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8:30-8:45

8:45-9:00

9:00~9:15

9:15-10:45

AGENDA
JOINT MEETING OF
THE STATE BOARD OF INVESTMENT
AND
THE INVESTMENT ADVISORY COUNCIL

Thursday, October 1, 1987
8:30 ALM. - 2:00 P.M.

Spring Hill Center

Conference Room C
Wayzata, Minnesota 55391

Coffee and Rolls

Introductions

Opening Comments

Presentor: Howard Bicker, Executive Director

0 Objective for the day: Taking a look
at the "big picture"

o 1982-1987: Years of growth and change
for the SBI
What is the SBI today?

Presentor: Beth Lehman, Assistant to the
Executive Director

0 Scope and impact of the SBI

0 Oversight responsibilities of the Board

o Decision-making structure

How does the SBI manage $10 billion in pension
fund assets?

A review of the investment objectives, asset

allocation, management structure, and performance
of the two largest funds managed by the Board.



10:45-11:00

11:00-11:40

o

Basic Retirement Funds (9:15-10:15) D
Issue: Is it meeting its objectives?
Presentors: Jeff Bailey, Assistant Director

Tom Richards, Richards & Tierney
Discussion will include a comparison of the
Basic Funds with other public and private
pension funds.

Post Retirement Fund (10:15-10:45) E

Issue: How well does/will it serve the needs
of retirees?

Presentors: Jeff Bailey, Assistant Director
Howard Bicker, Executive Director

Discussion will include a review of the post
retirement benefit increase mechanism and the
benefit increases it generates.

Break

When does the S8BI earn a competitive return
and benefit Minnesota, too? F

Presentor: Howard Bicker, Executive Director

o

o

Minnesota Certificate of Deposit (CD) Program
Minnesota Housing Finance Agency Bond Issue
Minnesota Mortgage Pool

Minnesota Small Business Finance Agency Program

Superior Ventures, a Minnesota Venture Capital
Limited Partnership



11:40-12:00

12:00-1:00

1:00-2:00

How is the SBI viewed by its clientele?
Moderator: Howard Bicker, Executive Director

o Investment Advisory Council
Jan Yeomans, IAC Chair

o Statewide Retirement Systems
Jim Hacking, Executive Director, PERA
Elton Erdahl, Executive Director, TRA
Paul Groschen, Executive Director, MSRS

o Retiree Groups
Mike Ousdigian, Minnesota Association of
Retired Public Employees

Lunch

What lies ahead for the SBI?

This portion of the agenda will also serve as the
regular quarterly meeting of the State Board of
Investment. Items requiring Board action are

noted below each committee heading.

o Staff goals for Fiscal Year 1988
Presentor: Howard Bicker

o Reports from IAC Committees
on major developments

Administrative and Asset
Allocation Committees
Presentor: Jan Yeomans, 3M Company

Equity Manager Committee
Presentor: Debbie Veverka, Honeywell, Inc.

Fixed Income Manager Committee
Presentor: Gary Norstrem, City of St. Paul

Alternative Investment Committee
Presentor: Ken Gudorf,
The Carlson Companies, Inc.

Action Items:
1. Commitment to KKR Fund 1987
2. Commitment to AEW-State Street Fund

TAB
(None)

3. Commitment to Golder, Thoma & Cressey Fund
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MINNESOTA STATE BOARD OF INVESTMENT
FUNDS UNDER MANAGEMENT

FISCAL YEAR 1987
$12 Billion

42.7%- — $5.1 Billion -BASIC RETIREMENT FUNDS

Wz
33.2%—////

/
/ //

3. 3%\ — $0.4 Billion -SUPPLEMENTAL FUND

1.4%- ——$0.2 Billion -VARIABLE ANNUITY FUN
%/ $0 illion -VARI D
16.4%—;///4//422222 — $2.0 Billion -STATE CASH ACCOUNTS
/////

J. 0K —$0.4 Billion -PERMANENT SCHOOL FUND

—$4.0 Billion -POST RETIREMENT FUND

/. v NN

Pension Cash Trust
Assets Accounts Funds
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BASIC RETIREMENT FUNDS

Performance

Tom Richards
Richards & Tierney, Inc.
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18t Quartile

Median

3rd Quartile

BASIC RETIREMENT FUNDS

Basic Funds Performance

VS.

Tax Exempt Funds¥

Basic Funds

Ranking
|
w |
n
[
Ky - - -
FISCAL YEAR
83 84 85 86 87

Tax Exempt Funds
Median Return

Basic Funds (excl) %

41.2X -2.0% 26.4X 25.2% 13.4%

42.1% - 6.3X 28.4X 29.0X 15.8%

xTax exempt funds include balanced portfolios of

both private and public funds

#¥Excluding alternative assets

Source: Trust Universe Comparison Service (TUCS)
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BASIC RETIREMENT FUNDS

Basic Funds Perfaormance

VS.
Public Fundsx

n
1st Quartile
n
[
Median
[
3rd Quartile
[ |
83 84 B85 86 a7
FISCAL YEAR
83 84 85 86
Public Funds¥
Median Return 38.2% - 1.4% 30.3%x 28.2%
28.4X 29.0X

Basic Funds (excl) x 42.1% - 6.3%

Basic Funds
Ranking

87

10.5%

15.8%

%Public Funds includes balanced portfolios of public funds

gfﬁxcluding alternative assets

Source: Trust Universe Comparison Service (TUCS)
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BASIC RETIREMENT FUNDS

December 31, 1985 - June 30, 1987

ENDING
CUMULATIVE VALUE
BEGINNING MARKET VALUE $ 4, 029, 586, 639.63
ENDING MARKET VALUE $ 5,137, 136, 359.33 |
INVESTMENT RETURNS CUMULATIVE ANNUALIZED
Actual Rate-of-Return 31.09% 19.78%

Source: Richards & Tierney, Inc.
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ASIC RETIREMENT FUNDS |

December 341, 1985 - June 30,

CUMULATIVE

A

BEGINNING MARKET VALUE $ 4, 029, 586, 639.63
DOLLAR INCREMENTS

Net Contributions - 128, 986, 265.62
ENDING MARKET VALUE $ 5, 137, 136, 359.33
INVESTMENT RETURNS CUMULATIVE

Actual Rate-of-Return 31.09%

Source: Richards & Tierney, Inc.
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1987

ENDING
VALUE

$3, 900, 600, 374.04

ANNUALIZED

19.78%



BASIC RETIREMENT FUNDS

December 34, 4985 - June 30,

CUMULATIVE

BEGINNING MARKET VALUE $ 4, 029, 586, 639.63
DOLLAR INCREMENTS

Net Contributions - 128, 986, 265.62
Risk-Free Assets 415, 844, 071.91
ENDING MARKET VALUE $ 5, 137, 136, 359.33
INVESTMENT RETURNS CUMULATIVE
Risk-Free Assets 9.56%
Actual Rate-of-Return 31.09%

Source: Richards & Tierney, Inc.

" pD-23

1987

ENDING
VALUE

$3, 900, 600, 374.04
4, 316, 444, 445.92

ANNUALIZED

6.27%

19.78X




BASIC RETIREMENT FUNDS
Investment quicy

June 30,

ASSET CATEGORY

Domestic Equity
Fixed Income
Short Term

Real Estate
Venture Capital
Resource Funds

Total Fund

Source: Richards & Tierney, Inc.

1987

ALLOCATION POLICY

[

D-24

60.0%
22.0%
3.0%
10.0%
2.5%
2.5%

100.0%



BASIC RETIREMENT FUNDS
All Asset Categories

June 30, 1987

ACTUAL ALLOCATION
ASSET MIX POLICY

ALL DOMESTIC EQUITY $3, 188, 599, 024.63 62.07% 60.0%

ALL FIXED INCOME 1, 089, 138, 618.54 21.20% 20.0%
ALL SHORT TERM 293, 816, 736.58 5.72% 5.0%
ALL REAL ESTATE 404, 580, 350.32 7.87% 10.0%
ALL VENTURE CAPITAL 93, 398, 295.96 1.82% 2.5%
ALL RESOURCE FUNDS 67, 603, 333.30 1.32% 2.5%

S ————— e ev—
TOTAL FUND $5, 137, 136, 359.33 100.00% 100.0%

Source: Richards & Tierney, Inc.
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BASIC RETIREMENT FUNDS

December 34, 1985 - June 30,

CUMULATIVE

BEGINNING MARKET VALUE $ 4, 029, 586, 639.63
DOLLAR INCREMENTS

Net Contributions - 128, 986, 265.62
Risk-Free Assets 415, 844, 071.94
Investment Policy 804, 062, 144.01
ENDING MARKET VALUE $ 5. 137, 136, 359.33
INVESTMENT RETURNS CUMULATIVE
Risk-Free Assets 9.56%
Investment Policy 30.72%
Actual Rate-of-Return 31.09%

Source: Richards & Tierney, Inc.
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1987

ENDING
VALUE

$3, 900, 600, 374.01
4, 316, 444, 445.92
5, 120, 506, 589.93

ANNUALIZED

6.27%X
19.55%
19.78%




BASIC RETIREMENT FUNDS

Investment Policy Impact

December 31, 4985 - June 30, 1987

INVESTMENT
POLICY

DOMESTIC EQUITY $ 762, 627, 087.41

FIXED INCOME 85, 374, 747.23
SHORT TERM 0.00
ALT. INVESTMENTS - 43, 936, 680.63
MISCELLANEOUS 0.00
TOTAL $ B804, 062, 144.04

Source: Richards & Tierney, Inc.
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BASIC RETIREMENT FUNDS |

December 341, 4985 - June 30,

CUMULATIVE

BEGINNING MARKET VALUE $ 4, 029, 586, 639.63
DOLLAR INCREMENTS

Net Contributions - 4128, 986, 265.62
Risk~Free Assets 415, B44, 071.91
Investment Policy 804, 062, 144.01
Active Management 16, 629, 769. 40
ENDING MARKET VALUE $ 5, 137, 136, 359.33
INVESTMENT RETURNS CUMULATIVE
Risk-Free Assets 9.56%
Investment Policy 30.72%
Actual Rate-of-Return 31.09%

Source: Richards & Tierney, Inc.
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1987

ENDING
VALUE

$3, 900, 600, 374.014
4, 316, 444, 445.92

5, 120, 506, 589.93
5, 137, 136, 359.33

ANNUALIZED

6.27%
19.55%
19.78%




BASIC RETIREMENT FUNDS

Active Management Impact

December 31,

DOMESTIC EQUITY
FIXED INCOME
SHORT TERM

ALT. INVESTMENTS
MISCELLANEQUS

TOTAL

1885 - June 30,

- Active Management -

SELECTION

$ 7.692, 054.94
-47, 796, 985.79
1, 879, 641.95

3, 984, 026.07
0.00

$-34, 244, 262.83

Source: Richards & Tierney, Inc.

ALLOCATION

$ 13, 868, 065.97
14, 357, 576.10
- 836, 431.59
26, 769, 572.23
- 2B4,752.48

$ 50, 874, 032.23

D-29

1987

TOTAL
IMPACT

$ 21, 560, 120.91
-36, 439, 407.69
1, 043, 210.36
30, 750, 598.30

-~ 284,752.48

$ 16, 629, 769.40




BASIC RETIREMENT FUNDS

Domestic Equity Segment

June 30, 1987

ACTUAL ALLOCATION

ASSET MIX POLICY
ALL DOMESTIC EQUITY $3, 188, 599, 024.63 62.07% 60.0%
Individual Managers
WILSHIRE $2, 073, 774, 352.94 65.04% 67.0%
FRED ALGER 102, 564, 177.75 3.22% 3.0X
ALLIANCE 115, 658, 827.43 3.63% 3.0%
BMI CAPITAL 70, 245, 754.87 2.20% 2.0%
BEUTEL GOODMAN 112, 767, 179.39  3.54% 3.0%
FORSTMANN-LEFF 914, 229,593.47 2.86% 3.0%
HELLMANN JORDAN 86, 863, 742.08 2.72% 3.0%
IDS ADVISORY 98, 105, 053.44 3.08% 3.0%
INVESTMENT ADVISERS 86, 558, 306.03 2.71X 3.0X
LIEBER & CO. 40, 493, 446.44 1.27X 1.0%
PEREGRINE CAPITAL 89, 401, 653.83 2.80% 3.0%
WADDELL & REED 98, 620, 031.74  3.09% 3.0%
INTERNAL MGR. 122, 316, 905.25 3.84% 3.0%

Source: Richards & Tierney, Inc.
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December 31,

BEGINNING MARKET VALUE

DOLLAR INCREMENTS
Net Contributions

Risk-Free Assets

Investment Policy
Active Management

ENDING MARKET VALUE

INVESTMENT RETURNS

Risk~-Free Assets
Investment Policy
Actual Rate-of-Return

Source: Richards & Tierney,

BASIC RETIREMENT FUNDS
Domestic Equity Segment

1385 - June 30,

CUMULATIVE

$ 2 570, 259, 276.36

- 427,653, 064.44
261, 805, 604.39

779, 655, 661.19
4, 531, 547.13

$ 3, 188, 599, 024.63

CUMULATIVE

9.56X
43.40%
43.55X

Inc.

