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The Minnesota State Board of Investment is pleased to submit its 1993 Annual
Report.

Retumns from the capital markets were very strong for fiscal year 1993. Both the
stock and bond markets exceeded their historical averages over the twelve months
ending June 30, 1993. The stock market performed well primarily due to lower
interest rates and positive economic news. The bond market also performed well for
the fiscal year due to the decline in interest rates. Returns on most financial assets
exceeded the rate of inflation for the year.

Several events should be highlighted for the year:

— The Basic Retirement Funds, the largest group of funds managed by the
Board, produced a total rate of retumn of 14.4% for fiscal year 1993. (Refer

to page 7.)

— The Post Retirement Investment Fund will provide a life-time benefit
increase of 6.0% for eligible retirees beginning January 1, 1994, This is
the first post retirement benefit increase generated under the new formula
enacted by the 1992 Legislature. (Refer to page 31.)

— The Basic Retirement Funds reached its 10% allocation target in
international stocks. (Refer to page 7.)

— The Post Retirement Investment Fund moved from a 10% stock position at
the end of fiscal year 1992 to its new target allocation of 50% stocks by
the end of fiscal year 1993. (Refer to page 31.)

— The Board selected eight insurance companies to provide tax sheltered
annuity contracts to teachers statewide under the 403(b) program. (Refer to

page 79.)

On June 30, 1993, assets under management totaled $22.6 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 investment
performance of the funds under its control.

Sincerely,

Bl 7kl

Howard J. Bicker
Executive Director
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The Legislature has established a 17-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 three committees organized around broad investment subjects relevant to the Board’s
decision-making: Asset Allocation, Stock and Bond Managers and Alternative Investments.
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INTRODUCTION

Prudent
Person Rule

Authorized
Investments

Investment
Policies

A]l investments undertaken by the Minnesota State Board of
Investment (SBI) are governed by the common law prudent
person rule and other standards codified in Minnesota Statutes,
Chapter 11A and Chapter 356A.

The prudent person rule, as codified in Minnesota Statutes
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 356A.04 contains similar codification of the prudent
person rule applicable to the investment of pension fund assets.

In addition to the prudent person rule, the Minnesota Statutes
contain a specific list of asset classes available for investment,
including common stocks, bonds, short term securities, real
cstate, venture capital, and resource funds. The statutes
prescribe the maximum percentage of fund assets that may be
invested in cach asset class and contain specific restrictions to
ensure the quality of the investments.

Within the requirements defined by state law, the State Board of
Investment, in conjunction with SBI staff and the Investment
Adwvisory 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’s policy concerning investment in companies with
direct investment in South Africa is described in the Major
Policy Initiatives section of this report. The Board’s prohibition
on holding the stock of any company which generates more than
fifty percent of its revenues from the sale of liquor or tobacco
was lifted as of April I, 1993. Its prohibition on investing in the
stock of American Home Products remained in effect
throughout fiscal year 1993.

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




INTRODUCTION

Report
Format

studies guide the on-going management of these funds and will
be updated periodically.

All SBI returns shown in this report are net of transactions costs
and management fees. The annual report is published in two
volumes. This volume, Part One, contains the text describing the
investment policies and performance for each of the funds
managed by the SBI. It also contains statistical data on the
Board’s managers. The second volume, Part Two, contains
audited financial statements, asset listings and accounting data.
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FUNDS UNDER MANAGEMENT

Growth in Assets
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FUNDS UNDER MANAGEMENT

Market Value
June 30, 1993
Basic Retirement Funds $ 9.7 billion
The Basic Retirement Funds contain the pension assets of the currently working
participants in eight major statewide retirement plans:

« Teachers Retirement Fund $ 4,230 million
« Public Employees Retirement Fund 2,216 million
« State Employees Retirement Fund 1,951 million
« Public Employees Police and Fire Fund 913 million
« Highway Patrol Retirement Fund 144 million
« Correctional Employees Fund 102 million
« Police and Fire Consolidation Fund 159 million
» Judges Retirement Fund 7 million
Post Retirement Investment Fund $ 8.3 billion

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 $ 0.6 billion
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 six separate accounts with different

investment emphases designed to meet a wide range of investor needs and objectives.

