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BLL/RESOLUTION NO, 1131454
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Minutes:

Chairman R, Kelsch, Viee-Chair T, Brusegaard, Rep, Bellew, Rep. Grambo, Rep, Huas, Rep.
Hanson, Rep. Hawken, Rep. Hunskor, Rep. Johnson, Rep. Meier, Rep. Mucller, Rep. Nelson,
Rep. Nottestad, Rep. Solberg, Rep. Thoreson

Chairman Kelseh: We will now open the hearing on HIi3 1454,

Rep. Glassheing: NI has long struggle with the issue of dependence and independence, and in
many respects, the well-being of someplace like Dickinson depends on what they do in Saudi
Arabia, and the same thing with the price of wheat. where so much of what we do in ND is
determined outside of ND, yet we like to be independent and we like (o create our own vitality
and our own activity, so basically what this bill is trying to do is create a pool of investment
moncy which will enable us to grow new industrics and new businesses with our money and
within our state. I’ve become very concerned with the Jack of venture capital, the lack of money

invest in new business and risk businesses. There are many loan programs, but the need for
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Couity eapitad for start ups is serious, Average per capita investment for venture capital
throughout the US is $64 per capita. Pranslating that into our population, we should have aboul
$40 million in N1, and there's no where near that kKind of money involved for investment for
ND. “This blll is not perfeet, but | think it can be made workable it you share the general goul of
muking venture capital available in the state. The purpose, then, is to encourage private
investment, have state action, do what it can to encourage private investments. Small investors
might have three motives, on is simply (o support the state. 1 know I'd like (o be able (o invest
$1000 in this state. The second motive (or small investors is a decent return, Small investors
don’t neeessarily have aceess all the time (o F0%-15% return on their investiments, so ['ve
provided in having the Bank of ND guarantee this investment at 6%. The third motive, investors
in this fund would be able to gamble for higher returns, and the point about venture capital is,
you don't know, [ ulso want to encourage former ND 10 put money into this fund. There are
many people who think one way have left NI and are not coming back, but they have a place in
thelr heart for the place they grow up, and | think one way Lo stay attached (o the state is to have a
state venture capital pool that they could invest in, There are three parts to this bill, which [ think
are intermingled, although any one of them could be broken out. The first part creates a fund.
The second part uses a number of state trust funds to invest in the funds in ND Lo assure some
return, A 6% return for ten years, so that if the worst happens, they would have gotien 60% of
their investiment back in the highest risk. Also, with this 6% return, you guarantee the trust fund
the same 6% return on theic money as & minimum, Needless to say that costs money. Page three,
the core of the bill cooperation with the securities commissioner needs to set up appropriately to

allow slate entities to invest. Then, we privatize it, and we say that the state will not run it. A
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private investment company will be chosen to operate it They will manage it und they will
make equity investments. In subsection 2, in seetion 4, we have the bunk guarantecing a return
for ten years at 6%, 1t seems likely that during the first year there will be no investments, there
wiil be reatly no real expenses to it then it will be probably a minimum of three years after
fnvestments woukd be made before any return would be made form those businesses. 1n section
one, two and three, u variely of state [unds are taxed 1o put some money in, ‘They're not expected
to do so unless the private sector raises $5 million, T doing homework, economicully turget
Investment is where the Tunds not only seek to maximize retums for retirees, who's money they
have in trusts, but they also attempt o benelita targeted geographical aren, like ND, and these
are not extensively used, however, there are o number of economically targeted investment
pension funds around the country and they are usually a tenth o two tents of u pereent of the
asset base that they manage. Just to say that although there are coneerns, other [unds have put,
ate putting small percentages of their funds into ecconomic development venture capital activitics
lo benefit their state. PA, CA,NY, WI, CO all have systems, The current investiment portfolio
of the investment board does have 4.8% devoted o private equity investment, so they do have
venture capital with capital investment. The fssue is, I don't believe ant of the 4.8% is in NID,
risk capital investment, and the issue is, should a tiny portion of the total portfolio be targeted for
ND. Basically, any investment that's made, with the greatest calculation is risk, When [ ask for
one tenth of one percent of the total lund to be diversified into ND emerging businesses, [ saw
some potential changes myself, but as its written, 1 think that the investments aze almost an
annual basis from those funds, and I'm not sure we need that much, so | think it could be made

into n one time investment and accomplish the purpose. For some reason, on page three, line
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nine, we say that this allows state residents to invest, but we certainly want our parents,
grandparents, children from outside the state 1o invest.

Rep. Haas: Flow long do you think it would take to raise the $5 million of private investments,
or for the pool?

Rep. Glassheim: Of course, [ don't know, but my hope would be that a year alter the plane is

organized, 50 possibly not until we're back again, By the time we're buck again, [ would hope it
would be underway,

Rep. Haas: How would you fund that marketing elfort, and what point would you contact a
private firm?