D-31

1887

ENDING
VALUE

$2, 142, 606, 211.92
2, 404, 414, 816.31

3, 184, 067, 477.50
3, 188, 599, 024.63

ANNUALIZED

6.27%
27.16%
27 .26%



BASIC RETIREMENT FUNDS

High Quality Fixed Income

June 30, 1987

ACTUAL ALLOCATION

ASSET MIX POLICY
:&ig“iﬂc‘;‘;ﬁuw $4, 089, 138, 648.54  21.20% 20.0%
Individual Managers
INVESTMENT ADVISERS $ 42,080, 260.12 3.86X% 5.0%
LEHMAN 234, 987, 315.98 21.58%X 21.0X
MILLER ANDERSON 247, 937, 7585.22 22.76X 21.0X
MORGAN STANLEY 198, 674, 515.61 18.24% 21.0%
PEREGRINE CAPITAL 112, 124, 034.05 10.29% 11.0X
WESTERN ASSET 253, 324, 737.56 23.26% 21.0%

Source: Richards & Tierney, Inc.
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BASIC RETIREMENT FUNDS
Fixed Income Segment

December 34, 1985 - June 30, 1987

ENDING
CUMULATIVE VALUE
BEGINNING MARKET VALUE $ 4, 021, 173, 299.06
DOLLAR INCREMENTS
Net Contributions - B0, 550, 349.34 $ 940, 622, 948.72
Risk-Free Assets g9, 583, 329.28 1, 040, 206, 279.00
Investment Policy 108, 180, 044.02 1, 148, 386, 323.02
Active Management - B9, 247,704.48 1, 089, 138, 618.54
ENDING MARKET VALUE $ 4,089, 138,618.54
INVESTMENT RETURNS CUMULATIVE ANNUALIZED
Risk-Free Assets 9.56% 6.27%
Investment Policy 21.46% 13.84%
Actual Rate-of-Return 14.90% g.70%

Source: Richards & Tierney, Inc.
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BASIC RETIREMENT FUNDS

December 34, 4985 - June 30, 4987

ENDING
CUMULATIVE VALUE
BEGINNING MARKET VALUE $ 4, 029, 586, 639.63
DOLLAR INCREMENTS
Net Contributions - 428, 986, 265.62 $3, 900, 600, 374.04
Risk~-Free Assets 415, 844, 0741.91 4, 316, 444, 445 .92
Investment Policy 804, 062, 144.01 5, 120, 506, 589.93
Active Management 16, 629, 769.40 5, 137, 136, 359.33
ENDING MARKET VALUE $ 5, 137, 136, 359.33
INVESTMENT RETURNS CUMULATIVE ANNUALIZED
Risk-Free Assets 9.56% 6.27%
Investment Policy 30.72% 19.55%
Actual Rate-of-Return 31.09% 19.78%

Source: Richards & Tierney, Inc.
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BASIC RETIREMENT FUNDS

Basic Funds Performance

VS.
Public Funds

Basic Funds
Rank ing
] |
1st Quartile
|
[ |
Median
|
3rd Quartile
[ |
83 84 85 B6 87
FISCAL YEAR
83 84 85 86 87
Public Fundsx
Median Return 38.2% - 1.4 30.3x 28.2% 10.5%
Basic Funds (excl) ®x 42 .1% - 6.3% 28.4% 29.0X 15.8%

¥Public Funds includes balanced portfolios of public funds
#%Excluding alternative assets

Source: Trust Universe Comparison Service (TUCS)
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POST RETIREMENT INVESTMENT FUND
POLICY ASSET MIX
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MEMBERS OF THE BOARD:
GOVERNOR RUDY PERPICH
STATE AUDITOR ARNE H. CARLSON
STATE TREASURER MICHAEL A. McGRATH
SECRETARY OF STATE JOAN ANDERSON GROWE
ATTORNEY GENERAL HUBERT H. HUMPHREY il

EXECUTIVE DIRECTOR
HOWARD J. BICKER

STATE OF MINNESOTA
STATE BOARD OF INVESTMENT

Room 105, MEA Building
55 Sherburne Avenue
Saint Paul 55155
(612) 296-3328

October 1, 1987

TO: Members, State Board of Investment
Members, Investment Advisory Council

FROM: Alternative Investment Committee

SUBJECT: Alternative Investment Committee Recommendations

During the quarter, the Alternative Investment Commit-
tee considered additional investments with one of the SBI's
real estate managers, AEW-State Street, and one of the SBI's
venture capital managers, Kohlberg, Kravis and Roberts. The
Committee also considered an investment with a new venture
capital manager, Golder, Thoma and Cressey.

AEW-State Street Real Estate Fund V is a follow-on fund
to a series of funds offered annually by AEW-State Street.
Currently, the SBI has a $20 million investment in AEW-State
Street Fund III and a $15 million investment in AEW-State
Street Fund IV. The Committee recommends the SBI commit $20
million to the follow-on fund.

Kohlberg, Kravis and Roberts (KKR) 1987 Fund is also a
follow-on Fund to previous Funds offered by KKR since 1976.
Currently, the SBI has a $25 million investment in the KKR
1984 Fund and a $50 million investment in the KKR 1986 Fund.
The Committee recommends the SBI commit $115 million to the
follow-on fund.

Golder, Thoma and Cressey (GTC) Fund III is the third
Fund raised by GTC since 1980. Prior to 1980, the princi-
pals of GTC worked together at First Chicago's private
equity group. GTC offers one of the most experienced ven-
ture capital staffs in the industry, in addition to proven
capabilities in successfully investing, managing and liqui-
dating venture capital investments. A summary description
of the proposed GTC Fund III investment is attached. The
Committee recommends the SBI commit $20 million to the new
fund.

AN EQUAL OPPORTUNITY EMPLOYER



I.

1I.

III.

NEW VENTURE CAPITAL MANAGER PROFILE

BACKGROUND DATA

FUND MANAGER: Golder, Thoma & Cressey

NAME OF FUND: Golder, Thoma & Cressey Fund III

TYPE OF FUND: $225 million Limited Partnership

INTERVIEW DATE: August 28, 1987

REPRESENTING MANAGER: Stan Golder, Bryan Cressey, Carl
Thoma, Bruce Rauner

MANAGER CONTACT: Bryan Cressey

ADDRESS: 120 s. LaSalle sSt., Chicago, IL
60603

TELEPHONE: 312-853-3310

ORGANIZATION AND STAFF

The Fund will be managed by Golder, Thoma & Cressey ("GTC")
which is organized as a partnership. The three founding
general partners, Stan Golder, Carl Thoma and Bryan Cressey,
have worked together since the inception of GTC in 1980.
Prior to the formation of GTC, the three founding partners
worked together at First Chicago's private equity group.
Bruce Rauner, the fourth general partner, has six years of
experience at GTC. In addition to the four general part-
ners, six associate investment professionals are on the
staff of GTC.

INVESTMENT STRATEGY

GTC Fund III will invest in growing private businesses,
found and build companies in fragmented industries and
invest in leveraged buyouts. In addition, the portfolio
will be diversified geographically and by industry. A more
specific definition of investment types follows:

1. Industry Consolidations - GTC first targets a fragmented
industry which can be consolidated and then identifies
an existing company to grow through a series of buyouts.
These investments combine the traits of a leveraged
buyout and a growth equity investment.



Iv.

2. GTC Founded Companies - When GTC is unable to identify
an existing company in a consolidating fragmented indus-
try, it will selectively found and build its own company
by recruiting a management team.

3. Leveraged Buyouts - In a leveraged buyout, the cash flow
and assets of an existing business act as collateral for
financing the purchase price. GTC normally works with
existing management teams in these transactions.

4. Growth Equities - These companies typically have proven
performance and markets, but rapid growth outstrips both
their borrowing capacity and internal cash flow. GTC's
investment is typically the company's first source of
"professional" capital.

5. Early Stage (traditional venture capital) - Early stage
investments are expected to be a minor portion of Fund
III, consistent with Fund II where early stage invest-
ments are less than 10% of the portfolio. These compan-
ies usually involve a high risk of capital loss but
offer high upside potential.

INVESTMENT PERFORMANCE

While it is too early to determine the ultimate performance
of Funds I and II, the present indications are positive.
The $56 million invested by Fund II since February, 1984,
has increased in value by $18 million to $74 million based
on realized gains and the valuation of the portfolio as of
December 31, 1986. This is a compound annual return on
investment in excess of 43% before GTC's profit sharing and
before expenses.

The $66 million invested by Fund I since August, 1980, has
increased in value by $76 million <to $142 million based on
realized gains and the valuation of the portfolio as of
December 31, 1986. This is a compound annual return on
investment in excess of 31% before GTC's profit sharing and
before expenses.

The valuation of Fund investments still outstanding signifi-
cantly influences return on investment calculations. GTC
believes that its valuation policies are conservative. For
example, the 26 companies which have gone public, sold out
or merged through December 31, 1986, have netted the Funds
more than double their immediate prior-to-sale quarterly
valuations. Also, these valuations reflect a discount on
publicly traded securities, averaging approximately 20%.



During the time the Partners were associated with First
Chicago's equity group (1971-1979), the investments under
their management produced over a 22% compound annual return
before expenses.

INVESTMENT AGREEMENT
Term

The Fund will have a ten-year initial term with GTC having
the option to extend the Fund for up to three additional
one-year terms to permit orderly dissolution.

Management Fee

During the first six years, the Fund will pay GTC an annual
fee of 2% of total commitments (adjusted annually to reflect
changes in the Consumer Price 1Index). Fifty percent of any
fees received by GTC from portfolio companies is used to
reduce the annual management fee. During the seventh year,
the management fee will be 90% of the amount computed as set
forth above, and during each succeeding year, the management
fee will decline by ten percentage points (80% in the eighth
year, 70% in the ninth, etc.).

Allocation of Income, Gains, Losses and Expenses

Income, gains, losses and expenses will generally be alloca-
ted 80% to the accounts of all Partners in proportion to
their capital contributions and 20% to the account of GTC,
except that short-term interest will be allocated according
to capital accounts to the extent that the aggregate of
short-term interest and portfolio dividends and interest
exceed partnership expenses (including management fee).

GTC will not be entitled to receive distributions (other
than to pay taxes) unless the Limited Partner's fair value
capital accounts (plus amounts previously distributed to
Limited Partners) are at least 120% of the Limited Partners'
capital contributions, and after the Limited Partners have
received distributions equal to their capital contributions,
in proportion to their capital accounts.



VI. INVESTORS

Commitments as of 8/25/87

Leeway & Company

Abbott Capital Management

Horsley, Keogh & Associates
University of California

Crossroads Capital, Ltd.

Northwestern Mutual Insurance Company
Hughes Aircraft Retirement Fund

First Chicago Investment Advisors
Manufacturers Hanover Investment Corp.
John Hancock Venture Capital

Avon Products, Inc.

MNC Commercial Corporation

Chemical Equity Associates
Owens-Illinois

Continental Illinois Equity Corporation
GTC

Other

Total Committed

$ 30
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MEMBERS OF THE BOARD:
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STATE OF MINNESOTA

8:30-8:45

8:45-9:00

9:00-9:15

9:15-10:45

STATE BOARD OF INVESTMENT

Room 105, MEA Buillding
55 Sherburne Avenue
Saint Paul 55155
(612) 296-3328

AGENDA
JOINT MEETING OF
THE STATE BOARD OF INVESTMENT
AND
THE INVESTMENT ADVISORY COUNCIL

Thursday, October 1, 1987
8:30 A.M. - 2:00 P.M.

Spring Hill Center

Conference Room C
Wayzata, Minnesota 55391

Coffee and Rolls

Introductions

opening Comments

Presentor: Howard Bicker, Executive Director

o Objective for the day: Taking a look
at the "big picture"

o 1982-1987: Years of growth and change
for the SBI
What is the S8BI today?

Preésentor: Beth Lehman, Assistant to the
Executive Director

o0 Scope and impact of the SBI

o Oversight responsibilities of the Board

o) Decision-making structure

How does the S8BI manage $10 billion in pension
fund assets?

A review of the investment objectives, asset

allocation, management structure, and performance
of the two largest funds managed by the Board.



10:45-11:00

11:00-11:40

o Basic Retirement Funds (9:15-10:15)

Issue: Is it meeting its objectives?

Presentors: Jeff Bailey, Assistant Director
Tom Richards, Richards & Tierney

Discussion will include a comparison of the
Basic Funds with other public and private
pension funds.

Post Retirement Fund (10:15-10:45)

Issue: How well does/will it serve the needs
of retirees?