» Income Share Account stocks and bonds $ 307 million
»  Growth Share Account actively managed stocks 98 million
« Common Stock Index Account passively managed stocks 36 million
« Bond Market Account actively managed bonds 19 million
« Money Market Account short-term debt securities 67 million
« Fixed Interest Account guaranteed investment contracts 71 million
Permanent School Trust Fund $0.5 billion

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

Assigned Risk Plan $ 0.4 billion
The Minnesota Workers Compensation Assigned Risk Plan is the insurance

company of last resort for companies unable to obtain private worker compensation

insurance. The SBI is the investment manager for the fund’s portfolio.

Environmental Trust Fund *

The Environmental Trust Fund is a trust established for the protection and (less than 0.1 billion)
enhancement of Minnesota’s environment. It is funded with a portion of the

proceeds from the state’s lottery. The fund was $47 million on June 30, 1993

State Cash Accounts $ 3.1 billion
These accounts are the cash balances of state government funds, including the

Invested Treasurers Cash Fund, transportation funds, and other miscellaneous cash

accounts. All assets are invested in high quality, liquid short-term debt securities.

Total Assets $22.6 billion
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BASIC RETIREMENT FUNDS

The Basic Retirement Funds are composed of the retirement
assets for currently working participants in eight statewide
retirement funds.

Figure 1 identifies the individual retirement funds which comprise
the Basic Funds. The Funds serve as accumulation pools for the
pension contributions of public employees and their employers
during the employees’ years of active service. Approximately
250,000 public employees participate in the Basic Funds. On June
30, 1993 the market value of the Funds was $9.7 billion.

Figure 1.
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BASIC RETIREMENT FUNDS

Actuarial
Assumed
Return

Time
Horizon

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 arc available to finance promised
retirement benefits.

The Basic Funds invest the pension contributions of most public
employees in the State of Minnesota during their working years.
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 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.

Nommally, 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

Figure 2.
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BASIC RETIREMENT FUNDS

Long-Term
Objectives

return opportunitics offered by the capital markets in order to meet
its actuarial return target.

As illustrated in Figure 2, historical evidence strongly indicates that
common stocks (both domestic and international) will provide the
greatest opportunity to maximize investment retums 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 the
Basic Funds. In order to limit the short run volatility of retums
exhibited by common stocks, the Board includes other asset classes
such as bonds and real estate in the total portfolio. These assets
diversify the Basic Funds and reduce wide fluctuations in
investment returns on a year to year basis. This diversification
should not impair the Basic Funds’ ability to meet or exceed their
actuarial return target over the long-term.

Within this context, the Board has established several long-term
investment objectives for the Basic Retirement Funds. Monitoring
actual performance against these return objectives helps the Board
to ensure that the Basic Funds will meet their long-term funding
obligations:

* Provide Real Returns. Over a ten year period, the Basic
Funds are expected to generate total returns that are 3-5
percentage points greater than the rate of inflation.

* Exceed Market Returns. Over a five year period, the Basic
Funds are expected to outperform a composite of market
indices weighted in a manner that reflects their long-term
asset allocation policy.

* Exceed Median Fund Returns. Over a five year period, the
Basic Funds are expected to outperform the median fund
from a representative universe of public and private funds
with a balanced asset mix of stocks and bonds.

ASSET ALLOCATION

The allocation of assets among common stocks, bonds, and
altemmative 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.

