
  
TEACHERS’ RETIREMENT BOARD 

 

  
INVESTMENT COMMITTEE Item Number:  12 

 
SUBJECT:  ESG/21 Risk Factors Policy Rewrite – First Reading  
 
CONSENT:             ATTACHMENT(S): 1 
  
ACTION:           DATE OF MEETING: April 5, 2017 / 20 mins. 
 
INFORMATION:   X                                                              PRESENTER: Christopher Ailman, 
 Anne Sheehan, Brian Rice, PCA and Meketa 
 

POLICY 
This item pertains to the CalSTRS Environmental, Social, and Governance Risks Policy, ESG, 
which is part of the overall Investment Policy and Management Plan as Attachment A. 

PURPOSE AND HISTORY 
The purpose of this item is just an initial review of the first edition of a completely revised ESG 
Policy for CalSTRS.  Following discussion at the January Subcommittee meeting, staff was 
directed to develop a new principles-based ESG Policy and move the 21 Risk Factor down to staff 
internal guidelines.  This new Policy was slated for the March Subcommittee agenda, but once 
that meeting was canceled, the Chair felt it best for the full Investment Committee to have a 
chance to review the new Policy language.  This more principles-based Policy takes into account 
some of the concepts, ideas and approaches adopted by other organizations in their ESG polices. 
The draft Policy will go back to the Subcommittee for final editing and revision at their May 
meeting and then be brought back to the Investment Committee at the June meeting for final 
adoption. In preparing their presentation, staff has reviewed a number of policies from other 
organizations.    

BACKGROUND  
The origin of CalSTRS ESG Policy goes back to 1978 when the Teachers’ Retirement Board 
approved the Statement of Investment Responsibility. This Statement recognized that CalSTRS 
operated in a complex social-economic environment and had a responsibility to require that 
corporations held in the portfolio met a high standard of conduct in their operations, and 
addressed those corporate activities that harm people or the environment. The Statement of 
Investment Responsibility was the guiding document around ESG until 2006.  

In 2006, the CalSTRS Statement of Investment Responsibility was revised to align it with the 
CalSTRS Investment Policy and Management Plan, the controlling document of the Investment 
Branch. During this revision, the CalSTRS 20 ESG Risk Factors, developed in 2004 to support 
CalSTRS public equity investment in emerging markets, were integrated into investment policy 
and clear guidelines for addressing ESG risks, including proxy voting and corporate engagement, 
were codified.  
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Since 2006, a number of ESG-related policy revisions have taken place. In 2008, CalSTRS 20 
ESG Risk Factors were updated and became the 21 Risk Factors. Also in 2008, the Statement of 
Investment Responsibility was revised and became the Statement of Shareowner ESG 
Responsibility. In 2011, the Statement of Shareowner ESG Responsibility and the CalSTRS 21 
Risk Factors were integrated into the Corporate Governance Policy to better promote CalSTRS 
ESG principles and make these principles more accessible to financial market participants. Most 
recently, in 2013, ESG language was integrated into the investment program policies within the 
Teachers’ Retirement Board Policy Manual.  

DISCUSSION  
At the January Subcommittee meeting, staff presented the concept that CalSTRS ESG / 21 Risk 
Factor Policy is both rules and principles-based.  In contrast, staff found that all our global peers 
have stated their ESG views in the form of principles.  After a discussion, the Subcommittee 
concluded that the 21 Risk Factors should be removed from the Policy and dropped down to staff 
guidelines.  Further the Subcommittee directed staff to develop an ESG Policy that was 
principles-based to match our peers.  

Listed below are some of the belief / ESG principles statements of various peers:  

• Our goal is to invest responsibly to provide long-term, secure pensions for our 
beneficiaries.  

• Our primary concern is for the long-term value of our assets; environmental, social and 
governance matters are addressed to the extent they influence risk and return. 

• Stewardship by shareholders creates long-term value in companies. 
• We seek sustainable returns from well governed and sustainable assets. 
• We actively seek methods to demonstrate the financial and social impact of the choices 

with regard to responsible investment. 
• Considering environmental, social and governance factors when selecting and managing 

investments allows the Plan Sponsor to manage long-term investment risk with a view of 
protecting and enhancing the financial value of our investments.  Responsible investing 
also includes contributing to initiatives that enhances the stability and integrity of the 
global capital markets. 