Presentors: Jeff Bailey, Assistant Director
Howard Bicker, Executive Director

Discussion will include a review of the post
retirement benefit increase mechanism and the
benefit increases it generates.

Break

When does the 8BI earn a competitive return
and benefit Minnesota, too?

Presentor: Howard Bicker, Executive Director

o

Minnesota Certificate of Deposit (CD) Program
Minnesota Housing Finance Agency Bond Issue
Minnesota Mortgage Pool

Minnesota Small Business Finance Agency Program

Superior Ventures, a Minnesota Venture Capital
Limited Partnership



11:40-12:00 How is the SBI viewed by its clientele?
Moderator: Howard Bicker, Executive Director

o Investment Advisory Council
Jan Yeomans, IAC Chair

o Statewide Retirement Systems
Jim Hacking, Executive Director, PERA
Elton Erdahl, Executive Director, TRA
Paul Groschen, Executive Director, MSRS

o Retiree Groups
Mike Ousdigian, Minnesota Association of
Retired Public Employees

12:00-1:00 Lunch

1:00-2:00 What lies ahead for the SBI?

This portion of the agenda will also serve as the
regular quarterly meeting of the State Board of
Investment. Items requiring Board action are
noted below each committee heading.

o Staff goals for Fiscal Year 1988
Presentor: Howard Bicker

o Reports from IAC Committees
on major developments

Administrative and Asset
Allocation Committees
Presentor: Jan Yeomans, 3M Company

Equity Manager Committee
Presentor: Debbie Veverka, Honeywell, Inc.

Fixed Income Manager Committee
Presentor: Gary Norstrem, City of St. Paul

Alternative Investment Committee
Presentor: Ken Gudorf,
The Carlson Companies, Inc.

Action Itens:
1. Commitment to KKR Fund 1987
2. Commitment to AEW-State Street Fund
3. Commitment to Golder, Thoma & Cressey Fund
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MEMBERS OF THE BOARD:
GOVERNOR RUDY PERPICH
STATE AUDITOR ARNE H. CARLSON
STATE TREASURER MICHAEL A, McGRATH
SECRETARY OF STATE JOAN ANDERSON GROWE
ATTORNEY GENERAL HUBERT H. HUMPHREY Ml

EXECUTIVE DIRECTOR
HOWARD J. BICKER

STATE OF MINNESOTA
STATE BOARD OF INVESTMENT

Room 105, MEA Building
55 Sherburne Avenue
Saint Paul 55155
(612) 296-3328

MINUTES
STATE BOARD OF INVESTMENT
JUNE 3, 1987

The State Board of Investment met on Wednesday, June 3, 1987
at 8:30 A.M. in Room 112 of the State Capitol. Governor Rudy
Perpich, Chair; Secretary of State Joan Anderson Growe; State
Treasurer Michael A. McGrath; State Auditor Arne H. Carlson; and
Attorney General Hubert H. Humphrey III, were present.

The minutes of the March 4, 1987 meeting were unanimously
approved.

EXECUTIVE DIRECTOR’S REPORT

Howard Bicker first reviewed the asset allocation and
investment performance of the Basic Retirement Funds. He stated
the assets of the Basic Retirement Funds increased in value by
13.4% during the first quarter due to a very strong common stock
market. Mr. Bicker stated that although the Basic Retirement
Funds had a cash flow of $3.6 million during the first quarter of
the year, the Funds experienced a negative cash flow of $115
million for the last year due to the Rule of 85. Mr. Bicker
reported that the total rate of return for the Basic Retirement
Funds was 13.3% for the quarter and 16.6% for the year including
alternative investments. Excluding alternative investments, the
Basic Funds were up 14.9% for the quarter and 18.3% for the year.
These returns placed the Basic Retirement Funds in the top
quartile of all public and private pension funds over that
period. Mr. Bicker stated that the Basic Funds’ active equity
managers matched the performance of the common stock market
during the first quarter, but they underperformed the market for
the year. He reported that the Basic Funds’ bond managers showed
a return of 2.3% for the quarter and 10.9% for the year,
outperforming the market during both these periods.

Mr. Bicker then summarized the performance of the Post
Retirement Fund. He stated the Fund grew at a rate of 4.5% for
the quarter and 14.5% for the most recent year. Much of this
growth was due to a very sizable positive cash flow from the
early retirements under the Rule of 85. Mr. Bicker reported that
the Post Retirement Fund’s equity portfolio produced a 20% total
rate of return for the first quarter while the market was up
21.2%.

AN EQUAL OPPORTUNITY EMPLOYER



In closing, Mr. Bicker stated that as of March 31, 1987, all
assets under management at the State Board of Investment were
$11.7 billion.

INVESTMENT ADVISORY COUNCIL REPORT

Jan Yeomans presented the Investment Advisory Council Report.

ADMINISTRATIVE AND ASSET ALLOCATION COMMITTEES

Ms. Yeomans stated that the Administrative and Asset
Allocation Committees considered five issues at their quarterly
meeting. The first 1issue was the travel policy for Board
members. She stated that the Committees recommend the Board
continue the current policy which allocates $2000 annually for
each Board member and/or their staff for SBI related business.
Auditor Carlson moved approval. The motion was unanimously
approved. The second issue considered was renewal of the Board’s
consultant contract with Richards & Tierney. She stated the
Committee believes that the consulting services of Richards &
Tierney have been valuable and it recommends continuation of
their contract for another year at an unchanged cost of $120,000.
Mr. Carlson moved approval. The motion was unanimously approved.
The third issue was consideration of Part III of the Basic
Retirement Funds Investment policy staff position paper. It
recommends several changes in investment management structure of
both the equity and fixed income segments of the Basic Retirement
Funds. The paper recommends that the actively managed component
of both the stock and bond segments be allowed to fluctuate
between 10 and 50% and the passively managed component
fluctuate between 50 and 90%. It further recommends that a
completeness fund be established to offset any style bias that
may occur in the actively managed stock and bond components. Ms.
Yeomans further stated that the paper proposed the total number
of active stock and bond managers range between 15 and 20. 1In
response to a question from Mr. Carlson, Ms. Yeomans stated that
the proposed composition of the Basic Funds will not look
radically different from the market as a whole, given the size of
the funds. In response to another question from Mr. Carlson,
Ms. Yeomans stated it may be realistic to expect the Basic Funds
to perform in the top quartile of all pension funds over a
five year cycle. The fourth issue the Committee discussed was a
staff proposal relating to periodic rebalancing of the Basic
Retirement Funds’ policy asset mix. Mr. Carlson moved approval.
The motion passed unanimously. The fifth issue concerned a
proposal to construct commingled investment pools combining
various short-term accounts currently managed by the Board.
Mr. Carlson moved approval. The motion was passed unanimously.

EQUITY MANAGER COMMMITTEE

Ms. Yeomans stated that the Equity Manager Committee
considered four issues. The first was the investment management
structure addressed by Part III of the Basic Retirement Funds
Investment Policy staff position paper. The Committee recommends
the Board adopt the proposals concerning the equity component of



the Funds presented in the paper. 1In response to a question from
Treasurer McGrath, Ms. Yeomans stated that there are two events
that may require the replacement of a manager; one is the change
in the manager’s business organization and the second is the
manager’s performance relative to its benchmark portfolio. Mr.
Carlson moved approval of the Committee recommendation. The
motion passed unanimously. Ms. Yeomans stated the Committee also
discussed a staff proposal to modify the equity managers

performance fee formula. The Committee accepted a proposal to
institute a sliding scale base fee. This change would
effectively lower fees paid by the Board at any given level of
performance. Secretary Growe moved approval. The motion was
unanimously passed. The third issue concerned performance of the
Board’s external equity managers. Ms. Yeomans stated that in
aggregate, the managers were much in line with the market for the
most recent quarter. She said the Committee recommends no

manager changes at this time, since the Board will be considering
several modifications connected with the revised investment
management structure just adopted by the Board. Mr. McGrath
moved approval. The motion passed unanimously. The fourth issue
concerned renewal of the manager contracts for the coming fiscal
year. The Committee recommends that all equity manager contracts
be renewed at this time. If the Board chooses to end a manager
relationship, the 30-day cancellation clause gives sufficient
flexibility to make any necessary changes. Ms. Growe moved
approval. The motion passed unanimously.

FIXED INCOME MANAGER COMMITTEE

Ms. Yeomans stated that the first item considered by the
Fixed Income Manager Committee was the investment management
structure of the bond segment of the Basic Funds. The Committee
recommends adoption of the investment policy as contained in Part
III of the Basic Retirement Funds investment policy paper. This
would move the bond segment from 100% active management to some
portion being passively managed. Mr. Carlson moved approval.
The motion passed unanimously. Ms. Yeomans stated the Committee
recommend that all the fixed income manager contracts be renewed
for the fiscal year with the provision that they provide for a
30-day cancellation clause be used. Mr. Carlson moved approval.
The motion was unanimously approved.

ALTERNATIVE INVESTMENT COMMITTEE

Ms. Yeomans stated that the Alternative Investment Committee
reviewed the current allocations to the real estate, venture
capital and resource fund managers. She reported the Committee
is searching for a consultant to assist in the alternative
investment area and has established objectives for selection of
the consultant.

Governor Perpich requested that a meeting be held away from
the Capitol to discuss all assets controlled by the SBI. Mr.
Bicker said he would make those arrangements and suggested that
such a meeting be held Jjointly with the Advisory Council to
discuss a number of issues of common interest.



LEGISLATIVE UPDATE

Mr. Bicker reviewed the results of the Board’s proposal to
the 1987 Legislature. Three of the four requests were granted:
to increase the authorized equity 1limit from 75% to 85% of the
fund; to increase the authorized limit on alternative investments
from 20% to 35% of a fund; and to add non-rated and high yield
fixed income securities as authorized investments for the Board.
The request to invest in international securities was not
granted. He stated that there were a number of other proposals
of interest to the SBI, including a new defined contribution plan
within PERA and new authority to invest in debt issues of
domestic mutual insurance corporations.

SOUTH AFRICA TASK FORCE

Jay Kiedrowski, Task Force Chair, reported that the South
Africa Task Force met during the quarter to review implementation
of Phase III of the Board’s resolution. Phase III requires the
Board to limit its holdings to companies that have achieved the
highest category ranking on their implementation of the Sullivan
Principles. Current information indicates 85 of the 143 publicly
traded U.S. companies doing business in South Africa do not meet
this requirement. He said that the Task Force reviewed financial
analysis and legal advice on implementation of Phase III and
recommended the Board continue to implement its divestment
program through attrition. The Task Force also recommended that
action be limited to the actively managed stock portfolios. This
recommendation is similar to the Board’s action during Phases I
and II. Mr. Kiedrowski said SBI staff had directed the Board’s
active managers to discontinue purchases of stock that do not
meet the Phase III requirement unless the managers feel it would
be a violation of their fiduciary responsibility to do so. 1In
these cases the manager must inform the Board, in writing, of
their reasons for purchasing the stock. Mr. Kiedrowski concluded
the report by stating the Task Force will meet before the next
Board meeting to review progress on implementation of this
policy.

Mr. Carlson questioned the need for managers to notify Board
staff if they purchased stock in a restricted company and moved
to strike the letter writing requirement. There was no second.

In response to a question from Mr. Carlson, Tom Richards
stated that imposing the Phase III requirement on the Basic
Retirement Funds during calendar year 1986 would have reduced
investment returns by $27 million. In addition, he stated that
transaction costs to 1liquidate the restricted securities and
replace them with other non-restricted stocks would have totaled
approximately $4 million.

Mr. Carlson questioned the 1logic of the Board’s action and
suggested the Board rescind its resolution. Attorney General
Humphrey disagreed with Mr. Carlson’s statements and said the
Board’s actions have had direct and affirmative results on the
business activities of companies. Mr. McGrath stated he supports



the Board’s proposed action given its financial and 1legal

constraints. Mr. McGrath moved

to adopt the Task Force

recommendation. The motion was seconded by Mr. Humphrey and was

vassed on a voice vote.

The meeting adjourned at 9:45 A.M.

Respectfully submitted,

W7 Firkon

Howard J. Bicker
Executive Director
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INVESTMENT ADVISORY COUNCIL
June 2, 1987

The Investment Advisory Council met on Tuesday, June 2, 1987
at 2:00 P.M. in the MEA Building, St. Paul.

MEMBERS PRESENT: Harry Adams, James Eckmann, Elton Erdahl, Arvin
Herman (for Paul Groschen), Ken Gudorf, James
Hacking, Vern Jackels, Jay Kiedrowski, Malcolm
McDonald, Mike Rosen, Joe Rukavina, Ray
Vecellio, Debbie Veverka, and Jan Yeomans.

MEMBERS ABSENT: Paul Groschen, Ken Gudorf, Judy Mares, and Gary
Norstrem.

SBI STAFF: Howard Bicker, Jeff Bailey, Beth Lehman, John
Griebenow, Harriet Balian, Charlene Olson.

