the semi-finalist top 
three to four firms that Staff and/ or SDCERS’ Investment Consultant have 
been identified that will be the subject of for further review and due diligence. 

 
4. The party conducting the manager search Staff and/or SDCERS’ 

Investment Consultant will then identify a finalist candidate firm.  The Chief 
Investment Officer will ensure that an on-site due diligence visit to the finalist 
candidate firm’s office is conducted to verify the manager’s investment 
process and to meet the portfolio managers, research teams and compliance 
personnel. 

 
5. Staff will prepare a written report that identifies the finalist candidate 

recommended candidate, for hiring and include a discussion of discusses 
the results of the due diligence visit, and includes the .  Also included will be 
SDCERS’ Investment Consultant’s review of and concurrence with Staff’s 
search process and recommendation.  The recommendation to hire will be 
put on the Investment Committee Agenda for review.  The final candidate 
will be available at the Investment Committee meeting to make a brief 
presentation or answer any questions.  If approved, the Investment 
Committee shall forward the selection recommendation to the Board for final 
approval.  

  
6. Investment Staff and SDCERS’ Legal Division will complete an Investment 

Management Agreement, which includes Specific Investment Guidelines for 
the management of the portfolio, for the Board President and investment firm 
to sign. 

 
7. The Investment Committee and Board shall exercise on-going fiduciary 

oversight of the investment management firm through quarterly performance 
monitoring, manager watch list policy and firm updates from Staff/Investment 
Consultant. 
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PROPOSED IPS LANGUAGE – APPENDIX M 

APPENDIX M  

INVESTMENT AUTHORITY DELEGATED BY THE BOARD OF 
ADMINISTRATION  

Manager Termination 
 
B. Administrative Termination of Investment Manager for Cause 

 
The Board delegates to Staff the authority to immediately suspend the trading 
activity of an investment manager and /or to administratively terminate an 
investment manager under the following circumstances: 
 

1. Significant losses or departures of a firm’s investment professionals 
responsible for the conduct and management of the investment 
process. 

2. Significant violations of a firm’s Specific Investment Guidelines for 
SDCERS or significant sanctions imposed on a firm for breach of law or 
regulatory requirements and standards. 

3. Discovery of material misrepresentations concerning a firm’s expertise, 
experience, track record or other operational factors that call into 
question the firm’s ability to consistently and reliability deliver the 
investment service hired for by SDCERS. 
 

Staff shall notify the Investment Committee Chairperson and Board President 
regarding the circumstances warranting the suspension of a firm’s trading activity 
and obtain the concurrence of both of these Board Officers prior to exercising an 
administrative termination.   
The Board shall be informed by its next regularly scheduled meeting of the 
circumstances leading to Staff’s action and what interim fiduciary oversight has 
been arranged to manage the impacted portfolio. 
 
B.  Investment Manager Termination Recommendation due to Watch List Criteria 
 
Staff shall recommend to the Investment Committee and Board the action to 
terminate an investment manager in accordance with Watch List criteria for 
performance, organizational issues or compliance issues as summarized below: 
 
Performance - Depending on the strategy and expected performance, Staff and 
SDCERS’ Investment Consultant will review and monitor relative and absolute 
underperformance of a Watch List investment manager to determine if a 
replacement manager search is warranted.  At that time, Staff will prepare a 
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written recommendation for the manager’s termination effective upon the 
identification of a replacement investment manager.  The terminated investment 
manager will be instructed of the Board’s action, in writing, and will be directed to 
freeze purchasing activity in the account and to only sell positions in accordance 
with their security sell discipline. 
 
Organizational Issues - If the termination recommendation is due to unresolved 
organizational issues, Staff and Investment Consultant will work to identify a 
replacement investment manager and the same process identified above will be 
followed. 
 
Compliance - If the termination recommendation is as a result of unresolved 
compliance issues, Staff will identify a specific course of action in a written report 
for Board action.  Compliance issues may warrant more expeditious remedy and 
as such, Staff may identify an interim solution for consideration that may include:  
indexing the impacted allocation, establishing a futures position to gain asset 
class exposure during the portfolio transition, or moving securities to an existing 
SDCERS’ investment manager executing a similar mandate.   
 
Hiring Investment Managers 
 
Either SDCERS’ Staff or the Investment Consultant will conduct manager 
searches as described below.  If the Investment Consultant is performing the 
manager search, these roles will be reversed.  Final action to approve hiring 
investment managers shall remain with the Investment Committee and Board.  
 
Staff and the Investment Consultant shall work collaboratively on manager 
searches with one party conducting the search and the other providing oversight 
and guidance. 
 
1. Working together, Staff and the Investment Consultant will develop search 

specifications to identify the nature of the investment process sought, i.e. a 
diversified, low tracking error process versus a more concentrated, higher 
tracking error process.  Firms will be screened based upon criteria such as: 
track record, minimum amount of assets under management, a qualitative 
assessment of the portfolio management and research teams, and how their 
investment style/process complements SDCERS’ existing asset allocation 
and manager structure. 

 
2. Written information and representations will be requested from the pre-

screened firms.  Staff will review this information, and, with input from 
SDCERS’ Investment Consultant, will select at least three semi-finalist firms 
for further consideration.  
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3.  The party conducting the manager search (either Staff or the Investment 
Consultant) will prepare a written status report on the manager search 
process for the Investment Committee.  The report will review the search 
criteria, the process undertaken, and how many firms responded (if a 
questionnaire was issued).  Also included will be a list of the semi-finalist 
firms that have been identified for further review and due diligence. 

 
4. The party conducting the manager search will then identify a finalist candidate 

firm.  The Chief Investment Officer will ensure that an on-site due diligence 
visit to the finalist candidate firm’s office is conducted to verify the manager’s 
investment process and to meet the portfolio managers, research teams and 
compliance personnel. 

 
5. Staff will prepare a written report that identifies the recommended candidate, 

discusses the results of the due diligence visit, and includes the Investment 
Consultant’s review of Staff’s search process and recommendation.  The 
recommendation to hire will be put on the Investment Committee Agenda for 
review.  The final candidate will be available at the Investment Committee 
meeting to make a brief presentation or answer any questions.  If approved, 
the Investment Committee shall forward the selection recommendation to the 
Board for final approval.  

  
6. Investment Staff and SDCERS’ Legal Division will complete an Investment 

Management Agreement, which includes Specific Investment Guidelines for 
the management of the portfolio, for the Board President and investment firm 
to sign. 

 
7. The Investment Committee and Board shall exercise on-going fiduciary 

oversight of the investment management firm through quarterly performance 
monitoring, manager watch list policy and firm updates from Staff/Investment 
Consultant. 

 



 SAN DIEGO CITY EMPLOYEES’ RETIREMENT SYSTEM 
 STAFF REPORT 
 INVESTMENT DIVISION 

 
 

DATE  : June 6, 2008 
 
TO  : SDCERS' Investment Committee 
    
FROM  : Jamie Hamrick, Investment Officer 
        
SUBJECT : Adoption of a Performance-Based Fee Structure for Global REITs 
               
 
Background 
On March 21, 2008, SDCERS’ Board approved revisions to the Specific Investment 
Guidelines for the domestic real estate investment trust (REIT) portfolio to allow the addition 
of global REIT securities to the portfolio. 
 
Discussion 
Historically, SDCERS has always used fee structures that are based on percentage of 
assets under management (AUM).  However, staff has negotiated with the investment 
manager to enter into a fee structure which is based on performance.  Performance-based 
fees are generally structured with two components: a base fee calculated on AUM and a 
performance fee which is based on the outperformance of the portfolio relative to the 
benchmark.   
 
As this will be the first performance-based fee structure that SDCERS has done for a 
publicly traded securities account, staff thought it appropriate to communicate this to the 
Investment Committee.  This negotiated fee structure is equal to, and potentially better than, 
the domestic only fee structure currently in place.  Additionally, it is significantly better than 
the best AUM fee structure the investment manager uses for the broader global investment 
process.  Attachment 1 details the differences between the current fee structure in place as 
compared to the investment manager’s AUM fee and the negotiated performance-based 
fee. 
 
 
 
 
 
 
 



SDCERS’ INVESTMENT COMMITTEE 
Meeting of June 19, 2008 

EXECUTIVE SUMMARY OF STAFF REPORTS 
             
 
 
Status Reports 
• $11 million was wired out from State Street for March’s monthly benefit payments 

and operating expenses. 
• Net invested assets as reported by the custodial bank totaled $4.947 billion 

(unaudited) as of June 5th. 
 
Asset Allocation 
• There have been no rebalancing activities since January’s market driven 

rebalancing. 
  
Managers Watch List 
• Base upon last quarter’s performance measurement report, the Putnam domestic 

equity small cap growth and the Salus market neutral portfolios were added to the 
watch list under the performance category.  In the same category, Rogge’s 
international bond portfolio will be removed from the watch list due to improved 
performance. 

 
Real Estate Activity 
• A $0.558 million in capital was called by Fidelity for their value-added fund. 
 
Manager Search Processes 
• Staff received responses from over 30 firms regarding domestic equity small cap 

value investment services. 
• Staff issued a Request for Information questionnaire to 11 firms in order to review 

their cash overlay program capabilities.  
 
