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MINUTES
STATE BOARD OF INVESTMENT
DECEMBER 4, 1985

The State Board of Investment met on Wednesday, December 4,
1985 at 8:40 A.M. in Room 118 of the State Capitol. Governor
Rudy Perpich, Chair, Secretary of State Joan Anderson Growe,
State Treasurer Robert W. Mattson, State Auditor Arne H. Carlson,
and Attorney General Hubert H. Humphrey II1II were present.

The minutes of the October 4, 1985 Board meeting were
unanimously approved.

EXECUTIVE DIRECTOR'S REPORT

Howard Bicker, Executive Director, reviewed the asset
allocation and investment performance of the Basic Retirement
Funds. The total rate of return for the year ending September
30, 1985 was 15.2%. Mr. Bicker reported the external equity
managers slightly underperformed the Wilshire 5000 for the year.
The external bond managers performed in 1line with the Merrill
Lynch Master Bond Index for the year. Mr. Bicker noted that net
cumulative withdrawals for calendar year 1985 equalled $67
million, due in large part to the early retirements under the
Rule of 85.

Mr. Bicker reported that contributions to the Post Retirement
Fund equalled $84 million during the third quarter. Mr. Bicker
discussed the change in the composition of the dedicated bond
portfolio, in which callable corporate bonds were sold and
replaced by various non-callable issues.

INVESTMENT ADVISORY COUNCIL REPORT

Jan Yeomans, member of the Investment Advisory Council,
presented the Council report:

ADMINISTRATIVE COMMITTEE

' Ms. Yeomans presented the Committee's recommendations for the
Board's 1986 legislative program. She outlined the proposals
regarding changes in the Permanent School Fund and the Minnesota
Supplemental Investment Fund. Mr. Carlson moved approval of the
legislative proposal. The motion passed unanimously.

AN EQUAL OPPORTUNITY EMPLOYER



Ms. Yeomans also presented a draft of the Board's 1986 Annual
Report.

ASSET ALILOCATION COMMITTEE

Ms. VYeomans stated that the Committee has reviewed and
endorsed the proposed changes in the Minnesota Supplemental Fundg,
and will provide assistance in the development of the investment
options if the legislation passes.

EQUITY MANAGER COMMITTEE

Ms. Yeomans reported that the performance of the equity
managers is meeting expectations. She also discussed the recent
SEC approval of performance-based fees, and stated the Committee
will examine how to implement incentive fees for the Board's
managers. Ms. Yeomans stated that the addition of a value
manager would be postponed pending the resolution of the fee
issue. In response to a question from Mr. Carlson, Mr. Bicker
stated that an incentive fee proposal would be presented to the
Board at its March meeting, and an additional manager retained
during the next fiscal year. Ms. Yeomans stated that her company
is also examining performance fees. In response to a question
from Mr. Carlson, Ms. Yeomans stated that each manager is
evaluated according to a specific benchmark.

FIXED INCOME MANAGER COMMITTEE

Ms. Yeomans stated that the Committee reviewed the managers'

performance and found no cause for concern. She stated that
staff is closely monitoring one manager which has recently
experienced significant growth. The Committee also reviewed the

contract with Bankers Trust regarding the management of the
dedicated bond portfolio, and recommends renewal of the contract.
Ms. Yeomans also discussed the staff's report on the Federal Farm
Credit Systenmn, and the Committee concurred with the
recommendation that up to 10% of the portfolio be invested in

obligations of the system. Mr. Carlson moved approval of the
renewal of the Bankers Trust contract. The motion passed
unanimously.

ALTERNATIVE INVESTMENT COMMITTEE

Ms. Yeomans reviewed the existing commitments to real estate,
venture capital, and resource investments, and stated that the
Committee is focusing on monitoring the portfolio. The Committee
is also examining how to handle stock distributions from its
venture capital investments.

SOUTH AFRICA TASK FORCE

Mr. Bicker reviewed the report of the South Africa Task
Force. He stated that the Task Force recommends the retention of
Evaluation Associates to conduct the financial analysis of
proposed divestment action. The Task Force has retained the
services of the Interfaith Center on Corporate Responsibility as



directed by the resolution. The Committee is scheduled to meet
on January 2, 1986 to review the completion of Phase I of the
resolution.