• The Investment Committee, staff, consultants, and investment managers will incorporate 
ESG issues into investment analysis and decision-making processes. 

• We apply long-term thinking to deliver long-term sustainable returns. 
• We actively look for attractive investments that promote sustainability. 
• We look critically at the behavior and activities of entities in which we invest. 
• Knowledge and reason inform our responsible investing decision and activities. 
• Our activities as a responsible investor fall into these core areas: integrations of ESG 

factors into the investment process; engagement, voting and stewardship of our 
investments, market transforming activities with peers, and active engaged stewardship of 
our assets.  

• Aligning with like-minded investors and organizations can be more effective than working 
in isolation. 

• As a significant investor, we have the responsibility to advance responsible investing 
within our industry. 
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• We seek to be transparent and accountable with regard to our responsible investment 
activities. 

• Achieve improvements in ESG through effective partnerships that have robust oversight. 
• We actively dialogue with companies in order to achieve sustainability and good corporate 

governance. 
• We seek appropriate disclosure on material ESG issues by the entities in which we invest. 
• Engagement is a more effective means to initiate change than divestment. 
• We actively exercise our rights as shareholder. 
• Through (part of the) investments for Members, we seek to contribute actively to solutions 

to societal issues. 
• Seek to innovate, demonstrate and promote Responsible Investing leadership and ESG 

best practice. 

In addition to the concept of principles, the Subcommittee discussed the need for a materiality 
threshold within the Policy.  At the January 2017 Subcommittee meeting, we discussed the U.S. 
Supreme Court’s definition of materiality, used by Sustainability Accounting Standards Board, 
SASB:  ‘information is material if there is a substantial likelihood that the disclosure of the 
omitted fact would have been viewed by the reasonable investor as having significantly altered 
the total mix of information made available.’  The Committee asked staff to articulate what dollar 
amount or percentage would have a ‘material impact’ on the portfolio.   

The definition of materiality varies immensely based on the level of impact to the “end user” of 
the information. When defining materiality, the first determinant is to identify the end user of the 
information. For financial statements, the end user is the reader of those statements. For this 
discussion, the end users are the members of the Teachers’ Retirement System and the Teachers’ 
Retirement Board. Staff’s approach to determining a level of materiality for ESG issues, involves 
consideration of both quantitative and qualitative components.  
The CalSTRS Divestment Policy provides the framework for the qualitative component.  It 
outlines criteria for responding to external or internal initiatives to divest of individual or groups 
of securities for the purpose of achieving certain goals that do not appear to be directly investment 
related. Per the current Divestment Policy, consistent with its fiduciary responsibility and the 
concepts of diversification and passive index management, the Investment Committee will not 
systemically exclude or include any investments in companies, industries, countries or geographic 
areas, except in cases where: one of the CalSTRS 21 Risk Factors is violated over a sustained 
time frame to the extent that it becomes an economic risk to the Fund, a potential for material loss 
of revenue exists, and where it weakens the trust of a significant portion of members of the 
System. 

Since our global complex investment portfolio is well diversified, a single holding may not have a 
material financial impact on the Fund; therefore, the basis for our quantitative component could 
look to industries and/or sectors. This would involve an analysis of the ESG industry/sector and 
the level of impact on the financial condition of any asset class or classes. Using this 
methodology, an initial ESG materiality threshold could be deemed to have a material impact if it 
potentially affects an asset class by more than one percent. 
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ESG issues can have either acute or progressive impacts.  They can occur over different time 
frames and at different levels of likelihood.  The definition of materiality needs to be understood 
by the investment staff, investment managers, and our stakeholders.   

CONCLUSION  
The attached working draft is a fully revised initial draft of a new ESG Policy.  It insures ESG 
integration into the investment decision and review process across all asset classes, engagement 
rather than divestment as our preferred approach, and a focus on material impact to the investment 
portfolio.  