Manager Structure Review 
• The investment consultant, Callan Associates, provided a detailed review of the 

characteristics of SDCERS’ investment manager structure. 
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 SAN DIEGO CITY EMPLOYEES’ RETIREMENT SYSTEM 
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DATE  : June 6, 2008 
 
TO  : SDCERS' Investment Committee 
    
FROM  : Doug McCalla, Chief Investment Officer 
        
SUBJECT : Status Report - Investment Division 
               
 
I Trust Fund Status and Transactions 

On May 29th, a wire totaling $11 million was sent from the custodial bank to SDCERS’ 
operating trust fund on deposit with the City Treasurer’s investment pool to pay retirees 
and beneficiaries, to process contribution and DROP withdrawals, and to fund SDCERS' 
operating expenses.  Also, one wire for $0.558 million was made to fund a real estate 
capital call.  The cash to complete the funding of these wires was withdrawn from the 
available cash held in the following portfolios: 
 
 Delta (domestic equity large cap core)   $  2.4 million 
 Globeflex (domestic equity mid cap growth)  $  0.6 million 
 TCW (domestic equity large cap growth)  $  4.0 million 
 TCW (domestic equity mid cap value)   $  2.0 million 
 McKinley (international equity large cap growth) $  1.0 million 
      Total  $10.0 million 
 

II Status of Realized and Unrealized Gains / Losses  
The realized gains for the first ten months of FY 2008, totaled $258.89 million.  The level 
of unrealized gains totaled $453.1 million.  These values are unaudited. 
 
As of the most recent market valuation on June 5th, net assets as reported by the 
custodial bank totaled $4.947 billion (unaudited).   

 
III Corporate Governance Operations 

 
A. Monthly Proxy Voting  

During the month of April, 351 proxies were voted by SDCERS’ voting agent, 
including 40 referred proxies that were voted by staff.  Twenty-nine referred proxies 
were voted in accordance with SDCERS’ proxy voting policy and guidelines as the 
vote recommendations of ISS and the investment managers were in agreement.  
Eleven referred proxies required further analysis by staff; and, attached to this report 
is the written analysis and the votes submitted for these proxies.  A vote record 
summary report documenting all of the proxy voting activities for the month of April is 
on file with SDCERS’ Investment Staff. 
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B. Proxy Voting Agent Contract 
The RiskMetrics/ISS Contract is set to expire on June 30th.  Staff is currently 
evaluating the marketplace to determine if a formal RFP process is necessary at this 
time. 
 

IV Investment Operations 
 

A.  Portfolio Review and Monitoring 
Staff has reviewed investment manager monthly and quarterly reports and 
investment activity appears to be in compliance with investment guidelines. 

 
B. Real Estate    
 
1. Fidelity Real Estate Fund III, L.P. – Commingled, Value-Added Fund (all 

property type) – Capital Call 
 A capital call was funded on June 3rd totaling approximately $0.558 million.  SDCERS 

has a 2.2% ownership interest in the $900 million total equity capital of this Fund ($20 
million / $900 million). 

 
2. Europa Fund III – Commingled, European High Return Fund (all property type) - 

Legal Document Review 
Cox, Castle & Nicholson has been reviewing the legal documents for this investment.  
Provided successful negotiation of the legal documents is reached, SDCERS should 
participate in a fund closing in early June.  SDCERS will have approximately 2.5% 
ownership interest in the €800 million total equity capital of this fund (€20 million / 
€800 million). 
 

3. RREEF Separate Property Portfolio – Distribution of Refinancing Proceeds 
 A distribution of approximately $2.5 million was received on May 29th.  These funds 

are the result of refinancing the mortgage on Windsor Commons, a retail asset 
located in Jacksonville, FL.  RREEF was able to obtain a rate of 5.29% on this loan, 
which is 3 basis points lower than the old rate of 5.32%. 
 

C. Domestic Equity Small Cap Value Search 
The RFI for a Small Cap Value investment manager has been sent out with 
responses due by June 6th, 2008.  Staff will begin the process of analyzing the 
responses and preparing a matrix to compare and contrast all potential candidates. 

 
D. Private Equity Program Design and Implementation 
 Based on last month’s board approval, the RFP has been redesigned to target a 

discretionary private equity consultant.  Staff is working with Legal to review these 
documents.  Staff continues its due diligence in the private equity market place and 
researching best practices for program implementation. 

 
 
 
 
E.  Cash Overlay Program 
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 Based on preliminary interest from the Investment Committee in pursuing a cash 
overlay program, Staff has identified 11 investment managers who provide cash 
overlay services.  Staff has issued an RFI to further investigate the opportunities 
available for a cash overlay program.  

 
F. Research Activities 

Investment staff met with or engaged in discussions with the following firms to review 
products, processes, operations and services:   
 

Name of Firm Type of Service/Product Offered 
Allegiant Asset Management Group Domestic Equity Small Cap Core 
Rogge Global Partners Global Fixed Income 
Fisher Investments Domestic Equity Small Cap Value 
TT International International Equity Small Cap 
Colony Investors VIII Real Estate Commingled Fund 
D.E. Shaw Domestic Equity Large Cap Core 
Brandes Investment Partners International Equity Large Cap Value 
Globeflex Capital Domestic Equity Mid Cap Growth & 

International Equity Small Cap Growth 
Fidelity Real Estate Growth Fund III  Real Estate Commingled Fund 
Invesco Real Estate Separate Account Portfolio 
Intech Domestic Equity Large Cap Core 
Invesco Real Estate Funds I & II Real Estate Commingled Funds 
Glass Lewis Proxy Voting Services 
Capmark Structured Real Estate Partners Real Estate Commingled Fund 
Phillips Edison Retail Fund Real Estate Commingled Fund 
Sector Capital Management Domestic Equity Large Cap Core 
Rogge International Fixed Income 
RiskMetrics/ISS Proxy Voting Services 

 
G.  Training and Related Activities 

Deputy CIO Crisafi attended the BAS Strategic Investing Roundtable Conference in 
Carlsbad and the Pensions West Roundtable Meeting in San Francisco.  Investment 
Staff participated in a conference call with PIMCO on the “2008 Secular Forum: 
Highlights and Key Takeaways with Mohamed El-Erian.  IO Hamrick participated in a 
webcast with TCW on “Finding Opportunity in the Credit Crisis”.  IO Buuhoan 
attended the 2008 SuperReturn Private Equity and Venture Capital Summit in 
Florida. 
 

 
 
Attachments: 1. Proxies Referred to Staff (40) – April 2008 

2. Proxy Analysis Documents (11) 



Proxies Referred to Staff
April 2008

Company Name CUSIP Meeting Date Analysis Required *
KB Home 48666K109 3-Apr-08 X
Lennar Corp. 526057104 8-Apr-08 X
United Technologies Corp. 913017109 9-Apr-08
Brocade Communications Systems 111621306 10-Apr-08
T. Rowe Price Group, Inc. 74144T108 10-Apr-08
The Goldman Sachs Group, Inc. 38141G104 10-Apr-08 X
Public Service Enterprise Group Inc. 744573106 15-Apr-08
Fifth Third Bancorp 316773100 15-Apr-08
Texas Instruments Inc. 882508104 17-Apr-08
Dominos Pizza Inc. 25754A102 17-Apr-08
The Black & Decker Corp. 91797100 17-Apr-08
Eli Lilly and Co. 532457108 21-Apr-08
Annaly Capital Management Inc. 035710409 21-Apr-08
Wachovia Corp. 929903102 22-Apr-08 X
Merck & Co., Inc. 589331107 22-Apr-08
Paccar Inc. 693718108 22-Apr-08
Citigroup Inc. 172967101 22-Apr-08 X
Quanex Corp. 747620102 22-Apr-08
General Electric Co. 369604103 23-Apr-08 X
Anheuser-Busch Companies, Inc. 035229103 23-Apr-08
Eaton Corporation 278058102 23-Apr-08
Bank of America Corp. 060505104 23-Apr-08
Textron Inc. 883203101 23-Apr-08
Mcg Capital Corp 58047P107 23-Apr-08
Colonial Properties Trust 195872106 23-Apr-08
Wyeth 983024100 24-Apr-08 X
Merrill Lynch & Co., Inc. 590188108 24-Apr-08
Pfizer Inc. 717081103 24-Apr-08
American Axle and Manufacturing Holdings, Inc. 024061103 24-Apr-08
AT&T Inc 00206R102 25-Apr-08 X
FLIR Systems, Inc. 302445101 25-Apr-08
The Boeing Co. 097023105 28-Apr-08
International Business Machines Corp. 459200101 29-Apr-08 X
Wells Fargo & Company 66938FAA2 29-Apr-08 X
M.D.C. Holdings, Inc. 552676108 29-Apr-08
Borg-Warner, Inc. 099724106 30-Apr-08
Greenhill & Co., Inc. 395259104 30-Apr-08
AptarGroup, Inc. 038336103 30-Apr-08
Bucyrus International, Inc. 118759109 30-Apr-08 X
United Therapeutics Corp. 91307C102 29-May-08

I:\WPDATA\INVEST\PROXY\Reports - Current\2008\2008 Referred Proxies



KB HOME Annual Meeting:  April 3, 2008 CUSIP 48666K109 

SDCERS ISS MGMT Salus 
 

22,765 Recommends Recommends 22,765 
Item 4 Restrict Severance 

Agreements (Change-in-
Control) 

FOR FOR AGT AGT 
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This shareholder proposal requests that the board of directors agree to seek 
shareholder approval of future severance agreements with senior executives that 
provide benefits in an amount exceeding 2.99 times the sum of the executives’ base 
salary plus bonus.  The proponent notes that the company’s current policy is an 
executive severance policy for non-change in control situations. 
 