Mr. Kiedrowski reviewed the activities of the Task Force. 1In
response to a question from Mr. Carlson, Mr. Bicker discussed the
procedures for the retention of consultants, and stated that the
Board's contract with an outside financial consultant would be
rebid in 1986. He stated that the Evaluation Associates contract
would be increased by $10,000 to cover the additional analysis
required by the resolution, and the Interfaith Center contract
equalled $5,500. 1In response to a question from Mr. Carlson, Mr.
Bicker stated that a representative of the pension systems serves
on the Task Force. Mr. Bicker stated that the pension funds and
general fund will pay for the services.

In response to a series of questions from Mr. Carlson, Mr.
Kiedrowski stated that the Task Force has postponed the
consideration of the index fund until after the Board's policy
has been implemented for the actively managed portfolio. Mr.
Kiedrowski stated that the implementation of the resolution is
subject to interpretation. He stated after January 2, the Task
Force will consider other portions of the portfolio. Mr.
Kiedrowski stated that the issue of the index fund is difficult
because the index is supposed to track the market, and to the
extent it is altered, you no longer have an index fund. He said
the Task Force wants to study the issue in great detail.

In response to a question from Mr. Carlson, Mr. Kiedrowski
stated that the Attorney General would be making the legal
interpretation regarding the Board's fiduciary responsibility.
Mr. Carlson requested the issue of conflict of interest be
considered in view of the fact that the Attorney General is
represented on the Task Force and will also interpret the Task
Force recommendations. Mr. Kiedrowski stated that the majority
of Task Force members supported the use of the Attorney General's
Office for the legal interpretation, and does not believe there
is a conflict of interest. Mr. Kiedrowski stated that the
interpretation made by the Attorney General's Office would be on
a legal basis regardless of the personal judgements of the
individuals. Mr. Carlson stated that the law operates on the
basis of a possibility of a conflict of interest, and one does
not create a circumstance to allow the conflict to occur. Mr.
Carlson requested an outside legal opinion that would not involve
potential for a conflict of interest.

Mr. Humphrey commended the work of the Task Force. He stated
that there is not a conflict of interest, hut if the Board is
uncomfortable, he is willing to consider the appointment of
outside counsel. Mr. Carlson stated ¢that in sponsoring the
resolution, the Attorney General had not been upfront about the
cost of the consultants; who would bear the cost; the impact of
index fund divestiture; and the potential 1legal canflict of
interest in interpreting fiduciary responsibility. Mr. Humphrey
stated that the Board has discussed its fiduciary responsibility,
and understands the consequences of its decisions. Mr. Mattson



stated that the Attorney General is the chief legal officer of
the State, and he feels very comfortable with the Attorney
General's participation. He stated that the representative makes
one judgement regarding the implementation of the resolution, and
the office will make another 3judgement purely on legal grounds.
Mr. Mattson commended the Attorney General, and recommended the
Auditor attend the Task Force meetings.

Mr. Carlson stated that he has never missed a meeting of the
State Board of Investment, and because he disagrees with the
result does not mean he hasn't participated in the process. He
stated his view that the Board took a very bad step in
divestiture, and must be very honest about the costs and who will
pay these costs. He stated that there 1is a very distinct
possibility that someone will sue the Board. He stated the Board
must deal with the issue of independent legal counsel, and the
Attorney General's staff and Board are in an awkward position.

Mr. Miles stated that the 1legislature provided that the
Attorney General's office 1is the chief 1legal counsel for all
State agencies. He stated the issue revolves around the question
of whether the 1legislature was wise in establishing this
statutory scheme of having the Attorney General serve as the
Board's chief legal counsel. He stated that there is not a
statutory conflict of interest.

Mr. Carlson stated that the person who decides the
interpretation of the Board's fiduciary responsibility should be
free from involvement with any person on the State Board of
Investment. Mr. Carlson moved that the Board hold a special
meeting prior to January 15, 1986 to discuss the South Africa
Task Force Report. There was no second.

The meeting adjourned at 9:25 A.M.
Respectfully submitted,
/?%%%:4z42242;;44627

Howard J. Bicker
Executive Director
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The Investment Advisory Council met on Tuesday, December 3,
1985 at 2:00 P.M. at the Minneapolis Club.

