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The Minnesota State Board of Investment (SBI) is pleased to present its report for the
fiscal year ending June 30, 1999.

Investment Environment

Fiscal year 1999 was another strong year for most financial assets. Amid continued positive
corporate earnings reports and high cash inflows, the U.S. stock market produced
exceptionally strong returns for the fifth consecutive year. The Wilshire 5000 Stock Index
increased 19.6% which is significantly more than its historical average. With rising long-
term interest rates and poor performance in the corporate sector for the 12 month period, the
U.S. bond market, as measured by the Lehman Brothers Aggregate Bond Index, provided a
gain of 3.1%, which is less than its historical average.

The performance of international stock markets was mixed during the year. Developed
markets lagged the U.S. market and were below historical averages. The Morgan Stanley
Capital International index of Europe, Australasia and the Far East (EAFE) gained 7.6% for
the twelve months ended June 30, 1999. The markets of developing countries, often referred
to as “emerging markets”, performed well, returning 28.7% over the fiscal year.

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

e The Basic Retirement Funds gained 11.3% during fiscal year 1999. The Funds benefited
from their high US stock exposure as well as strong returns from international equities.
(See page 8.)

e The Post Retirement Fund advanced 12.1% for the year. This gain, combined with
strong returns in prior years, will provide a lifetime post retirement benefit increase of
11.1% for eligible retirees. (See page 11.)

On June 30, 1999, assets under management totaled $50.4 billion. This total is the
aggregate of several separate pension funds, trust funds and cash accounts, each with
different 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,

Zbearl? Zd,

Howard Bicker
Executive Director



State Board of Investment

Governor Jesse Ventura, Chair
State Auditor Judith H. Dutcher
State Treasurer Carol C. Johnson
Secretary of State Mary Kiffmeyer
State Attorney General Mike Hatch

Investment Advisory Council

The Legislature has established a
seventeen member Investment
Advisory Council to advise the
Board and its staff on investment-
related matters.

— The Board appoints ten members
experienced in finance and
investment. These members
traditionally have come from the
Minneapolis and St. Paul
corporate investment
community.

— The Commissioner of Finance
and the Executive Directors of
the three statewide retirement
systems are permanent members
of the Council.

— Two active employee
representatives and one retiree
representative are appointed to
the Council by the Governor.

The Council has formed four
committees organized around broad
investment subjects relevant to the
Board’s decision-making process:
Asset Allocation, Domestic
Managers, International Managers
and Alternative Investments.

All proposed investment policies are
reviewed by the appropriate
Committee and the full Council
before they are presented to the
Board for action.

Members of the Council*

Gary Austin
Executive Director
Teachers Retirement Association

David Bergstrom
Executive Director
Mn. State Retirement System

John E. Bohan, Retired
V.P., Pension Investments
Grand Metropolitan-Pillsbury

Douglas Gorence

Chief Investment Officer

U of M Foundation Investment
Advisors

Kenneth F. Gudorf
Chief Executive Officer
Agio Capital Mgmt., LLC

P. Jay Kiedrowski
Executive Vice President
Norwest Bank/Wells Fargo & Co.

Han Chin Liu
Governor’s Appointee
Active Employee Representative

Judith W. Mares
Financial Consultant
Mares Financial Consulting, Inc.

Malcolm W, McDonald, Vice Chair
Director & Senior Vice President
Space Center, Inc.

Gary R. Norstrem, Retired
Treasurer
City of St. Paul

Daralyn Peifer
Managing Director,
Private Investments
General Mills, Inc.

Mary Stanton
Governor’s Appointee
Active Employee Representative

Michael L. Troutman

V.P., Finance and Investments
Evangelical Lutheran Church in
America

Mary Vanek
Executive Director
Public Employees Retirement Assoc.

Elaine Voss
Governor’s Appointee
Retiree Representative

Pamela Wheelock
Commissioner
Mn. Dept. of Finance

Jan Yeomans, Chair

Treasurer
3M Co.