Rep. Glassheim: "FThe commerce depurtment and the securities commissioner sould have to put

together the legal work, and I would suspecet that would take a year, so you are putting some
burden on the commetrcee incorporated and the parameters set in a prospectus, you would then go

out to have a private company.

Chairman Kelsch: On page two, line 8 and 9, you are not guaranteeing the average 6% average

annual return to tobacco, however, you are returning that money to the other funds, why?

Rep. Glassheim: I'm not sure. 1 think legislative council did that, I don’t know,

Chairman Kelseh: And what if there isn’t a commerce depertment, and also. did you consult
with the fund board before putling this bill together?

Rep Glassheim: 1f there isn’t a commerce department, this is written for B, D and F. it there is a
commerce depertment, it would just be rolled into that, 1consulted with the managers in the

process, but I didn’t consult with the board specitically,
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Rep. Keiser: (District 47) 11 you go home to your communities, if' you go home to those
entreprencurs and they exist throughout the state of ND, and they will tell you that their big
problem is venture capital. There are a lot of people currently in ND investing in venture capital
projects, but the reality is those venture capital projects are located within 50 miles of the ocean
on cither side of our country, 1 can't delend the bill, T think anyone can shoot holes in it, but ! do
perceive this bill s a vehicle for jobs creation in our state, and 1 think that's a key issue, As this
committee knows, Fargo, Bismarck, Grand Porks, Minol are four of our largest communitics
today that have the exact proftle relative to education that the small schools had when [ cume into
this legislature ten years ago. Fargo is booming, without Fargo, where would the economy ol our
state be? And despite the growth in Fargo, we have a declining school enrollment to Fargo, and
if we don'taddress this issue in a significant way, we can wait for the next census period and ask
oursclves what happened.

Rep. Brusegaard: Was a similar bill undet consideration in your interim committee?

Rep. Ketsers We considered five different attempts at options. ‘The one creative thing about this
was whether or not to tap these funds as (he state’s participants,

Rep. Brusegaard: So, the interim committee recommended no specific legislation?

Rep. Keiser: No. We did have several bills that came out direetly or indireetly related to venture
capital and the formation of venture capital,

Rep, Mahoney: [ think that this is a good move toward investment in the state, It’s the direction
we need to go with all of the talks of economic development that we’re doing, The guaranteed
income, when you're talking about investment, when [ looked at that, 1 thought, there are a lot of’

these people that are elderly people, and those that are reaching retirement age when you're going,
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to be a little conservative in your investments, and there are these people who put their money in
5% CDs and they 're pretty much nixed from the market of possibly getting into a company that's
going to take off. "This gives them the best of both worlds. This makes use of something that
we’re fortunate to have that no other state in the union has, and that's our own bank. It's an
investment tool, it's an cconomic development toot, and iCs appropriate for this type of a very
forward looking measure,

Chairman Kelsch: Anyone who wishes to appear in opposition to 111314547

Ed Sather: (Bank of NID) The bank is not opposed to the ereation ol a venture capital fund,
During the next biennium, the bank will transler $60 million ol'its profits to the general fund, As
we continue to grow the Bank of ND, we also need to grow our capital, and as such, we are
oppose to any legislation that would or could reduce the capitat ol the Bank of NI, Section 4 of
this bill would reduce the banks capital by providing a guarantee to this money.

Rep. Hawken: I it were capped., would that help? So there sould only be a certain percentage,

It couldn’t be $50 milfion, it could only be $15 million,

Sather: To respond to that, it would still eat into our capital. Rep. Glassheim's intent was just o
guarantee the interest, which I did not know what the interpretation was on this bill, Normally, il
you look at & venture capital fund or an cquity fund, and you look at a total rate of return, that is
determined by appreciation depreciation, We anticipate by the end of the biennium. the Bank to
be u billion eight in footings, We anticipate to start the biennium at o hundred and sixty eight
million in equity, We project carmings of $64 million over the next biennium. $60 million to go

to the general fund. Tt allows capital to grow an additional $4 million.
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Steve Cochrane: (Exccutive Director of Retirement and Investment Office) *Please refer to

written testimony*

Howard Snortland: Sales tax was started back in the depression. An initiative measure provided

the 2% sales tax, with seven twellths going to schools and five twelfths going to wellare, We
prospered in our schools, and we increased the amount that our state provided to run our schools.
Since that time, we have not had any increases in the amount of money that's going to school.
The common trust fund begins in 1889, the amount of money that would be lost, would not be
great, probably, by going into this, We should be looking for more money for schools, not taking

money from the common trust funds, so there's less money for schools.

Jeff Engpleson: (State Land Department) *Please refer to written testimony*

. Chairman Kelsch: We will now close the hearing on 1131454,
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Minutes:
Chairman R. Kelseh, Viee-Chair 1. Bruscgaard, Rep. Bellew, Rep. Grumbo, Rep. Haas, Rep.

Hanson, Rep, Hawken, Rep. Hunskor, Rep. Johnson, Rep. Meier, Rep, Mueller, Rep. Nelson,

Rep. Nottestad, Rep. Solberg, Rep. Thoreson

Chairman Kelsch: We will now open the hearing on HB1454?