The company says that its policy was adopted after careful consideration and a review 
of executive severance policies at peer homebuilding companies and other similarly 
sized public companies.  Further, the company states that the proponent’s policy would 
require the company to obtain stockholder approval in order to pay the executive 
amounts to what the executive had earned or was otherwise entitled to under these 
plans, including stock plans already approved by shareholders. 
 
ISS supports the submission of severance benefits, also known as “golden parachutes”, 
for shareholder approval as a general principle.  In this case, ISS notes that the 
company adopted the current severance policy in response to a 2007 shareholder 
proposal.  This severance policy applies to executive employment terminations other 
than those following a change-in-control.  In addition, this policy only addresses cash 
severance, which does not include the value of accelerated equity.  The company also 
does not have a policy regarding shareholder approval of severance agreements that 
provide benefits exceeding 2.99 times sum of the executives’ base salary plus bonus.  
Given these reasons, ISS feels that this item is worthy of shareholder support.  ISS 
recommends voting FOR this shareholder proposal. 
 
Salus recommends voting AGAINST this proposal in accordance with the firm's proxy 
voting guidelines.   
 
SDCERS’ Proxy Voting Policy and Guidelines state that SDCERS supports and will vote 
FOR proposals to have golden parachutes evaluated by shareholders.  In this case, 
staff is in agreement with ISS’ analysis and vote recommendation.  The company’s 
policy does not specifically address change-in-control situations.  Therefore, staff voted 
SDCERS’ shares FOR this shareholder proposal in accordance with ISS’ vote 
recommendation. 
 



LENNAR CORP. Annual Meeting:  April 8, 2008 CUSIP 526057104 

SDCERS ISS MGMT Salus 
 

TCW 
 

117,501 Recommends Recommends 21,401 96,100 
Item 
4 

Pay for Superior 
Performance AGAINST AGT AGT FOR AGT 
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This shareholder proposal requests that the Board of Directors’ Compensation 
Committee adopt a pay-for-superior-performance principle by establishing an executive 
compensation plan for senior executives that does the following:   
- Sets compensation targets for the Plan's annual and long-term 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 
time-vested, equity awards; 

- Provides the strategic rational and relative weightings of the financial and non-financial performance 
metrics or criteria used in the annual and performance-vested long-term incentive components of the 
Plan; 

- Establishes performance targets for each Plan financial metric relative to the performance of the 
company's peer companies; and 

- Limits payment under the annual and performance-vested long-term incentive components of the Plan 
to when the company's performance on its selected financial performance metrics exceed peer group 
median performance. 

The proponent believes that the company’s current executive compensation program 
fails to promote the pay-for-superior-performance principle in several ways.  
Specifically, the company has (i) a lack of disclosure on the level it targets for any 
component of compensation, (ii) annual incentive plan for its CEO pay off for below-
threshold performance, and (iii) long-term incentive plan only includes fixed-price stock 
options and no portion is awarded based on performance criteria.  Further, the 
proponent states that the minimum bonus for the CEO is 0.5 percent of the company’s 
pre-tax earnings, therefore the CEO could receive a substantial bonus even if the 
company’s performance is well below threshold. 

Management supports the concept of performance-based compensation arrangements 
as an important component of executive compensation, and believes that its current 
compensation structure reflects a pay-for-superior-performance principle.  Management 
adds that it maintains annual bonus and long-term incentive compensation programs 
that are based on performance criteria.  This year, three named executive officers 
forfeited significant equity grants as a result of the company’s failure to achieve certain 
financial performance goals and no cash bonus was paid to the CEO as a result of the 
company’s failure to earn a profit for the fiscal year. 

In determining the vote recommendation for this pay-for-superior-performance proposal, 
ISS conducts an in-depth analysis of the company’s annual and long-term incentive 
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compensation programs to assess the extent to which executive pay is linked to 
performance.  Additionally, proxy statement disclosure should be sufficient to allow 
shareholders to monitor the correlation between pay and performance. Although 
commendable, ISS does not mandate executive compensation to be tied to 
performance relative to a peer group, or that compensation is paid only in cases where 
company performance exceeds mean or median peer performance. Instead, ISS is 
looking for compensation programs that are substantially performance based, with 
clearly defined metrics.  When recommending "for" this non-binding, precatory proposal, 
ISS is supporting the spirit of the proposal: a greater use of at-risk, performance-based 
cash and equity compensation for senior executives coupled with increased disclosure 
and transparency for shareholders. 
In this case, ISS notes that the company’s annual and long-term compensation 
programs for senior executives are substantially performance-based under current ISS 
guidelines.  Further, the company discloses specific performance measures and hurdle 
rates for performance-based award grants to senior executives, which allows 
shareholders to monitor the correlation between executive pay and performance.  ISS 
continues to be concerned that the bonus formula for the CEO, COO, and EVP is 
expressed as a percentage of the company’s pre-tax income, which could potentially 
result in very high bonuses.  However, at this time, ISS believes shareholders should 
not support this proposal.  ISS recommends voting AGAINST this shareholder proposal. 
 
Salus, in accordance with the firm’s proxy voting guidelines, recommends voting FOR 
this shareholder proposal.  TCW, on the other hand, does not feel that this item is 
worthy of shareholder support and recommends a vote AGAINST this proposal. 
 
Staff reviews most shareholder proposals on a case-by-case basis in accordance with 
SDCERS’ Proxy Voting Policy and Guidelines.  Consistent with SDCERS’ philosophy of 
being an equity stakeholder in a company is to align executive incentive compensation 
levels with company performance so that company value is created and is accretive to 
shareholders.  In the case of Lennar, staff is not in agreement with ISS’ analysis.  Staff 
is comfortable that the company does have an adequate pay-for-performance program 
in place.  This shareholder proposal seems too restrictive in its principles.  Given this, 
staff feels that this proposal does not warrant shareholder support at this time.  
SDCERS’ shares were voted AGAINST this item in accordance with TCW’s vote 
recommendation.   
 



THE GOLDMAN 
SACHS GROUP 

Annual Meeting:  April 10, 2008 CUSIP 38141G104 

SDCERS ISS MGMT Intech* Salus 
 

11,964 Recommends Recommends 4,200 7,764 
Item 3 Advisory Vote to Ratify Named 

Executive Officers’ 
Compensation 

AGAINST AGT AGT w/ ISS FOR 

*   Intech is a quantitative investment manager and does not perform fundamental analysis on the companies it invests in nor does it 
involve itself in the corporate governance activities at those companies.  As such, Intech utilizes the proxy voting policy of ISS to 
vote its clients’ proxies and does not provide SDCERS with vote recommendations. 
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This shareholder proposal requests that the board take the necessary steps so that no 
future new stock options are awards to senior executives, nor that any current stock 
options are repriced or renewed (unless there was a contract to do so on some).  The 
proponent claims that stock option awards have gotten out of hand in recent years and 
some analysts might inflate earnings estimates, because earnings affect stock prices 
and stock options. 
 
Management believes that the company’s existing compensation program is 
appropriately structured and that the board should continue to have the ability to grant 
options as one form of compensation.  According to the board, options can align the 
interests of management with those of shareholders.  Further, the board notes that 
eliminating options as an element of compensation would be inconsistent with its peers 
and would place the company at a competitive disadvantage in retaining, motivating and 
recruiting senior executive officers. 
 
ISS supports the use of performance-based pay and believes that there should be 
strong linkage between compensation and performance at the senior executive level.  In 
general, ISS advocates the use of awards with grant or vesting based on the 
achievement of challenging performance goals, which should be disclosed to 
shareholders.  In the case of this proposal, ISS does not believe that it warrants 
shareholder support.  Prohibiting the grant of any future stock options to executives 
would impair the compensation committee’s ability to design an appropriate mix of 
awards to executives and could put the company at a disadvantage relative to its peers.  
Therefore, ISS recommends a vote AGAINST this item. 
 
Salus believes that this shareholder proposal is in shareholders’ best interest and 
recommends voting FOR this shareholder proposal in accordance with the firm’s proxy 
voting guidelines. 
 
SDCERS' voting guidelines state that executive compensation will be decided on a 
CASE-BY-CASE basis.  In the case of Goldman Sachs, staff is in agreement with ISS' 
analysis.  Given the restrictive nature of this proposal, staff feels that this item is not 
worthy of shareholder support.  Therefore, SDCERS' shares were voted AGAINST this 
item in accordance with ISS’ vote recommendation. 
 



WACHOVIA CORP. Annual Meeting:  April 22, 2008 CUSIP 929903102 
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& Cox 
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4 
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This shareholder proposal requests that the company provide a semi-annual report on 
its political contributions and trade association expenditures.  This report should 
disclose detailed information on the amount of each contribution or expenditure, 
identification of the person or persons in the company who participated in making the 
decision to contribute or donate, and internal policies and guidelines that govern political 
contributions.  The report should be submitted to the company’s audit committee or 
other relevant oversight committee and disclosed to shareholders on the company Web 
site.   
 
The proponent states that the existing lack of accountability for political contributions, 
including payments to trade associations, creates a situation where company assets 
may be used for political objectives that may not be shared by, or in the best interests of 
the company and its shareholders.  The proponent also states that data available for the 
Federal Election Commission, the Internal Revenue Service, and the Center for Public 
Integrity is limited and does not provide a comprehensive picture of the company’s 
political donation activities, therefore shareholders do not know the full extent of the 
company’s political contribution activities.   
 