* As of December 1999




Staff, Consultants & Custodians*

Howard Bicker
Executive Director

Mansco Perry II1
Assistant Executive Director

Investment Staff

Public Investments
Lois E. Buermann
Mgr., Public Investments

Jason Matz
Analyst, Fixed Income

Stephen Koessl
Analyst, Domestic Equities

Tammy Brusehaver-Derby
Analyst, International Equities

Internal Investments
Michael J. Menssen
Mgr., Internal Investments

Alternative Assets
John N. Griebenow
Mgr., Alternative Investments

Andrew Christensen
Analyst, Alternative Investments

Cash Management
John T. Kinne
Mgr., Short Term Accounts

Harold L. Syverson
Analyst, Short Term Accounts

Public Programs
James E. Heidelberg
Mgr., Public Programs

Stephanie Gleeson
Analyst, Public Programs

Deborah Griebenow
Analyst, Shareholder Services

N. Robert Barman
Analyst, Shareholder Services

Administrative Staff

Finance and Accounting
L. Michael Schmitt
Administrative Director

Thomas L. Delmont
Accounting Officer, Intermediate

Nancy L. Wold
Accounting Officer, Intermediate

Kathy Leisz
Accounting Officer, Intermediate

John Bottomley
Accounting Technician

Support Services
Charlene Olson

Secretary to the Executive Director

Carol Nelson
Secretary

Sondra Wagner
Secretary

Pat Koshenina
Secretary

Consultants

General Consultant
Richards & Tierney, Inc.
Chicago, Illinois

Special Projects Consultant
Pension Consulting Alliance
Studio City, California

Deferred Compensation Programs
Watson Wyatt
Minneapolis, Minnesota

Custodian Banks

Retirement and Trust Funds
State Street Bank & Trust Co.
Boston, Massachusetts

State Cash Accounts

Norwest Bank/Wells Fargo & Co.
St. Paul, Minnesota

*As of December 1999



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, 1999, the market value

of all assets was $50.4 billion.

Constitutional and Statutory Authorily
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 designated 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
judgment and care, under
circumstances then prevailing, which
persons of prudence, discretion and
intelligence exercise in the
management of their own affairs, not
for 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 42 for more
information on these guidelines).

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. These studies
guide the on-going management of
these funds and are 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.
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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 $8,189 million
Public Employees Retirement Fund 4,522 million
State Employees Retirement Fund 4,318 million
Public Employees Police and Fire Fund 2,115 million
Police and Fire Consolidation Fund 492 million
Highway Patrol Retirement Fund 272 million
Correctional Employees Fund 255 million
Judges Retirement Fund 24 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, the unclassified employees of the state, other defined contribution retirement plans,
and various retirement programs for local police and firefighters. Participants may
choose among seven separate accounts with different investment objectives designed to
meet a wide range of participant needs and objectives.

Income Share Account stocks and bonds $643 million
Growth Share Account actively managed stocks 323 million
Common Stock Index Account passively managed stocks 389 million
International Share Account non U.S. stocks 26 million
Bond Market Account actively managed bonds 132 million
Money Market Account short-term debt securities 56 million
Fixed Interest Account guaranteed investment contracts 87 million
Assigned Risk Plan

The Minnesota Workers Compensation Assigned Risk Plan provides worker
compensation insurance for companies unable to obtain coverage through private
carriers.

Permanent School Fund
The Permanent School 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, 1999

$20.2 billion

$19.1 billion

$1.7 billion

$0.7 billion

$0.6 billion

$0.3 billion

$7.8 billion

$50.4 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, 1999, the Combined Funds had a market value of $39.3

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 public and corporate
pension and trust funds with a
balanced asset mix and over $1
billion in size.

Figure |. Performance of Capital Markets FY 1990-1999
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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.




Combined Funds

Asset Allocation

As illustrated in Figure 1 on the prior
page, historical evidence strongly
indicates that common stocks will
provide the greatest opportunity to
maximize investment returns over
the long-term. As a result, the Board
has chosen to incorporate a large
commitment 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 1995-1999
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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 TUCS on

June 30, 1999 are displayed in
Figure 2. It shows that the Combined
Funds were overweighted in stocks
relative to the median allocation in
TUCS and underweighted in their

Figure 2. Asset Mix Comparison as of June 30, 1999
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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 and includes funds
with assets of more than $1
billion. All funds in TUCS
report their returns gross of fees.
For purposes of the TUCS
comparison, the SBI returns are
ranked on a gross of fees rather
than a net of fee basis.




Combined Funds

Figure 5. Combined Funds Performance Compared to Other Pension Funds

—  Exceed Market Returns. Over a
five year period, the Combined

Funds are expected to 0
outperform a composite of
ApREIaE P . & Combined
market indices weighted using Funds
the asset mix of the Combined Rank* 25
Funds.
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Investment Results
Comparison to Inflation 75
Over the last ten years, the Combined
Funds exceeded inflation by 10.5
percentage points, an amount well in 100

excess of the return objective cited
above. Historical results compared to
inflation are shown in Figure 4.

Comparison to Other Funds

While the SBI is naturally concerned
with how its returns compare to other
pension investors, universe
comparison data should be used with
great care. There are two primary

gross of fees.