Rep, Mueller; 1 move the amendments.

Rep, Hawken: Second.
Chairman Kelsch: What are the wishes of the committee?

Rep, Brusegaard: 1 move a DO NOT PASS AS AMENDED
Rep. Bellew; Second.
Chairman Kelsch: Commitiee discussion.

The motion of DO NOT PASS AS AMENDED passes with 10 YAY 4 NAY 1| ABSENT

. Floor Assignment: Rep. Brusegaard




FISCAL NOTE

. Requested by Legislative Council
02/12/2001

Bill/Resolution No.:

Amendment to: HB 1454

1A. State fiscal effect: /dentify the state fiscal effect and the fiscal effect on agency appropriations
compared to funding levels and appropriations anticipated under current law.

1999-2001 Biennium 2001-2003 Blennium 2003-2005 Biennium
[~ General Fund | Other Funds |General Fund | Other Funds |General Fund| Other Funds
Revenues $0 $0 sof $0 $0) $0)
Expenditures $0 $0 $0 $600.00 30 $600,000]
Appropriations $0 $0 $o|  $5.700,00 so___$4.700,004

1B. County, city, and school district fiscal effect: /dentify thoe fiscal effect on the appropriate political

subdivision.
[ 7 1999-2001 Biennium 2001-2003 Blennium 2003-2005 Blennium
School School T " School
Counties Cities Districts Counties Cities Districts Counties Citles Districts
$0 $0 $0 $0 $0 30 $0| 0] $0

2. Narrative: /[dentify the aspects of the measure which cause fiscal impact and include any comments
relevant to your analysis.

See narrative provided on HB 1454 ag of 1/29/01] to Legislative Council,

3. State fiscal effect detail: For information shown under state fiscal effect in 1A, please:
A. Revenues: Explain the revenue amounts. Provide detail, when appropriate, for each revenue type
and fund affected and any amounts included in the executive budget.

Sce narrative provided on HB 1454 as of 1/29/01 1o Legislative Council,

B. Expenditures: Explain the expenditure amounts. Provide detail, when appropriate, for each
agency, line item, and fund affected and the number of FTE positions alfected.

Sce narrative provided on HB 1454 as of 1/29/01 to Legislative Council,

C. Appropriations: Explain the appropriation amounts, Provide detaill, when appropriate, of the effect
on the blennial appropriation for each sgency and fund affected and any amounts included in the
executive budget. Indicate the relativnship between the amounts shown for expenditures and

appropriations.

Sce narrative provided on HB 1454 as of 1/29/01 to Legislative Council,

. ﬁame: Randy Schwartz Agency: ND Dept of Economic Development & |




Finance

Phone Numbey:

701 328-5314

Date Prepared: 02/12/2001




FISCAL NOTE

Requested by Legislative Council
01/23/2001

Bill/Resolution No.: HB 1454

Amendment to:

1A. State fiscal effect: /dentify the state fiscal effect and the fiscal effect on agency appropriations
compared to funding levels and appropriations anticipated under current law.

1999-2001 Biennium 2001-2003 Biennium 2003-2005 Blennium
General Fund | Other Funds [General Fund| Other Funds [General Fund| Other Funds
Revenues $0) 0 $0 $0 $0) $0
Expenditures $0 $0 $0) $600,000 $0 $600,00
Appropriations $ $0 $0) $5.700.,00 $0 $4.,700.000
18. County, city, and school district fiscal effect: /dentify the fiscal effect on the appropriate political
subdivision,
1999-2001 Biennlum 2001-2003 Blennium | 2003-2005 Biennlum
School School School
Counties Citles Districts Countles Cities Districts Counties Cities Districts
30 $0[ $0 $0 $0[ $0 $0 $0 $0

2. Narrative: Identify the aspects of the measure which cause fiscal impact and include any comments
relevant to your analysis.

The bill provides a state investment fund consisting of public and private sector funds to
invest in primary sector equity (stock of new wealth creating enterprises) and to receive a
return on those investments (ROI). According to the bill a total of $5,700,000 would be
appropriated (from 4 public sources - see Appropriations section C below) if at least
$5,000,000 in private investment is raised. As a result, initial fund value would total at least
$10,700,000,

North Dakota Department of Economic Development & Finance, in cooperation with the
North Dakota Securiti: s Commissioner, will be responsible for establishing the State
[nvestment Fund and contracting for private management and implementation of this

investment fund,

The private fund manager would make only equity investments in new or expanding primary
sector (new wealth creating) businesses or enterprises. Eighty percent of those investments
(using a five year average) must be made in North Dakota businesses or enterprises.