Management opposes this resolution, stating that it is subject to, and complies with, 
applicable political contribution laws and regulations at the federal and state level.  As 
such, the company believes that the requested disclosure would be duplicative and 
would represent an unnecessary expense to the company and its shareholders. 
 
ISS believes that transparency on matters that impact shareholder value represents 
sound corporate governance practice.  Shareholders should have access to material 
information about their company’s practices and procedures.  When reviewing requests 
for proposals on political contributions and trade association spending, ISS takes into 
account the scope and nature of the request, the company’s adherence to laws and 
regulations governing political contributions, any recent, significant controversy related 
to the company’s political contributions or public policy actions, and the existence and 
disclosure of a formal policy regarding political contributions and trade association 
expenditures. 
 
In this case, ISS notes that Wachovia does disclose its policies, business rationale and 
its oversight mechanisms relating to its political contributions activities.  While this 
reporting may not meet the level of transparency requested by the proponent, ISS 
believes that the company’s existing level of transparency regarding its public policy 
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practices does provide shareholders with sufficient information to evaluate the 
company’s policies, activities, and oversight mechanisms relating to political 
contributions.  ISS is concerned, however, that shareholders lack information relating to 
the company’s trade association spending.  This information could assist shareholders 
in their assessment of the risks and benefits associated with public policy activities 
through associations without significant cost, burden, or strategic risk for the company.  
As such, ISS believes that this proposal merits shareholder support and recommends a 
vote FOR this item. 
 
Delta and Dodge & Cox both recommend voting AGAINST this proposal in agreement 
with each firm’s proxy voting guidelines.  SSI, on the other hand, believes that this items 
warrants shareholder support and recommends voting FOR this proposal. 
 
SDCERS evaluates shareholder proposals such as this on a CASE-BY-CASE basis.  In 
this case, staff is in agreement with ISS and SSI.  Although Wachovia does disclose its 
policies, business rationale and its oversight mechanisms relating to political 
contribution activities, the company does not make enough of its trade association 
spending available.  This information would allow shareholders to better evaluate the 
risks and benefits associated with its public policy activities.  As a result, staff voted 
SDCERS’ shares FOR this proposal in agreement with vote recommendations from ISS 
and SSI. 
 



CITIGROUP INC. Annual Meeting:  April 22, 2008 CUSIP 172967101 

SDCERS ISS 
 

MGMT 

 
Dodge 
& Cox Intech* SSI Delta 

 

422,233 Recommends Recommends 205,400 112,100 28,800 75,933 
Item 
17 

Report on Political 
Contributions FOR FOR AGT AGT w/ ISS FOR AGT 

Item 
21 

Adopt Employee 
Contract FOR FOR AGT AGT w/ ISS FOR AGT 

*   Intech is a quantitative investment manager and does not perform fundamental analysis on the companies it invests in nor does it 
involve itself in the corporate governance activities at those companies.  As such, Intech utilizes the proxy voting policy of ISS to 
vote its clients’ proxies and does not provide SDCERS with vote recommendations. 
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Item 17 
This shareholder proposal requests that the company provide a semi-annual report on 
its direct and indirect political contributions and trade association expenditures.  This 
report should disclose an accounting of company funds used for political expenditure, 
identification of the person or persons in the company who participated in making the 
decision to contribute or donate, and internal policies and guidelines that govern political 
contributions.  The report should be submitted to the company’s audit committee or 
other relevant oversight committee and disclosed to shareholders on the company Web 
site.   
 
The proponent contends that the existing publicly available data does not provide a 
complete picture of the company’s political expenditures.  Moreover, the proponent 
notes that Citigroup does not provide any information regarding payments to trade 
associations that are used for political activities and believes that some of its 
contributions may have ultimately funded organizations that were indicted for violating 
campaign finance laws or criticized for hiding funding sources.  Finally, the proponent 
notes that an increasing number of companies have agreed to the disclosure and board 
oversight of political expenditures recommended by this proposal. 
 
Management opposes this resolution, contending that the company complies with all 
applicable laws and regulations regarding political contributions and associated 
disclosure, and it has adopted a political contributions policy in 2007 which renders this 
proposal moot.  The company states that it has complied with all material aspects of this 
resolution and does not believe that additional disclosure on association spending 
would be of significant value to shareholders. 
 
ISS believes that transparency on matters that impact shareholder value represents 
sound corporate governance practice.  Shareholders should have access to material 
information about their company’s practices and procedures.  When reviewing requests 
for proposals on political contributions and trade association spending, ISS takes into 
account the scope and nature of the request, the company’s adherence to laws and 
regulations governing political contributions, any recent, significant controversy related 
to the company’s political contributions or public policy actions, and the existence and 
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disclosure of a formal policy regarding political contributions and trade association 
expenditures. 
 
In this case, ISS commends the company for its level of disclosure on political 
contributions.  However, ISS is concerned about the lack of policy or transparency 
related to Citigroup’s trade association activities.  ISS believes that companies should 
provide transparency into its general policies and procedures related to trade 
association participation and spending.  Disclosure regarding the types of trade or 
industry associations and Citigroup’s oversight procedures for association spending 
could provide shareholders with information that would allow a better understanding of 
the potential value and/or risks associated with the company’s trade association activity 
without undue cost or burden to the company.  As such, ISS recommends a vote FOR 
this item. 
 
SSI believes that this items warrants shareholder support and recommends voting FOR 
this proposal.  Delta and Dodge & Cox, on the other hand, both recommend voting 
AGAINST this proposal in agreement with each firm’s proxy voting guidelines.   
 
SDCERS evaluates shareholder proposals such as this on a CASE-BY-CASE basis.  In 
this case, staff is in agreement with ISS and SSI.  Although Citigroup provides a clear 
policy statement on political contributions on the company Web site, the company does 
not provide any meaningful information related to its trade association spending.  Staff 
believes that the company should provide this information so shareholders can gain 
insight into the benefits and risks associated with its trade association activities. 
As a result, staff voted SDCERS’ shares FOR this proposal in agreement with vote 
recommendations from ISS and SSI. 
 
Item 21 
This shareholder proposal requests that the board of directors adopt the following set of 
principles as it relates to the employment of any named executive officer (NEO): 
1) If the Company enters into an employment agreement with a NEO, the Agreement must have a 
specified termination date, not to exceed three years, and should not contain an ‘evergreen’ clause which 
provides for automatic renewal without shareholder approval. 
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2) The Company should not permit the accelerated vesting of stock options, restricted stock, and other 
equity-based awards. 

3) The Company should not provide for excise tax gross-ups or any other kind of similar make-whole 
arrangements. 

For purposes of this resolution, ‘employment agreement’ shall be defined as any agreements or 
arrangements that provide for payments or awards in connection with an NEO’s employment with or 
departure from the Company.  ‘Excise tax gross-up’ is defined as any payment to or on behalf of a NEO 
whose amount is calculated by reference to an actual or estimated tax liability of the executive resulting 
from employment.  

The proponent believes that if a company enters into an employment contract such as 
this, the terms of employment will contain provisions that protect the interests of long-
term investors.  The proponent feels that executive contracts and other agreements 
frequently favor the executive and run counter to the interests of shareholders.  The 
adoption of this resolution will ensure that the company’s employment agreements and 
equity plans are designed so as to avoid rewarding poorly performing departing 
executives with generous compensation packages.  The adoption of this set of 
responsible employment principles will focus the Board’s attention on the importance of 
succession planning and limit the need for the company to conduct outside searches to 
fill future senior executive positions at the company. 
 
Management believes that the personnel and compensation committee should retain 
the flexibility to make compensation decisions based on a review of all relevant 
information in order to be in the best position to attract, motivate and retain talented 
executives in the highly competitive market in which they compete for talent.  The 
company further believes that the concerns raised by this proposal have been 
addressed by the company’s Senior Executive Compensation Guidelines and current 
practices. 
 
ISS reviews proposals such as this on a CASE-BY-CASE basis.  In this case, ISS notes 
that despite Citigroup’s stated policy of limiting employment agreements, the company 
has entered into employment agreements – most recently, with CFO Gary Crittenden in 
February 2007.  This employment contract guaranteed, among other things, that he 
would receive in 2007 and 2008 incentive awards with pre-tax stock.  ISS supports the 
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principles behind this proposal as a means to encourage the board to adhere to its 
policies and principles more closely.  Therefore, ISS recommends voting FOR this 
shareholder proposal. 
 
SSI believes that this items warrants shareholder support and recommends voting FOR 
this proposal.  Delta and Dodge & Cox, on the other hand, both recommend voting 
AGAINST this proposal in agreement with each firm’s proxy voting guidelines.   
 
SDCERS examines shareholder proposals such as this on a CASE-BY-CASE basis.  In 
this case, staff is in agreement with ISS’ analysis.  This shareholder proposal will protect 
the interests of long-term investors, thus increasing shareholder value.  Given this, staff 
voted SDCERS’ shares FOR this shareholder proposal in agreement with vote 
recommendations from ISS and SSI. 
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This shareholder proposal requests that board service for directors be limited to a total 
of three directorships.  One exception would be that fully-retired directors under the age 
of 70 could serve on a maximum of five boards.  The proponent states that the company 
is in very complex and diverse businesses which require that directors not be 
overextended by excessive commitments to other companies. 
 