11



BASIC RETIREMENT FUNDS

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

e Domestic Stocks 50.0%

¢ International Stocks 10.0

e Domestic Bonds 24.0

e Alternative Investments 15.0

e Unallocated Cash 1.0

Duning fiscal year 1993, the SBI funded the intemational stock
allocation. The international stock segment received initial funding
on October 1, 1992 and reached its 10% target shortly before the
end of the fiscal year.

Figure 3 presents the actual asset mix of the Basic Funds at the end
of fiscal year 1993. Historical data on the Basic Funds’ actual asset
mix over the last five years are displayed in Figure 4.

Total Return The SBI invests the majority of the Basic Funds™ assets in common
Vehicles stocks (both domestic and intemational). A large allocation is
consistent with the investment time horizon of the Basic Funds and
the advantageous long-term risk-return characteristics of common

Figure 3.

Asset Mix Dom. Stocks
49.4%

June 30, 1993

Market Actual

Value Asset Policy

SMillions Mix Target

Domestic Stocks $4.804 49.4% 50.0%
International Stocks 1,060 10.9 10.0
Domestic Bonds 2,706 278 24.0
Alternative Assets* 943 9.7 15.0
Unallocated Cash 210 22 1.0

Total $9,723 100.0% 100.0%

* The alternative assets allocation is invested in bonds until deployed.




BASIC RETIREMENT FUNDS

Diversification
Vehicles

stocks. Including intemational 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 venture
capital is similar. However, the relatively small size of the venture
capital 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 venture capital 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.

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 “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. Thus, their inclusion in the Basic Funds serves to dampen
return volatility.

The bond component of the Basic Funds 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.

INVESTMENT MANAGEMENT

All assets in the Basic Retirement Funds arc managed externally by
private money management firms under contracts or agreements
with the SBI.

13




BASIC RETIREMENT FUNDS

Domestic The Board allocates 50% of the Basic Funds to domestic common
Stock stocks. The SBI utilizes a two-part approach to the management of
Segment this segment:

e Active Management. No more than one-half of the stock
segment will be actively managed. At the end of fiscal year
1993, approximately 42% of the stock segment was actively
managed by a group of nine external money managers.

e Passive Management. On an on-going basis, at least
one-half of the stock segment will be passively managed, i.c.
invested in an index fund. At the end of fiscal year 1993,
approximately 58% of the stock segment was indexed.

The actively managed segment of the Basic Funds’ domestic
common stock portfolio is designed to add value. 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.

Figure 4.
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BASIC RETIREMENT FUNDS

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 assct class
target (i.c. the Wilshire 5000). Historically, the SBI experienced
three major arcas of misfit in its active manager group:

e persistent over-cxposure to small capitalization stocks
® persistent over-exposure to growth oriented stocks
e persistent under-exposure to yield oriented stocks

The SBI uses the passively managed segment of the domestic
stock portfolio to compensate for misfit. Because of its large size,
the index fund can be a powerful lever in managing the
characteristics of the entire domestic stock segment. By making
relatively minor changes in its holdings, the index fund is modified
or “tilted” to compensate for the existing misfit in the active
manager group. This strategy should result in a decrease in the
volatility of total segment retums and allow the value added
through active management to benefit the total domestic common
stock segment retumns. The tilt strategy was phased-in during fiscal

Figure 4 (con't).
Historical

Asset Mix

FY 1989-1993

Market Value
June 30,
1989 1990 1991 1992 1993

Dom. Common Stocks

$Million 41540 43580 47270 5,143.0 48040

Percent 65.7 61.3 62.1 59.7 494
Int’L. Common Stocks

$Million 0.0 0.0 0.0 0.0 1,060.0

Percent 0.0 0.0 0.0 0.0 10.9
Bonds

$Million 1,3180 1,840.0 1,899.0 24890 2.706.0

Percent 20.8 25.9 25.0 289 27.8
Real Estate

$Million 502.0 5250 456.0 3880 3910

Percent 7.9 7.4 6.0 45 4.0
Venture Capital

$Million 181.0 241.0 2950 4370 4420

Percent 29 34 39 ] | 4.6
Resource Funds

$Million 96.0 84.0 112.0 101.0 110.0

Percent 1.5 12 1.5 1.2 1.1
Unallocated Cash

$Million 74.0 58.0 121.0 50.0 2100

Percent 1.2 0.8 1.5 0.6 2.2

Total Fund
$Million 6,325.0 7,106.0 76100 86080 97230
Percent 100.0 100.0 100.0 100.0 100.0