The ROI for the fund is guaranteed to average a minimum of 6% annually for the first ten
years of the investor's investment (exepting the tobacco settlement trust fund). If carning are
not adequate the Bank of North Dakota will provide the funds to ensure the six percent
average return,

Although the bill establishes an expected minimum rate of return, it does not provide an
expectation for higher rates of return - which would also establish the kind(s) of financing
and (ultimately) the type(s) of fund management required. What percentage of this fund will
be targeted at early stage financing, expansion financing and later stage financing? Will the
fund be prohibited from financing acquisitions and buyouts? (See attached file providing
stages of financing definitions.) What financing gaps is this fund be positioned to address in
the state?

There are some additional issues that may need to be addressed:

I. Will the fund be used for debt instruments in addition to equity? Equity will likely require
signhificant subsidies (to guarantee 6% ROI) by the Bank of ND.

. 2, How will the fund be measured - by ROI only? Will other measures be used (i.c.
number/type of jobs)?

3, How much control do the public funders need to have over the fund manager and over
investments? (How will they be represented?)

4, Will anyone (outside the fund manager) approve investment decisions?
5. What reporting requirements do the fund managers have? Who do they report to?

6. Will fund managers receive incentives? Will they be allowed 10 own stock in the
companies or enterprises they're investing in?

7. Can fund managers be utilized that are responsible for more than this yvund?

FINANCING STAGE DEFINITIONS

. EARLY STAGE FINANCING




. Sced Financing: This stage is relative small amount of capital provided to an inventor or
entrepreneur to prove a concept and to qualify for start-up capital. This may involve product
development and market research as well as building a management team and developing a
business plan, if the initial steps are successful,

Start-Up Financing: This stage provides financing to companics completing development
and initial marketing, Companies may be in the process of organizing or they may already
be in business for one year or less, but have not sold their products commercially. Usually
such firms will have made market studies, assembled the key management, developed a
business plan, and are ready to do business.

First-Stage Financing: This stage provides financing to companices that have expended
their initial capital, often in developing and market testing a prototype, and require funds to
initiate full-scale production and sales.

EXPANSION FINANCING

l Second-Stage Financing: This stage is working capital for the initial expansion ofa
company that is producing and shipping, and has growing accounts receivables and
inventories. Although the company has made progress, it may not yet be showing a profit.

Third-Stage Financing: This stage provides major expansion of a company whose sales
volume is increasing and that is breaking even or profitable. These funds are used for further
plan expansion, marketing, working capital, or development of an improved product.

LATER STAGE FINANCING

Bridge Financing: This stage is needed at times when a company plans to go public within
six months to a year, Often bridge financing is structured so that it can be repaid from the
proceeds of a public underwriting. [t can also involve restructuring of major stockholder
positions through secondary transactions. Restructuring is undertaken if there are carly
investors who want to reduce or liquidate their positions, or if management has changed and
the stockholdings of the former management, their relatives and associates are being bought




out to relieve a potential oversupply when public,

Open Market: This stage involves acquiring securities of companies whose common shares
trade publicly.

ACQUISITION/BUYOUT

Acquisition Financing: This stage provides funds to finance the acquiring of another
company. Venture Economics tracks these deals when calculating venture capital
disbursements in situations where the funding is by a venture capital firm, but not when it is
by a buyout firm.

Management/Leveraged Buyout: These funds enable an operating management group to
acquire a product line or business, at any stage of development, from cither a public or
private company. Often these companices are closely held or family owned.
Management/leveraged buyouts usually involve revitalizing an operation, with
entrepreneurial imanagement acquiring a significant equity interest.

3. State fiscal effoct detall: For information shown under state fiscal effect in 1A, please:

A. Revenues: Explain the revenue amounts. Provitle detail, when appropriate, for each revenue type
and fund affected and any amounts included in the executive budget.

The additional impact to state and local revenues (increasing new wealth and resulting
increases in public sector tax revenues) is impossible to predict at this point in time.

B. Expenditures: Explain the expenditure amounts. Provide detail, when appropriate, for each
agency, line item, and fund affected and the number of FTE positivns affected.

Assuming that the proposed fund will target early stage and expansion financing, private
fund management could easily be 5% (or perhaps higher) each year of the total fund value.
For the 2001 - 2003 biennium, (for a fund equaling $10,700,000; $£5.7 million public and $5
million private) we've estimated only $300,000 (less than 3%) annually ($600,000 for the
biennium) for private sector fund management services.

Private fund managment (assisting early stage and expansion needs) would review a large
number of proposals (i.e. applications, business plans and presentations) each biennium,
Fund managers may also be contracting with external service providers in order to provide
effective due diligence and research on potential projects. From those will be extracted the




projects that will return as high a return (as possible) for the investors.

C. Appropriations: Explain the appropriation amounts.

Provide detail, when appropriate, of the effect

on the biennial appropriation for each agency and fund affected and any amounts included in the
executive budget. Indivate the relationship between the amounts shown for expenditures and

appropriations.

The public sector funds identified come from

(1) Board of University and School Lands, (1/10th of 1% is currently estimated at

$700,000).