Figure 4. Combined Funds Performance vs. Inflation

20
- 18
m Combined
Funds* 16
Inflati 14
nnanon
. = 12!
3 10
& 8.
6 -
4
2
0
1Yr 3Yr. 5Yr. 10 Yr.
Annualized
1Yr. 3Yr. 5Yr. 10 Yr.
Combined Funds* 11.7% 17.9% 17.6% 13.5%
Inflation 2.0 2.0 2.4 3.0

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

Combined Funds
Percentile Rank in TUCS*

&
. L 2
1Yr 3 Yr. 5T
Annualized
1Yr. 3Yr. 5¥t;
37 27 34%

*Compared to public and corporate plans greater than $1 billion,

reasons why such comparisons will
provide an “apples-to-oranges™ look
at performance:

— Differing Allocations. Asset
allocation has 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
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.




Combined Funds

With these considerations in mind,
the performance of the Combined
Funds compared to other public and
corporate pension funds with over $1
billion in assets in the Master Trust
portion of TUCS is displayed in
Figure 5 on the previous page. It
shows that the Combined Funds have
ranked in the top half of the
comparison universe over the last
one, three, and five year periods.

Comparison to Market Returns

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 the composite index by 0.4
percentage point over the last five
years and therefore met their stated
performance goal. The Funds
exceeded the composite index by 0.6
percentage point over the last three
years but trailed the composite index
by 1.2 percentage points over the
most recent fiscal year. These results
are largely a measure of value added
or lost from active management after
all fees and expenses have been
taken into consideration.

Figure 6. Combined Funds Performance vs. Composite Index
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Composite Index on June 30, 1999
Market Composite
Asset Class Index Index Wits.*
Domestic Stocks Wilshire 5000 50.5%
Int’l. Stocks Int’l. Composite** 15.0
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Alternative Assets Real Estate Funds 2.0
Venture Capital Funds 29
Resource Funds 0.4
Unallocated Cash 3 Month T-Bills 2.0
Total 100.0%

* Weights are reset in the composite at the start of each month 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, 1999, the
Funds covered more than 301,000 active employees and had a

market value of $20.2 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.

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.

Figure 7. Composition of Basic Funds as of June 30, 1999
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Police & Fire Cons. - 2.4%

Public Empl. Ret. - 22.4%
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 using 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. The
asset allocation of the fund is under
constant review. No significant
changes were made during fiscal year
1999,

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, 1999

Dom. Stocks ($11.01 Billion) - 54.5%

Cash ($0.19 Billion) - 1.0%

\ Alt. Assets ($1.82 Billion) - 9.0%

Int'l. Stocks ($2.97 Billion) - 14.7%

Bonds ($4.20 Billion) - 20.8%

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

in Domestic Stocks.

It should be noted that the unfunded
allocation to alternative investments
in the Basic Funds is held in
domestic stocks until it is needed for
investment. As a result, the actual
amount invested in domestic stocks
was above its long-term target.

Figure 8 presents the actual asset mix
of the Basic Funds at the end of
fiscal year 1999. 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

Figure 9. Historical Asset Mix FY 1995-1999
100%
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compensate for the additional
volatility.

Diversification Vehicles

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

real estate and resource funds, under
normal financial conditions, bonds
help to diversify the Basic Funds,
thereby controlling return volatility.

Investment Management

All assets in the Basic Retirement
Funds are managed externally by
outside 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.

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 its long term asset
allocation targets. This policy
imposes a low risk discipline of
“buy low-sell high” between
asset classes on a total fund
basis.

For the five year period ending

June 30, 1999, the Basic Funds
out-performed the composite index
by 0.2 percentage point annualized.
The primary contributors to the value
added came from above index
performance by the international

Figure 10. Basic Funds' Performance vs. Compasite Index FY 1995-1999
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stock and bond portions of the
portfolio, while the domestic stock
segment underperformed index
performance during the period.
Actual returns relative to the total
fund composite index over the last
five years are shown in Figure 10.



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, 1999,
the Post Fund had a market value of $19.1 billion and more than 99,000

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 of the Post Retirement Fund
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 specified in statute.
The inflation component is
granted regardless of investment
performance. The cap is
necessary to maintain the
actuarial soundness of the entire
plan. It is the difference between
the return assumption for the
Basic Funds, and the return
assumption for the Post Fund.

The return assumption in the
Basic Funds is 8.5%. The return
assumption for the Post Fund
was 5.0% through fiscal year
1997. In fiscal year 1998, the
return assumption for the Post
Fund was changed to 6.0%. This
means the cap on the inflation
adjustment was 3.5% for fiscal
years 1993-1997. From fiscal
year 1998 forward, the inflation

cap will be 2.5%. Retirees were
given a one time permanent
adjustment in their pension to
compensate them for the
increase in the assumed rate.

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

Figure 1. Asset Mix as of June 30, 1999

—

investment-based adjustment is
granted.

Investment Objective

Time Horizon

The time horizon of the Post Fund is
15 to 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 Funds, it is still sufficiently
long to allow the Board to take
advantage of the long run return
opportunities offered by common
stocks in order to meet its actuarial
return target as well as to finance
retirement benefit increases.