Members Present: Judith Mares, Henry Adams, James Eckmann,
Paul Groschen, Ken Gudorf, James Hacking, Jay Kiedrowski,
Gary Norstrem, Joe Rukavina, Ray Vecellio, Jan Yeomans, and
Deborah Veverka

Members Absent: Verona Burton, Malcolm McDonald, Mike Rosen,
Harvey Schmidt

SBI Staff: Howard Bicker, Jeff Bailey, John Griebenow,
Daralyn Peifer, Teresa Myers

Others Attending: Elton Erdahl, Jim Ryan

EXECUTIVE DIRECTOR'S REPORT

Howard Bicker, Executive Director, reviewed the asset
allocation and investment performance of the Basic Retirement
Funds. The total rate of return for the year ending September
30, 1985 was 15.2%. Mr. Bicker reported the external equity
managers slightly underperformed the Wilshire 5000 for the year.
The external bond managers performed in 1line with the Merrill
Lynch Master Bond Index for the year. Mr. Bicker noted that net
cumulative withdrawals for calendar year 1985 equalled $67
million, due in large part to the early retirements under the
Rule of 85.

Mr. Bicker reported that contributions to the Post Retirement
Fund equalled $84 million during the third quarter. Mr. Bicker
discussed the change in the composition of the dedicated bond
portfolio, in which callable corporate bonds were sold and
replaced by various non-callable issues.

ADMINISTRATIVE COMMITTEE

Ms. Mares outlined the‘ Committee's discussion regarding the
Board's 1986 legislatioh package. Mr. Bicker reviewed the

AN EQUAL OPPORTUNITY EMPLOYER



proposal to change the investment structure of the Permanent
School Fund so that it resembles an endowment fund. He stated
that the staff has requested an Attorney General's opinion on the
proposed changes.

ASSET ALLOCATION COMMITTEE

Ms. Mares presented the report of the Asset Allocation
Committee. Mr. Bicker outlined the proposal to offer additional
investment options to participants in the Minnesota Supplemental
Investment Fund. 1In response to a question from Ms. Veverka, Mr.
Bicker described the proposed mechanism for participation in a
GIC Account. Ms. Mares stated that specific account structures
would be discussed after the authorizing legislation was passed.
In response to a question from Mr. Groschen, Mr. Ryan, Evaluation
Associates, stated that most employees sign up for a guaranted
return option.

Ms. Mares also reviewed the 1985 Annual Report. Mr. Bicker
commended Mr. Bailey and Ms. Peifer for their work on the report.

EQUITY MANAGER COMMITTEE

Ms. Veverka presented the report of the Equity Manager
Committee. She reviewed the recent SEC ruling on incentive fees
and stated that staff would present its proposal at the next
meeting. Ms. Veverka stated the search for a value manager would
be postponed until the incentive fee issue is resolved.

FIXED INCOME COMMITTEE

Mr. Norstrem presented the report of the Fixed Income
Committee. He noted that there is some concern about Morgan
Stanley, which has experienced substantial growth in the number
in the accounts under management.

Mr. Norstrem also reviewed the recent transactions made in
the Post Retirement Fund's dedicated bond portfolio to eliminate
the call risk. The Committee also recommended that the current
contract with Bankers Trust, which provides consulting services
related to the dedicated bond portfolio, be extended for an

additional year. Mr. Norstrem moved approval of -the
recommendation to extend the contract. The motion passed
unanimously.

Mr. Norstrem also presented staff's report on the Federal
Farm Credit System. The Committee accepted staff's
recommendation to maintain the same level of investment.



ALTERNATIVE INVESTMENT COMMITTEE

Mr. Gudorf presented the report of the Alternative Investment
Committee. He stated that the Committee will focus its attention
on monitoring its existing real estate, venture capital, and
resource fund managers. He stated that new real estate and
resource investments may be made in the next six months. In
response to a question from Ms. Veverka, Mr. Bicker stated that
there has been interest in the pooled Minnesota real estate and
venture capital funds, particularly by small local retirement
plans. :

Mr. Bicker also outlined a proposal regarding the
distribution of stock from the Board's venture capital
investments. He stated that staff will be looking into this
program.