(2) the State Investment Board (retirement accounts), (1/10th of 1% is currently estimated at

$3,500,000)

(3) Tobacco settlement trust fund ($500,000) and

(4) Bank of North Dakota ($1,000,0000 for 2001 - 2003 bicnniund Later BND investments
may be required to insure fund investors of average annual return of 6%.

Name: Randy Schwartz Agency: ND Dept of Economic Development &
N Finance
Phone Number: 701 328-5314 Date Prepared: 01/29/2001




10652.0301 Prepared by the Legislative Council staff fot
Title. Representative Glassheim
January 31, 2001

PROPOSED AMENDMENTS TO HOUSE BILL NO. 14F4

Page 1, line 11, replace "15-03-05" with "15-03-04"

Page 1, line 18, remove "annually”

Page 1, line 19, after "funds” insert "for the teachers' fund for retirement and the public
employees relirement system”

Page 2, line 8, remove "The invesiment in the state investment fund Is not guaranteed a six

percent”
Page 2, line 9, remove "average annual refurn.”

Page 3, line 9, replace "state resideits"” with "Investors”

Page 3, line 17, after the first underscored comma Insert "to the extent funds are available and"

Page 3, line 23, after "moneys" insert ", not to exceed twenty million dollars,"

Ranumber accordingly

Page No. 1 10552.0301
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Roll Call Vote #: |

2001 HOUSE STANDING COMMITTEE ROLL CALL VOTES
BILL/RESOLUTION NO. H«B ng

House  House Education Committee

Subcommittee on
or
Conference Commitiee

Legislative Council Amendment Number ?O §S2. 0 50/
Action Taken 15 Nt /DASQ Iils. )Q mMennt

Motion Made By QQP ;ﬁnﬁg 96(11 VC‘___ Seconded By »QLQ. %Luﬂik)
Co s T
No Representatives Yes

Rep. Howard Grumbo
Rep. Lyle Hanson
Rep. Bob Hunskor X
Rep,. Phillip Mueller
Rep. Dorvan Solberg

.<
ka4
F 3

Representatives
Chalrnian-RaeAnn G, Kelsch
V. Chalrman-Thomas T, Brusegaard

‘jep. Larry Bellew

Rep. C.B. Haas
Rep. Kathy Hawken

{ Rep. Dennls E, Johnson
Rep. Lisa Meler
Rep. Jon O, Nelson
Rep.Darrell D, Nottestad
Rep. Laurel Thoreson

TP Ixpr b

/
Total (Yes)  Click here 1o type Yes Vote ~ No  Click here to tvpe No Vote

Absent é‘ l
Floor Assignnistt  Click here (o type Floor Assignment fep M A GZ

If the vote {s on an amendment, briefly indicate intent:




REPORT OF STANDING COMMITTEE (410) Module No: HR-23-2782

February 8, 2001 3:19 p.m., Carrler: Brusegaard
Insert LC: 10662.0301 Title: .0400

REPORT OF STANDING COMMITTEE
HB 1464: Education Commitiee (Rep. R, Kelach, Chairman) recommends AMENDMENTS
A8 FOLLOWS and when 8o arended, recommends DO NOT PASS (10 YEAS,
4 NAYS, | ABSENT AND NOT VOTING). HB 1454 was placed on the Sixih order on

the calendar.
Page 1, line 11, replace "15:03-05" with "15-03-04"
Page 1, lIne 18, remove "annually"

Page 1, line 19, afler “funds” Insert "fgr_the teachers' fund for rellrement and the public
employees retirement system"

Page 2, line 8, remove "Tha lnvestment in_the state Investmen! fund Is not guaranteed a six
percent”

Page 2, line 9, remove "ayerage annyal return,”

Page 3, line 9, replace "state residents” with "invesiors"

Page S.Q_rlzg"e 17, after the first underscored comma Insert "to the extent lunds are avallable

Page 3, line 23, after "moneys" insert ", not to exceed twenty million dollars,”

Renumber accordingly

(2) DESK, (3) COMM Page No. 1 HR-23-2782
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: . North Dakota
t e Tol) oy o0 STATE LAND DEPARTMENT

ww. land. state.nd.us 1707 N 9th Street : KL
PO Box 5523 R A
Bismarck, ND 58506-5523 Robert J. Olheiser

COMMISSIONER
TESTIMONY OF JgFF EN%LESON
Director, Investiments

IN OPPOSITION TO
HOUSE BilL.L 1464
House Education Committee

January 30, 2001

HB1464 includes language that would require the Board of University and School Lands to Invest
one-tenth of one percent of the permanent funds under its control In a newly created state
Investment fund, If the fund ralses at least five million dollars In private Investments, Ailthough the
L.and Board believes in the concept of investing in North Dakota, we feel that HB14564, as currently
written, conflicts with the Board's fiduclary responsibllities under the State Constitution and current

North Dakota law.

