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The Minnesota State Board of Investment (SBI) is pleased to present its report for the
fiscal year ending June 30, 1996.

Investment Environment

Fiscal year 1996 proved to be another outstanding year for US stocks. Amid low inflation,
strong corporate earnings and an active initial public offering market, the Wilshire 5000
Stock Index advanced 26.2%. Due to a general rise in interest rates over the year, the US
bond market generated a modest gain of 5.0% as measured by the Lehman Brothers
Aggregate Bond Index.

While international stock markets did not keep pace with the rapid rise in the US, overall
returns were in line with historical averages. The Morgan Stanley Capital International
index of Europe, Australia and the Far East (EAFE), provided a return of 13.3% measured
in US dollar terms.

SBI Results
Within this generally favorable investment environment, the retirement assets under the
Board’s control performed well:

e The Basic Retirement Funds gained 18.8% during fiscal year 1996. The Funds benefited
from their high stock exposure as well as exceptionally strong returns from private
equity investments such as venture capital and buyout funds. (See page 8.)

e The Post Retirement Fund advanced 17.2% for the year. This gain, combined with
strong returns in prior years, will provide a lifetime post retirement benefit increase of
8.0% for eligible retirees. (See page 11.)

The theme of international diversification ran through most of the Board’s policy initiatives
during the year:

e The Board elected to increase the international exposure of the Basic and Post Funds
from 10% to 15%. As part of the increase, the Board allocated up to 2% of the Basic
and Post Funds to the stocks of emerging markets (See pages 41 and 42.)

e The Board also implemented a currency overlay program for the EAFE index fund. The
program is designed to protect the index fund from losses during periods when foreign
currencies depreciate relative to the US dollar. (See page 43.)

On June 30, 1996, assets under management totaled $31.4 billion. This total is the
aggregate of several separate pension funds, trust funds and cash accounts, each with
differing investment objectives. In establishing a comprehensive management program, the
Board develops an investment strategy for each fund which reflects its unique needs. The
primary purpose of this annual report is to communicate the investment goals, policies
and performance of each fund managed by the Board. Through the investment
programs presented in this report, the Minnesota State Board of Investment will continue to
enhance the management and performance of the funds under its control.

Sincerely,

Bl Bl

Howard Bicker
Executive Director
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Introduction

The Minnesota State Board of Investment is responsible for the
investment management of various retirement funds, trust
funds and cash accounts. On June 30, 1996 the market value

of all assets was $31.4 billion.

Constitutional and Statutory Authority
The Minnesota State Board of

Investment (SBI) is established by
Article XI of the Minnesota
Constitution to invest all state funds.
Its membership is also specified in
the Constitution and is comprised of
the Governor (who is named as chair
of the Board), State Auditor, State
Treasurer, Secretary of State and
State Attorney General.

All investments undertaken by the
. SBI are governed by the prudent
person rule and other standards
codified in Minnesota Statutes,
Chapter 11A and Chapter 356A.

Prudent Person Rule

The prudent person rule, as codified
in Minnesota Statutes Section
11A.09, requires all members of the
Board, Investment Advisory Council,
and SBI staff to “...act in good faith
and ...exercise that degree of
Jjudgment and care, under
circumstances then prevailing, which
persons of prudence, discretion and
intelligence exercise in the
management of their own affairs, not
Jor speculation, but for investment,
considering the probable safety of
their capital as well as the probable
income to be derived therefrom.”
Minnesota Statutes Section 356A.04
contains similar codification of the
prudent person rule applicable to the
investment of pension fund assets.

Authorized Investments

In addition to the prudent person
rule, Minnesota Statutes Section
11A.24 contains a specific list of
asset classes available for
investment, including common
stocks, bonds, short term securities,

real estate, private equity, and
resource funds. The statutes prescribe
the maximum percentage of fund
assets that may be invested in various
asset classes and contain specific
restrictions to ensure the quality of
the investments.

Investment Policies

Within the requirements defined by
state law, the State Board of
Investment, in conjunction with SBI
staff and the Investment Advisory
Council, establishes investment
policies for all funds under its
management. These investment

" policies are tailored to the particular

needs of each fund and specify
investment objectives, risk tolerance,
asset allocation, investment
management structure and specific
performance standards.

The Board has adopted guidelines
concerning investments in stock
markets outside the U.S. The
guidelines do not prohibit investment
in any market, but do require that
additional notification/presentation be
provided to SBI staff or the SBI
Administrative Committee in certain
cases (refer to page 45 for more
information on these guidelines).

In recent years, the Board, its staff,
and the Investment Advisory Council
have conducted detailed analyses of
each of the funds under the SBI’s
control that address investment
objectives, asset allocation policy
and management structure. The
results of these studies guide the on-
going management of these funds
and will be updated periodically.

Important Notes

Readers should note that the SBI’s
returns in this report are shown after
transactions costs and fees are
deducted. Performance is computed
and reported after all applicable
charges to assure that the Board’s
focus is on true net returns.

Due to the large number of
individual securities owned by the
funds managed by the SBI, this
report contains only summarized
asset listings. A complete list of
securities is available upon request
from the State Board of
Investment.



Funds Under Management

Growth in Assets
Fiscal Years 1992 - 1996
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—Assigned Risk Plan
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Note: The Environmental Trust Fund is $0.1 billion as of June 30, 1996



Funds Under Management

Basic Retirement Funds
The Basic Retirement Funds contain the pension assets of the currently working
participants in eight statewide retirement plans:

Teachers Retirement Fund $5,604 million
Public Employees Retirement Fund 2,805 million
State Employees Retirement Fund 2,676 million
Public Employees Police and Fire Fund 1,322 million
Police and Fire Consolidation Fund 389 million
Highway Patrol Retirement Fund 190 million
Correctional Employees Fund 145 million
Judges Retirement Fund 16 million
Post Retirement Fund

The Post Retirement Investment Fund is composed of the reserves for retirement benefits
to be paid to retired employees. Life-time retirement benefit increases are permitted
based on both inflation and investment performance.

Supplemental Investment Fund

The Supplemental Investment Fund includes assets of the state deferred compensation
plan, supplemental benefit arrangements, various retirement programs for local police
and firefighters, and the unclassified employees of the state. Participants may choose
among seven separate accounts with different investment emphases designed to meet a
wide range of investment needs and objectives.

Income Share Account stocks and bonds $389 million
Growth Share Account actively managed stocks 157 million
Common Stock Index Account passively managed stocks 96 million
International Share Account non U.S. stocks 14 million
Bond Market Account actively managed bonds 24 million
Money Market Account short-term debt securities 50 million
Fixed Interest Account guaranteed investment contracts 69 million
Assigned Risk Plan

The Minnesota Workers Compensation Assigned Risk Plan provides worker
compensation insurance for companies unable to obtain coverage through private
carriers. The SBI is the investment manager for the Plan’s portfolio.

Permanent School Trust Fund
The Permanent School Trust Fund is a trust established for the benefit of Minnesota

public schools.

Environmental Trust Fund
The Environmental Trust Fund is a trust established for the protection and enhancement

of Minnesota’s environment. It is funded with a portion of the proceeds from the state’s
lottery.

State Cash Accounts _ ' .
These accounts are the cash balances of state government funds, including the Invested

Treasurers Cash Fund, transportation funds, and other miscellaneous cash accounts.
Assets are invested in high quality, liquid debt securities.

Total Assets

Market Value
June 30, 1996

$13.1 billion

11.9 billion

0.8 billion

$0.6 billion

$0.4 billion

$0.1 billion

$4.5 billion

$31.4 billion



Combined Funds

The “Combined Funds” represent the assets of both active and
retired public employees who participate in the defined benefit plans
of three state-wide retirement systems: Teachers Retirement
Association (TRA), Public Employees Retirement Association
(PERA) and the Minnesota State Retirement System (MSRS). On
June 30, 1996, the Combined Funds had a market value of $25.0

billion.

The Combined Funds are so named
because they represent the combined
assets of both the Basic Retirement
Funds (the fund for active employ-
ees) and Post Retirement Fund (the
fund for retired employees). Unlike
most other public and corporate pen-
sion plans, the assets of active and
retired employees are separated
under statute and therefore managed
and accounted for separately. More
information on the structure and
performance of the Basic and Post
Funds are contained in the following
chapters.

While the Combined Funds do not
exist under statute, the Board finds it
instructive to review asset mix and
performance of all defined benefit
pension assets under its control. This
more closely parallels the structure of
other public and corporate pension
plan assets and therefore allows for
more meaningful comparison with
other pension fund investors. The
comparison universe used by the SBI
is the Master Trust portion of the
Trust Universe Comparison Service
(TUCS). This universe contains
information on more than 200 public
and corporate pension and trust funds
with a balanced asset mix.

Figure 1. Performance of Capital Markets FY 198 7-1 996

Cumulative Returns

AAAAAAAAAAA

****ur
r *
A F ok kx ok
* oo

o0 AAAAAAA“““

olTl[lI[l]Il]WlI]T
& & & & &

T

R R E R

S & & & & &

[—U.S. Stocks @ Cash Equivalents A Consumer Price Index * U.S. Bonds ==Int'l. Stocks )

B

It is important to note that the
historical data on the Combined
Funds presented in this report
reflect only the Basic Retirement
Funds through fiscal year 1993.
Both the Basic and Post Funds are
included thereafter.

This distinction is necessary due to
the very different asset allocation
strategies employed by the two funds
in the past. The Basic Funds have
always been managed to maximize
total rates of return over the long-
term and therefore its asset allocation
has historically included a substantial
stock segment. In contrast, until the
post retirement benefit increase
formula was changed in 1993, the
Post Retirement Fund was managed
to maximize current income which
necessitated a large commitment to
bonds. As a result, the investment
goals of the two funds were
incompatible for analytical purposes
until fiscal year 1994.

(Please refer to the chapter on the
Post Retirement Fund for more
information on the change in the
benefit increase formula and its
impact on the asset allocation
strategy for that Fund).



Combined Funds

Asset Allocation

As illustrated in Figure 1, historical
evidence strongly indicates that
common stocks (both domestic and
international) will provide the
greatest opportunity to maximize
investment returns over the long-
term. As a result, the Board has
chosen to incorporate a large com-
mitment to common stocks in its
asset allocation policy for retirement
funds. In order to limit the short run
volatility of returns exhibited by
common stocks, the Board includes
other asset classes such as bonds and
alternative investments in the total
portfolio. These assets diversify the
Funds and reduce wide fluctuations
in investment returns on a year to
year basis. This diversification
should not impair the Funds’ ability
to meet or exceed their actuarial
return targets over the long-term.

Figure 3. Historical Asset Mix FY 1992-1996
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Note: Data for fiscal years 1992 and 1993 represent the Basic Funds only.

Asset Mix Compared to Other Pension
Funds

Comparisons of the Combined
Funds’ actual asset mix to the
median allocation to stocks, bond
and other assets of the funds in

Figure 2. Asset Mix Comparison as of June 30, 1996

100
I e I I I I
= B Combined Funds
% O TUCS Median
o
“ Stocks* Bonds* Alt. Assets Cash
Median
Combined Allocation
Funds in TUCS
Stocks* 66.2% 61.4%
Bonds* 26.8 279
Alt. Assets 3D 0.8+*
Cash 1.5 5.1

* Both international and domestic
** Al other in TUCS

TUCS on June 30, 1996 are
displayed in Figure 2. It shows that
the Combined Funds were
overweighted in stocks and
alternative investments relative to the
median allocation in TUCS and
underweighted in their allocation to
bonds and cash. Historical data on
the Combined Funds’ asset mix is
shown in Figure 3.

Return Objectives

The Combined Funds are evaluated
relative to three total rate of return
objectives:

— Provide Real Returns. Over a
ten year period, the Combined
Funds are expected to produce
returns that exceed inflation by
3-5 percentage points on an
annualized basis.

— Exceed Median Fund Returns.
Over a five year period, the
Combined Funds are expected to
outperform the return of the
median fund in a representative
universe of other public and
corporate pension and trust
funds with a balanced asset mix
of stocks and bonds. As noted
earlier, the universe used by the
SBI is the Master Trust portion
of TUCS.



Combined Funds

— Exceed Market Returns. Over a
five year period, the Combined
Funds are expected to
outperform a composite of

Figure 4. Combined Funds Performance vs. Inflation

20
market indices weighted in a P
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above. Historical results compared to
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Annualized
Comparison to Other Funds . 3Yr. SYr. 10 Yr.
While the SBI is naturally concerned Combiued Hungs 11.8% 12.8% 11.1%
Inflation 2.8 29 3.7

with how its returns compare to other
pension investors, universe
comparison data should be used with
great care. There are several reasons
why such comparisons will provide
an “apples to oranges” look at
performance:

Funds thereafter.

Figure 5. Combined Funds Performance vs. Median Fund

@ Combined Funds*
@ TUCS Median**

Percent

1Yr 3yr. 5yr.

Annualized
1Yr. 3Yr. 5Yr.
Combined Funds* 18.1% 11.8% 12.8%
TUCS Median** 17.4 12.1 12.8

*After fees. Includes Basic Funds only through 6/30/93, Basic and Post
Funds thereafter.
**Before fees.

* After fees. Includes Basic Funds only through 6/30/93, Basic and Post

— Differing Treatment of Fees.
All SBI returns in this report are
shown net of all management
fees while TUCS data is reported
before fees. If the SBI reported
returns before fees, its returns
and rankings would be higher
than those shown in this report.

— Differing Allocations. Asset
allocation will have a dominant
effect on returns. The allocation
to stocks among the funds in
TUCS typically ranges from
20-90%, a very wide range for
meaningful comparison. In
addition, it appears that many
funds do not include alternative
asset holdings in their reports to
TUCS. This further distorts
comparisons among funds.

— Differing Goals/Liabilities.
Each pension fund structures its
portfolio to meet its own
liabilities and risk tolerance.
This may result in different
choices on asset mix. Since asset



Combined Funds

mix will largely determine
investment results, a universe
ranking may not be relevant to a
discussion of how well a plan
sponsor is meeting its long-term
liabilities.

Figure 6. Combined Funds Performance vs. Composite Index

With these considerations in mind,
the performance of the Combined
Funds compared to other public and
corporate pension funds in the
Master Trust portion of TUCS is
displayed in Figure 5. It shows that
the Combined Funds matched the
median fund over the last five years.
This placed the Combined Funds in
the top half (49th percentile) for the 1yr. 3yr. SYr.
period. Returns for the Combined

Funds exceeded the median for the

most recent one year period but

@ Combined Funds*
Composite Index**

Percent

trailed the median for the latest three Annualized

year period. 1Yr. 3Yr. 5Yr.
Combined Funds* 18.1% 11.8% 12.8%

Comparison to Market Returns Composite Index** 17.4 1129 12.3

The Combined Funds’ performance
is also evaluated relative to a
composite of market indices which is
weighted in a manner that reflects the
actual asset allocation of the
Combined Funds. Performance
results and a breakdown of the
composite index are shown in Figure
6. The Combined Funds exceeded

* After fees. Includes Basic Funds through 6/30/93, Basic and Post thereafter.

** Adjusted to reflect the SBI’s restriction on liquor and tobacco stocks
through 3/31/93 and American Home Products restriction through 10/31/93.

Composite Index on June 30, 1996

gy Market Composite
the composne.mdex by 0.5 Asset Class Index Index Wts.*
percentage point over the last five
years and therefore met their stated Domestic Stocks Wilshire 5000 50.4%
performance goal. The Funds trailed Int’l. Stocks Int’l. Composite** 14.3
the composite index by 0.1 Domestic Bonds Lehman Aggregate 28.0
percentage point over the last three
years but exceeded it by 0.7 Alternative Assets Wilshire Real Estate 2.0
percentage point over the most recent Kemuzec;s:gl A 3 2
fiscal year. These results are largely a esou ’
essiee of wallie nated ox last o Unallocated Cash 91 Day T-Bills 1.9
active management after all fees and
expenses have been taken into Total 100.0%

consideration.
* Weights are reset quarterly in the composite to reflect the combined

allocation policies of the Basic and Post Funds.

** Composite of MSCI EAFE Free and MSCI Emerging Markets Free.



Basic Retirement Funds

The Basic Retirement Funds accumulate the retirement assets of
public employees during their working years. On June 30, 1996, the
Funds covered more than 256,000 active employees and had a

market value of $13.1 billion.

Figure 7 identifies the eight different
retirement funds which comprise the
Basic Funds. The Basic Funds invest
the pension contributions that
employees and employers make to
defined benefit pension plans during
the employees’ years of active
service.

Investment Objectives

The State Board of Investment (SBI)
has one overriding responsibility
with respect to its management of the
Basic Funds: to ensure that sufficient
funds are available to finance
promised benefits at the time of
retirement. '

Actuarial Assumed Return

Employee and employer contribution
rates are specified in state law as a
percentage of an employee’s salary.

Figure 7. Composition of Basic Funds

The rates are set so that contributions
plus expected investment earnings
will cover the projected cost of the
initially promised pension benefits.
In order to meet these projected
pension costs, the Basic Retirement
Funds must generate investment
returns of at least 8.5% on an
annualized basis, over time.

Time Horizon

Normally, pension assets will
accumulate in the Basic Retirement
Funds for thirty to forty years during
an employee’s years of active
service. This provides the Basic
Funds with a long investment time
horizon and permits the Board to
take advantage of the long run return
opportunities offered by common
stocks and other equity investments
in order to meet its actuarial return
target.
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Public Empl. Ret. - 21.3%

Judges Ret. - 0.1%

Return Objective

The Board measures the performance
of the Basic Retirement Funds
relative to a composite of market
indices that is weighted in a manner
that reflects their long-term asset
allocation policy. The Basic Funds
are expected to exceed their
composite index over a five year
period. Performance is reported net
of all fees and costs to assure that the
Board’s focus is on its true net
return.

