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S&P DJI: Tell us a bit about your roles at MERS and the
individuals you serve.

Jeb: The Municipal Employees’ Retirement System (MERS) of Michigan

is an independent, professional retirement services company created to
administer the retirement plans for Michigan’s local units of government
on a not-for-profit basis. We manage various investment programs for

over 900 municipalities throughout the state. We serve more than 100,000
participants, including local firefighters, nurses, and the men and women
who plow our roads and keep our communities safe. Total assets for MERS
as of June 30, 2021, were valued at USD 15.19 billion, with the defined
benefit (DB) portfolio being the largest program, at USD 11.89 billion.

Julian Ramirez, CFA

Investment Officer

Portfolio Manager In my role as CIO, | am responsible for the investment management of

MERS of Michigan the plan’s assets. This includes maintaining a successful investment
team and culture, recommending and implementing the asset
allocation for our investment programs, and regularly reporting to
the board and investment committee on investment matters.

Register to receive our latest research, education, and commentary at on.spdji.com/SignUp.


http://on.spdji.com/SignUp

Why Multi-Factor Index Construction Matters InstitutionalTalks

Julian: As an investment officer and portfolio manager, my main responsibility is the management
of the global equity portfolio, which includes managing the sub-asset class allocations, developing
and maintaining our internally managed equity strategies, and external manager selection and
monitoring. | also serve as a part of the asset allocation team, responsible for the asset allocation
and risk management for the total portfolio.

S&P DJI: What is MERS’ investment philosophy?

Jeb: Investing in today’s financial market is increasingly more complex as a result of the rapid
exchange of information, increased volatility, and global realignment. Thus, it is important to identify
core principles in order to simplify the investment decision-making process.

First, we believe asset allocation is the most important decision faced by investors, and it is the key
determinant of risk and returns in our portfolio. We manage our asset allocation using a valuation-
driven process over a long-term time horizon, which can help generate outperformance by exploiting
market inefficiencies in the short term. We take risks to generate stronger returns, only in areas
where higher expected returns compensate us. Additionally, to help achieve our return objectives, we
focus on low-cost implementation. We keep costs low by investing passively when appropriate and
developing in-house investment capabilities. To manage risk, we seek to diversify our investments.
We diversify across asset classes, sectors, geographies, and time horizons.

MERS’ Office of Investments believes that framing discussions around these central tenets will help
achieve the stated investment goals and increase the probability of long-term investing success.

S&P DJI: What is your view on active and passive investing?

Jeb: How “active management” is defined is debatable. The decision to select a specific passive index
strategy is a management decision. There are construction differences between the available equity
market indices that could lead to differences in performance over time. S&P DJI’s core equity indices
have a quality bias built into their index design, while Russell’s do not, and there are size differences
between how they define the market capitalization segments. The U.S. equity portion of the MERS’
policy benchmark uses the Russell 3000; however, we implement our U.S. equity exposure through
strategies tracking the S&P DJl indices. We think these core strategies will continue to add value over
the long term. Although this exposure is considered passive, it requires an active decision.

Regarding the traditional definition of “active management” (fundamental stock picking and bond
selection), we believe that active managers can add value in inefficient markets like U.S. micro

caps, international small caps, emerging market equities, emerging market debt, and private

market investments. As for more efficient markets, like U.S. large caps and core fixed income, the
S&P Indices versus Active (SPIVA®) Scorecards support our thinking that it is difficult for traditional
active managers to outperform a passive index consistently over time. When active managers do
outperform, most of their excess return can usually be explained by either factor exposures or excess
risk-taking.

The growth of ETFs offered within equity and fixed income also greatly influenced this decision and
the way we think about active investing. Investors can now choose the type of active exposure they
desire and implement it with passive investment vehicles.


https://www.spglobal.com/spdji/en/research-insights/spiva/?utm_source=pdf_education
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S&P DJI: We recently created three multi-factor indices based on the S&P 500°,
S&P MidCap 400°, and S&P SmallCap 600° that MERS uses. What was your goal
wanting to use these indices?

Jeb: The goal was simple; it was to have access to better beta. We wanted something to use that had
the benefits of passive investing (simple, low cost, transparent, scalable) but had the potential to add
value over S&P DJlI's core benchmarks with potentially lower risk. Additionally, we wanted a passive
exposure that better matched our strategic investment philosophy.

We were looking for something with potentially lower risk for a couple of reasons. First, our asset
allocation drives most of the total risk and active risk for the total portfolio; we take sizable active
positions at the asset class level. So, we wanted any underlying active management to complement
this risk and not amplify or offset it. Secondly, it is difficult to add value consistently in U.S. equities
with higher tracking error strategies. Some active strategies can outperform over the long term, but
they can go through periods of pretty dramatic underperformance. Also, the time and resources it
takes to identify, hire, monitor, and terminate these managers and strategies are costly.

The common theme among these high-tracking error strategies is that they tend to focus on
selecting the companies they believe are most likely to outperform. We believe the selection of these
indices, gives us a better chance to add value more consistently, albeit by a smaller amount. Doing

so with an index that retains many of the qualities of the underlying benchmark (low active share,
low active risk) solves many of the issues we had with active managers. We can scale the allocation
to a more significant amount and hold onto the positions for the long term without any reluctance or
hesitation.