Article 1X of the Constitution of North Dakota places responsibliity for managing the stale's
permanent trust funds on the Board of Unliversity and School Lands. As a trustee, the Board is
responsible for managing the trusts for the benefit of the various beneficlarles. Section 16-03-04
of the NDCC provides guldance to the Land Board In fulfilling Its flduclary responsibliities by stating
that the Board "shall apply the prudsnt Inves:or rule in Investing the permanent funds under its
control”, As prudent investor, the Board Is required to exercise the same judgement and care that
an Institutional Investor of ordinary prudence, discretion , and intelligence exercises in the
management of large investments entrusted to It, not in regard to speculation but In regard to the
permanent disposition of funds, considering probable safety of capital as well as probable incoms.

In order to meet its fiduciary responsibllities under the law, the Land Board must evaluate each
investment opportunity presented to It to determine how that investment fits into the Board's
overall investment goals and objectives for the permanent funds. As a part of that process, we
evaluate the potentlal rewards associated with each investment as well as the risk associated with
that investment. Because HB 1454 requlires the Land Board to Invest In the state Investment fund
without knowlng anything about the risk/reward profile of the fund, we feel HB 1454 conflicts with
the Board's specific fiduclary responsibllities under NDCC 16-03-04, and the Board's more general
responsibllities under Articie IX.

As | stated earlier in my testimony, the Land Board does belleve in investing in North Dakota. The
permanent trust currently have over $50 million Invested In farm real estate loans to North Dakota
farmers. This program has been around for over 20 years, and has been successful hecause the
Land Board has the authority to develop loan terms and conditions that balance both our needs
and the needs of our customers. The Board will have no such authority if HB1454 passes as
currently proposed.
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HB 1484

Testimony of Jelf Engleson
House Education Committee
January 30, 2001 ‘

If the legistature decldes to establieh a state Investment fund, the Land Board may be Interested in
looking at the fund as a possible Investment opportunity. However, we have serfous concerns
about belng required to Invest In such a fund,

For the reasons outlined above, we request that you amend HB1484 by elther deleting Section 1
of the bill, or alternatively we raquest that you amend Section 1 go that it states that te Board of
University and School Lands “may” invest In the state investment fund, rather than “shall” invest.
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Thank you for the opportunity to comment on HB 1454, | applaud your effort to Identify
and access economic growth stimull for the state of North Dakota. However, in
representation of the State invesiment Board and The Teachers' Fund for Retirement, |

am offering this testimony In opposition to the bill,
| have reviewed the bill and offer some observations that relate to it;

1. Page 1, lines 17 and 18 of the bill refer to “the extent the Investment meets the
requirements of section 21-10-07". Section 21-10-07 Includes the following
language: “The ratirement funds belonging to the teachers' fund for retirement and
the public employees retirement system must be Invested exclusivaly for the benefit
of thelr members and in accordance with the respective funds' investment goals and
objectives”. In order to clarify the "exclusive benefit' issue, the TFFR and PERS

Investment Policy Statements provide the following guidance:

PERS

Source: Statement of Investment Goals, Obfectives and Policies approved by NDPERS Board, 11-21-96, 2 23-98, 7-
27-00 and accepted by State Investment Board (SIB), 11-22-86, 7-28-00.

“V. RESTRICTIONS

F.  Economically targeted investing is prohibited unless the investment
meets the Exclusive Benefit Rule.

For the purpose of this document, economically targeted investment Is defined as
an Investment designed to produce a competitive rate of return commensurate
with risk involved, as well as to create collateral economic benefits for a targeted
geographic area, group of people, or sector of the economy.”




TFFR

Bource: Investment Policy Stalement approved by the TFFR Board on 11.22.95, 8.8.97, 7.27.00 and
accepted by 81B on 2-23-88, 8-26-87, 7-28-00,

“The Fund must be Invested exclusively for the benefit of the members and thelr
beneficiarles in accordance with this investment policy.”

The Exclusive Benefit Rule
Is met If the following four conditions are satisfied:

. The cost does not exceed the fair market value at the time of
investment,

. The Investment provides the Fund with an equivalent or superior rate ||
of return for a similar investment with a similar time horizon and simllar

risk.

. Sufficient liquidity Is malintained in the Fund to permit distributions in
accordance with the terms of the plan,

. The safeguards and diversity that a prudent Investor would adhere
to are present,

Given the above guidelines and due to the undefined nature of the proposed
iInvestment, it would be most difficult to assess the investment worthiness of the

proposition relative to alternative Private Equity opportunities.

2. The Pension Trust currently has an allocation of 4.8% of assets for Private
Equity investment. Although 0.1% annual investment seems moderate, the
requirement to invest would begin to drive this asset classes’ total exposure in
the intermediate term. This would Impair diversification and investment
selection opportunities, resulting in poteritial fiduciary liability consequences.

. 3. The Insurance Trust has a 0% allocation to Private Equity. It is not the desire
of any of the participants in this trust to have such exposure. This is the result




of their respective liability studies and the determination that this asset class
entalls more risk than desirable for insurance funds. To force such
Investment would meet with much resistance, | Imagine.