SOUTH AFRICA TASK FORCE

Mr. Kiedrowski presented the report of the South Africa Task
Force. He outlined the implementation of the Board's South
Africa resolution. He stated that the Task Force will meet on
January 2, 1986 to review the financial and legal analysis of
possible divestment of the companies in the Board's actively
managed portfolio which have not signed the Sullivan Principles.
In response to a question from Ms. Veverka, Mr. Kiedrowski stated
that the Task Force is focusing on the actively-managed equity
portfolio. Ms. Mares stated the Task Force's actions could
result in establishing new standards for performance evaluation.
Mr. Ryan stated the financial analysis will evaluate the effect
on individual managers.

The meeting adjourned at 3:00 P.M.

Respectfully submitted,

Ty

Howard J. Bicker
Executive Director
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MINNESOTA STATE BOARD OF INVESTMENT

BASIC RETIREMENT FUNDS

FOURTH QUARTER 1985

Summary

ASSETS

The market value of the Basic Retirement Funds' assets
increased 12.6% in the fourth quarter, bringing the Basic Funds'
total asset growth for calendar year 1985 to 23.4%. The fourth
quarter asset growth was attributable in 1large part to the
exceptional performance of the stock market and, to a lesser
extent, the continued positive returns in the bond market. For
the first time in several quarters, contributions to the Basic
Funds exceeded withdrawals. Net contributions of $4 million in
the fourth quarter reduced net withdrawals for the year to $-63
million. End of period market values for the last four quarters
and five calendar years are displayed below.

Market Percent Change
Calendar Value from
Year (millions) Previous Period

1980 $1,962 + 20.6%
1981 2,148 + 9.5
1982 2,806 + 30.6
1983 3,129 + 11.5
1984 3,265 + 4.4
1985 1Q 3,479 + 6.6

2Q 3,691 + 6.1

4Q 4,030 + 12.6



ASSET MiIX

The Basic Retirement Funds continued to experience minor
shifts in asset class weightings. As in previous quarters, the
shifts reflected both the Basic Funds' gradual move toward long-
term asset mix targets and the performance of the capital
markets. The common stock segment increased in relative size as
a result of the extraordinary performance of the stock market.
At the same time, bond and cash equivalent weightings decreased
and alternative equity assets increased gradually in weighting.
This shift is expected to continue throughout 1986 as the
implementation of the alternative investment program proceeds.
The percentages of the Basic Funds invested in the various asset
classes over the last two quarters and the previous year are
presented below.

ASSET MIX

12/31/84 9/30/85 12/31/85
Common Stocks 57.8% 58.2% 61.6%
Bonds 25.9 25.3 23.8
Cash Equivalents¥* 9.4 8.0 5.1
Alternative Equity 6.9 8.5 9.5

Assets
100.0% 100.0% 100.0%

*Includes cash uncommitted to long-term assets plus cash held by
all external managers.

INVESTMENT RETURNS

Both the common stock and bond markets turned in outstanding
fourth quarter performances. As a result, the Basic Retirement
Funds' total portfolio produced a 12.5% total rate of return for
the period. The fourth quarter return boosted total portfolio
performance for calendar year 1985 to 25.6%. (Excluding other
assets, the Basic Funds' portfolio generated a 13.6% total rate
of return for the quarter and a 27.4% return for the year.)
These returns are among the highest produced by the total
portfolio in recent years.

The Basic Retirement Funds' total portfolio performance
exceeded that of the median tax-exempt fund for both the quarter
and the most recent year. The Basic Funds' benefitted from their
greater than median exposure to common stocks in the strong
market advance. The Basic Funds also outperformed the assigned
stock/bond/cash composite during the fourth quarter, although
they underperformed this benchmark slightly over the calendar
year. Total portfolio and asset segment returns for the most
recent quarter and year are presented below.

o



Total Rate of Return

Fourth Quarter Year Ending
1985 12/31/85

Common Stocks 16.5% 31.4%
Bonds 7.5 21.4
Cash 2.0 8.5
Alternative Equity Assets 2.9 6.8
Total Fund

(including alt. assets) 12.5 25.6

EQUITY PERFORMANCE

Responding to positive economic news, the stock market began
the fourth quarter with a strong advance. The rally continued
throughout the quarter with the market reaching record highs by
calendar year-end. The Wilshire 5000 produced a fourth quarter
total return of 16.8%, bringing the index's total return for the
calendar year to 32.6%.

The fourth quarter market advance was broad-based. The
Financial sector was the strongest performing sector. However,
weakness in the dollar and continued declines in long-term
interest rates aided most industry sectors. Only the Energy
sector produced weak returns.