Asset Allocation

The allocation of assets among
stocks, bonds, and alternative
investments can have a dramatic
impact on investment results. In fact,
asset allocation decisions overwhelm
the impact of individual security
selection within a total portfolio.
Consequently, the Board has focused
considerable attention on the
selection of an appropriate long-term
asset allocation policy for the Basic
Funds.

Long-Term Allocation Policy

Based on the Basic Funds’
investment objectives and the
expected long run performance of the
capital markets, the Board has
adopted the following long-term
asset allocation policy for the Basic
Funds:

Domestic Stocks 45%
International Stocks 15

Bonds 24
Alternative Assets 15
Unallocated Cash 1



Basic Retirement Funds

Figure 8. Asset Mix as of June 30, 1996

Dom. Stocks ($6.77 Billion) - 51.5%

A : Cash ($0.11 Billion) - 0.8%

) Alt. Assets ($1.33 Billion) - 10.1%

Int'l. Stocks ($1.90 Billion) - 14.4%

Bonds ($3.05 Billion) - 23.2%

Notes: Percentages may differ slightly due to rounding of values.
Uninvested portions of the allocation to Alternative Assets are held

in Domestic Stocks.

Figure 8 presents the actual asset mix
of the Basic Funds at the end of
fiscal year 1996. Historical asset mix
data are displayed in Figure 9.

Total Return Vehicles

The SBI invests the majority of the
Basic Funds’ assets in common
stocks (both domestic and
international)..A large allocation is
consistent with the investment time
horizon of the Basic Funds and the
advantageous long-term risk-return
characteristics of common stocks.
Including international stocks in the
asset mix allows the SBI to diversify
its holdings across world markets and
offers the opportunity to enhance
returns and reduce the risk/volatility
of the total portfolio. The rationale
underlying the inclusion of private
equity (e.g., venture capital) is
similar. However, the relatively small
size of the private equity market
presents a practical limit to the
amount that may be invested in this
asset class.

The Board recognizes that this
sizable policy allocation to common
stock and private equity likely will
produce more volatile portfolio
returns than a more conservative

policy focused on fixed income
securities. It is understood that this
policy may result in quarters or even
years of disappointing results.
Nevertheless, the long run return
benefits of this policy are expected to
compensate for the additional
volatility.

Diversification Vehicles
The Board includes other asset
classes in the Basic Funds both to

Figure 9. Historical Asset Mix FY 1992-1996
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provide some insulation against
highly inflationary or deflationary
environments and to diversify the
portfolio sufficiently to avoid
excessive return volatility.

Real estate and resource (oil and
gas) investments provide an inflation
hedge that other financial assets
cannot offer. In periods of rapidly
rising prices, these “hard” assets have
appreciated in value at a rate at least
equal to the inflation rate. Further,
even under more normal financial
conditions, such as low to moderate
inflation, the returns on these assets
are not highly correlated with
common stocks. As a result, their
inclusion in the Basic Funds serves to
dampen return volatility.

The allocation to bonds acts as a
hedge against a deflationary
economic environment. In the event
of a major deflation, high quality
fixed income assets, particularly
long-term bonds, are expected to
protect principal and generate
significant capital gains. And, like
real estate and resource funds, under
normal financial conditions, bonds
help to diversify the Basic Funds,
thereby controlling return volatility.

6/95 6/96



Basic Retirement Funds

FY 1996 Changes

In October 1995, the Board increased
the long term international target
from 10% to 15% of the total fund
and specified that a portion of the
international allocation would focus
on emerging markets. (More
information on this change is
included in the Major Policy
Initiatives Section). Over the
remainder of the fiscal year, assets
were withdrawn from the domestic
stock and bond segments to provide
funds for this asset allocation change.
By the end of the fiscal year, the
asset allocation change was nearly
completed and the international
segment was 14.4% of the total fund.

At the close of fiscal year 1996,
10.1% of the Funds were invested in
alternative assets. Until appropriate

vehicles are identified, uninvested
portions of the alternative asset
allocation are held in domestic
stocks.

Investment Management

All assets in the Basic Retirement
Funds are managed externally by
private money management firms
retained by contract. In order to gain
greater operating efficiency, the
Basic Funds share the same domestic
stock, international stock and bond
managers with the Post Fund.

More information on the structure,
management and performance of
these pools of managers is included
in the Investment Pool section of
this report.

Figure 10. Basic Funds' Performance vs. Composite Index
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* Adjusted to reflect the SBI’s restrictions on liquor and tobacco stocks through
3/31/93 and American Home Products restriction through 10/31/93.
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Investment Performance

As stated earlier, the Basic Funds are
expected to exceed the return of a
composite of market indices over a
five year period. Performance
relative to this standard will measure
two effects:

— The ability of the managers
selected by the SBI, in
aggregate, to add value to the
returns available from the broad
capital markets.

— The impact of the SBI’s re-
balancing activity. The SBI
rebalances the total fund when
market movements take the
stock or bond segments above or
below their long term asset
allocation targets. This policy
imposes a low risk discipline of
“buy low-sell high” on a total
fund basis.

For the five year period ending

June 30,1996, the Basic Funds out-
performed the composite index by
0.4 percentage point annualized. The
primary contributors to the value
added came from above index
performance by the international
stock, bond and private equity
segments of the portfolio. Value
added by these groups of managers
was sufficient to counterbalance
below index performance by the
domestic stock segment during the
period. The SBI’s policy of
periodically rebalancing back to asset
allocation targets also contributed
importantly to the overall value
added during the last five years.

Actual returns relative to the total
fund composite index over the last
five years are shown in Figure 10.
For more information on the
performance of each asset class,
please refer to the Investment Pool
section of this report.



Post Retirement Fund

The assets of the Post Retirement Fund are used to finance monthly
annuities to retired public employees. These annuities may be
adjusted upwards over the life of a retiree based on a formula that
reflects both inflation and investment performance. On June 30, 1996,
the Post Fund had a market value of $11.9 billion and more than 82,000

retiree participants.

The Post Retirement Fund includes
the assets of retired public employees
covered by nine state-wide
retirement plans; the eight plans
which participate in the Basic
Retirement Funds as well as the
Legislative and Survivors Retirement
Fund.

Benefit Increase Formula

The retirement benefit increase
formula applicable to the Post
Retirement Fund was changed
through legislation enacted by the
1992 Legislature. The new formula
was effective beginning in fiscal year
1993 and is based on a combination
of two components:

— Inflation Component. Each
year, retirees receive an
inflation-based adjustment equal
to 100% of inflation, up to a
maximum of 3.5% specified in
statute. The inflation component
is granted regardless of
investment performance. The
3.5% cap maintains the actuarial
soundness of the entire plan and
is the difference between the
8.5% return assumption for the
Basic Funds, and the 5.0%
return assumption for the Post
Fund.

— Investment Component. Each

year, retirees also receive an
investment-based adjustment,
provided net investment gains
are above the amount needed to
finance the Post Fund’s actuarial
assumption of 5% and the
inflation adjustment. Investment
gains and losses will be spread
over five years to smooth out the
volatility of returns. In addition,
all accumulated investment
losses must be recovered before
an investment-based adjustment
is granted.

Figure 11. Asset Mix as of June 30, 1996

—

Because the investment-based
component of the new formula was
not implemented fully during the
initial years, a temporary transition
adjustment was available during a
phase-in period. The transition
adjustment prbvided in law was:

FY 1993 1.00%
FY 1994 0.75
FY 1995 0.50
FY 1996 0.25

By statute, retirees received either
the investment-based component or
the transition adjustment, whichever
was higher, for the respective year.

Alt. Assets ($0.05 Billion) - 0.4%

N

Bonds ($3.65 Billion) - 30.7%

\ Dom. Stocks ($6.19 Billion) - 52.1%

Int'l. Stocks ($1.72 Billion) - 14.5%

Cash ($0.27 Billion) - 2.3%

Notes: Percentages may differ slightly due to rounding of values.
Uninvested portions of the Alternative Assets allocation are held in

Bonds.
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Advantages
The new formula has two primary

advantages:

— It provides benefit increases that
are more sensitive to inflation
than those granted under the old
formula.

— It allows the Post Fund to
maximize the long-term earning
power of its assets. Without the
need to generate the higher
levels of current income required
under the old formula, the Post
Fund can increase its stock
exposure and thereby enhance its
prospects for higher total rates of
return over the long run.

Investment Objective

Time Horizon

The time horizon of the Post Fund is
15-20 years and corresponds to the
length of time a typical retiree can be
expected to draw benefits. While this
is shorter than the time horizon of the
Basic Fundes, it is still sufficiently
long to allow the Board to take
advantage of the long run return
opportunities offered by common

Figure 12. Historical Asset Mix FY 1992-1996

stocks in order to meet its actuarial
return target as well as to finance
retirement benefit increases.

Return Objective

The Board measures the performance
of the Post Retirement Fund relative
to a composite of market indices that
is weighted in a manner that reflects
its long-term asset allocation policy.
The Post Fund is expected to exceed
its composite index over a five year
period. Performance is reported net
of all fees and costs to assure that the
Board’s focus is on true net return.

Asset Allocation

The Board revised its asset allocation
strategy for the Post Fund in fiscal
year 1993 in order to reflect the goals
associated with the new post
retirement benefit increase formula.
Throughout fiscal year 1993, the
actual asset mix of the Post Fund
gradually moved toward a 50%
allocation to common stocks. During
fiscal year 1994, the Board added
allocations to international stocks
and alternative investments. The
current long-term asset allocation for
the Post Fund is as follows:

S

Percent

6/92  6/93  6/94

Alt. Assets - 0.4%
H Cash
OBonds
EIntl. Stocks
0 Dom. Stocks

12

Domestic Stocks 50%
Int’l. Stocks 15
Bonds 27

Alternative Assets
Unallocated Cash

W W

The Post Fund’s year-end asset mix
is presented in Figure 11. Historical
asset mix data are shown in Figure
12.

The SBI invests the majority of the
Post Fund’s assets in common stocks

_ (both domestic and international). A

large allocation is consistent with the
moderately long time horizon of the
Post Fund and the advantageous long
term risk-return characteristics of
common stocks. Including
international stocks in the asset mix
allows the SBI to diversify its
holdings across world markets and
offers the opportunity to enhance
returns and reduce the risk/volatility
of the total portfolio.

As with the Basic Funds, the Board
recognizes that this sizable allocation
will be likely to produce more
volatile portfolio returns than a more
conservative policy focused on fixed
income securities. It is understood
that this policy may result in quarters
or even years of disappointing
results. Nevertheless, the long run
return benefits of this policy are
expected to compensate for the
additional volatility.

Diversification Vehicles

" The Board includes other asset

classes in the Post Fund both to
provide some insulation against
highly deflationary environments and
to diversify the portfolio sufficiently
to avoid excessive return volatility.

The bonds in the Post Fund act as a
hedge against a deflationary
economic environment. In the event
of a major deflation, high quality
fixed income assets, particularly long
term bonds, are expected to protect
principal and generate significant
gains. And, under more normal
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financial conditions, bonds diversify
the Post Fund, thereby controlling
return volatility on a year-to-year
basis.

Yield oriented alternative invest-
ments provide the opportunity for
higher long term returns than those
typically available from bonds yet
still generate sufficient current
income to be compatible with the
objectives of the Post Fund.
Typically, these investments (e.g.
business loan participations,
mortgage loan participations and
income producing private
placements) are structured more like
fixed income securities with the
opportunity to participate in the
appreciation of the underlying assets.
While these investments may have an
equity component, they display a
return pattern more like a bond. As
such they will help reduce the
volatility of the total portfolio, but
should also generate higher returns

relative to more traditional bond
investments.

FY 1996 Changes
In October 1995, the board increased

the long term international target
from 10% to 15% of the total fund
and specified that a portion of the
international allocation would focus
on emerging markets. (More
information on this change is
included in the Major Policy
Initiatives Section). Over the
remainder of the fiscal year, assets
were withdrawn from the domestic
stock and bond segments to provide
funds for this asset allocation change.
by the end of the fiscal year, the asset
allocation change was nearly
complete and the international
segment was 14.5% of the total fund.

While the Board made several
commitments to yield oriented
alternative investments during the
year, the market value of the

Figure 13. Post Fund's Performance vs. Composite Index
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1994 1995
Post Fund 1.6% 16.7%
Composite Index* 1.7 17.2

H Post Fund
O Composite Index*
3Yr.
Annualized
1996 3vyr
17.2% 11.6%
16.3 1.5

* Adjusted to reflect the SBI’s restrictions on liquor and tobacco stocks through
3/31/93 and American Home Products restriction through 10/31/93.
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Figure 14. Historical Benefit
Increases Granted

Benefit
Fiscal Year* Increase
1987 8.1%
1988 6.9
1989 4.0
1990 5.1
1991 43
1992 4.6
1993 %* 6.0
1994 ** 4.0
1995%* 6.4

1996** 8.0

* Payable beginning January 1, of
the following calendar year.

** Benefit increase granted under
the new formula.

alternative segment was only 0.4% of
the total fund at the close of the fiscal
year. The Board expects this
percentage to increase gradually over
the next three to five years. Until
appropriate vehicles are identified,
the uninvested portion of the
alternative asset allocation is held in
bonds.

Investment Management

In July 1993, assets of the Post Fund
were transferred to external
managers. In order to gain greater
operating efficiency, the Basic and
Post Funds have shared the same
domestic stock, bond and
international stock managers since
that time.

More information on the structure,
management and performance of
these pools of managers is included
in the Investment Pool section of
this report.



Post Retirement Fund

Investment Performance

Total Fund Performance

As stated earlier, the Post Fund is
expected to exceed the return of a
composite of market indices over a
five year period. Since the asset
allocation changed dramatically
during fiscal year 1993, performance
relative to this standard is available
only since fiscal year 1994. The Post
Fund’s performance exceeded its
composite market index by 0.1
percentage point for the three year
period since July 1, 1993.

More information on the
performance of each asset class is
included in the Investment Pool
section of this report.

Actual returns relative to the total
fund composite index over the last
three years are shown in Figure 13.

Benefit Increase
The Post Fund will provide a benefit

increase of 8.0% for fiscal year 1996
payable beginning January 1, 1997.
As noted earlier, this increase is
comprised of two components:

— Inflation component of 2.8%
which is equal to 100% of the
reported Consumer Price Index
for wage earners (CPI-W)
increase for the twelve months
ending June 30, 1996. (This is
the same inflation index used to
calculate increases in Social
Security payments).

— Investment component of 5.2%.
This represents a portion of the
market value increase that
exceeds the amount needed to
cover the actuarial assumed rate
of return (5.0%) and the
inflation adjustment.

Benefit increases granted for the past
ten years are shown in Figure 14.
The 8.0% increase granted for fiscal
year 1996 represents the fourth post

retirement adjustment provided
under the new benefit increase
formula described above. Prior to
fiscal year 1993, the benefit increase
formula was dependent on the level
of excess realized income generated
by the Post Fund.

More detail on the calculation for the
fiscal year 1996 benefit increase is
included in the Statistical Data
section.

14
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To gain greater operating efficiency, external managers are grouped
into several “Investment Pools” which are segregated by asset
class. The various retirement funds participate in one or more of the
pools corresponding to their individual asset allocation strategies.

The Basic Retirement Funds, Post
Retirement Fund and Supplemental
Investment Fund share many of the
same stock and bond managers. This
is accomplished by grouping
managers together, by asset class,
into several Investment Pools. The
individual funds participate in the
Investment Pools by purchasing
“units” which function much like
shares of a mutual fund.

This investment management
structure allows the State Board of
Investment (SBI) to gain greater
operating efficiency within asset
classes and to keep management
costs as low as possible for all
participants.

Domestic
Stock Pool

The Basic Retirement Funds have
participated in the Domestic Stock
Pool since its inception in January
1984. The Post Retirement Fund has
participated in the Pool since July
1993. In addition, the Growth Share
Account in the Supplemental
Investment Fund has utilized the
actively managed portion of the Pool
since April 1988. As of June 30,
1996, the dollar value of each fund’s
participation in the Pool was:

Basic Funds $6.8 billion
(active, passive and semi-passive)

Post Fund $6.2 billion
(active, passive and semi-passive)

Growth Share
Account
(active only)

$149 million

Management Structure

The SBI uses a three-part approach
to the management of the Domestic
Stock Pool:

— Active Management. At the end
of fiscal year 1996,
approximately 45% of the Stock
Pool was actively managed by a
group of 13 external money
managers. The assets allocated
to each manager ranged from
$160-800 million.

In addition, the actively
managed segment of the Pool
includes 9 managers in the SBI’s
Emerging Manager Program.
Each Emerging Manager has a
portfolio of approximately $45
million which gives the entire
Emerging Manager Program
about the same weight as an
average single manager in the
rest of the active manager
program.

— Semi-Passive Management. At
the end of fiscal year 1996,
approximately 26% of the
Domestic Stock Pool was
managed by a group of 3 semi-
passive external money
managers with portfolios of
approximately $1.1 billion each.

— Passive Management. At the
end of fiscal year 1996,
approximately 29% of the Stock
Pool was managed passively by
a single manager.

The goal of the actively managed

segment of the Domestic Stock Pool
is to add value. Each active manager
is expected to add incremental value
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over the long run relative to a
customized benchmark which
reflects its unique investment
approach or style.