. The State Investment Board Is charged with the fiduciary responsibility of
contracting with qualified advisory services (NDCC Ch. 21-10-02). It raises
legal questions If the Board were to pass this responsibility on to another

governmental agency.

5. Relating to the TFFR fund, NDCC Ch. 15-39.1-26 states, “Investment of the
fund shall be under the supervision of the state Investment board in
accordance with chapter 21-10". It seems that investments supervised by

other agencies would not comply with this language.

6. Relating to the TFFR fund, NDCC Ch. 15-39.1-05.2 states that the TFFR
Board “Shall establish investment poficy for the trust fund under section 21-
10-02.1", This raises the question of consistency with the proposed

legislation.

7. Relating to the PERS fund, NDCC Ch. 54-52-14.1 states, “Investment of the
fund Is under the supervision of the state Investment hoard in accordance with
chapter 21-10”. It seems that Investments supervised by other agencies

would not comply with this language.

. 8. Relating to the proposed use of “the managed funds” (Bill 1454, page 1, line
19) under the supervision of the State Investment Board, it must be noted that
the Board manages both qualifled and non-qualified moneys and the
commingling of such In a common pool would result in IRS tax status
qualification issues, jeopardizing the tax-exempt status of the Pension Trust.

The State Investment Board has taken a proactive approach to supporting
private enterprise development in this state and the Board's commitment
exceeds $130 million towards this goal at the present ttme. This commitment
consists of a $100 million revolving fund made avallable to BND through the
“Match Loan Program” and an additional $33 million In unrestricted deposits

available for lending in their general lending pool.
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Economically Targeted Investments in North Dakota

It all starts with.... an investment ideal

The idea is presented to the State Investment ﬁ Board.

The idea is economically targeted to benefit the state
of North Dakota in some way.

The idea may be intrinsically appealing and command
serious attention.

If so, the SIB looks inward for policy compatibility and
. “investment fit".




On to the NDCC and plan sponsor guidelines,,,

The SIB is charged with the @ responsibility of investing

in accordance with the policies set by the legal
authority of the participating funds as well as any applicable state i.w.

NDCC 21-10-07, Legal Investments stipulates that all investment
| activity be in accordance with the "prudent investor rule” and states
| that, "retirement funds belonging to the teachers' fund for
| retirement and the public employees retirement system must be
[ invested exclusively for the benefit of their members and in

accordance with the respective funds' investment goals and

| objectives."

NDCC 54-52-14,3, Public employee retirement funds-Use and

investment states that, "All moneys from any source paid into any
I public employee retirement system fund created by the laws of this
| state must be used and invested only for the exclusive benefit of

the members, retirees, and beneficiaries of that system, including
| the payment of system administrative costs”.

To augment the NDCC's exclusivity requirement, PERS has given the
. SIB the following directive:




. "V. RESTRICTIONS
- F. Economically targeted investing is prohibited unless the
investment meets the Exclusive Benefit Rule.

For the purpose of this document, economically targeted investment is
defined as an investment designed to produce a competitive rate of
returh commensurate with risk involved, as well as to create collateral
ecoromic benefits for a targeted geographic area, group of people, or
sector of the economy.”

Source: vintement of Investment Goals, Objectives and Policies approved by NDP}SiSNéo;;‘dTI-ZlﬁM
96, 2-23-98, 7-27-00 and accepted by State Investment Board (SIB), 11-22-96, 7-28-00.

And the TFFR says:

"The Fund must be invested exclusively for the benefit of

&
i ' the members and their beneficiaries in accordance
with this investment policy."

Source: Investment Policy Statement approved by the TFFR Board on 11-22-95, 9-9-97, 7-27-00 and
accepted by SIB on 2-23-96, 9-26-97, 7-28-00,

So, how do we test to see Iif an investment idea that could be
beneficlal to North Dakota meets these exclusive
benefit requirements?




The Exclusive Benefit Rule
is met if the following four conditions are satisfied:

1. The cost does not exceed the fair market value at the time of
investment.

2. The investment provides the Fund with an equivalent or superior
rate of return foir a similar investment with a similar time horizon

and similar risk.

| 3. sufficient liguidity Is maintained in the Fund to permit
distributions in accordance with the terms of the plan.

| 4. The safeguards and diversity that a prudent investor would adhere
to are present,

These conditions are reasonable and allow for flexibility in assessing
comparable investment benchmarks and alternatives. For example, the
free market expected rate of return on commercial real estate
investments in North Dakota could be considered the applicable returr,
target, as opposed to that of similar investments in other locations.

You coulda been a
contender, Rockylll

Not all investments ideas meet the requirements
m\ of the Exclusive Benefit Rule.

F'C’O




You betchal!l
~
4

Others make fine investments AND lend economic
assistance to North Dakota ventures.