In aggregate, the Basic Retirement Funds' active external
equity managers produced a 15.2% total rate of return for the
fourth quarter and a 28.7% return for the most recent year.
Although several of the managers outperformed the market by
significant margins, the managers as a group underperformed the
market in both periods. Fourth quarter underperformance was due,
in part, to large cash positions held by several managers in the
advancing market. In addition, the quarter was a difficult
period for managers with value styles. As a group, the managers
performed roughly in 1line with the median TUCS equity manager
during both the quarter and year.

The managers' industry sector <concentrations remained
relatively unchanged. The managers, in aggregate, maintained
overweighted positions in the Financial, Transportation and
Consumer Durables sectors and underweighted positions in the
Capital Goods, Energy, and Utilities sectors.



The index fund continued to track the performance of the
Wilshire 5000. The index fund generated a 17.1% total rate of
return for the most recent quarter and a 32.5% return for the
year.

The Basic Retirement Funds' equity manager returns for the
latest quarter and year are presented below.

Total Portfolio Returns

Fourth Quarter Year Ending
1985 12/31/85

Fred Alger 18.7% 32.4%
Alliance Capital 17.8 41.7
Beutel Goodman 12.0 21.8
BMI Capital 11.1 17.3
Forstmann Leff 16.3 33.6
Hellman Jordan 18.6 30.8
IDS 19.7 34.6
Investment Advisers 18.5 24.5
Lieber & Company 14.6 33.0
Peregrine Capital 12.8 30.1
Waddell and Reed 10.4 21.7
Internal Manager 12.2 N.A.
Total - External Active

Managers 15.2 28.7
Wilshire Associates
(Index Fund) 17.1 32.5
Wilshire 5000 16.8 32.6

BOND PERFORMANCE

With long-term interest rates continuing their decline, the
bond market experienced another good quarter. The market, as
represented by the Merrill Lynch Master Bond Index, generated a
7.9% total rate of return for the fourth quarter and a 21.§%
return for calendar year 1985. In aggregate, the Bas%c
Retirement Funds' external bond managers performed roughly 1n
line with the bond market during both the fourth quarter and
calendar year. The managers outperformed the median TUCS bond

manager in both periods.

The Basic Retirement Funds' bond manager returns for the most
recent quarter and year are displayed below.



Total Portfolio Returns

Fourth Quarter Year Ending

1985 12/31/85
Investment Advisers 6.3% 20.9%
Lehman Management 6.5 19.4
Miller Anderson 8.7 22.9
Morgan Stanley 7.7 22.2
Peregrine Capital 5.2 18.6
Western Asset 9.3 24.3
Total - External Managers 7.7 21.8
Merrill Lynch Master Bond Index 7.9 21.8
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FIGURE 2

BASIC RETIREMENT FUNDS
HISTORICAL ASSET MIX
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FIGURE 3

TAX-EXEMPT BALANCED PORTFOLIO UNIVERSE
HISTORICAL ASSET MIX

100% - /// % 7/ % ) /,Eiimms
T 77 commox stocks
il

1982 1983 1884 1985
CALENDAR YEAR

—
©
[=-]
P

«b" b“’

COMMON STOCKS [|51% 48% 527 48% 50%
BONDS 32
CASH EQUIVALENTS

PERCENT OF MARKET VALUE
END OF PERIOD ALLOCATIONS

Figure 3 and the accompanying table depict the median asset
class weightings held in Wilshire Associate's TUCS universe of
balanced portfolios during the 1last five calendar years. The
figure and table are intended to give a perspective of the
historical asset allocation of balanced tax-exempt corporate and
public funds.
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MINNESOTA STATE BOARD OF INVESTMENT

POST RETIREMENT INVESTMENT FUND

FOURTH QUARTER 1985

Summary

ASSETS

The assets of the Post Retirement Investment Fund increased
by 11.8% in market value during the fourth quarter, bringing
asset growth for the full calendar year 1985 to 38.3%. This
increase was due to both the strong performance of the capital
markets as well as a continued high 1level of positive net
contributions to the Fund. End-of-period market values of the
Post Retirement 1Investment Fund's assets for the last four
quarters and five calendar years are shown below.