OTHER ATTENDING: Tom Richards, Richards & Tierney; James
Heidelberg; Mike Ousdigian; Peter Sausen; Bob
Whitaker; Craig Rushmeyer, New Era Financial
Group, Wayzata; and Gary Austin, TRA.

The minutes of the March 3, 1987 meeting were approved.

EXECUTIVE DIRECTOR’S REPORT

Howard Bicker first reviewed the asset allocation and
investment performance of the Basic Retirement Funds. He stated
the assets of the Basic Retirement Funds increased in value by
13.4% during the first quarter, due to a very strong common stock
market. Mr. Bicker stated that although the Basic Retirement
Funds had a cash flow of $3.6 million during the first quarter of
the year, the Funds experienced a negative cash flow of $115
million for the last year due to the Rule of 85. Mr. Bicker
reported that the total rate of return for the Basic Retirement
Funds was 13.3% for the quarter and 16.6% for the year including
alternative investments. Excluding alternative investments the
Basic Funds were up 14.9% for the quarter and 18.3% for the year.
These returns placed the Basic Funds in the top quartile of all
public and private pension funds over that period. Mr. Bicker
stated that the Basic Funds’ active equity managers matched the

AN EQUAL OPPORTUNITY EMPLOYER



performance of the common stock market during the first quarter,
but they underperformed the market for the year. Mr. Bicker
reported that the Basic Funds’ bond managers showed a return of
2.3% for the quarter and 10.9% for the year outperforming the
market during both time periods.

Mr. Bicker then summarized the performance of the Post
Retirement Fund. He stated the Fund grew at a rate of 4.5% for
the quarter and 14.5% for the most recent year. Much of this
growth was due to a very sizable positive cash flow from early
retirements under the Rule of 85. Mr. Bicker reported that the
Post Retirement Fund’s equity portfolio produced a 20% total rate
of return for the first quarter while the market was up 21.2%.

In closing, Mr. Bicker stated that as of March 31, 1987, all
assets under management at the State Board of Investment were
$11.7 billion.

INVESTMENT ADVISORY COUNCIL REPORT

ADMINISTRATIVE AND ASSET ALLOCATION COMMITTEES

Jan Yeomans stated that the Committees considered five
issues. The first issue was the travel policy for Board members.
The Committee recommended a continuation of the current policy
which allocates $2000 annually for each Board member and/or their
staff for SBI related travel. The second issue was renewal of
the contract with Richards & Tierney, the Board’s consultant, at
$120,000 for one year. The third issue was consideration of Part
III of the staff Investment Policy Paper which recommended
changes in the structure of both the equity and fixed income
segments of the Basic Retirement Funds. The fourth issue
discussed was a staff proposal relating to periodic rebalancings
of the Basic Retirement Funds. The staff recommended that a
rebalancing be required if an asset class deviates by more than
10% from its policy allocation. The Committees accepted this
recommendation and further recommended that staff have the
discretion to rebalance if there 1is a deviation in the range of

5-10%. The fifth issue concerned a proposal to construct
commingled short-term investment pools working in conjunction
with the Department of Finance. Mr. Rukavina moved the Council

accept the Committee report. The motion passed unanimously.

EQUITY MANAGER COMMITTEE

Ms. Veverka stated the Equity Manager Committee considered
three issues. First, the Committee recommended several changes
contained in the staff paper on the investment management
structure of the equity segment of the Basic Retirement Funds.
The Committee accepted the proposal to introduce flexible, rather
than fixed, allocations to the active and passive portions of the
stock segment. Further, the Committee accepted the proposal to
select active managers solely on the basis of their potential to
produce superior returns. Finally, they accepted a proposal to
create a passively managed completeness fund to offset any style



biases that may occur in the active manager group. The second
issue discussed was a staff proposal to modify the external
manager performance fee formula. The Committee accepted a staff
recommendation to institute a sliding scale base fee. This
change will effectively lower the fees paid at any given level of
performance. The final issue concerned renewal of the external
stock manager contracts. The Committee recommended all contracts
be renewed for the next fiscal year and felt the 30-day
cancellation clause provides sufficient flexibility to make any
changes that may be necessary in the near future. Mike Rosen
moved approval to accept the Committee report. The motion was
unanimously approved.

FIXED INCOME MANAGER COMMITTEE

Jim Hacking stated the Fixed Income Manager Committee
recommended adoption of the proposals contained in Part III of
the staff investment policy paper pertaining to the fixed income
portion of the Basic Funds. This will include the introduction
of a passively managed bond index fund in 1lieu of a total
allocation to active management. It also includes a flexible
allocation to the passive and active segments and a corresponding
completeness fund. Mr. Hacking stated the Committee recommended
that all the fixed income manager contracts be renewed for the
next fiscal year. The 30-day cancellation clause in all the
contracts gives the Board the authority to terminate a contract
at any time should that be deemed necessary. Malcolm McDonald
moved approval of the Committee report. The motion passed
unanimously.

ALTERNATIVE INVESTMENT COMMITTEE

Mr. McDonald stated that the Alternative Investment Committee
reviewed the current commitments to all alternative investment
managers. He stated the Committee is also reviewing consultants
to assist in monitoring alternative asset managers and to help
the Committee refine investment objectives for the entire
alternative investment segment of the Basic Funds.

LEGISLATIVE UPDATE

Mr. Bicker reviewed the results of the Board’s proposal to
the 1987 Legislature. Three of the four requests were granted:
to increase the authorized equity 1limit from 75% to 85% of a
fund; to increase the authorized limit on alternative investments
from 20% to 35% of a fund; and to add non-rated and high yield
fixed income securities as authorized investments for the Board.
The request to invest in international securities was not
ogranted. He stated that there were a number of other proposals
of interest to the SBI, including a new defined contribution plan
within PERA for volunteer ambulance drivers and new authority to
invest in debt issues of domestic mutual insurance corporations.



SOUTH AFRICA TASK FORCE

Jay Kiedrowski, Chair of the South Africa Task Force, stated
that the Task Force met to review the implementation of Phase III
of the SBI’s resolution. He stated that based on the financial
analysis and legal advice received concerning the impact of the
Phase III requirement, the Task Force recommends that the Board
continue to implement its divestment program through attrition
and limit application of the resolution to the actively managed
stock portfolios. The Board’s active managers will be directed
to discontinue purchases of the stock of any company that does
not meet the Phase III requirement unless the manager determines
the failure to buy a particular stock would be a violation of its

fiduciary responsibility. He also stated that the Task Force
plans to reconvene prior to the Board’s next quarterly meeting to
review progress on implementation of the Phase III
recommendation.

The meeting adjourned at 3:00 P.M.

Respectfully submitted,

//1pﬁ&¢%( ¢D2-//

Howard J. Bicker
Executive Director
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Summary

ASSETS

The Basic Retirement Funds experienced a modest increase in
asset value during second quarter 1987. The increase was due
entirely to investment performance, as quarterly withdrawals from
the Basic Funds exceeded contributions by $21 million.
Investment performance brought asset growth for fiscal year 1987
to 12.6%, despite net withdrawals for the period of $80 million.
Large net withdrawals are expected to continue into July of 1987
due to the expiration of the "Rule of 85". Positive cash flows
into the Basic Funds are anticipated to begin later this year.

The asset growth history of the Basic Retirement Funds over
the last five calendar years and two quarters is detailed below.

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

1982 $ 2,806 + 30.6
1983 3,129 + 11.5
1984 3,265 + 4.4
1985 4,030 + 23.4
1986 4,474 + 11.0
1987 1Q 5,075 + 13.4

2Q 5,137 + 1.2



ASSET MIX

During the second quarter, the cash equivalents segment of
the Basic Retirement Funds increased slightly as a percentage of
total assets. The Basic Funds' cash position was increased in
anticipation of heavy third quarter withdrawals due to the
expiration of the "Rule of 85". Cash was raised primarily
through the sale of equities in the index fund and as a result,
the common stock segment of the portfolio declined in relative
weighting. The increase in the cash equivalents weighting also
reflected several second quarter distributions from alternative
investment managers that had not yet been allocated to new
investments at the quarter's end. The segment is expected to
return to a more normal weighting by the end of third quarter
1987.

Asset segment weightings for the Basic Retirement Funds for
the most recent two quarters and year are displayed below.

ASSET MIX

6/30/86 3/31/87 6/30/87
Common Stocks 62.2% 61.7% 59.8%
Bonds 22.8 20.9 19.8
Cash Equivalents* 5.6 6.8 9.8
Alternative Equity 9.4 10.6 10.6

Assets
100.0% 100.0% 100.0%

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

INVESTMENT RETURNS

The capital markets performance during second quarter 1987
was lackluster. Following its explosive first quarter, the stock
market produced only modest returns, while the bond market
reacted to a sudden interest rate rise with a negative
performance. In this environment, the Basic Retirement Funds
generated a 1.6% total rate of return for the second quarter.
Excluding alternative assets, the Basic Funds' quarterly
performance was 1.7%. This performance roughly matched that of
the Funds' assigned benchmarks, the capital markets composite and
the TUCS median balanced tax-exempt fund.



Aided by a very strong first quarter, the Basic Retirement
Funds produced a 14.5% rate of return for fiscal year 1987.
Excluding other assets, the total portfolio performance for the
period was 15.8%. During the year, the Basic Retirement Funds
benefited from a long-term investment policy asset mix which
favors common stocks. With their substantial common stock
exposure, the Basic Funds outperformed the median TUCS balanced
fund for fiscal year 1987 by a wide margin.

The Basic Retirement Funds total portfolio and asset segment
returns are presented below.

Total Rate of Return

Second Quarter Year Ending
1987 6/30/87
Common Stocks 3.2% 19.4%
Bonds -2.3 8.0
Cash 1.7 6.4
Alternative Equity Assets 1.6 5.1
Total Fund 1.6 14.5

(including alt. assets)

EQUITY PERFORMANCE

In aggregate, the Basic Retirement Funds' equity managers
roughly matched the performance of the market during the second
quarter and slightly underperformed for the fiscal year 1987. As
noted in previous Quarterly Investment Reviews, the individual
active equity manager returns have consistently been broadly
dispersed. During second quarter 1987, this divergence of
performance was particularly apparent. The wide distribution of
second quarter returns again reflected general market conditions.
During the period, 1large capitalization stocks continued to

outperform small cap ones by an overwhelming margin. In
addition, there were significant differences among the
performances of the various market sectors. For example, the

Energy and Transportation sectors of the market generated
outstanding returns during the quarter, while the Finance and
Utilities sectors exhibited negative returns.



The risk composition of the aggregate equity manager
portfolio remained essentially the same. Sector concentrations
shifted slightly. As a group, the active managers trimmed their
Finance holdings, reducing their aggregate position to a market
weighting. In addition, the managers' Capital Goods holdings
were increased slightly. The managers are now overweighted in
the Consumer Durables, Consumer Nondurables, Materials and
Services, and Technology sectors. They continue to be
underweighted in the Energy and Utilities sectors.

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

Total Portfolio Returns

Second Quarter Year Ending

1987 6/30/87
Fred Alger 0.0% 7.1%
Alliance Capital 4.6 23.6
Beutel Goodman 5.3 17.1
BMI Capital 1.2 20.7
Forstmann Leff 1.6 12.3
Hellman Jordan 1.3 23.1
IDS 3.7 19.3
Investment Advisers 4.0 18.1
Lieber & Company -1.3 7.3
Peregrine Capital 1.4 18.3
Waddell and Reed 2.4 15.3
Internal Manager 3.4 26.3
Wilshire Associates 3.6 20.3

(Index Fund)

Total Basic Retirement Funds'
Common Stock Segment 3.2 19.4

Wilshire 5000 3.3 20.1



BOND PERFORMANCE

The aggregate performance of the Basic Retirement Funds'
active bond managers trailed that of the bond market during the
second quarter. The bond managers produced a combined rate of
return of -2.3% for the quarter, while the market generated a
-1.6% return. The second quarter was a difficult period for bond
managers, as interest rates increased sharply in April. However,
a strong first quarter performance by the bond manager group
allowed them to outperform the market by a wide margin for the
fiscal year.

The risk characteristics and the sector concentrations of the
aggregate bond portfolio shifted during the quarter. Current
yield and yield to maturity were increased slightly, while
portfolio duration was decreased. The managers added to their
positions in the Government, Agency, and Finance sectors and
trimmed their holdings in the Mortgage and Industrial sectors.