This type of active manager structure
can result in misfit or style bias.
“Misfit” can be defined as the
difference between the aggregate
benchmarks of the active managers
and the asset class target (i.e., the
Wilshire 5000). Historically, the SBI
experienced three major areas of
misfit in its active manager group:

— persistent over-exposure to small
capitalization stocks

— persistent over-exposure to
growth oriented stocks

— persistent under-exposure to
yield oriented stocks

The SBI attempts to compensate for
active manager misfit through the use
of a completeness fund. A
“completeness fund” is so named
because it is intended to fill in, or
complete, any areas of market
exposure that are not being covered
by the aggregate benchmarks of the
active managers. This strategy is
designed to allow the value added by
individual active managers to benefit
the total Domestic Stock Pool. It
should also result in a decrease in the
volatility of returns for the entire
Stock Pool relative to the asset class
target since it negates the impact of
style bias within the active manager

group.

The SBI’s completeness fund had
been passively managed since it was
first introduced in October 1990.



Investment Pools

During fiscal year 1995, the
completeness fund moved from
being entirely passively managed to a
structure that was half passive/half
semi-passive. At the start of fiscal
year 1996, the completeness fund
was allocated entirely to semi-
passive management. Semi-passive
approaches provide the potential to
outperform the completeness fund
benchmark, but also incorporate
procedures that constrain the level of
risk/volatility relative to the
benchmark.

FY 1996 Changes

Two managers, Lynch & Mayer and
Jundt Associates, were deleted from
the active manager group during the
fiscal year.

As noted above, the completeness
fund moved from half-passive/half
semi-passive to full semi-passive
management at the start of fiscal year
1996. At the same time, the
benchmark for the passive
component moved from the
completeness fund to the Wilshire
5000.

A description of each domestic stock
manager’s investment approach is
included in the Investment Manager
Summaries section.

Investment Performance

A comprehensive monitoring system
has been established to ensure that
the many elements of the Domestic
Stock Pool conform to the SBI’s
investment policies. Customized
performance benchmarks have been
developed for each active and semi-
passive stock manager. These
benchmarks enable the SBI to
evaluate the managers’ results, both
individually and in aggregate, with
respect to risk incurred and returns
achieved.

Two primary long run risk objectives
have been established for the
domestic stock managers:

— Investment Approach. Each
manager (active, semi-passive,
or passive) is expected to hold a
portfolio that is consistent, in
terms of risk characteristics, with
the manager’s stated investment
approach.

— Diversification. Each active
domestic stock manager is
expected to hold a highly non-
diversified portfolio, while the
passive and semi-passive
managers are expected to hold
more diversified portfolios. In
the short run, the active stock
managers may depart from their
risk targets as part of their
specific investment strategies.

The domestic stock managers
successfully fulfilled their long-term
risk objectives during fiscal year
1996. In general, the managers
constructed portfolios consistent with

their stated investment approaches
and maintained levels of
diversification that were appropriate
to their respective active, semi-
passive and passive approaches.

The Board’s return objectives for its
active and semi-passive stock
managers are measured against the
performance of customized indices
constructed to represent a manager’s
specific investment approach. This
type of custom index is commonly
referred to as a “benchmark
portfolio.” A benchmark portfolio
takes into account the equity market
forces that at times favorably or
unfavorably impact certain
investment styles. Thus, an
individual benchmark is a more
appropriate return target against
which to judge a manager’s
performance than a broad market
index.

Figure 15. Domestic Stock Pool Performance FY 1992-1996
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1992 1993

Stock Pool 143% 16.2%

Wilshire 5000 Adj.* 13.9 16.0

Annualized

1994 1995 1996 I Y. 5Yr.
0.7% 23.0% 25.9% 16.0% 15.7%
1.0 247 26.2 16.7 16.0

* Adjusted to reflect the SBI’s restrictions on liquor and tobacco stocks through
3/31/93 and American Home Products restriction through 10/31/93.
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Individual active managers are
expected to exceed their custom
benchmark by 0.50-1.00 percentage
point annualized, over time. The
semi-passive managers are expected
to exceed their benchmark by 0.15-
0.30 percentage point, over time, and
the passive manager is expected to
track its market index within £ 0.60
percentage point annually.

In aggregate, the Domestic Stock
Pool trailed the Wilshire 5000 for the
fiscal year by 0.3 percentage point.
The Pool under performed the asset
class target due to changes in the
pool structure which were described
in the previous section. In addition,
the completeness fund benchmark
did not exactly offset the bias in the
active manager program. The
resulting misfit produced a small loss
relative to the asset class target for
the year. See Figure 15 for more
detail on the historical performance
of the entire Pool.

Individual manager performance for
fiscal year 1996 is shown in Figure
16. While the returns for all the
managers substantially exceeded the
historical returns available from the
domestic stock market, individual
manager performance relative to
their respective benchmarks was
mixed. Eight active managers
outperformed their benchmarks
while five under performed. Two of
the three semi-passive managers
outperformed the completeness fund
benchmark. The passive manager
matched its target during the
transition from the completeness
fund benchmark to the Wilshire 5000
index.

Performance data for the individual
managers in the Emerging Manager
Program are presented in Figure 17.
During fiscal year 1996, staff worked
closely with each of the emerging
managers to develop more
appropriate benchmarks against
which to measure their performance.
The emerging managers also had

Figure 16. Domestic Stock Manager Performance FY 1996
Actual Benchmark
Return Return
Active Managers
Alliance Capital 23.0% 24.4%
Brinson Partners 30.8 22.9
Forstmann Leff 32.1 243
Franklin Portfolio 23.8 23.1
GeoCapital 26.7 36.7
Investment Advisers 26.3 23.1
IDS Advisory 24.5 25.7
Independence Associates 26.1 26.6
Jundt Associates 224 20.5
Lincoln Capital 32.3 28.1
Oppenheimer 28.0 25.2
Waddell & Reed 16.4 20.8
Weiss Peck & Greer 41.9 23.4
Semi-Passive Managers
Franklin Portfolio 252 26.1
J.P. Morgan 26.4 26.1
Barclays Global Investors 28.4 26.1
Passive Manager
Barclays Global Investors 25.5 25.5
Aggregate Stock Pool* 25.9 25.7
Performance Standard
Wilshire 5000 26.2
* Includes Emerging Manager Program, see below.
Figure 17. Emerging Manager Performance FY 1996
Actual Benchmark
Return Return
CIC Asset Management 27.6% 24.8%
Cohen Klingenstein & Marks 25.0 20.7
Compass Capital 242 27.2
Kennedy Capital 35.5 26.3
New Amsterdam 21.4 19.2
Valenzuela Capital 237 23.6
Wilke/Thompson 16.3 27:9
Winslow Capital 19.2, 22.2
Zevenbergen Capital 23.6 23.6

mixed performance for the fiscal
year. Five managers outperformed
their benchmarks, three managers
under performed and one manager
matched its benchmark.
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Historical information on individual
manager performance and portfolio
characteristics is included in the
Statistical Data section. Section II
of the Annual Report provides
Summarized Asset Listings for each
manager and the Pool in aggregate.
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Bond Pool

The Basic Retirement Funds have
participated in the Bond Pool since
its inception in July 1984. The Post
Retirement Fund has participated in
the Pool since July 1993. In addition,
the Bond Market Account in the
Supplemental Investment Fund has
utilized the actively managed portion
of the Pool since July 1986. As of
June 30, 1996, the dollar value of
each fund’s participation in the Pool
was:

Basic Funds $3.0 billion
(active and semi-passive)

Post Fund $3.7 billion
(active and semi-passive)

Bond Market
(active only)

$24 million

Investment Management
The SBI uses a two-part approach to
the management of the Bond Pool:

— Active Management. No more
than one-half of the Bond Pool
will be actively managed. At the
end of fiscal year 1996,
approximately 49% of the Bond
Pool was actively managed by a
group of six-external money
managers with portfolios of
$200 million-$1 billion each.

— Semi-Passive Management. At
least one-half of the assets
allocated to the Bond Pool will
be managed by semi-passive
managers. At the end of fiscal
year 1996, approximately 51%
of the bond segment was
invested by three managers with
portfolios of approximately $1
billion each.

The group of active bond managers
was selected for its blend of
investment styles. Each of the
managers focuses on high quality
fixed income securities across all
sectors of the market. The managers

vary, however, in the emphasis they
place on interest rate anticipation and
in the manner in which they
approach issue selection and sector
weighting decisions.

In keeping with the objective of
utilizing the Bond Pool as a deflation
hedge, the active managers are
restricted regarding the minimum
average life of their portfolios. This
requirement is designed to prevent
the total Pool from assuming an
excessively short-lived position and
thus, severely diluting its deflation
hedge capacity. In addition, to avoid
extreme variability in total returns,
the SBI constrains the maximum
duration (a measure of average life)
of the managers’ portfolios to a band
of three to seven years. The active
bond managers focus on high quality
(BAA or better) bonds. Several of the
managers are permitted to invest a
limited portion of their portfolios in
non-US issues and BB- and B- rated
dollar denominated debt. The

managers use this additional
authority on a tactical basis.

The goal of the semi-passive
managers is to add incremental value
to the Lehman Brothers Aggregate
Bond Index through the superior
selection of bonds for the portfolios.
The managers adhere very closely to
characteristics of the Lehman
Aggregate and essentially match its
duration and maturity structure.
Semi-passive managers seek to add
value by exploiting perceived
mispricings among individual
securities or by making minor
alterations in the sector weightings
within the portfolio. Although the
managers seek to exceed the
performance of the index, the
possibility exists that the semi-
passive approach may slightly under
perform the target index during some
periods.

FY 1996 Changes
During fiscal year 1996, Fidelity

Figure 18. Bond Pool Performance FY 1992-1996
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Asset Management, one of the SBI’s
semi-passive bond managers,
resigned the SBI’s account and
BlackRock Financial Management
was added to the semi-passive group.
In addition, TCW was deleted from
the active manager group during the
fiscal year.

A description of each bond
manager’s investment approach is
included in the Investment Manager
Summaries section.

Investment Performance
The SBI constrains the risk of the

active bond managers’ portfolios to
ensure that they fulfill their deflation
hedge and total fund diversification
roles. As noted earlier, the managers
are restricted in terms of the duration
of their portfolios and the quality of
their fixed income investments.

The active and sémi-passive bond
managers successfully fulfilled their
long-term risk objectives during

fiscal year 1996. In general, the
managers constructed portfolios
consistent with their stated
investment approaches and
maintained appropriate levels of
quality and duration.

As with the stock pool, the returns of

each of the Board’s bond managers
are compared to an appropriate
benchmark. As of January 1, 1996,
all the bond managers, both active
and semi-passive, use the Lehman
Aggregate as their performance
index. Due to the broad
diversification of each manager,
customized benchmarks are not
deemed necessary for the bond
managers at this time.

If half of the Bond Pool is actively
managed and half is semi-passively
managed, the entire Pool is expected
to exceed its target, the Lehman
Aggregate index, by 0.20-0.35
percentage point annualized, over
time. Individual active managers are

Active Managers
BEA Associates
Investment Advisors
IDS Advisory
Miller, Anderson & Sherrerd
Standish, Ayer & Wood
Western Asset Management

Semi-Passive Managers
BlackRock
Goldman Sachs
Lincoln Capital
Aggregate Bond Pool

Performance Standard
Lehman Aggregate

1996 only.

Figure 19. Bond Manager Performance FY 1996

Actual
Return

4.5%
4.7
4.0%
6.1
5.8
5.7

0.4%*
5.5
5.0

5.3

5.0

Benchmark
Return

5.0%
5.0
5.3*
5.0
5.0
5.0

0.6%*
5.0
5.0

5.0

* Prior to January 1996, manager had gov’t./corporate mandate only.
** Manager not retained until April 1, 1996. Performance reflects April-June
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expected to exceed the target by
0.25-0.50 percentage point
annualized, over time, and each
semi-passive manager is expected to
exceed the target by 0.15-0.25
percentage point annualized, over
time.

In aggregate, the Pool exceeded the
Lehman Aggregate by 0.3 percentage
point for the most recent fiscal year.
Performance over three and five
years has been positive, exceeding
the index by 0.1 percentage point
annualized over the three year period
and 0.5 percentage point over the
five year period ending June 30,
1996. In general, the decision to hold
portfolios with a modestly longer
duration than the market accounted
for the out performance over the
longer term.

The relative performance of the
managers was mixed over fiscal year
1996; three of the active managers
and one semi-passive manager added
value. See Figure 18 for historical
performance of the entire Pool.
Individual manager performance for
fiscal year 1996 is shown in Figure
19.

Historical information on individual
manager performance and portfolio
characteristics is included in the
Statistical Data section. Section II
of the Annual Report provides
Summarized Asset Listings for each
manager and the Pool in aggregate.

International
Stock Pool

The SBI began its international stock
program in October 1992. The Basic
Retirement Funds have participated
in the International Stock Pool since
its inception. The Post Retirement
Fund began utilizing the Pool in
October 1993. The International
Share Account has participated in the
Pool since September 1994. On June
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30, 1996 the dollar value of each
fund’s participation in the
International Stock Pool was:

Basic Funds $1.9 billion

(active and passive)

Post Fund
(active and passive)

$1.7 billion

International $14 million
Share Account

(active and passive)

Management Structure
The SBI uses a two part approach to

the management structure of the
International Stock Pool:

— Active Management. At least
one-half of the International
Stock Pool will be actively
managed. At the end of fiscal
year 1996, approximately 51%
of the Pool was actively
managed by a group of 8

external money managers with
portfolios ranging from $100-
$300 million each. Six of these
managers focus on developed
markets and two are emerging
markets specialists.

—  Passive Management. No more
than one-half of the International
Stock Pool will be passively
managed. At the end of fiscal
year 1996, approximately 49%
of the International Stock Pool
was passively managed by a
single manager.

The actively managed segment of the
International Stock Pool is designed
to add value to the asset class target.
Each active manager is expected to
add incremental value over the long
run relative to the Morgan Stanley
Capital International Index of
Europe, Australia and the Far East
(EAFE Free).

Figure 20. International Stock Pool Performance

30

Percent

1994 1995 1996

1994 1995
Int’l. Stock Pool 17.3% 2.9%
Composite Index*  17.0 1.7

M Int'l. Stock Pool
b Composite Index*

3.¥r. Since
10/1/92
Annualized
1996 3Yr. Since 10/1/92
16.9% 12.2% 14.2%
13.4 10.5 13.3

* EAFE Free through 4/31/96. Composite of EAFE-Free and Emerging Markets Free

since 5/1/96.
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Two of the Board’s active managers
(Baring and Brinson) follow an
active country/passive stock
approach where the primary focus is
on country selection and currency
management rather than stock
selection.

Four active international managers
(Marathon, Rowe Price-Fleming,
Scudder and Templeton) use a
variety of investment approaches in
an attempt to maximize market value
and outperform the index, over time.
These managers address currency
management as part of their
investment process. Their views on
currency may be factored into their
country and security selection or they
may explicitly hedge currency
exposure on an opportunistic basis.

The remaining two active managers
(Genesis and Montgomery) are
emerging markets specialists and are
expected to add incremental value,
over time, to the Morgan Stanley
Capital International index of
markets in developing countries
throughout the world (MSCI-
Emerging Markets Free).

The passively managed portion of
the International Stock Pool is
managed by State Street Global
Adyvisors and is designed to
consistently and inexpensively track
the EAFE Free index. The currency
exposure of the index fund is
managed in a dynamic hedging
program that is designed to avoid
currency losses during periods of US
dollar strength. The manager of this
currency overlay program is Record
Treasury Management.

FY 1996 Changes

During fiscal year 1996, the Board
allocated approximately 15% of the
international pool to emerging
markets and three emerging markets
specialists were retained to manage
this portion of the program. By the
close of the fiscal year, Montgomery
Asset Management was fully funded
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and Genesis Asset Managers
received approximately half of its
allocation. Genesis will receive the
remaining half of its allocation
during fiscal year 1997. The third
firm, City of London, is expected to
receive its allocation during fiscal
year 1997 as well.

As noted above, the SBI retained
Record Treasury Management to
manage a currency overlay program
for the EAFE index fund. The
program will be phased in during the
latter half of fiscal year 1996 and the
first half of fiscal year 1997.

More information on these changes is
included in the Major Policy
Initiatives section of this report.

A description of each international
stock manager’s investment approach

is included in the Investment
Manager Summaries section.

Investment Performance

Similar to the Domestic Stock Pool,
two long run risk objectives have
been established for the international
stock managers:

— Investment Approach. Each
manager (active or passive) is
expected to hold a portfolio that
is consistent with the manager’s
stated investment approach.

— Diversification. Each active
international stock manager is
expected to hold a highly non-
diversified portfolio, while the
index manager is expected to
hold a well diversified portfolio
which tracks its target index.

Active Managers
Baring International
Brinson Partners
Marathon Asset Mgmt.
Rowe Price-Fleming
Scudder, Stevens & Clark
Templeton Investment Counsel

Emerging Markets Managers
Genesis Asset Managers

Montgomery Asset Mgmt.

Passive Mhnager
State Street Global Advisors

Aggregate International Pool**

Performance Standard
Composite Index**

Figure 21. International Manager Performance FY 1996

* Manager retained May 1, 1996. Performance reflects May-June 1996 only.
** [ncludes impact of currency overlay program which was initiated in
December 1995. For the period December 1995-June 1996, the currency
overlay program added 0.2% to the EAFE index fund.
#%* EAFE-Free through 4/31/96. Composite of EAFE-Free and Emerging
Markets Free since 5/1/96. At the close of the fiscal year, the composite
was weighted 91.8%% EAFE Free and 8.2% Emerging Markets Free.