CalSTRS Office of the General Counsel has reviewed this working draft and has raised some 
issues of language revolving around materiality, liability and the end-user of the draft policy. 
Staff appreciates their input and will continue to work with them to ensure appropriate language is 
captured. 

Staff and the investment consultant’s would also appreciate hearing the Investment Committee 
and the stakeholder’s comments and ideas about this initial draft, as well as the overall concept of 
a principles rather than rules-based approach. 

NEXT STEPS 
After the April meeting, the draft will go back to the Subcommittee at their May meeting for 
further revision and refinement.  The Subcommittee can work out the exact wording and structure 
that achieves the proper balance.  The Subcommittee will then recommend a final Policy to the 
Investment Committee for final adoption at the June meeting.  Therefore, in addition to this 
meeting, we will have two more opportunities for the Board members, consultants, and 
stakeholders to perfect this Policy document.  

 
Prepared and recommended by: 
 
 
_______________________________________ 
Brian Rice, 
Portfolio Manager 
 
 
_______________________________________ 
Anne Sheehan, 
Director of Corporate Governance 
 
 
 
 
 
 
 
 
 

 
Reviewed by: 
 
_______________________________________ 
Michelle Cunningham, 
Deputy Chief Investment Officer 
 
Approved by: 
 
_______________________________________ 
Christopher J. Ailman, Chief Investment 
Officer 
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Attachment A: Investment Policy for Mitigating Environmental, Social, and Governance Risks (ESG) 
 
INTRODUCTION 
 
CalSTRS ESG Policy is one of the CalSTRS’ oldest Investment policies dating back to 1978 when the TRB 
adopted/approved the Statement of Investment Responsibility (SIR).    The SIR was the first policy 
recognizing that CalSTRS operates in a complex social-economic environment and has an obligation to 
hold its portfolio companies responsible for their conduct and operations.  The SIR was the guiding ESG 
Policy for CalSTRS until 2006 when it was replaced by the Statement of Shareowner ESG Responsibility 
which incorporated the 21 Risk Factors into the Investment Policy and Management Plan (IPMP).   This 
Policy will replace all previous ESG policies. 
 
CalSTRS embraces its mission of securing the financial future and sustaining the trust of California’s 
educators. Since CalSTRS must invest for long periods of time to pay for future benefits promised to 
California teachers, our actions to invest predominately reflects a judgment that the ownership will 
produce a sustainable rate of return which will make it an profitable investment and help CalSTRS meet 
its long-term obligations. 
 
As a significant investor in the capital markets with a very long-term investment horizon, the success of 
CalSTRS is linked to global economic growth and prosperity. CalSTRS invests a multi-billion dollar fund in 
a unique and complex social-economic milieu and recognizes investment activities impact other facets 
of the economy and the globe. Actions and activities that detract from the likelihood and potential of 
global growth are not in the long-term interests of the Fund. Acknowledging and assessing risks in the 
present help mitigate the impact that they may have to the Fund and California teachers in the future. 
Therefore, consideration and integration of environmental, social, and governance (ESG) issues is 
consistent with the Board fiduciary duties and is fundamental to the vitality of the Fund. 
 
As an active owner, CalSTRS incorporates ESG across all asset classes and into its ownership policies and 
practices. Since CalSTRS is a long-term investor and may hold its investment for decades, short-term 
gains at the expense of long-term gains are not in the best interest of the Fund. Sustainable returns over 
long periods are in the economic interest of the Fund. Conversely, unsustainable practices that hurt 
long-term profits are risks to the Fund. Understanding and assessing material risks, including financial 
risks, and returns of an investment is an inherent requirement of fulfilling CalSTRS responsibility to its 
beneficiaries. CalSTRS recognizes that the time horizons, sometimes a decade or longer, associated with 
ESG issues makes defining sustainability difficult and that predicting the future ramifications of ESG 
issues across these long-term horizons is an inexact science.   Accordingly, the following Principles are 
established to guide and manage the consideration of ESG risks and opportunities within our portfolio. 
 