BASIC RETIREMENT FUNDS

FY 1993
Changes

International
Stock
Segment

vears 1991 and 1992 It was fully implemented during all of fiscal
year 1993,

A comprchensive monitoring system has been established to ensure
that the many clements of the domestic common stock portfolio
conform to thc Basic Funds’ investment policy. Customized
performance benchmarks have been established for each of the
Board’s managers. These benchmarks enable the SBI to evaluate the
managers’ results, both individually and in aggregate, with respect
to risk incurred and retumns achicved.

No domestic stock managers were added or deleted during fiscal
vear 1993. However, the SBI conducted an extensive manager
scarch during the year and the Board approved several new active
domestic stock managers. These new managers will be funded on
July 1, 1993, The larger manager group will manage domestic stock
assects of both the Basic and Post Retirement Funds in the future.

A description of each domestic common stock manager’s
investment approach is included in the Manager Summary
section. Their portfolio characteristics are included in the

Statistical Data Appendix.

The Board allocates 10% of the Basic Funds to intermational
common stocks. As with domestic stocks, the SBI will use a two
part approach to the management structure of this segment:

e Passive Management. No more than one-half of the
intemational stock scgment will be passively managed when
the SBI’s program is fully implemented. During the initial
year of the program, however, the SBI chose to rely more
heavily on indexation. This approach was selected as a
transition strategy because an index manager could be
retained and funded more quickly and at a lower
implementation cost. At the end of fiscal year 1993,
approximately 80% of the international stock segment was
passively managed. This percentage will be reduced during
fiscal year 1994 when additional active managers are
retained.

e Active Management. At [cast onc-half of the intemational
stock segment will be actively managed when the SBI’s
program is fully implemented. As referenced above, during
the initial year of the program, the SBI elected to index a
greater proportion of the intermational segment. At the end
of fiscal year 1993, approximately 20% of the segment was
actively managed. This percentage will increase during fiscal
year 1994 after additional active managers are retained and

funded.

16




BASIC RETIREMENT FUNDS

FY 1993 The Board approved an intemational investing implementation plan
Changes in June 1992 In accordance with the plan, the manager selection
process was conducted in three phases:

e Index Manager Search. State Street Global Advisors was
retained as the SBI's international index manager in
September 1992 and received initial funding in October
1992. Additional funding was provided over the months of
November through March in an effort to ““dollar cost
average™ the entry into the international markets.

* Active/Passive Search. Baring International Investment and
Brinson Partners were retained to manage active
country/passive stock portfolios in March 1993 and were
funded in Apnl 1993.

e Fully Active Search. Finalists for the fully active (active
country/active stock) manager search were approved in Junc
1993. The SBI expects to retain and fund three to four
additional active managers from this group during fiscal
year 1994,

A description of each international stock manager’s investment
approach is included in the Manager Summary section.

Domestic The Board allocates 24% of the Basic Funds to domestic bonds.
Bond The SBI uses a two-part approach to the management of the bond
Segment segment:

e Active Management. No morc than one-half of the bond
scgment will be actively managed. At the end of the fiscal
year 1993, approximately 45% of the bond segment was
actively managed by a group of four cxternal money
managers.

e Semi-Passive Management. At lcast onc-half of the asscts
allocated to bonds will be managed by semi-passive
managers. At the end of fiscal year 1993, approximately
55% of the bond segment was invested using an enhanced
index approach.