Actual
Return Benchmark

20.1% 13.3%
25.6 13.3
20.3 13:3
18.0 13.3
21.7 13.3
17.6 13.3
1.4* 0.2*
1.6* 0.2*
13.6 13.3
16.9
13.4
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The international stock managers
successfully fulfilled their long-term
risk objectives during fiscal year
1996. In general, the managers
constructed portfolios consistent with
their stated investment approaches
and maintained appropriate levels of
diversification.

At the present time, the Board’s
return objectives for the international
stock program are stated relative to
the Morgan Stanley Capital
International (MSCI) indices. The
indices are capitalization weighted
and measured in U.S. dollar terms,
unhedged. While the Board would
prefer to measure performance
relative to customized benchmarks
similar to those used for domestic
stock managers, such customized
benchmarks are not yet available for
international assets. In the future,
SBI staff, in conjunction with the
SBI’s consultants and managers,
intend to develop more appropriate
benchmarks for the international
managers within the Pool.

If half of the International Stock Pool
is actively managed and half is
passively managed, the entire Pool is
expected to exceed the composite
index by 0.25-0.75 percentage point
annualized, over time. Individual
active managers are expected to
exceed this index by at least 1.00
percentage point annualized, over
time, and the index manager is
expected to track the index £0.50
percentage point, annually.

Performance results for the
International Stock Pool are shown in
Figure 20. In aggregate, the Pool
outperformed the target for the year
by 3.5 percentage points.
Performance since inception in
October 1992 (3.75 years) has
exceeded the index by 0.9 percentage
point annualized.

Individual manager performance
during fiscal year 1996 is shown in
Figure 21. With the exception of
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Genesis and Montgomery, which
were not retained until May 1996, all
the active international managers
outperformed the index for the fiscal
year. The Pool also benefited from
positive tracking error in the
passively managed portion of the
program.

More information on the
performance and portfolio
composition of individual managers
is included in the Statistical Data
section. Section II of the Annual
Report provides Summarized Asset
Listings for each manager and the
Pool in aggregate.

Alternative.
Investment Pools

Like the stock and bond segments,
alternative assets (private equity, real
estate and resource fund investments)
are also managed on a pooled basis.
However, due to the nature of these
investments, separate pools have
been established for the Basic and
Post Retirement Funds and each fund
owns 100% of the assets in its
respective pool.

Statutory Constraints
The statutory constraints regarding

the SBI’s investments to alternative
assets are the same for both the Basic
and Post Funds:

— Real Estate. State statutes
authorize investments in real
estate through commingled
funds, limited partnerships and
trusts, including real estate
investment trusts (REIT’s).
Regardless of its form, each
investment must involve at least
four other participants and the
SBI’s investment may not
exceed 20% of a given
investment. State law does not
permit the SBI to invest in real
estate through direct

investments, separate accounts
or individual transactions.

— Private Equity., By law, the SBI
is authorized to invest in private
equity through limited
partnerships and corporations.
As with real estate investments,
each private equity investment
must involve at least four other
investors, and the Board’s
investment may not exceed 20%
of a particular partnership or
corporation.

— Resource Funds. The SBI
invests in oil and gas
partnerships specifically
structured for pension funds and
other tax-exempt investors. As
with real estate and private
equity investments, there must
be four other investors and the
Board may invest no more than
20% of a partnership’s total
capital.

Alternative Investments
Basic Funds

The Basic Retirement Funds began
making investments in alternative
assets in the early 1980’s. Given their
long investment time horizon, the
Basic Funds are especially well
suited to alternative investments that
are equity oriented and focus on
long-term capital gains. As a result,
up to 15% of the Basic Retirement
Funds are targeted for alternative
investments. A breakdown of the
segment is shown in Figure 22. As of
June 30, 1996 the market value of
current alternative investments was
$1.3 billion, or 10.1% of the Basic
Funds.

Descriptions of each of the Basic
Funds’ alternative investments are
included in the Investment Manager
Summaries section.
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Real Estate

By investing in several open-end and
closed-end commingled funds, the
Basic Funds have created a large
core portfolio of real estate that is
broadly diversified by property type,
location and financing structure. The
core portfolio is designed to reflect
the composition of the aggregate US
real estate market and, as such, is
expected to earn at least real estate
market returns.

The broad diversification of the core
portfolio enables the SBI to select
less diversified, special orientation
managers for the remaining portion
of the real estate segment. With their
more focused approach to real estate
management, these funds offer the
ability to enhance the return earned
by the core portfolio.

Prospective real estate managers are
reviewed and selected based on the
manager’s experience, investment
strategy and performance history.

During fiscal year 1996, the SBI
approved one new real estate
commitment in Zell/Merrill Lynch
Real Estate [V. The SBI will
continue to review and add new real
estate investments as attractive
opportunities are identified.

Private Equity Pool

The Basic Funds maintain a private
equity portfolio that is broadly
diversified across three dimensions:
location, industry type and stage of
development of individual portfolio
companies. Prospective private
equity managers are reviewed and
selected based, primarily, on the
manager’s experience, investment
strategy, diversification potential and
performance history.

During fiscal year 1996, the Board
approved commitments to ChiCorp’s
Banc Fund IV, the Kohlberg, Kravis
and Robert (KKR) 1996 Fund and in
Golder Thoma V. The SBI will
continue to review and add new
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private equity investments, as
attractive opportunities are identified,
to replenish commitments that will
expire within the next five years.

Resource Fund Pool
The oil and gas partnerships in the

Basic Retirement Funds concentrate
their investments in producing
properties and royalty interests that
are diversified geographically and/or
geologically. Resource investments
are selected based on the manager’s
experience, investment strategy and
performance history.

During fiscal year 1996, the SBI
approved a resource commitment in
First Reserve Fund VII. The SBI
plans to continue to review resource
investments for possible inclusion in
the Pool.

Investment Performance
The SBI reviews performance of its

real estate investments relative to
two standards:

— The Wilshire Associates Real
Estate Index, an index of
commingled real estate funds.

— Inflation, as measured by
changes in the Consumer Price
Index (CPI).

During fiscal year 1996, the SBI’s
real estate pool outperformed the
index and exceeded the rate of
inflation (SBI real estate 3.6%,
Wilshire Real Estate Index 2.9%,
CPI 2.8%). Comparisons over the
last five years show that the real
estate pool outperformed the real
estate index but trailed the rate of
inflation (SBI real estate -1.5%
annualized, Wilshire index -2.4%
annualized, CPI 2.9% annualized).
As the above data illustrate, the real
estate market as a whole is just
beginning to strengthen after a
lengthy period of negative
performance.

The SBI’s private equity pool
provided a 40.3% return in fiscal
year 1996 and 20.6% annualized
over the last five years. The resource
(oil and gas) pool returns are 12.4%
for the year and 9.1% annualized
over the last five years.

At this time, benchmarks have not
been established for the private
equity and resource fund managers.
The long-term nature of these
investments and the lack of
comprehensive data on the returns
provided by the resource and private
equity markets preclude
comprehensive performance
evaluation. In the future, as markets

Figure 22. Basic Funds' Alternative Investments as of June 30, 1996

Private Equity ($714 Million) 53.8%

Real Estate ($505 Million) - 38.1%

Resource ($108 Million) - 8.1%

Note: Percentages may differ slightly due to rounding of values.
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for these asset classes become more
institutionalized, the SBI hopes to
integrate appropriate performance
standards for these assets into its
performance analysis.

Alternative Investments
Post Fund

The Post Retirement Fund made its
first commitment to alternative assets
during fiscal year 1994. In
comparison to the Basic Funds, the
Post Fund has a somewhat shorter
investment time horizon and
therefore is best suited to investments
that will generate a fairly high level
of current income. The Board has
allocated up to 5% of the Post
Retirement Fund to yield-oriented
alternative investments. As of June
30, 1996, the market value of the
Post Fund’s alternative investments
was $46 million, 0.4% of the Post
Fund.

Descriptions of each of the Post
Fund’s alternative investments are
included in the Investment Manager
Summaries section.

Yield-oriented investments (e.g.
business loan participations,
mortgage loan participations, and
income producing private
placements) provide additional
vehicles to obtain both higher yield
and long-term capital appreciation.
Typically, these investments are
structured more like fixed income
securities with an opportunity to
participate in the appreciation of the
underlying assets. While these
investments may have an equity
component, they display a return
pattern more like a bond. As such,
they will help to reduce the volatility
of the total portfolio, but should also
provide the opportunity to generate
higher returns relative to bonds.

During fiscal year 1996, the Board
approved three commitments for the
Post Fund: Hyperion/Equitable High
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Yield Commercial Mortgage Fund,
TCW/Crescent Mezzanine Partners,
L.P., and Merit Energy Partners-B,
L.P. While these investments cross
asset class lines (the first is real
estate, the second is private equity,
and the third is resource), they all
meet the criteria of yield oriented
vehicles. The SBI will continue to
review additional investments for the
Post Fund in order to move closer to
the 5% allocation target in future
years.
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The Supplemental Investment Fund is a multi-purpose investment
program that offers a range of investment options to state and local
public employees. The Fund serves more than 30,000 individuals
who participate in defined contribution or supplemental retirement
savings plans. On June 30, 1996, the market value of the entire fund

was $799 million.

The different participating groups
use the Supplemental Fund for a
variety of purposes:

— It functions as the sole
investment manager for all
assets of the Unclassified
Employees Retirement Plan,
Public Employees Defined
Contribution Plan and Hennepin
County Supplemental
Retirement Plan.

— It is one investment vehicle
offered to public employees as
part of the state’s Deferred
Compensation Plan, and the
Individual Retirement Account
Plan and College Supplemental
Retirement Plan for Minnesota
State Colleges and Universities.

— It serves as an external money
manager for a portion of some
local police and firefighter
retirement plans.

Fund Structure

A wide diversity of investment goals
exists among the Supplemental
Fund’s participants. In order to meet
those needs, the Supplemental Fund
has been structured much like a
“family of mutual funds.”
Participants may allocate their
investments among one or more
accounts that are appropriate for their
needs, within statutory requirements
and rules established by the
participating organizations.
Participation in the Supplemental
Fund is accomplished through the

purchase or sale of shares in each
account.

Fund Management

The Supplemental Fund offers seven
different investment options (See
Figure 23). The objectives, asset
allocation, management and
performance of each account in the
Fund are explained in the following
sections.

Share Values

Each account in the Supplemental
Fund establishes a share value and
participants may buy or sell shares
monthly, based on the most recent
share value.

In the Income Share Account, the
Growth Share Account, the Common
Stock Index Account, the
International Share Account and the
Bond Market Account, shares are
priced monthly based on the market
value of the entire account.
Individuals measure the performance
of these accounts by changes in share
values, which in turn are a function
of the income and capital
appreciation (or depreciation)
generated by the securities in the
accounts.

In the Money Market Account and
the Fixed Interest Account, share
values remain constant and the
accrued interest income is credited to
the accounts through the purchase of
additional shares at predetermined
intervals.

Income Share

Growth Share
stocks

Common Stock Index

Figure 23. Accounts in the Supplemental Investment Fund

a balanced portfolio of stocks and bonds

a portfolio of actively managed common

a passively managed common stock portfolio

International Share

Bond Market
Money Market

Fixed Interest

a portfolio of both actively and passively managed
non U.S. stocks

an actively managed fixed income portfolio
a portfolio of liquid, short-term debt securities

an investment option utilizing guaranteed
investment contracts (GIC’s)
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The investment returns shown in this
report are calculated using a time-
weighted rate of return formula.
These returns are net of investment
management fees and transaction
costs. They do not, however, reflect
any asset-based charge deducted by
the retirement systems to defray their
own administrative costs.

The distribution of assets in the
Supplemental Investment Fund as of
June 30, 1996 is shown by Account
in Figure 24 and by Plan in Figure
25,

Figure 24. Composition by Account

Income Share
48.7%

Money
Market
6.3% 19.6%
Growth Share
8.6% .
I .07/0
Fixed Interest 3.0% 12.0% o
Bond Market ntl. Share
Common Stock
Index
Figure 25. Participation by Plan
PERA Defined
Unclassified Retirement Contribution
ren 09% College Pl
0 ege rlans
18.9% i, A
Individual
Relief Assn's.
3.8%
Deferred 9.5%A
Compensation Hennepin Co.
42.5% Supplemental
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Income Share
Account

Objective

The Income Share Account
resembles the Basic and Post
Retirement Funds in terms of
investment objectives. The Account
seeks to maximize long-term
inflation-adjusted rates of return. The
Income Share Account pursues this
objective within the constraints of
protecting against disastrous
financial environments and limiting
short run portfolio return volatility.

The SBI invests the Income Share
Account in a balanced portfolio of
common stocks and fixed income
securities with the following long-
term asset mix: 60% domestic
stocks, 35% bonds, 5% cash
equivalents.

Common stocks provide the potential
for significant long-term capital
appreciation, while bonds provide
both a hedge against deflation and
the diversification needed to limit
excessive portfolio return volatility.

Performance

Similar to the other SBI funds which
utilize a multi-manager investment
structure, the Board evaluates the
performance of the Income Share
Account on two levels:

— Total Account. The Income
Share Account is expected to
exceed the returns of a
composite of market indices
weighted in the same proportion
as its long term asset allocation.
In addition, over time, the
Income Share Account’s
performance is expected to
exceed the performance of the
median fund from a universe of
other balanced funds.

— Individual Manager. The
passive stock manager is

Figure 26. Income Share Account FY 1992-1996
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expected to track closely the
performance of the Wilshire
5000 (adjusted for the SBI’s
liquor and tobacco restrictions
through 3/31/93 and American
Home Products through
10/31/93). The internal bond
manager for the Account is
expected to exceed the
performance of the Lehman
Brothers Aggregate Bond Index.

The Income Share Account provided
areturn of 17.6% for fiscal year
1996, outperforming the median fund
and its composite index. Over the
most recent five years, the Income
Share Account has exceeded both its
composite and the median fund. A
five year history of performance
results is presented in Figure 26.

@Income Share
@ Median Fund

b=
8 @ Composite**
At the close of fiscal year 1996, the o
value of the Income Share Account
was $389 million.
Management _
The Income Share Account’s
investment management structure
combines internal and external 1992 1993 1994 1995 1996 3Yr. 5Yr.
management. SBI staff manage the & fed
entire fixed income segment. The i
i : 1992 1993 1994 1995 1996 3Yr. SYr.
entire common stock segment is X % 12% 193% 17.6% 12.4% 13.0%
. 0 o o ()
managed externally as part of a Incqme Share 13.1% 14.6% 2% o o o
passively managed index fund Median Fund* 13.2 13.9 2.5 16.7 17.4 12.1 12.8
Composite** 13.7 14.0 0.4 19.4 17.4 12.1 12.8

designed to track the Wilshire 5000.
Since July 1995, the manager for this
portion of the Account has been
Barclays Global Investors.

* TUCS Median Master Trust
** 60% Wilshire 5000 Adj./35% Lehman Brothers Aggregate Bond Index/
5% T-Bill Composite. The Wilshire 5000 has been adjusted to reflect the
SBI’s restrictions on liquor and tobacco stocks through 3/31/93 and American
Home Products restriction through 10/31/93. Prior to 7/1/94, the Salomon Broad
Investment Grade Bond Index was used as a component of the Composite.
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Growth Share
Account

Objective

The Board has established above-
average capital appreciation as the
primary investment objective of the
Growth Share Account. To achieve
this objective, the Account maintains
a large equity exposure with the
following long-term asset allocation:
95% domestic stocks, 5% cash
equivalents.

The small cash equivalents
component represents the normal
cash reserves held by the Growth
Share Account as a result of new
contributions not yet allocated to
common stocks.

At the close of fiscal year 1996, the
value of the Growth Share Account
was $157 million.

Management

The SBI has assigned the entire
common stock portfolio of the
Growth Share Account to external
active managers. The allocation to
active management, rather than to an
index fund, reflects the more
aggressive investment policy of the
Growth Share Account. Currently,
these assets are managed by the same
active managers utilized by the Basic
and Post Retirement Funds in the
Domestic Stock Pool.

Performance

Like the Income Share Account, the
Board evaluates the performance of
the Growth Share Account on two
levels:

— Total Account. The Growth
Share Account is expected to
exceed the returns of a
composite of market indices
weighted in the same proportion
as its long term asset allocation.
The Account’s performance is
also expected to surpass the
performance of the median fund

from a universe of managed
equity portfolios.

— Individual Manager.
Performance objectives for the
individual managers are
described in the Investment
Pool section.

The Growth Share Account provided
a return of 24.6% for the fiscal year,
under performing both the composite
index and median equity fund. Over
the most recent five years, the
Account has exceeded its composite
index and trailed the median equity
fund.

A five year history of performance
results is shown in Figure 27.

Figure 27. Growth Share Account FY 1992-1996
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@ Growth Share
@O Median Fund

=
S @ Composite™
o
1992 1993 1994 1995 1996 3Yr. 5Yr.
Annualized
1992 1993 1994 1995 1996 3Yr. 5Yr.
Growth Share 14.7% 16.7%  0.6% 23.3% 24.6% 15.6% 15.6%
Median Pool* 14.4 16.2 24 23.9 252 16.7 16.0
Composite** 13.4 15-3 1.0 23.7 25.1 16.0 154

* TUCS Median Equity Pool

** 95% Wilshire 5000 Adj./5% T-Bill Composite. The Wilshire 5000 has been
adjusted to reflect the SBI’s restrictions on liquor and tobacco stocks through
3/31/93 and American Home Products restriction through 10/31/93.