Management states that its governance guidelines specify that directors must be willing 
to devote sufficient time to carrying out their duties and responsibilities effectively.  The 
guidelines also stipulate that directors who serve as business CEOs or in equivalent 
positions should not serve on more than two boards of public companies in addition to 
the GE Board, and other directors should not serve on more than four other boards of 
public companies in addition to the GE Board.  Management further states that at the 
time that these guidelines were implemented, it grandfathered certain directors to 
maintain those positions unless the board determined that doing so would impair the 
director’s service on the GE board. 
 
ISS examines proposals such as this on a CASE-BY-CASE basis.  In the case of GE, 
the company maintains a policy regarding overboarded directors.  This policy permits 
the maintenance of current directors who exceed these limits if the board determines 
that such director’s service on the board would not be impaired.  However, one of the 
company’s directors exceeds the numerical limits of the company’s policy.  Based on 
the company’s past and present exemptions to their overboarded policy, and because 
the proponent’s proposed policy is materially different only in its lack of possible 
exemptions, ISS recommends a vote FOR this item. 
 
TCW and Dodge & Cox recommend voting AGAINST this shareholder proposal in 
accordance with each firm’s proxy voting guidelines.  Delta, in agreement with the 
proponent’s position, recommends a vote FOR this proposal. 
 
Staff reviews most shareholder proposals on a CASE-BY-CASE basis in accordance 
with SDCERS’ Proxy Voting Policy and Guidelines.  In this case, staff is in agreement 
with ISS’ analysis.  Although the company maintains a policy regarding overboarded 
directors, the company has made past and present exemptions for one of the directors.  
Given this, staff feels that this item is in shareholders’ best interests.  Therefore, staff 
voted SDCERS’ shares FOR this shareholder proposal. 
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This shareholder proposal requests that the company provide a semi-annual report on 
its political contributions and trade association expenditures made with corporate funds.  
This report should disclose an accounting of the company’s funds that are used for such 
contributions, identification of the person or persons in the company who participated in 
making the decision to contribute or donate, and internal policies and guidelines that 
govern its political contributions.  The report should be submitted to the company’s audit 
committee or other relevant oversight committee and disclosed to shareholders on the 
company Web site.   
 
The proponent states that the existing lack of accountability for political contributions, 
including payments to trade associations, leaves corporate executives free to use 
company assets for political objectives that either may not be shared by all shareholders 
or may not be in the best interest of the company.  Moreover, the supporters note that 
Wyeth has not provided information regarding payments to trade associations that are 
used for political activities.  The proponent also believes that full disclosure of political 
and trade association contributions would be consistent with public policy and beneficial 
as an instrument for the company’s board and shareholders to fully evaluate the political 
use of corporate assets. 
 
Management opposes this resolution, noting that the company is committed to 
compliance with all applicable laws and regulations related to political activity and it 
believes that it is in shareholders’ best interest that the company is involved in the 
political process.  The company explains that its contributions to trade associations help 
advance many of its business objectives to improve the political environment for 
biopharmaceutical research, and that it does not release its trade association 
expenditures as it may place the company at a competitive disadvantage.   
 
ISS generally supports proposals that call for increased transparency on topics that 
impact shareholder value.  The utility and benefits of such disclosure must by weighed 
against the cost and burden of producing such a report.  When reviewing requests for 
proposals on political contributions and trade association spending, ISS takes into 
account the scope and nature of the request, the company’s adherence to laws and 
regulations governing political contributions, any recent, significant controversy related 
to the company’s political contributions or public policy actions, and the existence and 
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disclosure of a formal policy regarding political contributions and trade association 
expenditures. 
 
In this case, ISS believes that the company should be commended for increasing the 
level of information that it has provided to shareholders related to its current corporate 
political contributions policy.  ISS is concerned, however, that shareholders lack 
information relating to the company’s trade association spending, including the types of 
associations being supported and the company’s rationale for supporting these 
organizations.  This information could assist shareholders in their assessment of the 
risks and benefits associated with public policy activities through trade associations 
without significant cost, burden, or strategic risk for the company.  As such, ISS believes 
that this proposal merits shareholder support and recommends a vote FOR this item. 
 
Dodge & Cox recommends voting AGAINST this proposal in agreement with the firm’s 
proxy voting guidelines.   
 
SDCERS evaluates shareholder proposals such as this on a CASE-BY-CASE basis.  In 
this case, staff is in agreement with ISS’ analysis.  Although Wyeth has improved its 
transparency into the company’s current political contributions policy, the company does 
not disclose information related to its trade association spending.  This information 
would allow shareholders to better evaluate the risks and benefits associated with the 
company’s public policy activities.  As a result, staff voted SDCERS’ shares FOR this 
proposal in agreement with ISS’ vote recommendation. 
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This shareholder proposal requests that the company provide a semi-annual report on 
its direct and indirect political contributions and trade association expenditures made 
with corporate funds.  This report should disclose an accounting of the company’s funds 
that are used for such contributions, identification of the person or persons in the 
company who participated in making the decision to contribute, and internal policies and 
guidelines that govern political contributions.  The report should be submitted to the 
company’s audit committee or other relevant oversight committee and disclosed to 
shareholders on the company Web site.   
 
The proponent contends that the existing lack of accountability for political contributions, 
including payments to trade associations, creates a situation where company assets 
may be used for policy objectives that may be detrimental to the long-term interest of 
the company and its shareholders.  The proponent notes that AT&T has not provided 
information regarding its payments to trade associations that are used for political 
activities. 
 
Management opposes this resolution, contending that its participation in the political 
process is important to protect the company’s operations in a highly regulated industry.  
The company is also in strict compliance with applicable laws and will continue to 
comply with future applicable regulations.  Management notes that an aggregate 
amount of political contributions is approved by the board annually and that all political 
contributions are approved by the chief executive officer of the company or a delegate 
as well as by its legal department. 
 
ISS believes that transparency on matters that impact shareholder value represents 
sound corporate governance practice.  Shareholders should have access to material 
information about their company’s practices and procedures.  When reviewing requests 
for proposals on political contributions and trade association spending, ISS takes into 
account the scope and nature of the request, the company’s adherence to laws and 
regulations governing political contributions, any recent, significant controversy related 
to the company’s political contributions or public policy actions, and the existence and 
disclosure of a formal policy regarding political contributions and trade association 
expenditures. 
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In this case, ISS believes that AT&T does provide information regarding its rationale, 
policies, and oversight mechanisms for corporate political contributions and trade 
association activities.  However, ISS does note that since the implementation of the 
company’s political contributions policy, a number of companies, including Verizon 
Communications, have substantially enhanced their political contributions disclosure.  
Given the large amount of AT&T political expenditures, ISS encourages the company to 
continue to improve its disclosure relative to its peers and other leaders in corporate 
transparency in political spending.  Additionally, ISS is concerned by the significant 
controversy and pending litigation surrounding the company’s active lobbying to 
promote legislation for retroactive immunity that would shelter the telecommunications 
industry from the NSA eavesdropping controversy.  Therefore, ISS believes that this 
proposal merits shareholder support and recommends a vote FOR this item. 
 
Delta recommends voting AGAINST this proposal in agreement with the firm’s proxy 
voting guidelines.  SSI, on the other hand, believes that this items warrants shareholder 
support and recommends voting FOR this proposal. 
 
SDCERS evaluates shareholder proposals such as this on a CASE-BY-CASE basis.  In 
this case, staff is in agreement with ISS and SSI.  Although AT&T has improved its 
political contributions disclosure, staff feels that the company should continue to expand 
its transparency into its political activities, as some of the company’s peers have done.  
Given that AT&T is one of largest political contributors, increased disclosures would 
give shareholders added confidence in the company’s political spending policies and 
activities.  As a result, staff voted SDCERS’ shares FOR this proposal in agreement 
with vote recommendations from ISS and SSI. 
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This shareholder proposal requests that the board adopt a policy that the compensation 
of senior executives will be determined in the future without regard to any “pension 
income” from a defined benefit pension plan that accounting rules may require IBM to 
treat as an addition to its reported income and earnings per share.  The proponent 
believes that compensation decisions should not be influenced by pension income 
because such income does not reflect the results of operations or the actual 
performance of the executives involved.  The proponent states that pension income 
does not justify boosts in executive compensation and using pension income does not 
support the concept of pay-for-performance. 
 
Management argues that the Executive Compensation and Management Resources 
Committee, together with management, have crafted the company’s compensation 
programs so that a significant portion of executives’ total compensation is at risk, tied 
both to annual and long-term financial performance of the company.  Management 
notes that the company’s pension plans have had a negative year-to-year impact on the 
company’s reported financial results, and when pension costs have increased, 
management has reduced costs from operations to stay even with the preceding year. 
 
ISS believes that pension fund income can distort true operating performance, which 
may be the basis for determining executive bonuses and performance-related pay 
rather than gains from defined benefit plans.  Shareholders should therefore support 
proposals that would exclude pension credits from calculations of executive 
compensation as this provides a cleaner measure for assessing actual performance.  
Therefore, ISS recommends voting FOR this proposal. 
 
Both Delta and SSI agree with the proponent’s position and recommend a vote FOR 
this shareholder proposal.  Salus, in accordance with the firm’s proxy voting guidelines, 
recommends voting AGAINST this item. 
 