The group of active bond managers was sclected for its blend of
investment styles. Each of the managers invests in high quality
fixed income securitics. The managers vary, however, in the
emphasis they place on interest rate anticipation and in the manner
in which they approach issuc sclection and scctor weighting
decisions.

)7



BASIC RETIREMENT FUNDS

FY 1993
Changes

Real Estate
Segment

In keeping with the objective of utilizing the bond portfolio as a
deflation hedge, the active managers are restricted regarding the
minimum average life of their portfolios. This requirement is
designed to prevent the Basic Funds’ total bond portfolio from
assuming an excessively short-lived position and thus, severely
diluting its deflation hedge capacity. In addition, to avoid extreme
variability in total bond segment retums, the SBI constrains the
maximum duration (average life) of the managers’ portfolios to a
band of threc to seven years. The bond managers are permitted to
purchase only high quality (BAA or better) fixed income assets.

The goal of thc enhanced index managers is to add incremental
value to the Salomon Broad Investment Grade (BIG) Index through
the superior selection of bonds for the portfolios. The enhanced
index portfolios adhere very closely to characteristics of the
Salomon BIG and essentially match its duration and maturity
structure. The 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 enhanced index managers seck to exceed the
performance of the index, the possibility exists that the semi-passive
approach may slightly underperform the target index during some
periods.

One domestic bond manager, Ark Management, was deleted from
the manager group at the end of the fiscal year. While no managers
were added during the year, the SBI conducted searches for both
active and secmi-passive managers during the year. Several new
managers were approved by the Board and will be funded on July
I, 1993. The enlarged manager group will manage the bond assets
of both the Basic and Post Retirement Funds in the future.

A description of each bond manager’s investment approach is
included in the Manager Summary section. Their portfolio
characteristics are presented in the Statistical Data Appendix.

Statc law authorizes the SBI to invest in real estate through
commingled funds, limited partnerships and trusts. Each of the
Board's rcal cstatc investments involve at least four other
participants. In addition, thc Board’s investment may not exceed
20% of a given commingled fund, partnership or trust. State law
does not permit investment in real estate through direct investments,
separate accounts or individual transactions.

By investing in several open-end and closed-end commingled funds,
the SBI has crcated a large core portfolio of real estate that is
broadly diversified by property type, location and financing
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FY 1993
Changes

Venture
Capital
Segment

FY 1993
Changes

structure. The core portfolio is designed to reflect the composition
of the aggregate U.S. real estate market and, as such, is expected to
eam at least 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 retum
eamed by the core portfolio.

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

At fiscal year-end, the market value of the real estate portfolio
comprised 4.0% of the Basic Funds. No new commitments to real
estate were made during fiscal year 1993. The SBI will continue to
review and add new real estate investments as attractive
opportunities are identified.

A description of each real estate manager’s investment
approach is included in the Manager Summary section.

Under state law, the SBI is authorized to invest in venture capital
through limited partnerships and corporations. As with real estate
investments, each venture capital investment must involve at least
four other investors, and the Board’s investment may not exceed
20% of a particular limited partnership.

The SBI maintains a broadly diversified venture capital portfolio
that is diversified across three dimensions: location, industry type
and stage of corporate development of individual portfolio
companies.

Prospective venture capital managers are reviewed and selected
based primarily on the managers’ experience, investment strategy,
diversification potential and performance history.

At year-end, the market value of the venture capital segment was
4.6% of the Basic Funds. During the fiscal year, the Board
approved commitments to Churchill Capital Partners II, Midwest
Bank Fund III, and a follow-on commitment to Golder Thoma in
Golder Thoma Fund IV. These commitments were finalized by the
end of fiscal year 1993. In addition, the Board tentatively approved
a commitment in Great Northern Capital. This commitment will be
funded if the firm meets certain conditions regarding total
commitments. The SBI will continue to review and add new venture
capital investments, as attractive attractive opportunities are
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