Another goal was for the strategies to be simple and easy to explain to our board and plan
participants. That simplicity and transparency is essential because we want buy-in from everyone
from the start.

S&P DJI: How and why did you select this index concept?

Julian: We reviewed the multi-factor indices currently available and could not find anything that
had the low tracking error we were seeking. Upon reviewing S&P DJI's suite of multi-factor indices,
the simplicity and transparency of the S&P 500 Quality, Value & Momentum Multi-Factor Index’s
construction resonated with us.

S&P DJl was looking for ways to enhance its multi-factor index lineup. The new indices S&P developed
with input from MERS use several features of the existing methodology, with a couple of noteworthy
modifications. First, rather than selecting the top quintile of each universe, the focus is on excluding
the bottom decile. Second, the constituent weighting is proportional to the float market cap to
reduce tracking error. The same methodology is applied across the three indices.

- S&P 500 Quality, Value & Momentum Top 90% Multi-factor Index
- S&P MidCap 400 Quality, Value & Momentum Top 90% Multi-factor Index
—  S&P SmallCap 600 Quality, Value & Momentum Multi-factor Top 90% Index



https://www.spglobal.com/spdji/en/indices/equity/sp-500/?utm_source=pdf_education
https://www.spglobal.com/spdji/en/indices/equity/sp-400/?utm_source=pdf_education
https://www.spglobal.com/spdji/en/indices/equity/sp-600/?utm_source=pdf_education
https://www.spglobal.com/spdji/en/indices/strategy/sp-500-quality-value-momentum-multi-factor-index/?utm_source=pdf_education
https://www.spglobal.com/spdji/en/indices/strategy/sp-500-quality-value-momentum-top-90-multi-factor-index/?utm_source=pdf_education
https://www.spglobal.com/spdji/en/indices/strategy/sp-midcap-400-quality-value-momentum-top-90-multi-factor-index/?utm_source=pdf_education
https://www.spglobal.com/spdji/en/indices/strategy/sp-smallcap-600-quality-value-momentum-top-90-multi-factor-index/?utm_source=pdf_education
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S&P DJI: Can you elaborate on how you will use these indices?

Julian: These indices are designed to track companies in the top 90% of the universe, ranked by
their multi-factor score which is based on the average of three separate factors: quality, value, and
momentum. This factor combination represents a diverse group of well-known factors that drives
returns over the long term. Historically, they have tended to be quite complementary in terms of how
they react to different phases on the business cycle. The individual quality, value, and momentum
factor scores are calculated using S&P DJI's standard factor definitions.

The S&P Quality, Value, and Momentum Top 90% Multi-factor Indices select a high proportion of
the underlying universe, excluding only those ranked in the lowest decile. Therefore, a company has
to score quite poorly across all three factors to be excluded from the index, giving us little reason
to want to own the company. Once the securities are selected for inclusion in the index, they are
weighted by float-adjusted market capitalization (subject to constraints).

The resulting portfolio of stocks is “benchmark-like,” with low active share and low active risk. The
indices are rebalanced on a quarterly basis. Given the low active share and the liquidity of the
underlying universes, this rebalance schedule tends to keep turnover low while being frequent
enough to incorporate any new information.

MERS will use these strategies to replace our traditional beta exposure within U.S. equity and use
it for comparison purposes for active managers. The indices will initially make up over half of our
U.S. equity exposure, but the plan is to replace most, if not all, of our passive exposure with the
new indices.

S&P DJI: You decided that ETFs would be your preferred investment vehicle to
give exposure to these strategies. Why is that?

Julian: We had a few options to consider when it came to the implementation of these strategies. We
evaluated the feasibility of replicating the indices internally or outsourcing the management of the
indices to an asset manager in a separately managed account. However, we adopted the use of ETFs
over the past two years as an integral component of our asset allocation implementation due to their
low cost, flexibility, and liquidity.

Scalability is another reason we prefer the ETF wrapper versus managing the indices internally.

The MERS team can handle managing a few indices internally, but we would like to access similar
strategies outside of the U.S. So, as we look to expand our use of multi-factor strategies across the
equity portfolio, being able to invest in them via ETFs gives us the flexibility we need to also manage
the asset allocation for the total portfolio.
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S&P DJI: Do you think passive access to factor combinations could be the
way forward for asset owners and asset allocators and where might these
strategies fit in?

Jeb: Yes, the investors we speak with like the simplicity, transparency, and cost effectiveness of passive
investing. To be able to access factor combinations that could potentially add value while having the
benefits of passive investing should be attractive to investors.