28



Supplemental Investment Fund

Common Stock
Index Account

Objective

The investment objective of the
Common Stock Index Account is to
generate returns that track the
performance of the entire U.S.
common stock market, as represented
by the Wilshire 5000. To accomplish
this objective, the SBI allocates all of
the Common Stock Index Account’s
assets to passively managed domestic
stocks. At the end of fiscal year
1996, it had a market value of $96
million.

Management

Prior to July 1, 1995, the Common
Stock Index Account was managed
by Wilshire Asset Management.
Since July 1, 1995, the Account has
been invested entirely by Barclays
Global Investors.

Performance

The performance objective of the
Common Stock Index Account is
straightforward. The Account is
expected to track closely the
performance of the Wilshire 5000
(adjusted for the SBI’s restrictions on
liquor and tobacco through 3/31/93
and American Home Products
through 10/31/93). The SBI
recognizes that the Account’s returns
may deviate slightly from those of
the Wilshire 5000 due to the effects
of management fees, timing of new
contributions and tracking error.

During fiscal year 1996, the
Common Stock Index Account
produced a return of 25.5%, which
was 0.7 percentage point below the
Wilshire 5000. Over the most recent
five years, the Account has exceeded
its index by 0.2 percentage point
annualized. Total Account results for
the last five years are shown in
Figure 28.

Figure 28. Common Stock Index Account FY 1992-1996

30
25 -
20 - .
- @ Stock Index
g:g 15 @ Wilshire 5000 Adj.*
)
o
10 4
5 4
1992 1993 1994 1995 1996 3 Yr. 5 Yr.
Annualized
1992 1993 1994 1995 1996 3Yr. 5Yr.
Stock Index 13.8% 16.9%  2.2% 243% 25.5% 16.8% 16.2%
Wilshire 5000 Adj.* 13.9 16.0 1.0 24.7 26.2 16.7 16.0

* Adjusted to reflect the SBI’s restrictions on liquor and tobacco stocks through
3/31/93 and American Home Products restriction through 10/31/93.
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International Share
Account

The International Share Account was
added to the Supplemental

Investment Fund in September 1994.
At the end of fiscal year 1996, it had
a market value of nearly $14 million.

Objective

The investment objective of the
International Share Account is to
earn a high rate of return by
investing in the stock of companies
outside the U.S.

Typically, a majority of the Account
is invested in the four largest
international markets (Japan, United
Kingdom, Germany and France).
Most of the remainder is invested in
other well established markets in
Canada, Europe and the Pacific
region. In addition, a portion of the
Account may be invested in
developing countries or “emerging
markets” around the world including
those in Latin America, Asia and
Africa.

Management

The structure of the International
Share Account combines both active
and passive management.
Approximately one half of the
Account is passively managed and is
designed to consistently and
inexpensively track the return of the
Morgan Stanley Capital International
index of Europe, Australia and the
Far east (EAFE Free). The remainder
of the Account is actively managed
by a group of international stock
managers who buy and sell stocks in
an attempt to maximize market
value. The Account uses the same
active and passive managers utilized
by the Basic and Post Retirement
Funds in the International Stock
Pool.

Performance

The International Share Account is
expected to exceed the performance
of a composite of international
indices. During fiscal year 1996, the
International Share Account
produced a return of 17.0%, which

was 4.4 percentage points above its

composite index. Since inception of

the Account in September 1994,

returns exceeded the index by 1.5%
annualized.

Total Account results since its
inception are shown in Figure 29.

Figure 29. International Share Account Performance

M International Share

Percent

O Composite Index*

-5
1996 Since
9/1/94
1996 Since 9/1/94
International Share 17.0% 7.7%
Composite Index* 13.4 6.2

*EAFE Free through 4/31/96. Composite of EAFE-Free and Emerging Markets Free
since 5/1/96.
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Bond Market
Account

Objective

The Bond Market Account is
invested in investment-grade
government bonds, corporate bonds
and mortgage securities with
intermediate to long maturities. As
such, it is a more conservative
investment alternative than any of the
accounts described in the previous
sections. At the end of fiscal year
1996, the market value of the
Account was $24 million.

The Account earns investment
returns through interest income and
capital appreciation. Because bond
prices move inversely with interest
rates, the Account entails some. risk
for investors. However, historically,
it represents a lower risk alternative
than the investment options that
include common stocks.

Management
The SBI has assigned the entire bond

portfolio to external active managers.
These assets are managed by the
same active managers utilized by the
Basic and Post Retirement Funds in
the Bond Pool. A discussion of the
SBI’s active bond managers is
presented in the Investment Pool
section of this report.

Performance

The Bond Market Account is
expected to exceed the performance
of the bond market, as represented by
the Lehman Brothers Aggregate
Bond Index. For fiscal year 1996 and
for the most recent five years, the
Bond Market Account outperformed
this target and matched the return of
the median bond fund.

Total Account results for the last five
years are shown in Figure 30.

Figure 30. Bond Market Account FY 1992-1996
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1992 1993 1994 1995 1996 3 Yr. 5Yr.

1992 1993 1994

Bond Market 15.5% 14.6% -1.8%
Median Pool* 15.0 133 -0.7
Lehman Aggregate** 14.2 12.0 -1.2

* TUCS Median Fixed Income Pool

Annualized
1995 1996 3Yr. 5Yr.
12.8% 5.3% 5.3% 9.1%
12.4 5.3 5.6 9.1
12.6 5.0 53 83

** Lehman Brothers Aggregate Bond Index. Prior to 7/1/94 the Salomon Broad
Investment Grade Bond Index was the benchmark.
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Ipplemental Investment Fund

Money Market
Account

Objective

The Money Market Account invests
solely in short-term, liquid debt
securities. The Account’s investment
objectives are to preserve capital and
offer competitive money market
returns. At the end of fiscal year
1996, the Money Market Account
had a market value of $50 million.

Management

The Account utilizes the same cash
manager as the Basic and Post
Retirement Funds, which is State
Street Bank & Trust Company.

Performance

The Account is expected to produce
returns competitive with those
available from short-term debt
securities. The Money Market
Account exceeded that target in fiscal
year 1996 with a 5.8% return versus
areturn on 91 Day Treasury Bills of
5.4%. Total account results for prior
years are shown in Figure 31.

Fixed Interest
Account

Objective
The investment objectives of the
Fixed Interest Account are to protect
investors from loss of their original
investment and to provide
competitive interest rates using
somewhat longer term investments
“than typically found in a money
market account. At the end of fiscal
year 1996, the Account totaled $69
million.

Current Structure

Contributions made on or after
November 1, 1994 are invested in a
pool of guaranteed investment
contracts (GIC’s) and GIC-type
investments offered by major U.S.

Figure 31. Money Market Account FY 1992-1996
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1992 1993 1994 1995 1996 3 Yr.

1992 1993
Money Market 51%  3.4%
91 Day T-Bills 4.6 3.1

insurance companies and banks. The
pool has a blend of maturities and a
credited interest rate that changes
monthly. The manager for this GIC
pool since its creation has been
Galliard Capital Management, a unit
of Norwest Bank, N.A.

The pool provided participants with a
return of 6.7% during fiscal year
1996. Since inception (1.67 years)
the pool has returned 6.8%
annualized.

Previous Structure

Prior to November 1, 1994, the SBI
invested the Fixed Interest Account
in separate three-year GIC’s offered
by major U.S. insurance companies
and banks. Annually, the SBI
accepted bids from banks and
insurance companies that met
financial quality criteria defined by
State statute. Generally, the insurance
company or bank who bid the highest
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@ Money Market
@91 Day T-Bills

S5Yr
Annualized
1994 1995 1996 3Yr. 5Yr.
3.4% 5.5% 5.8% 4.9% 4.6%

3.4 5.4 5.4 4.7 4.4

three-year GIC interest rate was
awarded the contract for the three-
year period. Participants who made
contributions over the following
twelve months received the fixed rate
for the remainder of the three year
contract period.

At the close of fiscal year 1996, one
prior contract was still outstanding.
The 1993-96 contract was awarded
to Principal Mutual and Hartford Life
at an annual effective interest rate of
4.625%.



Assigned Risk Plan

The Minnesota Workers Compensation Assigned Risk Plan was
established in 1983 to provide workers’ compensation coverage to
Minnesota employers rejected by a private insurance carrier. On
June 30, 1996 the market value of the Plan’s portfolio was $542

million.

The Assigned Risk Plan operates as a
non-profit, tax-exempt entity and is
administered by the Department of
Commerce. The Plan provides
disability income, medical expenses,
retraining expenses and death
benefits, with payments being made
either periodically or in lump sum.
Investment management respon-
sibility for the Assigned Risk Plan
was transferred from the Department
of Commerce to the State Board of
Investment (SBI) effective May
1991.

Investment Objectives

The SBI recognizes that the Assigned
Risk Plan has limited tolerance for
risk due to erratic cash flows, no
allowance for surplus, and generally
short duration liabilities.

The SBI has therefore established
two investment objectives for the
Plan:

— to minimize mismatch between
assets and liabilities

— to provide sufficient liquidity
(cash) for payment of on-going
claims and operating expenses

Performance relative to these
objectives is measured against a
composite index that reflects the
asset allocation of the portfolio.

Asset Allocation

The SBI believes that due to the
uncertainty of premium and liability
cash flows, the Plan should be
invested very conservatively.

The bond segment is invested to fund
the shorter-term liabilities (less than
10 years) and the common stock
segment invested to fund the longer-
term liabilities. This creates a high
fixed income allocation which
minimizes the possibility of a future
fund deficit. The smaller stock
exposure provides higher expected
returns and hedges some of the
inflation risk associated with the
liability stream.

In the future, the actual asset mix
will fluctuate in response to changes
in the liability stream projected by

Figure 32. Asset Mix as of June 30, 1996

the Plan’s actuary and further
analysis by the SBI staff.

Figure 32 presents actual asset mix
of the Assigned Risk Plan at the end
of fiscal year 1996. The current long
term asset allocation targets for the
Fund are as follows:

Domestic Stocks 20%
Domestic Bonds 80

Investment Management

Voyageur Asset Management has
managed the bond segment of the
Assigned Risk Plan since inception
with the SBI. GE Investment
Management has managed the equity
segment since January 1995.

Cash ($1 Million) - 0.2%

/ \ Dom. Stocks (§142 Million) - 26.2%

Dom. Bonds ($399 Million) - 73.6%

Note: Percentages may differ slightly due to rounding of values.
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Assigned Risk Plan

Bond Segment
During fiscal year 1996, the Board

allocated 80% of the Assigned Risk
Plan to bonds to fund the shorter-
term liabilities of the Plan with a
target duration of 3 years. The
segment is actively managed to add
incremental value through sector,
security and yield curve decisions.

Stock Segment

During fiscal year 1996, the Board
allocated 20% of the Assigned Risk
Plan to common stocks to fund the
longer-term liabilities of the Plan.
Currently, the equity segment is
semi-passively managed with a
broadly diversified portfolio of high
quality, large capitalization
companies. Prior to fiscal year 1995,
the stock segment was actively
managed.

Investment Performance

Due to the focus on liability
matching, the composition of the
Assigned Risk Plan’s investment
portfolio is conservatively structured.
While active management is utilized,
return enhancement plays a
secondary role.

The Assigned Risk Plan is measured
against a composite index which is
weighted to reflect the asset
allocation of the Plan. During fiscal
year 1996:

— the target for the equity
component was the S&P 500.

— the target for the fixed income
component reflected the duration
target established for the bond

Figure 33. Assigned Risk Plan Performance FY 1992-1996
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Percent

1992 1993 1994 1995 1996 3 Yr.

1992 1993
Assigned Risk 13.6%  8.9%
Composite Index*  13.0 85
Stock Segment 11.9 6.0
Benchmark 13.3 59
Bond Segment 14.2 9.6
Benchmark 12.8 8.9

1994
0.6%

0.6

-1.2
0.4

0.9
0.8

W Assigned Risk
O Composite*

5 Yr.
Annualized
1995 1996 3Yr. 5Yr.
13.8% 9.8% 7.9% 9.2%

13.3 9.5 7.6 8.9

259 252 15.9 13.1
26.1 26.2 16.9 13.9

10.8 5.4 5.6 8.1
10.2 5.6 5.5 7.6

*Weighted 20% stocks, 80% bonds since 11/93.
Weighted 15% stocks, 85% bonds prior to 11/93.
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segment (approximately 3 years)
as well as the manager’s
suggested sector allocation.

During fiscal year 1996, the bond
segment underperformed its
benchmark (5.4% ARP vs. 5.6%
benchmark). The stock segment also
underperformed its benchmark
(25.2% ARP vs. 26.2% benchmark).

Overall, the Assigned Risk Plan
provided a return of 9.8% for fiscal
year 1996, outperforming its
composite index by 0.3 percentage
point, annualized. The stock segment
was overweighted during much of
the year. Due to the strong
performance of stocks relative to
bonds, the total fund outperformed
its composite index for the period
despite the underperformance of the
stock and bond segments noted
above.

Over the last five years, the total
portfolio has outperformed its
composite index by 0.3 percentage
point annualized. The outperform-
ance was attributable to the
portfolio’s overweighting in stocks in
the last fiscal year as well as above
benchmark performance in the bond
segment of the portfolio during the
entire period.

Historical performance results are
presented in Figure 33.



Permanent School Trust Fund

The Permanent School Trust Fund is a trust fund created by the
Minnesota State Constitution and designated as a long-term source
of revenue for public schools. Proceeds from land sales, mining
royalties, timber sales, lake shore and other leases are invested in
the Fund. Income generated by the Fund’s assets is used to offset
state school aid payments. On June 30, 1996 the market value of the

Fund was $419 million.

Investment Objective

The State Board of Investment (SBI)
invests the Permanent School Trust
Fund to produce a high, consistent
level of income that will assist in
offsetting state expenditures on
school aids.

Constraints
The Fund’s investment objectives are

influenced by the legal provisions
under which its investments must be
managed. These provisions require
that the Fund’s principal remain
inviolate. Any net realized capital
gains from stock or bond investments
must be added to principal.
Moreover, if the Fund realizes net
capital losses, these losses must be
offset against interest and dividend
income before such income can be

Figure 34. Historical Asset Mix FY1992-1996

distributed. Finally, all interest and
dividend income must be distributed
in the year in which it is earned.

These legal provisions limit the
investment time horizon over which
the Permanent School Trust Fund is
managed. Long run growth in its
assets is difficult to achieve without
seriously reducing current spendable
income and exposing the spendable
income stream to unacceptable
volatility. The SBI, therefore, invests
the Fund’s assets to produce the
maximum amount of current income,
within the constraint of maintaining
adequate portfolio quality.

Percent

6/92 693 6%

®Cash
@ Dom Bonds

6/95 6/%

33

Asset Allocation

The SBI has maximized current
income by investing all of the
Permanent School Trust Fund’s
assets in fixed income securities.

The SBI has had a strong incentive
not to invest in equity assets:

— Common stock yields are
considerably lower than bond
yields. Thus, common stocks
generate less current income
than bonds.

— Stock prices are highly volatile
and at times may produce
realized capital losses that will
reduce spendable income.

— Net capital gains become part of
the Permanent School Trust
Fund’s principal. Therefore,
common stock price volatility
cannot be smoothed out by
including past realized capital
gains in spendable income.

Legislation was enacted during fiscal
year 1992 to change the amortization
period for realized gains and losses
from five to ten years. This change
makes equities a more attractive
investment for the Fund. The SBI
hopes to re-introduce equities to the
portfolio in future years in order to
grow the principal over time.
However, since this change would
reduce spendable income over the
near term, the transition should not



Permanent School Trust Fund

occur without the knowledge and
agreement of the Legislature.

During the 1995 Legislative Session,
“rider” language was added to
legislation which will allow equities
to be introduced into the Fund when
income levels reach a predetermined
level. Due to declining bond yields
during fiscal year 1996, the income
target was not reached. Therefore,
the fund remained invested in fixed
income securities throughout the
year.

Historical asset mix data for the Fund
are shown in Figure 34.

Investment Management

- SBI staff manage all assets of the
Permanent School Fund. Given the
unique constraints of the Fund,
management by SBI staff is
considered to be the most cost
effective at this time.

Prior to fiscal year 1994, staff used a
“buy-and-hold” laddered maturity
approach to manage the portfolio. As
such, the portfolio was dominated by
long duration Treasury issues to
minimize reinvestment risk and
reduce the chance of realizing any
losses which would negatively
impact spendable income.

Due to the statutory changes
regarding amortization of gains and
losses, staff moved the portfolio to a
more traditional active bond
management approach during fiscal
year 1994. This approach includes
more corporate and mortgage
securities as well as a shorter overall
duration but should maintain or
increase the yield for the Fund. At
the same time, the structural change
is compatible with the long range
goal of reintroducing equities into
the total portfolio.

Investment Performance

Corresponding to the change in
investment management structure,
the Permanent School Fund may now
appropriately be measured against
market indices which reflect total
rates of return.

For fiscal year 1996, the Fund
produced a total rate of return of
5.1% which was slightly higher than
the return provided by the Lehman
Aggregate Bond Index. On June 30,
1996, the Fund’s bond portfolio had
a duration (a measure of average life)
of 4.8 years which was 0.1 year
longer than the duration of the
Lehman Aggregate.