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

Total Portfolio Returns

Second Quarter Year Ending

1987 6/30/87
Investment Advisers - 0.9% 5.2
Lehman Management - 1.6 5.2
Miller Anderson - 1.6 14.0%
Morgan Stanley - 3.1 7.4
Peregrine Capital - 1.7 7.3
Western Asset - 3.4 6.2
Total Basic Retirement Funds!' - 2.3 8.0
Bond Segment
Salomon Brothers Broad - 1.6 5.6

Bond Index

* Performance reflects positive impact of pricing adjustment
in 4Q 1986.
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FIGURE 3

TAX-EXEMPT BALANCED PORTFOLIO UNIVERSE
HISTORICAL ASSET MIX
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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 most recent two quarters and 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. The portfolios in the
balanced universe differ in composition. Many of the portfolios
are comprised of only common stocks, bonds, and cash equivalents.
Other portfolios in the balanced universe, however, contain
alternative assets such as real estate and venture capital in
addition to stocks and bonds.
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POST RETIREMENT INVESTMENT FUND
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MINNESOTA STATE BOARD OF INVESTMENT

POST RETIREMENT INVESTMENT FUND

SECOND QUARTER 1987

Summary

ASSETS

The market value of the Post Retirement Investment Fund's
assets increased by 0.4% during second quarter 1987. With this
increase, asset growth for fiscal year 1987 was brought to 9.3%.
The Post Retirement Investment Fund experienced a steady flow of
contributions throughout the entire fiscal year. However, the
expiration of the "Rule of 85" in June 1987 resulted in a
particularly large inflow of contributions in the second quarter.
During this period, contributions exceeded withdrawals by $127
million, resulting in net contributions for fiscal year 1987 of
over $150 million. The "Rule of 85" expiration is expected to
generate significant contributions to the Post Retirement
Investment Fund in the third quarter as well.

The asset growth history of the Post Retirement Investment
Fund over the last five-and-a-half years is detailed below.

Market Percent Change

Calendar Value from

Year (millions) Previous Period
1982 1,523 +38.3
1983 1,803 +18.4
1984 2,246 +24.6
1985 3,107 +38.3
1986 3,808 +22.6
1987 1Q 3,980 + 4.5
2Q 3,997 + 0.4

20



ASSET MIX

A large influx of contributions at second quarter's-end
resulted in an increase in the relative weighting of the cash
equivalents segment of the Post Retirement Investment Fund
portfolio. The segment will be reduced to a more normal level as
the excess cash reserves are invested in the stock and bond
segments of the portfolio in third quarter 1987.

Asset mix for the Post Retirement Investment Fund for the
most recent two quarters and year is displayed below.

ASSET MIX
6/30/86 3/31/87 6/30/87
Common Stocks 18.6% 16.7% 16.8%
Bonds 67.2 76.5 74.2
Cash Equivalents 14.2 6.8 9.0
100.0% 100.0% 100.0%

EQUITY PERFORMANCE

The Post Retirement Investment Fund's equity portfolio
generated a 1.7% rate of return for the second quarter of the
year. The equity portfolio underperformed the Wilshire 5000 with
its 3.3% rate of return for the period. The disappointing second
quarter performance was largely attributable to the equity
portfolio's substantial overweighting of the Finance sector, the
poorest performing sector of the common stock market. The
portfolio was aided, on the other hand, by its market weighting
of the Energy sector and its overweighting of Transportation
issues, the top performing sectors of the market. For the most
recent year, the Post Retirement Investment Fund's equity
portfolio generated a 15.7% rate of return. The Wilshire 5000
performance was 20.1% for the year.
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The equity portfolio's industry sector concentrations
remained essentially unchanged during the quarter. The portfolio
retained its overweighted positions in the Financial and
Transportation sectors and its underweighted positions in the
Capital Goods, Consumer Durables, Consumer Nondurables, and
Materials and Services sectors.

The performance of the Post Retirement Investment Fund's
equity portfolio for the 1latest quarter and year are displayed
below.

Second Quarter Year Ending
1987 6/30/87
Equity Portfolio 1.7% 15.7%
Wilshire 5000 3.3 20.1

DEDICATED BOND PORTFOLIO

The composition of the Post Retirement Investment Fund's
dedicated bond portfolio changed very 1little during the second
quarter of the year. The average gquality rating of the bond
portfolio remained at AA. The sector composition remained
essentially unchanged, with the majority of the portfolio issues
concentrated in the Treasury and Agency sectors of the market.

The Post Retirement Investment Fund's bond portfolio provided
a -3.7% total rate of return for the second quarter and a 3.2%
rate of return for fiscal year 1987. The Post Fund's dedicated
bond portfolio 1is designed so that portfolio income and
maturities match the Fund's liability stream. With this design,
the duration of the dedicated bond portfolio exceeds that of the
bond market. Consequently, on a total return basis, the
portfolio can be expected to underperform the bond market in down
periods such as the second gquarter and outperform the market in
up periods.

The composition of the Post Retirement Investment Fund's
dedicated bond portfolio is outlined on the following page.
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TABLE 7

POST RETIREMENT INVESTMENT FUND

DEDICATED BOND PORTFOLIO STATISTICS

JUNE 30, 1987

Value at Market $2,599,997,262
Value at Cost 2,377,434,896
Average Coupon ) 7.02%
Current Yield 8.87
Yield to Maturity 8.79
Current Yield at Cost 9.70
Time to Maturity 15.18 Years
Average Duration 7.10 Years
Average Quality Rating AA
Number of Issues 284
SECTOR WEIGHTINGS

Treasury 72.3
Federal Agency 6.3
Industrial 7.4
Utilities 5.3
Finance 4.4
Transportation 0.4
Mortgages 0.0
Miscellaneous 3.9

100.0%
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FIGURE 7

POST RETIREMENT INVESTMENT FUND

HISTORICAL ASSET MIX
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FIGURE 8

POST RETIREMENT INVESTMENT FUND
BENEFIT INCREASES VERSUS INFLATION
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TABLE 9

POST RETIREMENT INVESTMENT FUND

EQUITY SEGMENT RETURNS

INVESTMENT RETURNS RELATIVE TO PERFORMANCE STANDARDS

Total Returns

Post
Retirement
Fund Wilshire 5000
1982 20.0 18.7
1983 16.9 23.5
1984 5.2 3.1
1985 28.4 32.6
1986 3.5 l6.1
1987 1Q 20.0 21.2
2Q 1.7 3.3
1 Year Through
6/30/87 15.7 20.1
3 Years Annualized
Through 6/30/87 22.8 28.6
5 Years Annualized
Through 6/30/87 21.1 26.5
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MINNESOTA STATE BOARD OF INVESTMENT
SUPPLEMENTAL INVESTMENT FUND

o INCOME SHARE ACCOUNT

o GROWTH SHARE ACCOUNT

o COMMON STOCK INDEX ACCOUNT
o BOND MARKET ACCOUNT

o MONEY MARKET ACCOUNT

o GUARANTEED RETURN ACCOUNT

o BOND ACCOUNT

QUARTERLY INVESTMENT REVIEW

JUNE 30, 1987
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MINNESOTA STATE BOARD OF INVESTMENT

SUPPLEMENTAL INVESTMENT FUND

SECOND QUARTER 1987

Summary

The Minnesota Supplemental Investment Fund is a multi-purpose
investment program that offers a range of investment options to
state and local public employees. The different participating
groups use the Fund for a variety of purposes:

o It functions as the investment manager for all assets of
the Unclassified Employees Retirement Plan.

o It acts as the investment manager for all assets of the
supplemental retirement programs for state university and
community college teachers and for Hennepin County
Employees.

o It is one investment vehicle offered to public employees as
part of the state's Deferred Compensation Plan.

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

The Supplemental Investment Fund serves more than 14,000
individuals. On June 30, 1987 the market value of the entire
fund was $400 million.

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

As of the beginning of fiscal year 1987, participants in the
Supplemental Investment Fund may select from among the following
seven investment options:

o Income Share Account - an actively managed, balanced
portfolio utilizing both common stocks and bonds
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Growth Share Account - an actively managed, all common
stock portfolio

Common Stock Index Account - a passively managed, all
common stock portfolio designed to track the performance of
the entire stock market

Bond Market Account - an actively managed, all bond
portfolio that reflects changes in the market value of
bonds

Money Market Account - a portfolio utilizing short term,
liquid debt securities

Guaranteed Return Account - an option utilizing guaranteed
investment contracts (GIC's), which offer a fixed rate of
return for a specified period of time.

Bond Account - a portfolio of intermediate term debt
securities that are bought and held to maturity. This
option is available only to 1local police and firefighter
retirement plans.
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SUPPLEMENTAL INVESTMENT FUND

INCOME SHARE ACCOUNT

The primary investment objective of the Income Share Account
is similar to that of the Basic Retirement Funds. The Account
seeks to maximize long-term real rates of return, while limiting
short-run portfolio return volatility.

To achieve this objective, the 1Income Share Account is
invested in a balanced portfolio of common stocks and fixed
income securities. The Account's target 1long-term asset
allocation is 60% common stocks, 35% bonds, and 5% cash
equivalents. Common stocks provide the potential for significant
capital appreciation, while bonds provide a deflation hedge and
portfolio diversification.

The investment management structure of the Income Share
Account combines internal and external management. The SBI
investment staff manages the entire fixed income segment of the
Account's portfolio and approximately 25% of the common stock
segment. The balance of the common stock portfolio is managed
externally. The Account participates in the passive component of
the common stock segment of the Combined Investment Funds.

The June 30, 1987 market value of the Income Share Account
was $214 million.

The Income Share Account's asset mix for the last five
calendar years is presented on pages 37 and 38.

Total account and asset segment performance is displayed on

page 39. Individual external manager performance is presented on
page 16.
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FIGURE 10

SUPPLEMENTAL INVESTMENT FUND

(INCOME SHARE ACCOUNT)

HISTORICAL ASSET MIX
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TABLE 12

SUPPLEMENTAL INVESTMENT FUND
INCOME SHARE ACCOUNT

INVESTMENT PERFORMANCE

Total Returns

SECOND QUARTER YEAR ENDING

1987 6/30/87
Total Account 2.2% 13.7%
Median Fund#* 1.5 13.1
Composite** 1.5 14.7
Equity Segment 3.1 18.5
Wilshire 5000 3.3 20.1
Bond Segment 0.4 7.6
Salomon Broad
Bond Index - 1.6 5.6

* TUCS Median Balanced Portfolio

** 50/45/5 Wilshire 5000/Salomon Broad Bond Index/T-Bills
Composite Through 12-31-82; 60/35/5 Composite Thereafter
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SUPPLEMENTAL INVESTMENT FUND

GROWTH SHARE ACCOUNT

The Growth Share Account's principal investment objective is
to generate above-average returns from capital appreciation. 1In
order to attain this objective, the Growth Share Account's
investment program focuses on common stocks. The long-run target
asset allocation for the Account 1is 95% common stock, 5% cash
equivalents. The small cash equivalents component represents the
normal cash reserves held by the Account as a result of net
contributions not yet allocated to stocks.

The SBI investment staff manages approximately one fourth of
the common stock portfolio; the balance is managed externally.
The Growth Share Account's external equity component is achieved
through its participation in the active common stock segment of
the Board's Combined Investment Funds. The SBI investment staff
manages the internal component of the equity portfolio with a
long-term value-oriented approach. This approach is complemented
by the external managers' more aggressive posture.

The June 30, 1987 market value of the Growth Share Account
was $90 million.

The historical asset mix for the account is displayed on
pages 41 and 42.

Total account and asset segment performance is presented on

page 43. Individual common stock manager performance is listed
on page 16.
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FIGURE 11

SUPPLEMENTAL INVESTMENT FUND
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TABLE 14

SUPPLEMENTAL INVESTMENT FUND

GROWTH SHARE ACCOUNT

INVESTMENT PERFORMANCE

Total Returns

SECOND QUARTER YEAR ENDING
1887 6/30/87
Total Account 2.3% 17.2%
Median Fund#* 3.2 19.4
Composite** 3.3 19.5
Equity Segment 2.3 17.4
Wilshire 5000 3.3 20.1

* TUCS Median Managed Equity Portfolio

** 95/5 Wilshire 5000/T-Bills Composite
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SUPPLEMENTAL INVESTMENT FUND

COMMON STOCK INDEX ACCOUNT

The Common Stock Index Account is a new investment option for
the participants in the Supplemental Investment Fund. The Index
Account accepted contributions effective July 1, 1986. The June
30, 1987 market value of the Account was $1,906,509.

The investment objective of the Common Stock Index Account is
to generate returns that match those of the common stock market.
This objective is achieved through the Account's participation in
the SBI's existing index fund.

The SBI's index fund is a passively-managed portfolio of over
1,300 different stocks. The fund is designed to track the
performance of the Wilshire 5000, a broad-based equity market
indicator. The Wilshire 5000 represents virtually the entire
domestic common stock market.

The performance of the Supplemental Common Stock Index
Account is presented below. Performance from third quarter 1986
on reflects the returns earned by the newly created Index
Account. Performance data prior to third quarter 1986 represents
what the performance of the Common Stock Index Account would have
been had it participated in the index fund during the time
periods indicated.