SDCERS' voting guidelines state that executive compensation will be decided on a 
CASE-BY-CASE basis.  In the case of IBM, staff is in agreement with ISS’ analysis.  
The inclusion of pension income in determining compensation of senior executives is 
not in shareholders’ best interests.  Therefore, staff voted SDCERS’ shares FOR this 
proposal in agreement with vote recommendations from ISS, Delta and SSI. 
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This shareholder proposal requests that the board amend Section 5.3 of its bylaws to 
replace the sentence stating “The Chairman may, by resolution of the Board, be 
designated Chief Executive Officer of the Company” with the following: 
 
“The Chairman shall be a director who is independent from the Company. For purposes of this By-Law, 
‘independent’ has the meaning set forth in the New York Stock Exchange (‘NYSE’) listing standards, 
unless the Company’s common stock ceases to be listed on the NYSE and is listed on another exchange, 
in which case such exchange’s definition of independence shall apply. If the Board determines that a 
Chairman who was independent at the time he or she was selected is no longer independent, the Board 
shall select a new Chairman who satisfies the requirements of this By-Law within 60 days of such 
determination. Compliance with this By-Law shall be excused if no director who qualifies as independent 
is elected by the shareholders or if no director who is independent is willing to serve as Chairman. This 
By-Law shall apply prospectively so as not to violate any contractual obligation of the Company in effect 
when this By-Law was adopted.” 
 
The proponent believes that since financial services companies are extraordinarily 
complex and can deeply impact the financial markets, and wield enormous power, the 
role of the Chairman should meet high standards of independence to ensure proper 
oversight of executives, and to increase accountability by management to the entire 
board.   
 
Management argues that the composition of the board and its committees and the 
company’s corporate governance structure provide effective independent oversight of 
management and the proposal unnecessarily restricts the board’s ability to select the 
director best suited to serve as chairman.  The board values the “flexibility to select, on 
a case-by-case basis, the style of leadership best able to meet the company’s and 
stockholders’ needs based on the qualifications of the individuals available and 
circumstances existing at the time.” 
 
Although ISS recognizes that many large companies maintain the combined posts of 
Chairman and CEO and perform well with this arrangement, it is often in shareholders’ 
best interest to separate these positions.  One of the board’s primary responsibilities is 
to represent the interests of shareholders.  In addition, the board is responsible for 
overseeing management and instilling accountability.  Conflicts of interest may arise 
when one person holds both the chairman and CEO positions.   
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ISS will generally recommend FOR shareholder proposals requiring that the chairman’s 
position be filled by an independent director, unless there are compelling reasons to 
recommend against the proposal, such as a counterbalancing governance structure.  
ISS will look for all the following: 

 (1)  A designated lead director, elected by and from the ranks of the independent board 
members with clearly delineated and comprehensive duties.  The duties should include, 
but are not limited to, the following: 

- Presides at all meetings of the board at which the Chairman is not present, 
including executive sessions of the independent Directors; 

- Serves as liaison between the chairman and the independent directors; 

- Approves information sent to the board; 

- Approves meeting agendas for the board; 

- Approves meeting schedules to assure that there is sufficient time for 
discussion of all agenda items; 

- Has the authority to call meetings of the independent Directors; 

- If requested by major shareholders, ensures that he is available for consultation 
and direct communication. 

(2) The company publicly discloses a comparison of the duties of its independent lead 
director and its chairman. 

(3)  The company publicly discloses a sufficient explanation of why it chooses not to 
give the position of chairman to the independent lead director, and instead to combine 
the chairman and CEO positions.  

(4)  The following should be present within the current company’s board structure: 

2/3 independent board; 

All-independent key committees; 
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Established governance guidelines; 

The company does not have any problematic governance issues; and 

The company should not have underperformed both its peers and index on the 
basis of both one-year and three-year total shareholder returns as of fiscal year 
end, unless there has been a change in the Chairman/CEO position within that 
time. 

ISS may recommend a vote FOR the proposal if the company does not provide 
disclosure with respect to any or all of the bullet points above.  If disclosure if provided, 
ISS will evaluate on a CASE-BY-CASE basis. 

In the case of Wells Fargo, the company does not meet certain of the criteria in the 
counterbalancing structure described above.  Specifically, the key board committees 
include directors whom ISS considers affiliated outsiders.  In addition, the company’s 
one and three fiscal year total shareholder returns were -12.21 percent and 2.34 
percent, versus 2.29 percent and 11.39 percent for the company’s 4-digit GICS peer 
group.  ISS believes that, with a lead director who is an affiliated outsider and key 
committees that are not fully independent, the company’s governance structure does 
not provide a satisfactory balance to a non-independent chairman position.  
Accordingly, ISS recommends voting FOR this proposal. 

Dodge & Cox, in accordance with the firm’s proxy voting guidelines, does not agree with 
the proponent’s position, and recommends voting AGAINST this item. 

SDCERS generally supports shareholder proposals seeking to separate the Chairman 
and CEO posts.  In this case, staff agrees with ISS’ analysis.  Given the company’s 
underperformance compared to its peers and the affiliated outsiders on the key 
committees, staff feels that it would be in shareholders’ best interest to require that a 
lead director serve as Chairman.  Therefore, staff voted SDCERS’ shares FOR this item 
in agreement with ISS’ analysis and vote recommendation. 
 



BUCYRUS 
INTERNATIONAL, 
INC. 

Annual Meeting:  April 24, 2008 CUSIP 118759109 

SDCERS ISS MGMT Putnam 
 

8,300 Recommends Recommends 8,300 
Item 2 Increase Authorized Common 

Stock FOR AGT FOR FOR 
 

Attachment to Investment Division Status Report Dated June 6, 2008, A-11         page 1 of 1 
I:\WPDATA\INVEST\PROXY\Reports - Current\2008\Proxy Analysis Documents\Bucyrus.ics.doc    

This proposal seeks shareholder approval to amend the company’s certificate of 
incorporation to increase the number of authorized shares of Class A common stock by 
166.7% to 200 million shares from 75 million shares.  Management states that the 
purpose of the increase is to provide additional shares available for general corporate 
purposes, including stock splits and stock dividends, stock-based acquisitions, raising 
additional equity capital, stock issued in connection with employee incentives, and toher 
corporate uses.   
 
ISS quantifies requests for increases in authorized common stock by evaluating the 
current number of authorized shares versus the number of shares authorized post 
increase.  The number of shares available post increase is then compared to their peer 
companies from the same Global Industry Classification Standards (GICS) group.  In 
this case, ISS has determined that Bucyrus’ request of 125 million shares is above the 
allowable increase threshold of 123.75 million shares as compared to peer companies 
in the Capital Goods group.  Given that this share increase request exceeds that of its 
peers, ISS recommends a vote AGAINST this proposal.  
 
Putnam recommends voting FOR this proposal in accordance with the firm's proxy 
voting guidelines.   
 
The potential dilution to shareholders is significant at 166.7% (75 million current 
authorized shares as compared to the requested increase of 125 million shares).  
Bucyrus has significantly outperformed their industry peers and the Russell 3000 index 
over the one, and three-year time periods.  Staff usually relies on agrees with ISS’ 
quantitative evaluation to assess the reasonableness a share increase.  In this case, 
however, the company’s impressive performance and support by Putnam’s vote 
recommendation, staff believes that this item is worthy of shareholder support.  
Therefore, staff voted SDCERS’ shares FOR the increase in accordance with Bucyrus’ 
management and Putnam’s vote recommendation. 
  



History of SDCERS Realized Gains/Losses from July 2002 through April 2008
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SDCERS Y-T-D Status of FY 2008 Realized Gains
(unaudited)
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 SAN DIEGO CITY EMPLOYEES’ RETIREMENT SYSTEM 
 STAFF REPORT 
 INVESTMENT DIVISION 

 
 
DATE  : June 6, 2008 
 
TO  : SDCERS' Investment Committee 
   
FROM  : Doug McCalla, Chief Investment Officer 
 
SUBJECT : Managers Watch List 
 
 
                         PERFORMANCE                                                                 (TIME PERIOD / *) 
MANAGER STYLE GROUP DATE WATCH PROBATION 
Putnam Domestic Stocks Small Cap Value 12/10/07 3yr/R P 3yr/R  5yr/R   
Brandes International Stocks Large Cap Value 12/10/07 3yr/P 3yr/P&R 
TCW Domestic Stocks Mid Cap Value 02/03/06  3 yr/P&R  5yr/R 
TCW Domestic Stocks Large Cap Growth 11/20/06 3yr/P 3yr/P&R  5Yr/P&R
SSI Domestic Bonds Defensive Market Neutral 11/20/06 3yr/R 3 yr/P&R  5yr/P&R 
Rogge International Bonds 02/15/07 3yr/R  
Putnam Domestic Stocks Small Cap Growth 06/06/08 3yr/R  
Salus Domestic Bonds Defensive Market Neutral 06/06/08  3yr/P  5yr/P 
 
                        SIGNIFICANT ORGANIZATIONAL/PERSONNEL CHANGES 
MANAGER STYLE GROUP DATE WATCH PROBATION 
INTECH Large Cap Core 04/10/08 X  
TCW Domestic Mid Cap Value 03/27/08 X  
TCW Domestic Stocks Large Cap Growth 02/08/08 X  
Townsend 
Group Real Estate Consultant 

02/25/08 
04/30/08 X  

GMO International Stocks Small Cap Value 03/04/08 X  
RREEF Real Estate Separate Properties 06/07/07 X  
 
                       COMPLIANCE ISSUES 
MANAGER STYLE GROUP DATE WATCH PROBATION 
     

 
 

* = REASON FOR LISTING, i.e. P = ABSOLUTE PERFORMANCE; R = RELATIVE RANK TO PEERS 
 
STRIKE THROUGH = TO BE REMOVED FROM WATCH LIST 
BOLD = ADDED TO WATCH LIST SINCE LAST REPORT 
 
 
Updated on 05/02/2008 
 
 
 
 
I:\INVEST\Board Reports\Watch List\Jun 2008.doc 
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Appendix C 
SDCERS Watch List / Probation Criteria (Adopted 12/16/1999; revised 2/18/2005)

 
CRITERION

  
WATCH LIST

  
PROBATION

 
Performance 

  
Active Equity: Core or Diversified; for cumulative 3-year 
or 5-year rolling return periods, respective performance 
which is 200 or 100 basis points below the benchmark 
and/or a peer group ranking which falls below the 66th or 
60th percentiles. 
Style or Concentrated; for cumulative 3-year or 5-year 
rolling return periods, respective performance which is  
300 or 150 basis points below the benchmark and/or a 
peer group ranking which falls below the 66th or 60th 
percentiles. 
 