How these strategies might fit in will depend on the individual investor’s active risk tolerance. For
example, strategies like the S&P Quality, Value & Momentum Top 90% Indices may be viewed more as

a replacement for traditional beta. On the other hand, the higher tracking error multi-factor strategies
could be considered more as a potential replacement for active managers. | am not saying that this will
potentially replace traditional passive or active investing completely, but the frictions that prevented
investors from adopting an approach like this, such as high costs and lack of passive investment vehicles,
have been significantly reduced.
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General Disclaimer

© 2021 S&P Dow Jones Indices. All rights reserved. S&P, S&P 500, S&P 500 LOW VOLATILITY INDEX, S&P 100, S&P COMPOSITE 1500, S&P 400, S&P
MIDCAP 400, S&P 600, S&P SMALLCAP 600, S&P GIVI, GLOBAL TITANS, DIVIDEND ARISTOCRATS, S&P TARGET DATE INDICES, S&P PRISM, S&P STRIDE,
GICS, SPIVA, SPDR and INDEXOLOGY are registered trademarks of S&P Global, Inc. (“S&P Global”) or its affiliates. DOW JONES, DJ, DJIA, THE DOW and
DOW JONES INDUSTRIAL AVERAGE are registered trademarks of Dow Jones Trademark Holdings LLC (“Dow Jones”). These trademarks together with
others have been licensed to S&P Dow Jones Indices LLC. Redistribution or reproduction in whole or in part are prohibited without written permission of
S&P Dow Jones Indices LLC. This document does not constitute an offer of services in jurisdictions where S&P Dow Jones Indices LLC, S&P Global, Dow
Jones or their respective affiliates (collectively “S&P Dow Jones Indices”) do not have the necessary licenses. Except for certain custom index calculation
services, allinformation provided by S&P Dow Jones Indices is impersonal and not tailored to the needs of any person, entity or group of persons. S&P
Dow Jones Indices receives compensation in connection with licensing its indices to third parties and providing custom calculation services. Past
performance of an index is not an indication or guarantee of future results.

Itis not possible to invest directly in an index. Exposure to an asset class represented by an index may be available through investable instruments based
on that index. S&P Dow Jones Indices does not sponsor, endorse, sell, promote or manage any investment fund or other investment vehicle that is offered
by third parties and that seeks to provide an investment return based on the performance of any index. S&P Dow Jones Indices makes no assurance that
investment products based on the index will accurately track index performance or provide positive investment returns. S&P Dow Jones Indices LLC is not
an investment advisor, and S&P Dow Jones Indices makes no representation regarding the advisability of investing in any such investment fund or other
investment vehicle. A decision to invest in any such investment fund or other investment vehicle should not be made in reliance on any of the statements
set forth in this document. Prospective investors are advised to make an investment in any such fund or other vehicle only after carefully considering the
risks associated with investing in such funds, as detailed in an offering memorandum or similar document that is prepared by or on behalf of the issuer of
the investment fund or other investment product or vehicle. S&P Dow Jones Indices LLC is not a tax advisor. A tax advisor should be consulted to evaluate
the impact of any tax-exempt securities on portfolios and the tax consequences of making any particular investment decision. Inclusion of a security
within an index is not a recommendation by S&P Dow Jones Indices to buy, sell, or hold such security, noris it considered to be investment advice.

These materials have been prepared solely for informational purposes based upon information generally available to the public and from sources believed
to be reliable. No content contained in these materials (including index data, ratings, credit-related analyses and data, research, valuations, model,
software or other application or output therefrom) or any part thereof (“Content”) may be modified, reverse-engineered, reproduced or distributed in

any form or by any means, or stored in a database or retrieval system, without the prior written permission of S&P Dow Jones Indices. The Content shall
not be used for any unlawful or unauthorized purposes. S&P Dow Jones Indices and its third-party data providers and licensors (collectively “S&P Dow
Jones Indices Parties”) do not guarantee the accuracy, completeness, timeliness or availability of the Content. S&P Dow Jones Indices Parties are not
responsible for any errors or omissions, regardless of the cause, for the results obtained from the use of the Content. THE CONTENT IS PROVIDED ON AN
“AS IS” BASIS. S&P DOW JONES INDICES PARTIES DISCLAIM ANY AND ALL EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY
WARRANTIES OF MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE OR USE, FREEDOM FROM BUGS, SOFTWARE ERRORS OR DEFECTS, THAT
THE CONTENT’S FUNCTIONING WILL BE UNINTERRUPTED OR THAT THE CONTENT WILL OPERATE WITH ANY SOFTWARE OR HARDWARE CONFIGURATION.
In no event shall S&P Dow Jones Indices Parties be liable to any party for any direct, indirect, incidental, exemplary, compensatory, punitive, special

or consequential damages, costs, expenses, legal fees, or losses (including, without limitation, lostincome or lost profits and opportunity costs) in
connection with any use of the Content even if advised of the possibility of such damages.

S&P Global keeps certain activities of its various divisions and business units separate from each other in order to preserve the independence and
objectivity of their respective activities. As a result, certain divisions and business units of S&P Global may have information that is not available to
other business units. S&P Global has established policies and procedures to maintain the confidentiality of certain non-public information received in
connection with each analytical process.

In addition, S&P Dow Jones Indices provides a wide range of services to, or relating to, many organizations, including issuers of securities, investment
advisers, broker-dealers, investment banks, other financial institutions and financial intermediaries, and accordingly may receive fees or other economic
benefits from those organizations, including organizations whose securities or services they may recommend, rate, include in model portfolios, evaluate
or otherwise address.