While total rate of return was not an
appropriate measure of the buy-and-
hold strategy prior to fiscal year
1994, the total return for the Fund for
the most recent five year period was
calculated at 10.3% annualized.

On June 30, 1996, the Fund had the
following characteristics:

Duration 4.8 years
Current Yield 7.1%
Average Quality AAA

Spendable Income

Spendable income generated by the
portfolio over the last five fiscal
years is shown below:

Fiscal Year Millions
1992 $35
1993 $34
1994 $33
1995 $31
1996 $30

Figure 35. Permanent School Performance FY1994-1996
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1994 1995
14.1%

Total Fund -3.1%
Lehman Agg.* -1.2 12.6

Annualized
1996 3Yr.
5.1% 5.1%
5.0 5.3

* Lehman Brothers Aggregate Bond Index. Prior to 7/1/94, the
Salomon Broad Investment Grade Bond Index was used.
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Environmental Trust Fund

The Environmental Trust Fund was established in 1988 by the
Minnesota Legislature to provide a long-term, consistent and stable
source of funding for activities that protect and enhance the
environment. On June 30, 1996 the market value of the Fund was

$140 million.

In 1990, a constitutional amendment
was approved which mandates that
40 percent of the net proceeds from
the state lottery be credited to the
Fund until the year 2001. The
Legislature may fund projects from a
portion of revenue deposited in the
Fund through 1997 and, thereafter,
from earnings on the principal of the
Fund. By statute, the State Board of
Investment (SBI) invests the assets of
the Environmental Trust Fund.

Investment Objective

The Environmental Trust Fund’s
investment objective is to produce a
growing level of spendable income,
within the constraints of maintaining
adequate portfolio quality and
liquidity.

Investment Constraints

The Fund’s investment objectives are
influenced by the legal provisions
under which its investments must be
managed. As with the Permanent
School Fund, these provisions
require that the Fund’s principal
remain inviolate. Any net realized
capital gains from stock or bond
investments must be added to
principal. Moreover, if the Fund
realizes net capital losses, these
losses must be offset against interest
and dividend income before such
income can be distributed. Finally,
all interest and dividend income must
be distributed in the year in which it
is earned.

Asset Allocation

By 1993, the Fund had received
sufficient contributions to warrant an
investment policy that incorporated
allocations to longer-term assets such
as stocks and bonds. SBI staff
worked with the Legislative
Commission on Minnesota
Resources to establish an asset
allocation policy that is consistent
with the Commission’s goals for
spendable income and growth of the
Fund.

Over the long-term, the principal of
the Fund will be invested in a
balanced portfolio of 50% common
stocks and 50% bonds. The
Commission endorsed this approach
in a resolution passed on February 6,
1992. However, prior to this
resolution, the Legislature enacted
spending plans for fiscal year 1993

Figure 36. Asset Mix as of June 30, 1996

that required a higher level of income
than could be generated by a
balanced portfolio of stocks and
bonds. As a result, the Commission
agreed with the SBI staff’s
recommendation to invest the
portfolio entirely in fixed income
securities until the end of fiscal year
1993.

During fiscal year 1994, the SBI
introduced equities into the portfolio
and moved to the targeted 50%
allocation to domestic common
stocks.

Figure 36 presents actual asset mix
of the Environmental Trust Fund at
the end of fiscal year 1996. The
current long term asset allocation
targets for the Fund are:

Domestic Stocks 50%
Domestic Bonds 48
Cash 2

Dom. Stocks ($68 Million) - 48.3%

om. Bonds($62 Million) - 44.5%

Cash ($10 Million) - 7.2%

Note: Percentages may differ slightly due to rounding of values.
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Environmental Trust Fund

Investment Management

SBI staff manage all assets of the
Environmental Trust Fund (ETF).
Given the unique constraints of the
Fund, along with its relatively small
size, management by SBI staff is
considered to be the most cost
effective at this time.

Stock Segment

The stock segment of the Fund is
passively managed to track the
performance of the S&P 500.

Bond Segment

The bond segment is actively
managed to add incremental value
through sector, security and yield
curve decisions and its performance
is measured against the Lehman
Brothers Aggregate Bond Index.

Investment Performance

The stock segment accomplished its
objective of closely tracking the
return of the S&P500 benchmark
(26.0% ETF vs. 26.2% Benchmark).
By investing in most of the stocks in
the benchmark at their index
weighting, the segment was able to
track the benchmark return on a
monthly and annuat basis. The
segment was periodically rebalanced
using an optimization model to
minimize trading costs while still
maintaining an acceptable tracking
error relative to the benchmark.

The bond segment slightly under
performed its benchmark during the
fiscal year (4.8% ETF vs. 5.0%
Lehman Aggregate) due to the sector
weightings held in the portfolio
versus the Lehman Aggregate.

Overall, the Environmental Trust
Fund provided a return of 14.6% for
fiscal year 1996, under performing
its composite index by 0.6
percentage point. Stock and bond
performance accounted for only a
small portion of the under

performance. The fund experienced a
more significant drag on returns due
to the accumulation of spendable
income within the Fund. The lower
return on these cash equivalents

Spendable Income

Spendable income generated by the
Fund is shown below:

reduced total fund performance Fiscal Year Millions
relative to the composite index for 1994 $3.9
the year. 1995 $5.2
1996 $6.0
The same circumstance reduced total
fund returns in fiscal year 1995
relative to the composite and
accounts for the lag in the three year
annualized return. In the future,
spendable income will be transferred
out of the portfolio on a periodic
basis.
Performance results are presented in
Figure 37.
Figure 37. Environmental Trust Fund Performance
20
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1994 1995 - 199 3Yr.
Annualized
1994 1995 1996 3Yr.
Total Fund 0.2% 18.5% 14.6% 10.8%
Composite* -0.4 19.2 15.2 11.0
Stock Segment 1.5 26.0 26.0 17.2
S&P500 L5 26.1 26.2 17.3
Bond Segment 0.4 12.7 4.8 5.8
Lehman Aggregate -1.2 12.6 5.0 5:3

* Weighted 50% S&P500, 48% Lehman Aggregate, 2% 91 Day T-Bills.
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Cash Management & Related Programs

The State Board of Investment (SBI) manages the cash balances in
more than 400 state agency accounts with the objectives of
preserving capital and providing competitive money market returns.
On June 30, 1996, the total value of these accounts was $4.5 billion.

Internal Cash Pools

The SBI invests these cash accounts
in short-term, liquid, high quality
debt securities on a non-leveraged
basis. These investments include
U.S. Treasury and Agency issues,
repurchase agreements, bankers
acceptances, and commercial paper.
On June 30, 1996 the combined
value of all agency cash balances
was $4.5 billion.

Pool Structure

Most of the cash accounts are
managed by SBI staff through two
pooled investment vehicles, which
operate much like money market
mutual funds:

— Trust Fund Pool. This pool
contains cash balances of trust
fund retirement-related accounts
that are managed internally. The
Trust Fund Pool had an average
daily balance of $140 million
during the year.

— Treasurer’s Cash Pool. This
pool contains cash balances from
the Invested Treasurer’s Cash
and other accounts necessary for
the operation of state agencies.
The Treasurer’s Cash Pool had
an average daily balance of $2.9
billion during the year.

Because of special legal restrictions,
a small number of cash accounts
cannot be commingled. These
accounts are therefore invested
separately.

Performance

For fiscal year 1996, both the Trust
Fund Pool and the Treasurer’s Cash
Pool outperformed the total return on
91 Day Treasury Bills..

Trust Fund Pool 5.9%
91 Day Treasury Bills 5.4
Treasurer’s Cash Pool 5.7
Benchmark 5.8
91 Day Treasury Bills 5.4

The SBI also measures the
performance of the Treasurer’s Cash
Pool against a customized
benchmark which reflects the
maturity structure of the pool. For
the benchmark, 75% of the return is
tied to the SBI’s custodian bank’s
Short Term Investment Fund and
25% is tied to the return of the
Merrill Lynch 1 to 3 year bond
index.

Securities Lending
Program

The SBI participates in securities
lending programs in which securities
held by the SBI are loaned to banks
and security dealers for a daily fee.
These loans are fully collateralized.
Currently, the majority of the SBI’s
securities lending activity is
undertaken by the SBI’s master
custodian bank, State Street Bank
and Trust. Securities lending
generated additional income of
approximately $6.2 million during
fiscal year 1996 for all portfolios
controlled by the SBI.
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Certificate of
Deposit Program

The SBI also manages a certificate of
deposit (CD) program in which it
purchases CD’s from Minnesota
financial institutions. The SBI
receives a market rate of return on
these investments, using the average
secondary CD market rate quoted by
the New York Federal Reserve Bank.
Only the cash reserves of the
retirement funds are used in the
program. The Federal Deposit
Insurance Corporation (FDIC)
provides $100,000 in insurance
coverage for each retirement plan in
the Basic Funds in each of the
financial institutions participating in
the program. Therefore, the
maximum CD investment in any
financial institution is $750,000.
Within these limits, all CD’s
purchased by the SBI are fully
insured by the FDIC.

The SBI’s Certificate of Deposit
program provides a reliable source of
capital to Minnesota financial
institutions, regardless of size, many
of which do not have access to the
national CD market. The Board
designed the program so that no
single institution is favored in the
allocation of assets.

During fiscal year 1996, the SBI
purchased over $229 million of CD’s
from Minnesota financial
institutions. Since it began the
program in 1980, the SBI has
purchased over $2.2 billion of CD’s
from approximately 500 financial
institutions throughout the state.



Major Policy Initiatives

Legislative Update
Police and Fire Fund Activity

Legislation

The State Board of Investment (SBI)
did not initiate any legislative
proposals for the 1996 Legislative
Session. The Legislature did,
however, enact several measures that
. impact SBI operations.

The Onmibus Pension Bill was
enacted as Laws of Minnesota 1996,
Chapter 438. It contains the
following provisions of interest to the
SBI:

— The SBI will invest the assets of
the ambulance service personnel
longevity award program. This
program is funded by state
general fund appropriations and
will be administered by the
newly created emergency
medical services regulatory
board. Since the award program
is not considered a qualified
retirement plan under Internal
Revenue Service regulations, the
assets will be invested in non-
retirement asset pools managed
by the SBI staff.

— The Defined Contribution Plan
of the Public Employees
Retirement Association was
expanded to include physicians
employed by local units of
government. These new
members will use the
Supplemental Investment Fund
as their investment vehicle along
with other participants in the
same plan.

— The law authorizes the Historical
Society to offer a defined
contribution plan to its
employees under the Minnesota
State Colleges and Universities
(MnSCU) Retirement Plan. The
Historical Society may choose
up to two of the MnSCU product
providers for their employees.
The law also provides that the
SBI must approve any contracts
and conduct periodic reviews of
the vendor(s) selected by the
Historical Society.

— The law creates a special task
force to review investment
attribution reporting by pension
funds sponsored by state and
local units of government. The
task force includes the SBI
Executive director (or designee)

along with seven representatives

of local police and fire plans,
four legislative representatives,
one representative of a local unit

- of government, the State Auditor
or designee, and one repre-
sentative of the first class city
teacher plans.

Police and Fire Fund
Activity

In 1987, legislation was enacted that
establishes procedures for voluntary
consolidation of local police and
firefighter plans with the Public
Employees Retirement Association
(PERA). When a merger is approved,
assets are transferred from the local
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plan to the State Board of Investment
(SBI).

By statute, the Executive Director of
the SBI has authority to accept assets
in-kind or to require that individual
holdings be converted to cash prior
to the transfer. Since the investments
made by local plans are similar to
those made by the SBI, most assets
can be transferred at their stated
market value.

Two plans consolidated during fiscal
year 1996 with assets of $8 million.
Since 1987, 37 plans with total assets
of $546 million have merged with
PERA. After consolidation, these
assets are managed as part of the
Basic and Post Retirement Funds.

Police and fire plans that are not
consolidated with PERA may invest
their assets with the SBI through the
Supplemental Investment Fund.

During fiscal year 1996, 14
additional plans selected the SBI to
manage all or a portion of their
retirement related assets. This
brought the total number of police
and fire plans participating in the
Supplemental Investment Fund to
103 by the end of the fiscal year.

The SBI expects this growth trend to
continue as plans become more
familiar with the SBI and its ability
to offer a variety of investment
options at a low administrative cost.



Major Policy Initiatives

Asset Allocation Review

The State Board of Investment (SBI)
determines overall strategy for each
fund through its long term asset
allocation policy. This decision is
the single largest determinant of a
fund’s return and overwhelms all
other policy and implementation
decisions. It also reflects the Board’s
tolerance for volatility/risk. The last
major changes were made in 1992
and 1993 when international stocks
were introduced in the Basic and
Post Funds.

During the FY96 review, staff
proposed incremental changes that
would enhance the funds’ long term
risk/return profile:

— increase the allocation to
international stocks from 10% to
15% of each fund.

— expand exposure to emerging
markets within the international
stock program (up to 15% of the
international stock segment or
up to 2% of the total fund)

— increase the use of non dollar
bonds on a tactical basis (up to
20% of the bond segment or up
to 5% of the total fund)

The Asset Allocation Committee met
in August 1995 to review the above
proposals and the accompanying
background research. They endorsed
the proposals as presented and
further recommended that the SBI
modify how it treats uninvested
allocations to alternative
investments:

— Since alternative assets in the
Basics are focused on equity-
oriented vehicles, the Committee
recommended that assets not yet

invested should be held in
domestic equities. (Previously,
these assets were held in bonds.)

— Since alternative assets in the

Post are focused on yield
oriented vehicles, the Committee
recommended that assets not yet
invested should be held in
bonds. (This is the same as
previous policy.)

After discussion at the full
Investment Advisory Council (IAC),
the Council endorsed all of the above
proposals. The Board approved the
modifications at its meeting in
October 1995.

Figure 38 compares the previous
targets with the new policy approved
by the Board. The increase to
international stocks was funded
gradually over the remainder of
fiscal year 1996 by reducing
allocations to domestic stocks and to
bonds. By the close of the fiscal
year, the international segment was
14.4% of the Combined Funds.

Cash Equivalents 1

5 percentage points higher.

Figure 38. Long Term Asset Allocation Targets

Basics Basics Post Post
Previous Revised Previous Revised

Equities 60% 60% 65%
Domestic 50 50 50
International 10 10 13
Emerging Mkts.* -- -- 2

Alternative Assets** 15% 5% 5%
Private Equity 7.5 - =9
Real Assets 7.5 - -
Yield Oriented - 5 5

Fixed Income 25% 35% 30%
Domestic Bonds 24 32 20
Non Dollar Bonds*** -- -- 5
3 3

*Up to 15% of the entire international segment.

**Market value. Market value plus unfunded commitments may be up to

**#*Tq be used tactically, up to 20% of the entire bond pool.
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Major Policy Initiatives

Emerging Markets

In October 1995, the State Board of
Investment (SBI) increased its long
term allocation to international
equities from 10% to 15% of the
Combined Retirement Funds. As
part of this increase, the Board
approved an allocation of up to 2%
of the total portfolio to the stock of
emerging markets. At this level,
emerging market equities would
represent approximately 13-15% of
the SBI’s international stock pool.

During fiscal year 1996, staff worked
with the International Manager
Comnmittee to finalize an
implementation plan for the new
allocation and to identify emerging
markets specialists that could be
considered as potential managers.

Investment Rationale

There is no uniform definition of
what constitutes an “emerging
market.” Typically, economies are
considered emerging markets if they
have the following attributes:
relatively rapid economic growth; an
immature public equities market; a
government which promotes growth
through the private sector; and a
trend toward stable economic,
financial and political institutions.

By the end of 1994, emerging
markets comprised almost 13% of
world stock market capitalization.
According to the International
Monetary Fund, annual economic
growth in these countries is projected
to be 5-6%. This is approximately
double the projected annual growth
for developed markets.

While emerging markets exhibit a
high degree of volatility on a year-to-
year basis, they have provided
superior returns over longer time
periods. In addition, their low
correlations with the returns of

developed markets provide
diversification benefits to the total
portfolio.

Implementation

Staff prepared a position paper which
discussed the rationale for an
allocation to emerging markets. It
also described the opportunities and
limitations of emerging markets
investing and recommended a
management structure for the SBI’s
investments in these markets. Key
elements of the recommended
structure are outlines below:

— Definition. The SBI should
define emerging markets as all
non-EAFE, non-North American
markets that have a functional
stock exchange which is open to
foreign investors and a
convertible currency or capital-
plus-repatriation plan. While it is
currently part of EAFE, staff
also recommended that Malaysia
be considered an emerging
market since it more typical of
an emerging market than a
developed market.

— Benchmark. The SBI should
use the Morgan Stanley Capital
Emerging Markets Free (EMF)
as its performance standard for
emerging markets. Once the
emerging markets allocation is
fully implemented, a composite
index should be used for the
international pool which is
weighted 85% EAFE and 15%
EMF. This weighting reflects
the SBI’s long term asset
allocation targets for the
international segment of the
Combined Funds.

— Impact on Existing Managers.
In order to avoid an unintended
overweighting to emerging
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markets, the SBI’s existing
active international managers
should limit their exposure to
emerging markets to no more
than 15% of their individual
portfolios. A manager’s
exposure to Malaysia should be
included in this limit.

— Management Structure. Since

passive investing is not widely
used among institutional
investors, the SBI should focus
on active management
approaches at the present time.
Manager selection should focus
on a firm’s quality and depth of
resources, stability of its
management team, the firm’s
attention to trading costs, size of
assets under management as well
as length of track record.