PRINCIPLES  

• Our goal is to provide long-term, secure pensions for our beneficiaries and we believe that 
sustainable returns come from well governed investments that consider environmental, social 
and governance risks and opportunities over the near-term and long-term as foreseeable. 
 

• We will integrate ESG considerations throughout our investment process and across our asset 
classes and will be transparent and accountable with regard to these investment activities. 
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• We will engage on material ESG issues with the entities in which we invest and we will actively 
participate in a dialogue with our portfolio companies and fund managers around sustainability 
initiatives and efforts. We do not believe that divestment is an effective strategy for addressing 
long-term and persistent ESG risks. Divestment eliminates our rights as a shareholder to engage 
with management and raise awareness of long-term risks and encourage change of practices. 
Moreover, divestment has been ineffective in bringing about social change. 
 

• We believe that engagement is the most effective means to initiate change and we will align 
with like-minded investors and organizations in order to be more effective in our engagement 
efforts. 
 

• We will actively exercise our rights as investors in a sustainable manner and will support 
financial market activities that align with our sustainability beliefs. 
 

To help manage and guide the risks and opportunities of investing a global portfolio in a complex 
environment, CalSTRS has developed a series of procedures and guidelines to follow when faced with 
material environmental, social, or governance risks. It is important to note that fiduciary standards do 
not allow CalSTRS to select or reject investments based solely on social criteria. When faced with a 
corporate decision that potentially violates CalSTRS Policies; the Investment Staff, CIO and Investment 
Committee will undertake the following actions: 
 
A. Staff’s approach to determining an initial ESG materiality threshold involves consideration of both 
quantitative and qualitative components.  Using this methodology, an initial materiality threshold could 
be deemed to have a material impact if 1) it potentially affects an asset class by more than one percent, 
and 2) where one or more of the ESG risks are violated over a sustained time frame to the extent that it 
becomes an economic risk to the Fund, a potential for material loss of revenue exists, and where it 
weakens the trust of a significant portion of members of the System. 
 
B. The CIO will assess the gravity of the situation both as an ESG risk and as to the Fund. The extent of 
the responsibility of CalSTRS to devote resources to address these issues will be determined by: 1) the 
materiality of the investment in the corporation, and 2) the gravity of the violation of CalSTRS Policies. 
 
C. At the CIO’s direction, the Investment Staff will directly engage corporate management to seek 
information and understanding of the corporate decision and its ramifications on ESG issues. 
 
Following the initial engagement, the CIO and investment staff may brief the Investment Committee of 
the findings and recommend any further action of engagement or need to commit further resources.  
 
In addition, to further assist CalSTRS Staff and external investment managers in their investment analysis 
and decision-making, CalSTRS has developed a sample list of ESG risks. This list is not exhaustive and 
does not attempt to identify all forms of risk that may be appropriate to consider in a given investment 
transaction. Risk factors should be reviewed for materiality, which can vary by company, industry and 
geography.  
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Since no simple assessment provides an answer to a complex situation, CalSTRS expects all investment 
managers, both internal and external, to assess the materiality of risks when making an investment and 
to balance risk and the expected rate of return. 
 
 
 
 
 

Examples of ESG Risk Factors* 

Environmental Social  Governance 

Biodiversity Impacts 

Discrimination Based on 
Race, Gender, Sexual 
Orientation,  Disability, 

Language, or Social Status 

Accounting 

Climate Change Human Health Auditing 

Energy Management Respect for Civil Liberties Banking Supervision 
Environmental Accidents and 

Remediation Respect for Human Rights Data Dissemination 

Fuel Management and 
Transportation Respect for Political Rights  Compensation 

GHG Emissions and Air Pollution Worker Health and Safety Fiscal Transparency 

Waste Management and Effluents War/Conflicts/Acts of 
Terrorism Insolvency Framework 

Water Use and Management  Monetary Transparency 

    Money Laundering 

  
Payment System: Central 

Bank 
    Securities Regulation 

 
 
 
 
 
 
 
* Through our longstanding consideration of ESG issues at CalSTRS we have developed guidelines and 
processes for identifying and engaging on ESG topics and we will continue to refine ESG issues as 
material risks emerge.  
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