Alt. Assets ($0.24 Billion) - 1.3%

Bonds ($5.22 Billion) - 27.3%

~C
\

Dom. Stocks ($10.37 Billion) - 54.1%

Intl. Stocks ($2.86 Billion) - 14.9%

Cash ($0.46 Billion) - 2.4%

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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Post Retirement Fund

Return Objective

The Board measures the performance
of the Post Retirement Fund relative
to a composite of market indices
using 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 current long-term asset
allocation for the Post Fund is as
follows:

Domestic Stocks 50%
Int’l. Stocks 15
Bonds 27
Alternative Assets 5
Unallocated Cash 3

The Post Fund’s year-end asset mix
is presented in Figure 11 on the
previous page. 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

Figure 12. Historical Asset Mix FY 1995-1999
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*Alternative Assets were 0.9% as of June 98 and 1.3% as of June 99.

disappointing results. Nevertheless,
the long run return benefits of this
policy are expected to compensate
for the additional volatility. The asset
allocation is under constant review.
No substantial change occurred
during fiscal year 1999.

Diversified 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
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.



Post Retirement Fund

While the Board made several
commitments to yield oriented
alternative investments during the
year, the market value of the
alternative segment was only 1.3% of
the total fund on June 30, 1999. 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. As a
result, the actual amount invested in
bonds was above its long-term target.

Investment Management

In order to gain greater operating
efficiency, the Basic and Post Funds
share the same domestic stock, bond
and international stock managers.

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

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. The Post Fund’s
performance exceeded its composite
market index by 0.5 percentage point
for the most recent five year period.

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

Benefit Increase

The Post Fund will provide a benefit
increase of 11.1% for fiscal year
1999 payable beginning January 1,
2000. As noted earlier, this increase
is comprised of two components:

— Inflation component of 1.9%
which is equal to 100% of the
increase in the Consumer Price
Index for wage earners (CPI-W)
for the twelve months ending
June 30, 1999. (This is the same
inflation index used to calculate
increases in Social Security
payments).

Figure 13. Post Fund's Performance vs. Composite Index FY 1995-1999
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Figure 14. Historical Benefit
Increases Granted

Benefit
Fiscal Year* Increase
1990** 5.1%
199]** 43
1992%* 4.6
1993 6.0
1994 4.0
1995 6.4
1996 8.0
1997 10.1
1998 9.8
1999 111

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

** Benefit increase granted under
the previous formula.

— Investment component of 9.2%
This represents a portion of the
market value increase that
exceeds the amount needed to
cover the actuarial assumed rate
of return (6.0% beginning FY98)
and the inflation adjustment.

Benefit increases for the past ten
years are shown in Figure 14. The
11.1% increase granted for fiscal
year 1999 represents the seventh post
retirement adjustment provided
under the revised 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 1999 benefit increase is
included in the Statistical Data
section.



Investment Pools

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 Fund, 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, Common Stock Index
Account, and the stock portion of the
Income Share Account in the
Supplemental Investment Fund have
utilized a portion of the Pool.

As of June 30, 1999, the dollar value
of each fund’s participation in the
Pool was:

Basic Funds $11.0 billion
(active, passive and semi-passive)

Post Fund $10.4 billion
(active, passive and semi-passive)

Growth Share
Account $323 million
(active and semi-passive)

Common Stock
Index Account
(passive)

$389 million

Stock portion of
the Income Share
Account
(passive)

$394 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 1999,
approximately 34% of the
Domestic Stock Pool was
actively managed by a group of
external money managers. The
assets allocated to each of eight
managers ranged from $500
million to $1.8 billion.

In addition, the actively
managed segment of the Pool
includes eight managers in the
SBI's Emerging Manager
Program. Emerging Managers
have portfolios of $50 to $200
million which, in aggregate,
gives the Emerging Manager
Program about the same weight
as an average single manager in
the active manager program.

— Semi-Passive Management. At
the end of fiscal year 1999,
approximately 32% of the
Domestic Stock Pool was
managed by a group of three
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semi-passive external money
managers with portfolios of
approximately $2.4 billion each.

— Passive Management. At the
end of fiscal year 1999,
approximately 34% of the Stock
Pool was managed passively by
a single manager.

The goal of the Domestic Stock Pool
is to add value to the asset class
target which is the Wilshire 5000.
Each active manager is expected to
add incremental value 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. Some
examples of misfit that the SBI has
experienced are the following:

— an over-exposure to mid and
small-capitalization stocks and
an under-exposure to large
capitalization stocks;

— an over-exposure to growth
oriented stocks and an under-
exposure to value oriented
stocks; or

— an over-exposure to the
consumer non-durable sector
and an under-exposure in the
utility sector.

The SBI attempts to compensate for
active manager misfit through the use