In December 1995, the IAC
recommended six firms as finalists
for the emerging markets manager
search. The Search Committee
subsequently recommended that the
SBI retain three firms: City of
London, Genesis Asset Managers
and Montgomery Asset
Management.

This recommendation, along with a
position paper on emerging markets
investing, was endorsed by the IAC
and adopted by the Board in March
1996. Funding for the managers
began in May 1996 and will continue
in fiscal year 1997.
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Currency Management

The State Board of Investment (SBI)
began investing internationally in
October 1992. At that time, the
Board adopted an unhedged
benchmark as its asset class target for
the international stock program. The
passive component was left
unhedged and the active managers
were allowed to hedge
opportunistically as part of their
investment strategy.

When this program structure was
initiated, staff advised the Board that
the issue of currency management
warranted further study. During
fiscal year 1995, staff intensified its
research on currency issues.
Recommendations were finalized in
early fiscal year 1996 when the
Board approved a staff position
paper on currency management and
retained a currency overlay manager
to address currency exposure in the
passive component of the
international stock program.

Background

Generally, securities are
denominated in the currency of the
country where they are issued. As a
result, US investors incur foreign
currency exposure at the same time
they add international securities to
their portfolios. The exchange rate
in effect at the time of purchase
affects the investor’s initial cost in
dollar terms. During the holding
period, the exchange rate will move
up or down from the rate in effect at
the time of purchase. When those
changes are translated back into
dollars, the portfolio will register
gains or losses due to the fluctuation
in exchange rates during the holding
period. Currency impact can be
positive or negative and can vary
widely from year to year.

The currency exposure of an
international portfolio can be altered
by hedging, or selling an amount of
foreign currency equal to the value of
the underlying foreign securities. If
a portfolio of international stocks
were fully hedged, exchange rate
fluctuations would have no impact

on returns measured in US dollar
terms. '

Policy Decisions

Staff suggested that the SBI make
two distinct decisions with respect to
currency management:

— Constant Hedging. Should the
SBI hedge currency exposure at
all times? This is a decision that
affects the risk profile of the
total fund. Therefore, staff
recommended that this decision
should be made within the
context of the SBI’s long term
asset allocation policy.

— Tactical Hedging. Should the
SBI attempt to move in and out
of foreign currency exposure at
particular points in time? This is
a tactical decision that is similar
to the decision to use or not use
active management. Therefore,
the decision should be made
based on a belief that tactical
hedging provides an opportunity
to add value to the policy
benchmark.

Constant Hedging

Constant currency hedging can
insulate international portfolios from
the effect of currency fluctuations
and thereby reduce the risk, or
volatility, of returns associated with
currency exposure. Research
suggests that constant hedging does
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not generate significant risk
reduction benefits for the total fund if
the international allocation is less
than 20%. Consequently, staff
recommended that the SBI reject
constant hedging at the present time.
If the SBI’s international allocation
exceeds 20% at some point in the
future, staff suggested that this
recommendation should be
reconsidered.

The Investment Advisory Council
(IAC) endorsed this conclusion and
agreed with staff’s recommendation
that the SBI’s asset class target for
the international program should
remain unhedged at the present time.

Tactical Hedging

The goal of tactical hedging is to add
value by increasing and decreasing
exposure to particular currencies as
they strengthen or weaken relative to
other currencies. Tactical hedging
adds value by hedging during periods
of dollar strength/appreciation and
not hedging during periods of dollar
weakness/depreciation.

Generally, the SBI’s active
international stock managers take a
fundamental approach to currency
management and their currency
views are embedded in their country
and stock selection decisions. They
may also make an explicit decision to
increase/decrease exposure to a
particular currency through hedging
activity. Since currency exposure is
already being addressed by the active
managers, staff recommended that no
further action be taken in this portion
of the program.

As noted earlier, the currency
exposure of the EAFE index fund has
been totally unmanaged. Given the
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large impact that currency can have
on returns, staff recommended that
the SBI consider a currency overlay
program for this portion of the
international program.

Staff also recommended that the SBI
limit the program to currencies that
comprise 5% or more of the exposure
of the EAFE index. This includes
Japanese Yen, British Pound
Sterling, German Mark, French
Franc and Swiss Franc. Together,
these five currencies comprise over
75% of the EAFE index.

Currency Overlay

Currency overlay styles generally fall
into two groups: a forecasting
approach which attempts to
anticipate the direction and level of
exchange rates or a systematic
approach which moves in and out of
currencies in reaction to short term
currency trends or fluctuations. Staff
recommended that the SBI select a
manager who utilizes a systematic
approach to currency management
since it would provide a more
predictable pattern of returns.

During the last half of fiscal year
1995 and the first portion of fiscal
year 1996, staff worked with the
International Manager Committee of
the IAC to explore a variety of
currency management approaches.
As part of its research, the
Committee focused on firms who
employ systematic strategies that
provide an option-like pay-off profile
(i.e., protection against loss and
participation in gains due to currency
movements). The firms were asked
to simulate their pattern of returns
under alternative scenarios (dollar
strength, dollar weakness, dollar
flat/choppy) and to identify the costs
associated with their management
processes. In addition, the
Committee considered placing a
passive hedge on the portfolio for an
unspecified period of time.

During discussion at both the
Committee and full IAC levels, it
was apparent that IAC members
differ in how tactical they believe the
SBI should be concerning currency
management and had varying
opinions on what form of
management is likely to yield the
best results for the SBI. However,
after extensive review and debate, a
majority of the IAC recommended
that the SBI employ a systematic
approach to currency management in
the passive component of the
international program. They also
recommended that Record Treasury
Management be retained to
implement a form of dynamic
hedging which is designed to protect
the portfolio from the negative
effects of foreign currency
depreciation versus the US dollar.
These recommendations were
discussed and adopted by the Board
at its meeting in October 1995.

Record Treasury began the overlay
program in December 1995. Since
the program is being phased-in over
a twelve month period, full coverage
will not be in place until the middle
of fiscal year 1997.

From December 1995 through June
1996, the overlay program provided
0.2 percentage point value added to
the passive component of the
international pool. The EAFE index
fund provided a return of 9.3% for
the seven month period. With the
addition of the currency overlay
program, the return was 9.5%.
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Guidelines on International Investing

As noted in prior sections of this
report, the State Board of Investment
(SBI) made its first international
stock investments in 1992. The case
for international investing lies in
three areas: increased investment
opportunity, greater diversification
and potential for higher return.
Nearly two-thirds of the world’s
markets now lie outside the U.S.

Japan, U.K., Germany and France
comprise about three quarters of the
value of the international markets.
Sixteen (16) other countries in
Europe and the Pacific Basin make
up the remainder of the more well
established stock markets. Emerging
markets in Central and South
America, Eastern Europe, Africa and
Asia are growing rapidly and pose
special investment considerations
and limitations.

Task Force

The Board has established an
International Investing Guidelines
Task Force to recommend guidelines
that address these limitations as well
as other concerns related to
international investing.

The membership of the Task Force
includes a representative of each
Board member, a representative of
each statewide retirement system,
two private sector representatives
from the Investment Advisory
Council, two representatives from
organized labor and one
representative from environmental
groups. The SBI executive director
and the SBI’s international
consultant are also members of the
Task Force.

Guidelines

Based on information compiled from
U.S. State Department reports, the
Task Force grouped countries into
three broad categories. It is important
to note that the guidelines listed
below do not prohibit an active stock
manager from purchasing the stock
of any country. Rather, in certain
instances they require additional
notification or presentation by the
manager regarding the firm’s
investment strategy.

Group I. These countries have legal
structures that generally respect
worker and human rights. Because
these countries have strong worker
and human rights protections, there is
little concern that economic and
social disruptions may occur which
would have an adverse effect on
financial markets. As a result, active
stock managers should be authorized
to invest in companies domiciled in
these countries without additional
notification to the SBI.

Group II. These countries have
legal protections for worker and
human rights but violations of these
rights have been cited in the State
Department reports. Because
violations of legally protected worker
and human rights continue to occur
in these countries, there is some
concern that economic and social
disruptions may occur which may
have an adverse effect on their '
financial markets. An active stock
manager may invest in companies
domiciled in the countries shown
under “Group II” if the manager
believes that it would be a breach of
fiduciary responsibility not to do so.
If a manager chooses to invest in one
or more of these markets, the
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manager must notify the SBI in
writing.

Group III. These countries lack
basic protections for worker and
human rights and do not appear to be
making adequate progress in
establishing an appropriate legal
structure to address these issues.
Because of this basic lack of human
and worker rights, the potential exists
for economic, political and social
unrest that could adversely affect the
stability of the financial markets
within these countries. An active
stock manager may invest in
companies domiciled in countries
shown under “Group III” if the
manager believes that it would be a
breach of fiduciary responsibility not
to do so. If a manager chooses to
invest in one or more of these
markets, the manager must appear at
the SBI to present its reasons for the
decision to do so.

Review Process

When the Task Force made its
original report to the Board in
December 1992, the Task Force
assumed that the country groupings
would be updated periodically to
reflect changes in the world markets.
At its meeting in June 1994, the
Board adopted the following review
process regarding guidelines:

— Staff will review reports from
the US State Department
regarding worker and human
rights issues and designate
countries “Group I, II or III”
using the existing policy
guidelines recommended by the
Task Force and adopted by the
Board.
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— Staff designations will be
reviewed with the SBI
Administrative Committee. This
includes any movement of
countries between categories as
well as categorizations of any
new countries that need to be
added to the list of available
markets.

— A manager who elects to
purchase stocks of companies
domiciled in Group III countries
will appear before the SBI
Administrative Committee to
discuss their investment
decision.

FY 1996 Changes

During fiscal year 1996, SBI staff
reviewed country designations based
on the most recent information
published by the U.S. State
Department and input from the
newly retained emerging markets
specialists. The SBI Administrative
Committee adopted the expanded
country groupings as presented in
Figure 39 at its June 1996 meeting
and they became effective at that
time. This information was reported
to the Board at its September 1996
meeting.

Figure 39. International Investing Guidelines
Expanded Country Groupings as of June 1996

Group I
Australia
Austria
Barbados
Belgium
Canada
Costa Rica
Czech Republic
Denmark
Finland
France
Germany
Greece

Hong Kong
Hungary
Italy

Ireland

Japan
Luxembourg
Netherlands
New Zealand
Norway
Poland
Portugal
Singapore
Slovak Republic
Slovenia
Spain
Sweden
Switzerland
United Kingdom
Uruguay

Group II
Argentina
Bangladesh
Bolivia
Botswana
Brazil

Chile

Cote d’Ivorie
Columbia
Ecuador
Egypt
Estonia
Ghana

India

[srael
Jamaica
Kazakhstan
Kenya
Korea, Republic of
Latvia
Lithuania
Malawi
Malaysia
Mauritius
Mexico
Mongolia
Namibia
Nepal
Panama
Papua New Guinea
Philippines
Romania
Russia
South Africa
Sri Lanka
Taiwan
Thailand
Trinidad & Tobago
Tunisia
Turkey
Venezuela
Ukraine
Zambia
Zimbabwe

Group III

China, Peoples Republic of
Croatia

Indonesia

Jordan

Kuwait

Lebanon

Morocco

Myanmar (Burma)
Nigeria

Peru

Pakistan

Swaziland

United Arab Emirates
Vietnam
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Securities Repurchase Program

Since 1980, the SBI has invested in
banks throughout Minnesota through
the SBI’s Certificate of Deposit (CD)
program. In recent years, community
banks throughout Minnesota have
experienced an increased need for
funds due to a reduction in local
deposits and a reduced ability to sell
investments held in bank portfolios
due to changes in federal accounting
requirements. The SBI created the
Securities Repurchase Program to
help meet the increased needs of
banks throughout the state.

Structure

Under the new program, the SBI
temporarily buys securities such as
Treasuries and Governments from
banks under a repurchase agreement.
At the end of the agreement period,
the securities are returned to the
selling banks (i.e. “repurchased”) and
the bank pays the SBI principal and
interest.

The transactions are fully
collateralized and range in size from
$100,000 to $2 million per
institution. Amounts above $500,000
are based on availability of funds and
other factors such as a bank’s
preferred lending ranking by the
Small Business Administration
(SBA).

For ease of administration, the
program uses the same rates, offering
dates and maturity dates as the SBI’s
CD program. (See page 39 for a
description of the CD program.)
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Implementation

With the support of both the
Minnesota Department of Commerce
and the SBA, a proposal for a pilot
program was approved by the Board
at its meeting in December 1995. The
initial offering was made in April
1996 with 10 banks participating in
the placement of $6.5 million.
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Mandate on Northern Ireland

Requirements

In 1988, the Legislature enacted
statutory provisions concerning the
Board’s investments in U.S.
companies with operations in
Northern Ireland. The statute
requires the State Board of
Investment (SBI) to:

— Annually compile a list of U.S.
corporations with operations in
Northern Ireland in which the
SBI invests.

— Annually determine whether
those corporations have taken
affirmative action to eliminate
religious or ethnic discrimi-
nation. The statute lists nine
goals modeled after the
MacBride Principles.

— Sponsor, co-sponsor and support
resolutions that encourage U.S.
companies to pursue affirmative
action in Northern Ireland,
where feasible. -

The statute does not require the SBI
to divest existing holdings in any
companies and does not restrict
future investments by the SBI.

Implementation

The SBI uses the services of the
Investor Responsibility Research
Center (IRRC), Washington D.C., to
monitor corporate activity in
Northern Ireland. In January 1996,
the SBI held stocks or bonds in 40
out of 44 corporations identified by
IRRC as having operations in
Northern Ireland.

The SBI filed shareholder resolutions
with 12 of these corporations during
the 1996 proxy season. The
resolutions asked corporations to
sign the MacBride Principles, to
implement affirmative action
programs or to report on the steps
they have taken to alleviate religious
or ethnic discrimination.

Five (5) resolutions were withdrawn
when the targeted companies agreed
to provide information on their
employment activity in Northern
Ireland. Two (2) companies
challenged the proposed resolutions
and received a no-action letter from
the SEC stating that the proposal
could be omitted on ordinary
business grounds.

The voting results on the remaining 5
resolutions are shown below:

Affirmative
Company Vote
American Brands 10.6%
Baker Hughes 19.1
Dun & Bradstreet 14.7
Ford Motor Co. 5.9
Xerox 17.1
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Proxy Voting

As a stockholder, the State Board of
Investment (SBI) is entitled to
participate in corporate annual
meetings through direct attendance
or casting its votes by proxy.
Through proxy voting, the Board
directs company representatives to
vote its shares in a particular way on
resolutions under consideration at
annual meetings. These resolutions
range from routine issues, such as
those involving the election of
corporate directors and ratification of
auditors, to matters such as merger
proposals and corporate social
responsibility issues. In effect, as a
shareholder the SBI can participate in
shaping corporate policies and
practices.

Voting Process

The Board recognizes its fiduciary
responsibility to cast votes on proxy
issues. Except for the shares held by
active international managers, the
SBI does not delegate the duty to its
external investment managers.
Rather, the SBI actively votes all
shares according to guidelines
established by its Proxy Committee.

The Board delegates proxy voting
responsibilities to its Proxy
Committee which is comprised of a
designee of each Board member.
The five member Committee meets
only if it has a quorum and casts
votes on proxy issues based on a
majority vote of those present. In the
unusual event that it reaches a tie
vote or a quorum is not present, the
Committee will cast a vote to abstain.

Voting Guidelines

The Committee has formulated
guidelines by which it votes on a
wide range of corporate governance
and social responsibility issues. Each
year the Proxy Committee reviews
existing guidelines and determines
which issues it will review on a case-
by-case basis.

Corporate Governance Issues
The voting guidelines for major
corporate governance issues are
summarized below:

Routine Matters. In general, the SBI
supports management on routine
matters such as uncontested election
of directors; selection of auditors;
and limits on director and officer
liability or increases in director and
officer indemnification permitted
under the laws of the state of
incorporation.

Shareholder Rights Issues. In
general, the SBI opposes proposals
that would restrict shareholder ability
to effect change. Such proposals
include instituting super-majority
requirements to ratify certain actions
or events; creating classified boards;
barring shareholders from
participating in the determination of
the rules governing the board’s
actions, such as quorum requirements
and the duties of directors;
prohibiting or limiting shareholder
action by written consent; and
granting certain stockholders
superior voting rights over other
stockholders.

In general, the SBI supports
proposals that preserve or enhance
shareholder rights to effect change.
Such proposals include requiring
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shareholder approval of poison pill
plans; repealing classified boards;
adopting secret ballot of proxy votes;
reinstating cumulative voting; and
adopting anti-greenmail provisions.

Executive Compensation. In general,
the SBI supports efforts to have
boards of directors comprised of a
majority of independent directors, to
have compensation committees made
up entirely of independent directors,
and to have executive compensation
linked to a company’s long-term
performance.

Buyout Proposals. In general, the
SBI supports friendly takeovers and
management buyouts.

Special Cases. The Proxy Committee
evaluates hostile takeovers, contested
election of directors, compensation
agreements that are contingent upon
corporate change in control, and re-
capitalization plans on a case-by-case
basis. In addition, the Committee
reviews all corporate governance
issues affecting companies
incorporated or headquartered in
Minnesota on a case-by-case basis.

Social Responsibility Issues

The voting guidelines for major
social responsibility issues are shown
below:

Northern Ireland. The SBI supports
resolutions that call for the adoption
of the MacBride Principles as a
means to encourage equal
employment opportunities in
Northern Ireland. Also, the SBI
supports resolutions that request
companies to submit reports to
shareholders concerning their labor
practices or their sub-contractors’
labor practices in Northern Ireland.