Total Returns

CALENDAR SUPPLEMENTAL COMMON STOCK WILSHIRE
YEAR INDEX ACCOUNT 5000
1985 32.5% 32.6%
1986 16.0 16.1
1987 1Q 20.7 21.2

2Q 3.6 3.3

1 Year Ending
6/30/87 20.7 20.1

2 Years Annualized
Ending 6/30/87 27.4 27.4
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SUPPLEMENTAL INVESTMENT FUND
BOND MARKET ACCOUNT

The Bond Market Account is another new investment option for
the participants in the Supplemental Investment Fund. The
Account accepted contributions effective July 1, 1986. The June
30, 1987 market value of the Account was $798,566.

The investment objective of the Bond Market Account is to
earn a high rate of return by investing in fixed income
securities. Account returns are dgenerated in the form of
interest income and capital appreciation. The Account invests
primarily in high-quality, government and corporate bonds that
have intermediate to long-term maturities, usually 3 to 20 years.

The entire Bond Market Account is invested externally. The
Account participates in the bond component of the Combined
Investment Funds. Through this participation, the Account uses
the same six external bond managers as the Basic Retirement
Funds.

The Board funded the external bond managers in early July,

1984. The six managers were selected for their blend of
investment styles. Each of the managers emphasizes active
investment decisions. However, the managers vary in their

approach to interest rate anticipation, issue selection, and bond
market sector weighting.

Performance of the Supplemental Bond Market Account is
displayed below. Individual manager performance is presented on
page 17.

As with the Common Stock Index Account, performance from
third quarter 1986 on reflects the returns earned by the new Bond
Market Account. The performance prior to third quarter 1986
represents what the performance of the Bond Market Account would
have been had the account participated in the bond component of
the Combined Investment Funds during the periods indicated.

Total Returns

CALENDAR SUPPLEMENTAL BOND SALOMON BROAD
YEAR MARKET ACCOUNT BOND INDEX
1985 21.7% 22.3%
1986 15.4 15.5
1987 1Q 2.3 1.3

2Q - 2.3 - 1.6

1 Year Ending

6/30/87 8.1 5.6

2 Years Annualized

Ending 6/30/87 13.0 12.5
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SUPPLEMENTAL INVESTMENT FUND

MONEY MARKET ACCOUNT

The Money Market Account is essentially a new option for
participants in the Supplemental Investment Fund. The Account
was formerly called the Fixed Return Account. However, its name
has been changed to more accurately reflect its new investment
focus. The June 30, 1987 market value of the Account was $77
million.

The investment objective of the Money Market Account is to
purchase short-term, liquid fixed income investments that pay
interest at rates competitive with those available in the money
markets.

The Money Market Account is invested entirely in high quality
short-term investments such as U.S. Treasury Bills, bank
certificates of deposit, repurchase agreements, and high grade
commercial paper. The maximum maturity of these investments is
three years.

The Money Market Account is managed solely by State Street
Bank and Trust Company of Boston, MA. State Street manages a
major portion of the Board's cash reserves.

Fourth quarter 1986 was the first full quarter of performance
for the Money Market Account under its new focus. The historical
performance from previous periods for State Street's short-term
account represents the investment returns that would have been
generated by the Money Market Account had it been invested under
the current approach.

Total Returns

(Annualized)
SUPPLEMENTAL MONEY 90~DAY
CALENDAR YEAR MARKET ACCOUNT TREASURY BILLS
1985 8.2% 7.9%
1986 6.9 6.3
1987 1Q 6.1 5.7
2Q 6.6 5.7
1 Year Ending
6/30/87 6.4 5.7
2 Years Annualized
Ending 6/30/87 6.8 6.5
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SUPPLEMENTAL INVESTMENT FUND

GUARANTEED RETURN ACCOUNT

The Guaranteed Return Account is a new investment option for
participants in the Supplemental Investment Fund. The investment
objectives of the Guaranteed Return Account are to protect
investors from any loss of their original investment and to
provide a fixed rate of return over a three year period.

The Guaranteed Return Account 1is invested in guaranteed
investment contracts (GIC's) offered by major U.S. insurance
companies. Each year, the Board will accept bids from insurance
companies that meet the financial quality criteria defined by
State statute. The insurance company offering the highest three-
year GIC interest rate will be awarded the contract. That
interest rate will then be offered to participants who make
contributions to the Guaranteed Return Account over the following
twelve months.

Final bidding on the 1986 GIC contract occurred during
October, 1986. Principal Mutual Life Insurance Company (formerly
The Bankers Life of Iowa) submitted the winning bid of 7.72%.

The Guaranteed Return Account first accepted contributions in
November, 1986.
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SUPPLEMENTAL INVESTMENT FUND

BOND ACCOUNT

The Bond Account was established by the 1981 Legislature to
provide a separate fixed return investment vehicle for police and
firefighter organizations. Its objective is to generate high
levels of current income by investing in high quality debt
securities. The Account's sole source of return is the interest
income produced by its holdings.

Contributions to the Bond Account are grouped by fiscal year
(July 1 to June 30), referred to as a Yclass year". The
established yield for each class year is the weighted average
yield on all fixed income securities purchased for that year.
This established yield is in effect for the life of the class.
If a retirement organization chooses to withdraw contributions
from the Bond Account prior to the expiration of the fixed period
for the class, its withdrawal will be redeemed at market value.
Organizations withdrawing from the Account will not affect the
established yield of other participants in the class.

The Bond Account 1is managed entirely by Investment Board
staff. Since all assets are held to maturity, staff provides
very cost-effective management for the Account.

Participation in the Bond Account 1is structured much like a
money market mutual fund. The Account maintains a uniform value
of $5.00 per share. Annual income for the Account is determined
at the close of each fiscal year (June 30).

Participating organizations may choose to receive their
annual income at the close of each fiscal year, or they may elect
to use the income to purchase new shares in the upcoming class
year.

Returns for the Bond Account for recent years are presented
below:

ESTABLISHED YIELD

CLASS YEAR FIXED PERIOD (ANNUAL)
1983 6 yrs. (1983-88) 11.2%
1984 7 yrs. (1984-90) 13.0%
1985 7 yrs. (1985-91) 11.8%
1986 7 yrs. (1986-92) 10.5%
1987 7 yrs. (1987-93) 9.0%
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MINNESOTA STATE BOARD OF INVESTMENT

MINNESOTA VARIABLE ANNUITY FUND

QUARTERLY INVESTMENT REVIEW

JUNE 30, 1987
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MINNESOTA STATE BOARD OF INVESTMENT

MINNESOTA VARIABLE ANNUITY FUND
SECOND QUARTER 1987

Summary

The Minnesota Variable Annuity Fund is an investment option
formerly offered to members of the Teachers!' Retirement
Association. The Fund was designed as an alternative to the
regular teachers' retirement plan. The opportunity to enroll in
the Fund is no 1longer offered to new Association members,
although members enrolled prior to the cutoff date may retain
their participation in the ©Fund and <continue to make
contributions. The June 30, 1987 market value of the Fund was
$171 million.

The investment objective of the Minnesota Variable Annuity
Fund is comparable to that of the Supplemental Investment Fund's
Growth Share Account. The goal of the Variable Annuity Fund is
to generate above-average capital appreciation. Like the Growth
Share Account, the Variable Annuity Fund's long-term, policy
asset allocation is 95% common stocks, 5% cash equivalents.

Management of the Variable Annuity Fund is split between

internal and external management. The SBI staff manages
approximately 25% of the common stock portfolio, while the
balance is managed externally. The SBI staff provides a

conservative value-oriented style of management, while the
external managers complement the internal staff with a more
aggressive investment approach.

Historical asset allocation for the Minnesota Variable
Annuity Fund is presented in the graph on page 53 and the
accompanying table on page 54.

Total account and asset segment performance is presented in

the table on page 55. Individual common stock managers
performance is given on page 16.
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FIGURE 12

MINNESOTA VARIABLE ANNUITY FUND

HISTORICAL ASSET MIX
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TABLE 16

MINNESOTA VARIABLE ANNUITY FUND

INVESTMENT PERFORMANCE

Total Returns

SECOND QUARTER YEAR ENDING
1987 6/30/87
Total Account 2.3% 17.2%
Median Fundx 3.2 19.4
Composite** 3.3 19.5
Equity Segment 2.3 17.4
Wilshire 5000 3.3 20.1

* TUCS Median Managed Equity Portfolio

** 95/5 Wilshire 5000/T-Bills Composite
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PERMANENT SCHOOL FUND

QUARTERLY INVESTMENT REVIEW

JUNE 30, 1987
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MINNESOTA STATE BOARD OF INVESTMENT

PERMANENT SCHOOL FUND

SECOND QUARTER 1987

Summary

ASSETS

The market value of the Permanent School Fund's assets
remained unchanged during second quarter 1987. Although the Fund
experienced a slight decline in the market value of its assets
due to the negative performance of the bond market, the decline
was exactly offset by quarterly net contributions to the Fund of
$1.2 million. For fiscal year 1987, the Permanent School Fund
experienced a -0.8% decline in asset value. The decline in the
market value for the fiscal year was attributable solely to net
withdrawals from the Fund, which totaled $28 million.

Asset growth of the Permanent School Fund over the last five
calendar years and the most recent two quarters is displayed
below.

Market Percent Change

Calendar Value From
Year (Millions) Previous Period
1982 286 + 21.2
1983 290 + 1.4
1984 308 + 6.2
1985 350 + 13.6
1986 364 + 4.0
1987 1Q 361 - 0.8

2Q 361 0.0



ASSET MIX

Due to accounting restrictions under which the Permanent
School Fund operates, all of the Fund's assets are invested in
fixed income securities. Common stocks are not considered
appropriate for the Fund's long-run policy asset mix under the
present investment constraints.

During second quarter 1987 as interest rates rose, the
majority of the Permanent School Fund's excess cash reserves were
invested in bonds. As a result, the cash equivalents segment,
which had increased in relative weighting during the first
quarter of the year, declined substantially. The balance of the
excess reserves will be invested during the third quarter.

The asset mix for the Permanent School Fund over the last two
quarters and year is presented below.

ASSET MIX
6/30/86 3/31/87 6/30/87
Common Stocks 0.0% 0.0% 0.0%
Bonds 65.4 66.9 82.2
Cash Equivalents 34.6 33.1 17.8
100.0% 100.0% 100.0%

BOND PORTFOLIO

The composition of the Permanent School Fund's bond portfolio
was altered as a result of the second quarter investment of the
Fund's excess cash reserves. The cash reserves were used to
create a more laddered distribution of bond maturities, thereby
reducing the portfolio's exposure to reinvestment rate risk.
With this rebalancing, the average maturity and duration of the
portfolio were lengthened. The portfolio's current yield and
yield to maturity were increased as well. Sector concentrations
shifted as a result of the new investments. Treasury and Finance
sector weightings were increased significantly, while the
remaining sector positions were reduced. The average quality
ranking remained at AAA.



TABLE 17

PERMANENT SCHOOL FUND
BOND PORTFOLIO STATISTICS

JUNE 30, 1987

Value at Market $291,141,016
Value at Cost 284,743,989
Average Coupon 9.49%
Current Yield 9.33

Yield to Maturity 8.64
Current Yield at Cost 9.59

Time to Maturity 15.13 Years
Average Duration 6.62 Years
Average Quality Rating AAA
Number of Issues 120

SECTOR WEIGHTINGS

Treasury 28.4%
Federal Agency 17.1
Industrial 11.0
Utilities 7.9
Finance 6.2
Transportation 4.2
Mortgages 24.2
Miscellaneous 1.0
100.0%
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APPENDIX

This appendix contains historical portfolio data pertaining
to the SBI's external equity and fixed income managers from the
inception of the SBI's accounts with these managers. Any
revisions of portfolio data reported in previous quarterly
reviews are contained in this appendix.



EQUITY MANAGER PORTFOLIO STATISTICS GLOSSARY

In the following pages, summary descriptions of the individual
equity managers' investment philosophy, risk characteristics, and
performance data are displayed. Some of the statistics presented
are technical in nature. This glossary 1is designed to aid in
understanding the terms that are introduced.

The first five portfolio characteristics listed in the glossary
are presented in the Quarterly Investment Review and Appendix on an
absolute basis. The remaining portfolio statistics are reported
relative to the stock market. The purpose of presenting these
statistics in a relative fashion is to "normalize" them, or remove
the impact of market-wide changes on the characteristics of a
manager's portfolio. In calculating the relative values, the stock
market is represented by the 1000 largest capitalization companies
in the Wilshire 5000. The managers' portfolio characteristics are
reported in standard deviation units relative to the average or
mean of these 1000 companies. Thus, a positive (negative) value
for a portfolio characteristic indicates a value higher (lower)
than the market average.

# of Stocks - number of different issues held in the
manager's stock portfolio.

Qtr. Port. Turnover - the manager's total equity asset sales
during the quarter divided by the average
value of the manager's equity assets over
the quarter.

Equity Allocation - percent of the manager's total portfolio
invested in common and preferred stocks and
convertible securities.