Market Percent Change

Calendar Value from

Year (millions) Previous Period
1980 $1,161 +20.2
1981 1,101 - 5.2
1982 1,523 +38.3
1983 1,803 +18.4
1984 2,246 +24.6
1985 1Q 2,352 + 4.7
2Q 2,709 +15.2
3Q 2,779 + 2.6
4Q 3,107 +11.8
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ASSET MIX

The cash component of the Post Retirement Fund increased
slightly, while the common stock segment declined slightly during
the fourth quarter. This change was due primarily to the
gradual, but persistent reduction in the common stock segment
necessary to fund the dedicated bond portfolio in a declining
interest rate environment. The percentage of the Fund (at market
value) invested in common stocks, bonds, and cash equivalents
over the last two quarters and previous year is presented below.

ASSET MIX
12/31/84 9/30/85 12/31/85
Common Stocks 30.0% 23.4% 20.5%
Bonds 62.9 70.9 70.2
Cash Equivalents 7.1 5.7 9.3
100.0% 100.0% 100.0%

EQUITY PERFORMANCE

The Post Retirement Investment Fund's equity portfolio
produced a 17.0% total rate of return during the fourth quarter.
This return exceeded both that of the Wilshire 5000 and the SBI
external active equity manager pool. For the calendar year 1985
the equity portfolio's return was 28.4%, underperforming the
Wilshire 5000, but roughly matching the manager pool's return.

Several significant shifts took place in the equity
portfolio's sector weightings during the fourth quarter.
Positions in Capital Goods, Consumer Nondurables, Financial, and
Technology were cut back sharply. Positions in Energy,
Transportation, and Utilities were increased.

The equity portfolio's returns over the most recent quarter
and most recent year are displayed below.
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Fourth Quarter Year Ending

1985 12/31/85
Equity Portfolio 17.0% 28.4%
Wilshire 5000 16.8 32.6

BOND PORTFOLIO

No significant changes took place in the dedicated bond
portfolio during the fourth quarter. The portfolio remained
invested in high quality issues. Treasury and Agency issues
composed the vast majority of the portfolio. Relevant quarter-
end portfolio statistics are shown on the following page.
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TABLE 10

POST RETIREMENT INVESTMENT FUND
DEDICATED BOND PORTFOLIO STATISTICS

December 31, 1985

Value at Market $1,636,291,270
Value at Par $1,643,752,448
Average Coupon 10.44%
Current Yield 9.87%
Yield to Maturity 9.63%

Time to Maturity 13.98 Years
Average Duration 6.95 Years
Average Quality Rating AAA
Number of Issues 206

SECTOR WEIGHTINGS

Treasury 58.7%
Federal Agency 9.3
Industrial 10.9
Utilities 8.3
Finance 6.8
Transportation 1.6
Mortgages 0.0
Miscellaneous 4.4

100.0%
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FIGURE 8

POST RETIREMENT INVESTMENT FUND
BENEFIT INCREASES VERSUS INFLATION

10%[-
BENEFIT INCREASE
71 50% OF
A INFLATION RATE
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TABLE 12

POST RETIREMENT INVESTMENT FUND

INVESTMENT RETURNS RELATIVE TO PERFORMANCE STANDARDS

1980

1981

1982

1983

1984

1985 1Q
2Q
3Q
4Q

1 Year Through
12/31/85

3 Years Annualized
Through 12/31/85

5 Years Annualized
Through 12/31/85

EQUITY SEGMENT RETURNS

Post

Retirement

Fund

25.9%
-0.3

20.0

31

Total Returns

Wilshire 5000

33.7%
-3.6

18.7
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MINNESOTA STATE BOARD OF INVESTMENT

SUPPLEMENTAL INVESTMENT FUND
(Income Share Account)

SUPPLEMENTAL INVESTMENT FUND
(Growth Share Account)

MINNESOTA VARIABLE ANNUITY FUND

QUARTERLY INVESTMENT REVIEW

DECEMBER 31, 1985
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FIGURE 10

SUPPLEMENTAL INVESTMENT FUND

(INCOME SHARE ACCOUNT)
HISTORICAL ASSET MIX
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SUPPLEMENTAL INVESTMENT FUND

(GROWTH SHARE ACCOUNT)
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MINNESOTA VARIABLE ANNUITY FUND
HISTORICAL ASSET MIX
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