Major Policy Initiatives

Tobacco and Liquor. In general, the
SBI supports a variety of tobacco and
liquor related resolutions including
those that call for corporations to
limit their promotion of tobacco and
liquor products and to report on their
involvement in tobacco issues.

Environmental Protection. In
general, the SBI supports resolutions
that require a corporation to report or
disclose to shareholders company
efforts in the environmental arena. In
addition, the SBI supports resolutions
that request a corporation to report
on progress toward achieving the
objectives of the Ceres Principles,
(formerly known as the Valdez
Principles) an environmental code of
conduct for corporations.

Other Social Responsibility Issues.
In general, the SBI supports
proposals that require a company to
report or disclose to shareholders
company efforts concerning a variety
of social responsibility issues. In the
past, these reporting resolutions have
included issues such as affirmative
action programs, animal testing
procedures, nuclear plant safety
procedures and criteria used to
evaluate military contract proposals.

Summary of FY 1996
Proposals

During fiscal year 1996, the SBI
voted proxies for more than 3,700
U.S. corporations and approximately
1,200 international companies.

As in past years, the issues on
corporate ballots included a broad
range of proposals in the corporate
governance area, as reflected in
information provided by the Investor
Responsibility Research Center
(IRRC), Washington, D.C.:

— Shareholder proposals regarding
executive compensation were
supported by an average of
11.5% of the shares voted.
Shareholders submitted 31
proposals on various
compensation issues.

— Shareholders submitted 9
proposals to redeem “poison
pills” (an anti-takeover device)
or submit them to shareholder
vote. These proposals received
average support of 52.3%.

— Four (4) proposals were
submitted concerning
confidential voting. These
proposals received average

" support of 29.0%.

— Shareholders submitted 15
proposals to restrict or cancel
non-employee director pensions
or shift at least half of board
members’ pay to equity. These
proposals received average
support of 33.8%.

— Other proposals included the
repeal of classified boards which
were supported by an average of
40.2% of shares voted,;
limitations of severance
packages to top executives
(“golden parachutes”) which
received support from an
average of 42.7% of shares
voted; cumulative voting which
was supported by an average of
24.5% of shares voted; and
requirements for directors to
hold a specified minimum
number of shares which received

" support from an average of
13.6% of shares voted.

In the social responsibility area,
tobacco, environmental and equal
employment resolutions dominated,
as reflected in information provided
by the IRRC.

— Resolutions asking corporations
to spin off tobacco business, or
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add warning labels to all
promotional items and logos
were on 17 ballots with an
average support of 6.7%, which
matched the support level from
the previous year.

Ceres Principles and other
energy issues received 8
resolutions with average support
of 10.3%.

Equal employment issues
received 7 resolutions with an
average support of 10.0%.

Military issues received 5
resolutions with an average
support level of 9.9%.

Northern Ireland issues received
6 proposals this year with an
average support of 13.2%.

Resolutions asking 6
corporations to report on
operations of U.S. companies’
Maquiladoras operations
received average support of
7.8%.
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Domestic
Common Stock
Managers

Alliance Capital Management
Alliance searches for companies
likely to experience high rates of
earnings growth on either a cyclical
or secular basis. Alliance invests in a
wide range of medium to large
growth companies and the firm does
not tend to concentrate on one
particular type of growth company
over another. However, the firm’s
decision-making process appears to
be much more oriented toward
macroeconomic considerations than
is the case with most other growth
managers. Accordingly, cyclical
earnings prospects, rather than
secular, appear to play a larger role
in terms of stock selection. Alliance
is not an active market timer, rarely
raising cash above minimal levels.
The firm was retained by the SBI in
March 1983.

Barclays Global Investors

Barclays manages both passive and
semi-passive portfolios for the SBI.
For the semi-passive account, the
firm uses a Core Alpha Model which
desegregates individual equity
returns for each of the 3500 stocks in
their universe into three components:
fundamental, expectation, and
technical. The fundamental factors
look at measures of underlying
company value including earnings,
book value, cash flow, and sales.
These factors help identify securities
that trade at prices below their true
economic value. The expectational
factors incorporate future earnings
and growth rate forecasts made by
over 2500 security analysts. The
technical factors provide a measure
of recent changes in company
fundamentals, consensus
expectations, and performance.
Estimated alphas are used in a
portfolio optimization algorithm to
identify the optimal portfolio that

maximizes the portfolio’s alpha
while maintaining a risk level
specified by the client. For the
passive account, Barclays passively
manages the portfolio against the
Wilshire 5000 by minimizing
tracking error and trading costs, and
maximizing control over all
investment and operational risks.
Their strategy is to fully replicate the
larger capitalization segments of the
market and to use an optimization
approach for the smaller
capitalization segments. The
optimizer weighs the cost of a trade
against its contribution to expected
tracking error to determine which
trades should be executed.

The firm was retained by the SBI for
semi-passive management in January
1995 and for passive management in
July 1995.

Brinson Partners
Brinson Partners uses a relative value

approach to equity investing. They
believe that the market price will
ultimately reflect the present value of
the cash flows that the security will
generate for the investor. They also
believe both a macroeconomic theme
approach and the bottom-up stock
selection process can provide insight
into finding opportunistic
investments. Brinson uses their own
discounted free cash flow model as
their primary analytical tool for
estimating the intrinsic value of a
company. Brinson was retained by
the SBI in July 1993.

CIC Asset Management

(Emerging Manager Program)

CIC Asset Management uses a
disciplined relative value approach to
managing equities. The firm believes
that purchasing companies at
attractive prices provides superior
long-term performance with lower
volatility. This investment process is
designed for clients who desire
equity market exposure with both
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incremental value added and
downside protection due to
reasonable dividend yields, moderate
price to book values and low
normalized price to earning ratios.
Finally, the process provides a
synergy between quantitative
valuation techniques and “Graham &
Dodd” fundamental analyses. CIC
was retained by the SBI in April
1994.

Cohen Klingenstein & Marks Inc.
(Emerging Manager Program)

Cohen Klingenstein & Marks Inc.,
seeks to outperform the market by
focusing on two variables: economic
cycles and security valuation. Within
economic cycles, they believe that
stocks exhibit predictable patterns
that reflect changing expectations on
corporate profits and interest rates.
Similarly, they believe that stock
prices normally reflect earnings
expectations. The firm exploits short
run inefficiencies through an
unbiased process that relates the
price of a stock to consensus
earnings expectations. The firm was
retained by the SBI in April 1994.

Compass Capital Management
(Emerging Manager Program)
Compass Capital Management
combines aspects of growth and
value investing to achieve the proper
blend of return (growth) and risk
(value). They use a computer based
data network to screen for large, well
established companies whose
earnings grow in spite of a weak
economy. In addition, they look for
companies whose earnings have
grown well over long time periods,
but which may experience earnings
pressure with downturns in the
economy. Particular focus is given to
growth in sales, earnings, dividends,
book value and the underlying
industry. Due to their “growing
company” orientation, their
portfolios generally hold no utility,
bank, deep cyclical, or oil and gas
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stocks. Compass was retained by the
SBI in April 1994,

Forstmann Leff Associates
Forstmann Leff is a classic example
of a “rotational” manager. The firm
focuses almost exclusively on sector
weighting decisions. Based upon its
macroeconomic outlook, the firm
will move aggressively into and out
of equity sectors over the course of a
market cycle. The firm tends to
purchase liquid, medium to large
capitalization stocks that will benefit
the most during the current phase of
the market cycle. The firm was
retained by the SBI in March 1983.

Franklin Portfolio Associates
Franklin Portfolio Associates
manages both active and semi-
passive portfolios for the SBI.
Franklin’s investment decisions are
quantitatively driven and controlled.
The firm believes that consistent
application of integrated multiple
valuation models produces superior
investment results. The firm’s stock
selection model is a composite model
comprised of 30 valuation measures
each of which falls into one of the
following groups: fundamental
momentum, relative value, future
cash flow, and economic cycle
analysis. For the active product,
Franklin’s portfolio management
process adds value by focusing on
buying and selling the right stock
rather than attempting to time the
market or pick the right sector or
industry groups. For the semi-passive
product, Franklin adds incremental
value to a benchmark by buying
stocks ranked the highest and selling
stocks ranked the lowest, while
maintaining the portfolio’s
systematic risk and industry
weightings at levels similar to the
benchmark. For semi-passive
accounts, Franklin attempts to
allocate 75% or more of the total risk
level set by the client to specific
stock selection and the rest to

systematic and industry risk. The
firm always remains fully invested.
Franklin was retained by the SBI as
an active manager in April 1989 and
as a semi-passive manager in January
1995.

GeoCapital Corp.

GeoCapital invests primarily in small
capitalization equities with the intent
to hold them as they grow into
medium and large capitalization
companies. The firm uses a theme
approach and individualstock
selection analysis to invest in the
growth/technology and intrinsic
value areas of the market. In the
growth/technology area, GeoCapital
looks for companies that will have
above average growth due to strong
product development and limited
competition. In the intrinsic value
area, the key factors are corporate
assets, free cash flow, and an
unrecognized catalyst that will cause
a positive change in the company.
The firm generally stays fully
invested, with any cash positions due
to the lack of attractive investment
opportunities. GeoCapital was
retained by the SBI in April 1990.

Investment Advisers, Inc.-Regional
Investment Advisers Inc. seeks to
own the highest quality companies
which demonstrate sustainable
growth. Al tries to achieve this
objective by investing at least 80% of
the portfolio in companies which
have their headquarters in Minnesota,
Wisconsin, Illinois, lowa, Nebraska,
Montana, North Dakota and South
Dakota. Twenty percent of the
portfolio can be used to purchase
large capitalization stocks that
display the same quality and growth
characteristics but have headquarters
outside this region. The portfolio
uses the same discipline as the [AI,
Inc.-Regional Mutual Fund. IAI was
retained by the SBI in July 1993.
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IDS Advisory Group

IDS employs a “rotational” style of
management, shifting among
industry sectors based upon its
outlook for the economy and the
financial markets. The firm
emphasizes both sector weighting
and stock selection decisions. Over a
market cycle IDS invests in a wide
range of industries. The firm tends
to buy liquid, large capitalization
stocks. Based on their internal
research, they purchase stocks that
will incur the highest growth rates
within the sectors they favor. The
firm was retained by the SBI in
March 1983.

Independence Associates
Independence believes that
individual stocks which outperform
the market always have two
characteristics: 1) they are
intrinsically cheap; and 2) their
business is in the process of
improving. Independence ranks their
universe using a multifactor model.
Using input primarily generated by
their internal analysts, the model
ranks each stock based on ten
discreet criteria. Independence
constrains their portfolio by using the
top 60% of their ranked universe and
optimizing it relative to the
benchmark selected by the client to
minimize the market and industry
risks. Independence maintains a
fully invested portfolio and rarely
holds more than a 1% cash position.
The firm was retained by the SBI in
February 1992.

J.P. Morgan Investment Management
J.P. Morgan manages a semi-passive
portfolio for the SBI and believes
that superior stock selection is
necessary to achieve excellent
investment results. To accomplish
this objective, they use fundamental
research and a systematic valuation
model. Analysts forecast earnings
and dividends for the 650 stock
universe and enter these into a stock
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valuation model that calculates an
expected return for each security.
The stocks are ranked according to
their expected return within their
economic sector. Stocks most
undervalued are placed in the first
quintile. The portfolio includes
stocks from the first four quintiles,
favoring the highest ranking stocks
whenever possible, and sells those in
the fifth quintile. In addition, the
portfolio will closely approximate
the sectors and style of the
benchmark. The firm remains fully
invested at all times. The firm was
retained by the SBI in January 1995.

Jundt Associates

Jundt Associates’ investment
philosophy is growth oriented with a
focus on companies generating
significant revenue increases. They
concentrate on larger-capitalization
companies, with at least half the
equity securities consisting of
companies with annual revenues over
$750 million. Within these
parameters, the firm aims to establish
equity positions in 30 to 50 of the
fastest growing corporations in
America. Particular emphasis is
placed on companies the firm
believes will achieve annual revenue
growth of 15% or greater. Jundt
utilizes a bottom-up stock selection
process combined with a top-down
theme overlay. The firm attempts to
identify five to seven investment
themes and typically invests three to
five stocks within each theme. The
firm was retained by the SBI in July
1993.

Kennedy Capital Management
(Emerging Manager Program)
Kennedy Capital Management is
dedicated to exploiting pricing
inefficiencies in under-followed and
misunderstood small capitalization
stocks. They believe that stocks are
efficiently priced where there is a
proper distribution of information.
However, many emerging growth

companies suffer from lack of
analytical coverage and information
flow, and therefore, are “invisible” to
institutional investors. The firm
believes it is this lack of information
which creates pricing inefficiencies.
They anticipate that by closing this
information gap they can transform
these holdings into attractive
institutional candidates. This, in turn,

should increase the price of the stock.

Kennedy was retained by the SBI in
April 1994.

Lincoln Capital Management
Lincoln Capital concentrates on
established, medium to large

capitalization companies that have

demonstrated historically strong
growth and will continue to grow.
The firm uses traditional
fundamental company analysis and
relative price/earnings valuation
disciplines in its stock selection
process. In addition, companies held
by Lincoln generally exhibit
premium price/book ratios, high
return on equity, strong balance
sheets and moderate earnings
variability. Lincoln was retained by
the SBI in July 1993.

New Amsterdam Partners

(Emerging Manager Program)

New Amsterdam Partners believe
that investment results are evaluated
by actual return, and therefore,
investment opportunities should be
evaluated by expected return. They
believe that all valid techniques
depend on forecasts of the amounts
and timing of future cash flows.
Thus, the firm focuses on forecasted
earnings growth, yield, price-to-book

ratio, and forecasted return on equity.

They believe that the disciplined
application of their valuation
techniques in conjunction with sound
financial analysis of companies, is
the key to understanding and
maximizing investment returns. New
Amsterdam was retained by the SBI
in April 1994.
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Oppenheimer Capital

Oppenheimer’s objectives are to:

1) preserve capital in falling markets;
2) manage risk in order to achieve
less volatility than the market; and 3)
produce returns greater than the
market indices, the inflation rate and
a universe of comparable portfolios
with similar objectives. The firm
achieves its objectives by purchasing
securities considered to be
undervalued on the basis of known
data and strict financial standards. In
addition, Oppenheimer will make
moderate shifts between cash and
equities based on its outlook on the
market and the economy, The firm
focuses on five key variables when
evaluating companies: management,
financial strength, profitability,
industry position and valuation.
Oppenheimer was retained by the
SBI in July 1993.

Valenzuela Capital Management
(Emerging Manager Program)
Valenzuela Capital Management
believes that stock selection and
adherence to valuation analysis are
the backbone of superior
performance. Their investment
philosophy is one of risk averse
growth. The firm seeks companies
undergoing strong rates of change in
earnings, cash flow and returns.
These companies are experiencing
positive changes in revenues, gross
and operating margins and financial
structure. To be considered for
investment, these stocks must sell at
or below market valuations. The firm
believes that below market
valuations provide downside
protection during weak market
periods. In strong markets the
portfolios will be driven by both
earnings growth and multiple
expansion. Valenzuela was retained
by the SBI in April 1994.

Waddell & Reed
Waddell & Reed focuses primarily
on small to medium capitalization
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aggressive growth stocks. However,
the firm has demonstrated a
willingness to make significant bets
against this investment approach for
extended periods of time. The firm is
an active market timer and will raise
levels of cash at various points in the
market cycle. Waddell & Reed was
retained by the SBI in March 1983.

Weiss, Peck & Greer

Weiss, Peck & Greer’s dynamic
growth process concentrates on small
to medium size growth companies
that have demonstrated consistent
superior earnings growth rates. The
process emphasizes companies in
new or dynamic, rapidly growing
industries where there is a potential
for a major acceleration in earnings
growth. The firm also believes that
superior stock selection can be
achieved through in-depth
fundamental company research. The
firm was retained by the SBI in July
1993.

Wilke/Thompson Capital Management
Inc. (Emerging Manager Program)
The investment philosophy of
Wilke/Thompson is to invest in high
quality growth companies that
demonstrate the ability to sustain
strong secular earnings growth,
notwithstanding overall economic
conditions. The firm’s investment
approach involves a bottom-up
fundamental process. The stock
selection process favors companies
with strong earnings, high unit
growth, a proprietary market niche,
minimum debt, conservative
accounting and strong management
practices. They formulate investment
ideas by networking with the
corporate managers of their current
and prospective holdings, as well as
with regional brokers, venture
capitalists, and other buy-side
portfolio managers. The firm was
retained by the SBI in April 1994.

Winslow Capital Management
(Emerging Manager Program)
Winslow Capital Management
believes that investment in
companies with above average
earnings growth provide the best
opportunities for superior portfolio
returns over time. The firm believes
that a high rate of earnings growth is
often found in medium capitalization
growth companies of $1 to $10
billion market capitalization. Thus, to
seek superior portfolio returns while
maintaining good liquidity, Winslow
emphasizes a growth strategy buying
securities of both medium and large
capitalization companies. The
objective is to achieve a weighted
average annual earnings growth rate
of 15-20% over a 2-3 year time
horizon. Winslow was retained by
the SBI in April 1994.

Zevenbergen Capital Inc.

(Emerging Manager Program)
Zevenbergen Capital is a growth
manager. Its investment philosophy
is based on the belief that earnings
drive stock prices while quality
provides capital protection. Hence,
portfolios are constructed with
companies showing above-average
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