Active Fixed Income: Core or Diversified; for cumulative 
3-year or 5-year rolling return periods, respective 
performance which is 50 or 25 basis points below the 
benchmark and/or a peer group ranking which falls below 
the 66th or 60th percentiles. 
Style or Concentrated; for cumulative 3-year or 5-year 
rolling return periods, respective performance which is 100
or 50 basis points below the benchmark and/or a peer 
group ranking which falls below the 66th or 60th percentiles.
 
Core Equity Index Funds (S&P 500, Russell 1000): 
tracking error exceeding 5 basis points on an annualized 
basis.  Other Index Funds (small cap, fixed income, non-
U.S.): tracking error exceeding 10 basis points on an 
annualized basis. 
 
Enhanced Index Funds: Equity; negative tracking error 
exceeding 100 basis points on an annualized basis.  Fixed 
Income; negative tracking error exceeding 25 basis points 
on an annualized basis. 

  
Active Equity: Core or Diversified; for cumulative 3-year or 
5-year rolling return periods, respective performance which 
is 250 or 125 basis points below the benchmark and/or a 
peer group ranking which falls below the 75th, or 66th 
percentiles. 
Style or Concentrated; for cumulative 3-year or 5-year 
rolling return periods, respective performance which is 400 
or 250 basis points below the benchmark and/or a peer 
group ranking which falls below the 75th or 66th percentiles. 
 
 
Active Fixed Income: Core or Diversified; for cumulative 
3-year or 5-year rolling return periods, respective 
performance which is 75 or 50 basis points below the 
benchmark and/or a peer group ranking which falls below 
the 75th or 66th percentiles. 
Style or Concentrated; for cumulative 3-year or 5-year 
rolling return periods, respective performance which is 150 
or 75 basis points below the benchmark and/or a peer group 
ranking which falls below the 75th or 66th percentiles. 
 
Core Equity Index Funds (S&P 500, Russell 1000): 
negative tracking error exceeding 5 basis points for 1-year or 
exceeding 10 basis points for 6 months. Other Index Funds
(small cap, fixed income, non-U.S.): tracking error exceeding 
20 basis points on an annualized basis. 
 
Enhanced Index Funds: Equity; negative tracking error 
exceeding 200 basis points on an annualized basis.  Fixed 
Income; negative tracking error exceeding 50 basis points 
on an annualized basis. 

 
Style 

  
-------------------------------------------------------------------------  

  
Manager deviates from style for 4 or more quarters. 

 
Organizational Change 

  
Firm is under new ownership but the team responsible for 
the account remains intact and autonomous. 

  
Changes in ownership, organizational assignments, or 
turnover in personnel that impacts the team responsible for 



I:\WPDATA\INVEST\BOARD Reports\Board Report PDFs\CY 2008\Jun 2008 Agenda Reports\Source Docs\SDCERS WatchList 2_18_05.doc
              

28

 
Reorganization or turnover in top management, portfolio 
managers, research or trading staff that does not directly 
involve the SDCERS portfolio team. 

the SDCERS account. 

 
Compliance 

  
Violating investment guidelines or contractual agreement; 
purchasing unauthorized securities; leveraging the 
portfolio. 
 
Market Value of the SDCERS account exceeds 40% of the 
manager’s assets managed in the subject product. 
 
Failure to meet reporting requirements or deadlines.  
 
Depending on circumstances and severity of the violation, 
higher level of contract review may be recommended. 

  
Violation of securities laws, industry regulations, or 
standards of professional conduct.  Repeated violation of 
investment guidelines or contractual agreement evidencing 
inadequate compliance controls. 
 
 
 
Failure to correct reporting problems. 
 
Depending on circumstances and severity of the violation, 
termination may be recommended. 
 

Client Service 
 
SDCERS 
Responses 

 Uncooperative or unprofessional conduct. 
 
 
For performance issues, manager will be monitored and 
reviewed more closely by staff and the investment 
consultant, including Investment Committee meetings with 
the manager at least every six months. Watch list status 
will end one year after the performance shortfall no longer 
exceeds the above criterion.  Alternatively, continuing 
deterioration in performance will warrant review for 
placement on probationary status. 
 
Watch listing for operational issues shall remain in effect 
for one year from the date of occurrence.  

 Failure to correct client service issues. 
 
 
For performance issues, probation shall last for at least one 
year.  If deficient performance continues or worsens, 
alternative means of achieving the desired investment 
exposure will be researched and reported to the Board.  A 
similar process will occur for repeated compliance problems. 
Probationary status will end when performance improves to 
watch list status or better or when the manager is replaced. 
 
Probationary status for operational issues shall remain in 
effect for one year from the date of occurrence. 

   
 



SDCERS Asset Allocation & Rebalancing Status Monitor Chart
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SAN DIEGO CITY EMPLOYEES' RETIREMENT SYSTEM
File Name: SMonitor19.xls
Rebalancing Ranges Reviewed and Approved on December 21, 2007

 As of: 6/5/2008

CURRENT ACTUAL ASSET MIX Percent Percent Percent
of Total of Asset of Asset

Domestic Equity Market Value Assets Class Subclass  Asset Managers
  Large Cap Growth $384,403,561 7.77% 13.6% 19.7% TCW
  Large Cap Value $376,718,128 7.61% 13.3% 19.3%  Dodge & Cox
  Large Cap Core $390,275,363 7.89% 13.8% 20.0%  Delta & INTECH
  Mid Cap Core Growth $206,578,219 4.17% 7.3% 10.6%  Globeflex
  Mid Cap Core Value $207,648,507 4.20% 7.3% 10.7% TCW
  Small & Micro Cap Growth $192,071,167 3.88% 6.8% 9.9%  Putnam & Wall St.
  Small Cap Value $191,626,895 3.87% 6.8% 9.8%  Putnam & DFA
      Total Equity $1,949,321,840 39.40% 68.9% 100.0%

International Equity
  Top Down (growth) $352,141,167 7.12% 12.5% 40.1%  McKinley
  Bottom Up (value) $351,205,198 7.10% 12.4% 40.0%  Brandes
  Small Cap $175,160,077 3.54% 6.2% 19.9%  GMO, Nich App, Globeflex
      Total Intl. Equity $878,506,442 17.75% 31.1% 100.0%

Total Equity
  Domestic & International $2,827,828,282 57.15% 100.0%

Domestic Fixed
  Lehman Aggregate $819,293,674 16.56% 51.0% 58.3%  PIMCO & MetWest
  Converts $155,916,313 3.15% 9.7% 11.1%  Nicholas Applegate
  Market Neutral Defensive $430,899,767 8.71% 26.8% 30.6%  Pyramis, Salus & SSI
      Total U.S. Fixed $1,406,109,754 28.42% 87.6% 100.0%

International Fixed
  Salomon Non-US $ $198,854,350 4.02% 12.4% 100.0%  Rogge & PIMCO

 Pimco has 0-2% discretion
Total Fixed Income
  Domestic & International $1,604,964,103 32.44% 100.0%

Real Estate
  Enhanced / High Return Funds $77,137,902 1.56% 15.0% CHIEF, CAV III, IREF I,  IREF 

II CSGF IV, Capmark, FREG 
  Stable Return, Directly Owned $301,907,299 6.10% 58.7%  INVESCO, RREEF, Pyramis
  REITs $134,910,871 2.73% 26.2%  RREEF REITs
      Total Real Estate $513,956,071 10.39% 100.0%

Cash
  STIF & STEP $1,241,786 0.03% 100.0% Reserve for benefits &

 real estate purchases
     TOTAL FUND $4,947,990,242 100.0%



SDCERS Asset Allocation Policy Reviewed and Approved on September 21, 2007
 (With a 5% Allocation to Private Equity via a Reduction of Domestic Equity as P.E. Commitments are Called)
Rebalancing Ranges Reviewed and Approved on December 21, 2007

ASSET  ALLOCATION  TARGET  AMOUNTS
Adjustment

TARGET ASSET MIX Percent Percent Percent Necessary Proportionate
of Total of Asset of Asset to Return Change

Domestic Equity Target Value Assets Class Subclass to Target Mix from Target
  Large Cap Growth $376,047,258 7.60% 13.8% 20.0% ($8,356,302) -2.2%
  Large Cap Value $376,047,258 7.60% 13.8% 20.0% ($670,870) -0.2%
  Large Cap Core $376,047,258 7.60% 13.8% 20.0% ($14,228,105) -3.8%
  Mid Cap Core Growth $188,023,629 3.80% 6.9% 10.0% ($18,554,590) -9.9%
  Mid Cap Core Value $188,023,629 3.80% 6.9% 10.0% ($19,624,878) -10.4%
  Small & Micro Cap Growth $188,023,629 3.80% 6.9% 10.0% ($4,047,538) -2.2%
  Small Cap Value $188,023,629 3.80% 6.9% 10.0% ($3,603,265) -1.9%
      Total U.S. Equity $1,880,236,292 38.00% 69.1% 100.0% ($69,085,548) -3.7%