Diversification
(R2)

extent to which a manager's equity holdings
statistically resemble the stock market.
Low (high) diversification portfolios will
experience returns which are not well (are
well) correlated with those of the market.
By definition, the market has a
diversification measure of 1.0. The less a
portfolio is diversified, the lower will be
its diversification measure (referred to as
R-squared) . The SBI's managers are
required, over the 1long-term, to hold
portfolios with diversification levels less
than .85.



Market Volatility
(Equity Beta)

Price Variability
(MVAR)

Earnings Variability
(EVAR)

12-Month Relative
w Return (REL RET)

Price-to-Book Ratio

(P/B)

5 Year Earnings
Growth (5 YR. EARN.)

- degree to which the returns on the

manager's stock portfolio are sensitive to
movements in the stock market's return. By
definition the market |has a market
volatility measure (referred to as beta) of
1.0. Portfolios with values greater (less)
than 1.0 have above (below) average
sensitivity to market moves. The SBI's
managers are required, over the long-term
to hold portfolios with market volatility
levels above 1.10. This measure does not
include the impact of cash holdings on
total portfolio volatility.

risk related to the historical variability
of the prices of stocks in the manager's

portfolio. The more variable are the
portfolio's securities' prices, the more
risky is the portfolio. Items such as

current stock price, twelve month price
range, trading volume, and beta make up
this measure.

risk related to the variability of the
earnings of those companies owned in the
manager's portfolio. The more variable are
the companies' earnings, the more risky is
the portfolio. 1Items such as variance of
accounting earnings, variance of cash flow,
occurrence of extraordinary accounting
items, and the correlation of companies'
earnings with U.S. corporate earnings make
up this measure.

the return on the stocks currently in the
manager's portfolio over the 1last twelve
months less the return on the S&P 500.

the market value of the manager's portfolio
divided by the latest available annual book
value.

the annualized growth of <the average
earnings per share of the manager's
portfolio over the latest five fiscal
years.,



Size and Immaturity
(SIZE)

Growth (GROW)

Earnings-to-Price
Ratio (E/P)

Dividend Yield
(YIELD)

Financial Leverage
(FINL)

Industry Sector

Overweightings

Industry Sector
Underweightings

Risk related to the size and maturity of
the companies held in the portfolio. The
smaller and younger the companies, the more
risky is the portfolio. Items such as
total assets, market capitalization, gross
plant/book value ratio, and company age
make up this measure.

risk related to the growth orientation of
companies owned by the manager. The more
growth-oriented are the companies, the
riskier is the portfolio. Items such as
dividend yield, E/P ratio, and growth in
total assets make up this measure.

the weighted average trailing four quarter
earnings per share of the manager's common
stock portfolio divided by the weighted
average price per share of the manager's
common stock portfolio.

indicated annual dividend of the manager's
stock portfolio divided by the portfolio
market value.

risk related to the extent to which
companies held in the portfolio have used
debt to finance their operations. The more
leveraged are the companies, the riskier is
the portfolio. Items such as debt/asset
ratio, current asset/current 1liability
ratio, and uncovered fixed charges make up
this ratio.

those sectors of the economy in which the
manager has invested a significantly larger
percentage of the portfolio than is
represented by the stock market.

those sectors of the economy in which the
manager  has invested a significantly
smaller percentage of the portfolio than is
represented by the stock market.
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BOND MANAGER PORTFOLIO STATISTICS GLOSSARY

Like the preceding equity manager portfolio statistics
glossary, this bond manager portfolio statistics glossary is
designed to define terminology used in evaluating a bond
manager's investment philosophy, risk characteristics and
performance data.

Qtr. Port. Turnover - the manager's total bond sales during
the quarter divided by the average
value of the manager's bond portfolio
over the quarter.

# of Issues - the number of different bond issues
held in the manager's portfolio.

Bond Allocatien - the percent of the manager's total
portfolio invested in bonds.

Coupon - the annual interest payment received
on the manager's total portfolio
stated as a percent of the

portfolio's face value.

Current Yield - the annual interest payment produced
by the manager's total portfolio
stated as a percent of the

portfolio's market value.

Yield to Maturity - the compounded annualized return that
the manager's total portfolio would
produce if it were held to maturity
and all cash flows were reinvested at
an interest rate equal to the yield
to maturity.

Duration - a measure of the average life of the
total portfolio. Duration is a
weighted average maturity whereby the
time in the future that each cash
flow is received is weighted by the
proportion that the present value of
the cash flow contributes to the
total present value (or price) of the
total portfolio.

Term to Maturity - also a measure of the average life of
the total portfolio. Term to
maturity is the number of years
remaining until the average bond in
the portfolio makes its final cash
payment.

A-22



Quality Weightings -

Sector Weightings -

TUCS Median -

refers to the average rating given
the total portfolio's securities by
Moody's Corp. A security's rating
indicates the financial strength of
its issuer and other factors related
to the likelihood of full and timely
payment of interest and principal.

refers to the sectors of the bond
market in which the manager has
positioned his/her bond portfolio.

the median manager within a subsample
of the TUCS |universe that is
restricted to fixed income managers
investing in portfolios with quality
and duration characteristics similar
to those that are required of the
SBI's bond managers.
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PORTFOLIO STATISTICS

I. Composition of State Investment Portfolios 6/30/87
II. Cash Flow Available for Investment 4/1/87-6/30/87

III. Monthly Transactions and Asset Summary - Retirement
Funds
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STATE OF MINNESOTA
STATE BOARD OF INVESTMENT
NET CASH FLOW AVAILABLE FOR INVESTMENT

For period of
April 1, 1987 - June 30, 1987

Teachers Retirement Fund $ -0-
Public Employees Retirement Fund (18,000,000.00)
State Employees Retirement Fund (2,035,000.00
Public Employees Police & Fire 750,000.00
Highway Patrol Retirement Fund -0-
Judges Retirement Fund -0-
Post Retirement Fund 118,149,875.45
Supplemental Retirement Fund - Income 321,834.59
Supplemental Retirement Fund - Growth (1,453,338.93)
Supplemental Retirement Fund - Money Market 2,270,785.10
Supplemental Retirement Fund - Bond Fund -0-
Supplemental Retirement Fund - Index 392,356.50
Supplemental Retirement Fund - Bond Mkt. (154,447.47)
Supplemental Retirement Fund - Guaranteed 209,436.84
Minnesota Variable Annuity Fund S (938,572.05)
Total Retirement Funds Net Cash Flow $ 98,012,930.03
Permanent School Fund 1,163,490.37

Total Net Cash Flow $ 99,176,420.40




90L6

, £0V6

£8€6
vi9e
9LG6
t8C6

cLL8
, vaogs
| veLs
06¥v8
888
88¥8
STL8
osvs
v8es8
6C¥8
6v08
8T9L

€846L
662CL
9869
TSL9
L989
¢189

(32xy1RU 3E)
(000°000)
Te3og

9°6b
S6b
6°06§
9°0¢§
¢°0s
v-ev

0°Ly
(AR
€LY
°8V
6°6¥
v°8y
£°09
S°1s
8°6v
LTS
8°TS
9°1s

v Is
$°CS
6°1¢s
8°0¢S
vees
0°€s

pund 30 g
A3tnba

9°Zv
9°vv
0°sb
S°vy
LS A4
Vv

0°9v
0°9v
S°9v
0Ly
S°G¥
8° vy
voiv
8°0V
6°CV
6°CV
6°CV
6°CV

L 4
| 4
8ty
9°vy
X 4
8°1v

pung jo g

spuogd

8°L IvT
6°G €¢
v v
6°V 81
v°s 0s
] Sl
0°¢L A
8°9 oy
9 01
6°V (8v)
9V 6¢
8°9 1 %3
£'8 S79
L L vy
€L 114
LA Lz
£°S Ve
S°g T
G°g 91
vy v
13 9¢C
9°V T¢
13 4 0t
(A ov
pungd Jo g MOTd
wis3z-3aoys ysep

(3910w 3B) AleWWnS 9SSV

SANNd LNIWIAILIY

(¥9)

(€€T)
£6
19
11T
A4

(L)
(02)
(1)
(€9)
90¢
LLT
ZSS

(VET)
(2)
8¢

(6L)

(19)
<ot
(x4
£8
€61

Te3loL

AYVHHWNS LISSVY ANV NOILOVYSNVIL

LNIWLSIANI J0 Qdv0d dIVLS

YLOSYNNIW 40 ILVLS

(22)
(9€T1)
(L)
(ST)
(6)
| ¥4

144
(€)
(LIT)
(L9)
6S
(4
9c¢
8
(TETD)
(¢)
(8)
13

(9L)

(z2)
(A

(o)
L4

89

(000°000)
$3%0038

(e¢v)

00T
9L
o0Ct
143

(19)
(LT)

| A8
Lyl
SLT
9¢e
()
(€)

9¢
(L)

(€)

(62)
0S
it
6L
v8

(000000)
spuog

suorjoesuell 38N

aunp
Aey

1tady

yoiey
Kieniqag
L861 Aienuep

Iaquadag
I9quaAON
1390320
1aquajdas
Isnbny

Kinp

aung

Key

Tradvy

yoiew
K1eniqgag
9861 Lienuep

Iaquasag
13quaA0N
1940300
1aquaijdag
3snbny
S861 AInp




ORI T g T T T T B I

o Tab E



MEMBERS OF THE BOARD:
GOVERNOR RUDY PERPICH
STATE AUDITOR ARNE H. CARLSON
STATE TREASURER MICHAEL A. McGRATH
SECRETARY OF STATE JOAN ANDERSON GROWE
ATTORNEY GENERAL HUBERT H. HUMPHREY Wi

EXECUTIVE DIRECTOR
HOWARD J. BICKER

STATE OF MINNESOTA
STATE BOARD OF INVESTMENT

Room 105, MEA Building
55 Sherburne Avenue
Saint Paul 55155
(612) 296-3328

September 22, 1987

TO: Members, State Board of Investment
Members, Investment Advisory Council

FROM: Administrative Committee
Asset Allocation Committee
Equity Managers Committee
Fixed Income Managers Committee

RE: Committee Reports

The Administrative, Asset Allocation, Equity Managers and
Fixed Income Managers Committees met separately during the
quarter to review and discuss the agenda for the joint
meeting of the Board and the Investment Advisory Council
(IAC) on October 1, 1987.

Each Committee reviewed events during the last five years
that have had a major impact on their respective areas of
responsibility. The chair of each committee will present a
summary of those discussions at the October meeting.

No other official action was taken.

hml

AN EQUAL OPPORTUNITY EMPLOYER



MEMBERS OF THE BOARD:

GOVERNOR RUDY PERPICH sy

STATE AUDITOR ARNE H. CARLSON 4 "‘\Gé D DIRECTOR
STATE TREASURER MICHAEL A. McGRATH g >TRePEr g '
SECRETARY OF STATE JOAN ANDERSON GROWE %ﬁ‘?b j

ATTORNEY GENERAL HUBERT H. HUMPHREY Il L

STATE OF MINNESOTA
STATE BOARD OF INVESTMENT

Room 105, MEA Building
55 Sherburne Avenue
Saint Paul 55155
(612) 296-3328

September 18, 1987

TO: Members, State Board of Investment
Members, Investment Advisory Council

FROM: Alternative Investment Committee

SUBJECT: Alternative Investment Strategy

ALTERNATIVE INVESTMENT STRATEGY

To increase overall portfolio diversification and
provide a hedge against inflation, the Investment Advisory
Council's Asset Allocation Committee has recommended that
15%, or $750 million, of the $5 billion Basic Retirement
Funds be allocated to alternative investments. Alternative
investments include real estate, venture capital and re-
source investments where Minnesota State Board of Investment
(SBI) participation is limited to commingled funds or other
pooled vehicles.

The venture capital investment strategy is to establish
and maintain a broadly diversified venture capital portfolio
comprised of investments that provide diversification by
industry type, stage of corporate development and location.
To date, the SBI has committed to ten commingled venture
capital funds for a total commitment of $144.1 million.

The real estate investment strategy involves three
steps. The first step calls for investment of 30-40% of the
real estate portfolio in diversified open-end commingled
funds. The second step calls for investment of 30-40% of
the real estate portfolio in diversified closed-end commin-
gled funds. The third step calls for investment of 20-30%
of the real estate portfolio in 1less diversified, more

focused (specialty) commingled funds. Currently, the SBI
has committed $370 million to eleven commingled real estate
funds.

AN EQUAL OPPORTUNITY EMPLOVER



The strategy for resource investment requires that
investments be made in resource investment vehicles that are
specifically designed for institutional investors to provide
an inflation hedge and additional diversification. Indivi-
dual resource investments will include proved producing oil
and gas properties, royalties and other investments that are
diversified geographically and by type. Currently, the SBI
has committed $97.5 million to five commingled oil and gas
funds.