International Equity
  Top Down (growth) $336,463,336 6.80% 12.4% 40.0% ($15,677,831) -4.7%
  Bottom Up (value) $336,463,336 6.80% 12.4% 40.0% ($14,741,862) -4.4%
  Int'l. Small Cap $168,231,668 3.40% 6.2% 20.0% ($6,928,408) -4.1%
      Total Int'l. Equity $841,158,341 17.00% 30.9% 100.0% ($37,348,101) -4.4%

Total Equity
  Domestic & International $2,721,394,633 55.0% 100.0% ($106,433,648) -3.9%

Domestic Fixed
  Lehman Aggregate $890,638,244 18.00% 52.9% 60.0% $71,344,569 8.0%
  Converts $148,439,707 3.00% 8.8% 10.0% ($7,476,606) -5.0%
  Market Neutral Defensive $445,319,122 9.00% 26.5% 30.0% $14,419,355 3.2%
      Total U.S. Fixed $1,484,397,073 30.00% 88.2% 100.0% $78,287,319 5.3%

International Fixed
  Salomon Non-US $ $197,919,610 4.00% 11.8% 100.0% ($934,740) 0% to 2% Tactical

Discretion w/ PIMCO
Total Fixed Income
  Domestic & International $1,682,316,682 34.00% 100.0% $77,352,579 4.6%

Real Estate
  Enhanced / High Return Funds $244,925,517 4.95% 45.0% $167,787,615 68.5%
  Stable Return, Directly Owned $163,283,678 3.30% 30.0% ($138,623,621) -84.9%
  REITs $136,069,732 2.75% 25.0% $1,158,860 0.9%
      Total Real Estate $544,278,927 11.00% 100.0% $30,322,855 5.6%

Cash
  STIF & STEP $0 0.00% ($1,241,786) Reserved for benefits

  & real estate
     TOTAL FUND $4,947,990,242 100.0% ($0)



POLICY REVIEWED AND APPROVED ON  DECEMBER 21, 2007
SAN  DIEGO  CITY  EMPLOYEES'  RETIREMENT  SYSTEM

Rebalancing Ranges Reviewed and Approved on December 21, 2007
  Optimized Portfolio Rebalancing

ASSET  ALLOCATION  STATUS  AND  PORTFOLIO   +/- Adjustment Factor in Std. Dev. => 1.95
REBALANCING  MONITORING  AS  OF  =====> 6/5/2008

| | |
| | Signaled | Expected

Market Value  & | Target $'s  & Min. $'s  & Max. $'s  & | Rebalancing | Standard
 CATEGORY / STYLE % of Portfolio | Target % Min. % Max. % | Adjustment | Deviation
 Large Cap Growth $384,403,561 | $376,047,258 $251,387,592 $500,706,925 | $0 | 17.00%

7.77% | 7.60% 5.08% 10.12% | |
 Large Cap Core $390,275,363 | $376,047,258 $266,053,435 $486,041,081 | $0 | 15.00%

7.89% | 7.60% 5.38% 9.82% | |
 Large Cap Value $376,718,128 | $376,047,258 $273,386,357 $478,708,160 | $0 | 14.00%

7.61% | 7.60% 5.53% 9.67% | |
 Mid Cap Core Growth $206,578,219 | $188,023,629 $125,693,796 $250,353,462 | $0 | 17.00%

4.17% | 3.80% 2.54% 5.06% | |
 Mid Cap Core Value $207,648,507 | $188,023,629 $129,360,257 $246,687,002 | $0 | 16.00%

4.20% | 3.80% 2.61% 4.99% | |
 Small Cap Growth $98,031,451 | $94,011,815 $50,747,578 $137,276,052 | $0 | 23.60%

1.98% | 1.90% 1.03% 2.77% | |
 Micro Cap Growth $94,039,716 | $94,011,815 $39,014,903 $149,008,726 | $0 | 30.00%

1.90% | 1.90% 0.79% 3.01% | |
 Small Cap Value $191,626,895 | $188,023,629 $128,260,319 $247,786,940 | $0 | 16.30%

3.87% | 3.80% 2.59% 5.01% | |
 Subtotal US Equities $1,949,321,840 | $1,880,236,292 | |

39.40% | 38.00% | |

 International Growth $352,141,167 | $336,463,336 $224,925,740 $448,000,932 | $0 | 17.00%
7.12% | 6.80% 4.55% 9.05% | |

 International Value $351,205,198 | $336,463,336 $228,206,258 $444,720,415 | $0 | 16.50%
7.10% | 6.80% 4.61% 8.99% | |

 International Small Cap $175,160,077 | $168,231,668 $111,150,663 $225,312,673 | $0 | 17.40%
3.54% | 3.40% 2.25% 4.55% | |

 Subtotal Intn'l. Equities $878,506,442 | $841,158,341 | |
17.75% | 17.00% | |

 Defensive - Market Neutral $430,899,767 | $445,319,122 $408,413,300 $482,224,944 | $0 | 4.25%
8.71% | 9.00% 8.25% 9.75% | |

 Core Plus Bonds $819,293,674 | $890,638,244 $777,749,846 $1,003,526,641 | $0 | 6.50%
16.56% | 18.00% 15.72% 20.28% | |

 Convertible Bonds $155,916,313 | $148,439,707 $112,836,443 $184,042,971 | $0 | 12.30%
3.15% | 3.00% 2.28% 3.72% | |

 Subtotal US Fixed Income $1,406,109,754 | $1,484,397,073 | |
28.42% | 30.00% | |

 International Bonds $198,854,350 | $197,919,610 $154,308,024 $241,531,196 | $0 | 11.30%
 (strategic allocation to Rogge) 4.02% | 4.00% 3.12% 4.88% | |

 Cash & Enhanced Cash $1,241,786 | $0 $0 $0 | ($1,241,786) | 1.00%
0.03% | 0.00% 0.00% 0.00% | |

 Real Estate $513,956,071 | $544,278,927 $395,690,780 $692,867,074 | $0 | 14.00%
10.39% | 11.00% 8.00% 14.00% | |

Prepared:
 TOTAL PORTFOLIO VALUE $4,947,990,242 | 100.00% File Name: SMonitor20.xls 06/06/08

POLICY  ALLOCATION  RANGES



 SAN  DIEGO CITY EMPLOYEES'  RETIREMENT  SYSTEM
SECURITIES  LENDING  INCOME

FISCAL YEAR   2008
JULY 1,  2007  THROUGH   JUNE 30,  2008

DOMESTIC AND INTERNATIONAL FIXED INCOME AND EQUITY PORTFOLIOS
CURRENT PRIOR 12 MONTH ROLLING

FY2008 FY2007 INCOME
TIME TOTAL BANK NET EARNINGS EARNINGS CURRENT YEAR PRIOR YEAR

PERIOD EARNINGS FEE INCOME** TO DATE TO DATE

JULY 1 - 31, 2007
   REC.  AUG. 2007 250,214.08 66,556.92 183,657.16 183,657.16 108,200.38 1,806,643.80 1,340,389.98

AUGUST 1 - 31, 2007
   REC.  SEPT. 2007 337,740.10 90,339.42 247,400.68 431,057.84 242,179.83 1,920,065.03 1,386,960.26

SEPTEMBER 1 - 30, 2007
   REC.  OCT. 2007 445,585.88 116,110.80 329,475.08 760,532.92 351,529.45 2,140,190.49 1,418,105.44

OCTOBER 1 - 31, 2007
   REC. NOV. 2007 604,698.15 159,498.98 445,199.17 1,205,732.09 485,371.67 2,451,547.44 1,462,617.92

NOVEMBER 1 - 30, 2007
   REC. DEC. 2007 547,983.83 143,072.46 404,911.37 1,610,643.46 632,026.03 2,709,804.45 1,520,742.55

DECEMBER 1 - 31, 2007
    REC. JAN. 2008 664,843.71 173,578.81 491,264.90 2,101,908.36 778,791.19 3,054,304.19 1,572,309.96

JANUARY 1 - 31, 2008
   REC. FEB. 2008 636,933.91 166,090.44 470,843.47 2,572,751.83 921,153.21 3,382,785.64 1,604,384.45

FEBRUARY 1 - 28, 2008
    REC. MAR.  2008 714,446.02 186,199.15 528,246.87 3,100,998.70 1,045,231.04 3,786,954.68 1,643,118.54

MARCH 1 - 31, 2008
   REC. APR.  2008 681,559.03 176,314.87 505,244.16 3,606,242.86 1,176,670.55 4,160,759.33 1,650,291.09

APRIL 1 - 30, 2008
   REC. MAY  2008 690,002.64 179,785.11 510,217.53 4,116,460.39 1,329,789.54 4,517,857.87 1,654,194.05

MAY 1 - 30,  2008
   REC.  JUNE   2008 0.00 0.00 1,545,652.98 1,698,385.63

JUNE 1 - 30, 2008
   REC.  JULY 2008 0.00 0.00 1,731,187.02 1,731,187.02

TOTALS $5,574,007.35 $1,457,546.96

L:\INVEST\ACCOUNTING\FY2008\FY2008SL **Net Income Includes Income from the EURO Collateral Pool on International Bonds 6/12/2008  +
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