ALTERNATIVE INVESTMENT COMMITTEE
CURRENT ACTIVITIES AND RECOMMENDATIONS

During the latest quarter, the Alternative Investment
Committee conducted annual review sessions with three of
SBI's real estate managers (Prudential, Equitable and
Aetna). 1In general, all three managers are experiencing the
effects of an over-built office market. Acquisition activi-
ties and investment returns have declined from last year's
levels. In response, the managers have emphasized active
management and improvements to existing holdings in addition
to selective retail, industrial and apartment acquisitions.
An investment status and performance report for each manager
is included in the attached annual review summaries.

Also during the quarter, the Alternative Investment
Committee considered additional investments with one of the
SBI's real estate managers, AEW-State Street, and one of the
SBI's venture capital managers, Kohlberg, Kravis and Ro-
berts. The Committee also considered an investment with a
new venture capital manager, Golder, Thoma and Cressey.
Specifically, the Committee is recommending the Board ap-
prove a $20 million investment in AEW-State Street Real
Estate Fund V, a $115 million additional investment in the
Kohlberg, Kravis and Roberts 1987 Fund, and a $20 million
investment in Golder, Thoma and Cressey Fund III.

AEW-State Street Real Estate Fund V is a follow-on fund
to a series of funds offered annually by AEW-State Street.
Currently, the SBI has a $20 million investment in AEW-State
Street Fund IITI and a $15 million investment in AEW-State
Street Fund 1IV.

The Kohlberg, Kravis and Roberts (KKR) 1987 Fund is
also a follow-on Fund to previous Funds offered by KKR since
1976. Currently, the SBI has a $25 million investment in
the KKR 1984 Fund and a $50 million investment in the KKR
1986 Fund.

Golder, Thoma and Cressey (GTC) Fund III is the third

Fund raised by GTC since 1980. Prior to 1980, the
principals of GTC worked together at First Chicago's private
equity group. GTC offers one of the most experienced

venture capital staffs in the industry, in addition to
proven capabilities in successfully investing, managing and



liquidating venture <capital investments. A summary
description of the proposed GTC Fund III investment is
attached.

FUTURE CONSIDERATIONS

Going forward, the Alternative Investment Committee
agenda will include:

© Conducting annual review sessions with existing
alternative investment managers

0 Ongoing reviews of investment objectives, strategy,
asset allocation and performance measurement

[} Considering additional investments with new and
existing managers

o Considering potential alternative investment con-
sultants
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ALTERNATIVE INVESTMENT MANAGER INFORMATION
ANNUAL REVIEW SUMMARY
JULY 16, 1987

FUND NAME: Real Estate Separate Account (RESA)
FIRM NAME: Aetna Life and Casualty Company
CONTACT: Tom Anathan, Maurice Giannotti,

Tom Rogers
SBI ACCOUNT INCEPTION: April, 1982
SBI COMMITMENT: $40,000,000

SBI CURRENT INVESTMENT: $55,794,883 (6/30/87)
(MARKET VALUE)

INVESTMENT DESCRIPTION: The Real Estate Separate Account (RESA)
is an open-end, commingled, real estate fund managed by the Aetna
Life and Casualty Company of Hartford, Connecticut. The fund was
formed in January, 1978. The fund has no termination date;
investors have the option to withdraw all or a portion of their
investment. RESA invests primarily in existing equity real
estate. Investments are diversified by 1location and type of
property. On-site management of properties is contracted to
outside firms or conducted by a joint venture partner.

RESA PORTFOLIO COMPOSITION 6/30/87:

MARKET VALUE

$ OF PROPERTIES OF PROPERTIES
118 $1,778,830,299
LOCATION: PROPERTY TYPE:
East 20.0% Retail 19.4%
Midwest 6.2 Office 44.1
South 17.8 Industrial 11.9
West 56.0 Hotel 6.2
100.0% Apartment 6.5
Office R&D 11.9
100.0%
RESA PERFORMANCE:
YEAR ENDING 3 YEARS 5 YEARS
20 87 6/30/87 ANNUALIZED ANNUALIZED
Income 1.71% 7.24% 8.02% 8.46%

Appreciation 0.02 0.15 0.70 1.69
TOTAL 1.73% 7.39% 8.72% 10.15%



ALTERNATIVE INVESTMENT MANAGER INFORMATION
ANNUAL REVIEW SUMMARY
JULY 16, 1987

FUND NAME: Separate Account #8
FIRM NAME: Equitable Real Estate Group, Inc.
CONTACT: David Bradford, Sandra Dzinski

SBI ACCOUNT INCEPTION: October, 1981
SBI COMMITMENT: $40,000,000

SBI CURRENT INVESTMENT $64,115,557 (6/30/87)
(MARKET VALUE)

INVESTMENT DESCRIPTION: Separate Account #8 was formed in
August, 1973, by the New York-based Equitable Real Estate Group,
Inc. The account is an open~end, commingled, real estate fund.
The fund has no termination date; investors retain the option to
withdraw all or a portion of their investment. The fund makes
equity investments in existing real estate. The fund's portfolio
is diversified by location and property type. Management of the
fund's properties is contracted to outside firms or is conducted
by joint venture partners.

SEPARATE ACCOUNT #8 PORTFOLIO COMPOSITION 6/30/87:

MARKET VALUE

# OF PROPERTIES OF PROPERTIES
229 $3,060,566,799
LOCATION: PROPERTY TYPE:
East 30.8% Retail 37.5%
Midwest 19.7 Office 38.3
South 27.7 Industrial 15.2
West 23.6 Hotel 8.7
100.0% Specialized 0.3
100.0%
SEPARATE ACCOUNT #8 PERFORMANCE:
YEAR ENDING 3 YEARS 5 YEARS
2Q 87 6/30/87 ANNUALIZED ANNUALIZED
Income 1.8% 7.0% 7.2% 7.5%
Appreciation 1.0 2.2 3.3 4.3

TOTAL 2.8% 9.2% 10.5% 11.8%



ALTERNATIVE INVESTMENT MANAGER INFORMATION
ANNUAL REVIEW S8UMMARY
JULY 16, 1987

FUND NAME: PRISA I
FIRM NAME: Prudential Investment Management Corp.
CONTACT: Robert Dunphy, Charles Lightner

SBI ACCOUNT INCEPTION: September, 1981
SBI COMMITMENT: $40,000,000

SBI CURRENT INVESTMENT: $58,564,175 (6/30/87)
(MARKET VALUE)

INVESTMENT DESCRIPTION: PRISA I is an open-end commingled real
estate fund. One of the largest and oldest of the open-end
funds, PRISA I was formed in July, 1970, by the Prudential
Investment Management Corporation of New Jersey. PRISA's real
estate portfolio consists primarily of equity investments in
existing properties. Investments are diversified by both the
type and 1location of properties. Prudential contracts with
outside firms for the on-site management of its properties or
retains joint venture partners as property managers. The fund
has no termination date. Investors have the option quarterly to
withdraw a portion or all of their investment.

PRISA I PORTFOLIO COMPOSITION 6/30/87:

MARKET VALUE

4 OF PROPERTIES OF PROPERTIES
263 $4,096,000,000
LOCATION: PROPERTY TYPE:
East 29.8% Retail 18.7
Midwest 14.3 Office 48.9
South 18.4 Industrial 15.6
West 37.5 Hotel 9.2
100.0% Apartment 5.4
Other 2.2
100.0%
PRISA I FUND PERFORMANCE:
YEAR ENDING 3 YEARS 5 YEARS
20 1987 6/30/87 ANNUALIZED ANNUALIZED
Income 1.96% 7.19% 7.42% 7.62%
Appreciation (1.58) (2.68) (_.04) .93

TOTAL .58% 4.51% 7.38% 8.55%
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II.

III.

NEW VENTURE CAPITAL MANAGER PROFILE

BACKGROUND DATA

FUND MANAGER: Golder, Thoma & Cressey

NAME OF FUND: Golder, Thoma & Cressey Fund III

TYPE OF FUND: $225 million Limited Partnership

INTERVIEW DATE: August 28, 1987

REPRESENTING MANAGER: Stan Golder, Bryan Cressey, Carl
Thoma, Bruce Rauner

MANAGER CONTACT: Bryan Cressey

ADDRESS: 120 S. laSalle St., Chicago, IL
60603

TELEPHONE: 312-853-3310

ORGANIZATION AND STAFF

The Fund will be managed by Golder, Thoma & Cressey ("GTC")
which is organized as a partnership. The three founding
general partners, Stan Golder, Carl Thoma and Bryan Cressey,
have worked together since the inception of GTC in 1980.
Prior to the formation of GTC, the three founding partners
worked together at First Chicago's private equity group.
Bruce Rauner, the fourth general partner, has six years of
experience at GTC. In addition to the four general part-
ners, six associate investment professionals are on the
staff of GTC.

INVESTMENT STRATEGY

GTC Fund III will invest in growing private businesses,
found and build companies in fragmented industries and
invest in leveraged buyouts. In addition, the portfolio
will be diversified geographically and by industry. A more
specific definition of investment types follows:

1. 1Industry Consolidations - GTC first targets a fragmented
industry which can be consolidated and then identifies
an existing company to grow through a series of buyouts.
These investments combine the traits of a leveraged
buyout and a growth equity investment.



Iv.

2. GTC Founded Companies - When GTC is unable to identify
an existing company in a consolidating fragmented indus-
try, it will selectively found and build its own company
by recruiting a management team.

3. Leveraged Buyouts - In a leveraged buyout, the cash flow
and assets of an existing business act as collateral for
financing the purchase price. GTC normally works with
existing management teams in these transactions.

4. Growth Equities - These companies typically have proven
performance and markets, but rapid growth outstrips both
their borrowing capacity and internal cash flow. GTC's
investment is typically the company's first source of
"professional" capital.

5. Early Stage (traditional venture capital) - Early stage
investments are expected to be a minor portion of Fund
III, consistent with Fund II where early stage invest-
ments are less than 10% of the portfolio. These compan-
ies usually involve a high risk of capital loss but
offer high upside potential.

INVESTMENT PERFORMANCE

While it is too early to determine the ultimate performance
of Funds I and 1II, the present indications are positive.
The $56 million invested by Fund II since February, 1984,
has increased in value by $18 million to $74 million based
on realized gains and the valuation of the portfolio as of
December 31, 1986. This is a compound annual return on
investment in excess of 43% before GTC's profit sharing and
before expenses.

The $66 million invested by Fund I since August, 1980, has
increased in value by $76 million to $142 million based on
realized gains and the valuation of the portfolio as of
December 31, 1986. This is a compound annual return on
investment in excess of 31% before GTC's profit sharing and
before expenses.

The valuation of Fund investments still outstanding signifi-
cantly influences return on investment calculations. GTC
believes that its valuation policies are conservative. For
example, the 26 companies which have gone public, sold out
or merged through December 31, 1986, have netted the Funds
more than double their immediate prior-to-sale quarterly
valuations. Also, these valuations reflect a discount on
publicly traded securities, averaging approximately 20%.



During the time the Partners were associated with First
Chicago's equity group (1971-1979), the investments under
their management produced over a 22% compound annual return
before expenses.

INVESTMENT AGREEMENT
Term

The Fund will have a ten-year initial term with GTC having
the option to extend the Fund for up to three additional
one-year terms to permit orderly dissolution.

Management Fee

During the first six years, the Fund will pay GTC an annual
fee of 2% of total commitments (adjusted annually to reflect
changes in the Consumer Price 1Index). Fifty percent of any
fees received by GTC from portfolio companies is used to
reduce the annual management fee. During the seventh year,
the management fee will be 90% of the amount computed as set
forth above, and during each succeeding year, the management
fee will decline by ten percentage points (80% in the eighth
year, 70% in the ninth, etc.).

Allocation of Income, Gains, Losses and Expenses

Income, gains, losses and expenses will generally be alloca-
ted 80% to the accounts of all Partners in proportion to
their capital contributions and 20% to the account of GTC,
except that short-term interest will be allocated according
to capital accounts to the extent that the aggregate of
short-term interest and portfolio dividends and interest
exceed partnership expenses (including management fee).

GTC will not be entitled to receive distributions (other
than to pay taxes) unless the Limited Partner's fair value
capital accounts (plus amounts previously distributed to
Limited Partners) are at least 120% of the Limited Partners'
capital contributions, and after the Limited Partners have
received distributions equal to their capital contributions,
in proportion to their capital accounts.



VI.

INVESTORS
Commitments as of 8/25/87

Leeway & Company

Abbott Capital Management

Horsley, Keogh & Assocociates
University of California

Crossroads Capital, Ltd.

Northwestern Mutual Insurance Company
Hughes Aircraft Retirement Fund

First Chicago Investment Advisors
Manufacturers Hanover Investment Corp.
John Hancock Venture Capital

Avon Products, Inc.

MNC Commercial Corporation

Chemical Equity Associates
Owens-Illinois

Continental Illinois Equity Corporation
GTC

Other

Total Committed

$ 30
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