Yo, look at me now, Adriennel j

One big winner is the SIB investment in the
Bank of North Dakota's "Match Loan" program,

In cooperation with the Bank of North Dakota's "match loan program’,
the SIB has formally earmarked $100,000,000 in funds to be made
available to promote the expansion of free enterprise in the state. To
date, BND has committed $76,690,000 of this allocation and continues
to seek additional opportunities to fund private businesses.




SIB-Funded BND "Match Loans" Currently in Place

Borrower Loan Amount Location

BNI Coal LTD $ 4,500,000 Bismarck

American Crystal 12,000,000 Drayton, Hillsboro

US Bancorporation 6,600,000 Fargo

Community First Bank 3,200,000 _Fargo

Dakota Growers 12,000,000 Carrington

Ingersoll-Rand 18,000,000 Bismarck

Great Plains Software 14,000,000 Fargo

Wahpeton CDC 6,390,000 Wahpeton

TOTAL $ 76,690,000 North Dakota

BND also manages the short-term investment portfolio in the
Insurance Trust which facilitates the lending of approximately
$33,180,000 by BND within their standard operational framework.

The net result is that the SIB has made approximately
$133,180,000 available to BND tur lending in the state.

l That's a lot of cabbage, manl

Speaking of BND, they also manage fixed-
income portfolios for the Pension and Insurance
Trusts. In fact, with $336,527,000 under
management in bonds, BND weighs in as the
SIB's #1 manager by size of account. This
relationship netted BND $205,250 in fees
during FY 2000




In addition to the BND effort..

Our venture capitalists are on the lookout for exciting
homegrown deals,
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P A — e T LN e X picteee kit v S B PSR T e e )

The SIB has also worked to initlate and maintain a communications
link between the Department of Economic Development and Finance
and the venture capital investment firms under retention. Brinson
Partners and The Coral Group are both aware of our interest in
identifying prospective start-ups in North Dakota and have
indicated their commitment to analyze such opportunities.

So, that's where we s'and currently on economically targeted
investments in North Dakota. As always, the SIB remains vigilant in
assuring that the pension assets are invested exclusively for the
benefit of the members and their beneficiaries while maintaining a
sensitivity to homegrown opportunity and responsiveness to client

guidelines,

\y
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The question of mandating private equity investment instate has been studied
thoroughly. A most exhaustive and recent report was Issued by the Indiana Fiscal
Policy Institute. It is Fiscal Policy Report No. 19, published May 2000, and is entitled,
“Indiana Pension Funds: Expanding the Impact of Equity”.

In its conclusion, the report states:

“Though nothing Is Inherently wrong with in-state investing, fiduciary duty
mandates that investment decisions be made for the sole purpose and exclusive
benefit of pension beneficiaries, not economic developers, Indiana should not
mandate any level of in-state investing, but should evaluate the private equity
investment opportunities located in Indiana on a risk and reward basis, just as

should be done for all investment decisions.”

Other Interesting and pertinent quotes from the report include:

e “Pension fund trustees are subject to genaeral oversight provisions and fundamental
fiduclary rules under the Internal Revenue Code. Those rules include the “exclusive
benefit" rule that prohibits any funds from being used or diverted to any purpose
other than the exclusive benefit of the members and their beneficiaries.” (pg. 13)

e “The Prudent Investor Rule requires the fiduclary 1o evaluate the risk and reward of
the fund investments, as well as appropriate protections and diversifications."(pg.

13)

¢ '“The Kansas Public Employees’ Retirement System [KPERS] is the poster chlid for
falled public pension investing in the private market. Its program began in 1985
whan Kansas enacted a law that required KPERS to Invest 10% of Its fund in private
loans to Kansas businesses. In 1988, KPERS entrusted two investment firms with
$300 million to execute KPERS's desired strategy. ©One of the investment firms
loaned $65 mililon of KPERS funds to a Savings & Loan that was deemed Insolvent
just a few years later. KPERS was advised to invest in two other companles that
also falled soon after KPERS's Initial investment, and as a creditor KPERS was
forced to shut these companies down. Over 700 Kansas residents lost thelr jobs




due to these closings, and the state was embarrassed politically, In 1991, the state

put a moratorium on KPERS's private investments program...The most important
changes KPERS made were the repeal of its in-state investment mandate and the

prohibition of direct investments.” (pg. 17)

“In 1990, the state of Connecticut Trust Fund [CTF), in an effort to save jobs within
Its state, invested $25 million in Colt Manufacturing, a leading Connecticut employer.
Colt went bankrupt in 1993 and the state lost most of thelir initial investment.” (pgs.

17-18)

“The lowa Public Employees' Retirement System [IPERS] selected a California
pantnership to administer its $15 million Heartland Seed Fund which was to finance
early-and initial-stage technology businesses located in lowa. In its first three years,
the partnership made only one investment. The following year, IPERS terminated
the Heartland Seed Fund and initiated a lawsuit against its managing partnership.
Additionally, political forces pressured IPERS to Invest in two lowa-based private
equity partnerships. To date, these two partnerships are IPERS's two worst

performing private equity partnership investments.” (pg. 18)

“The Missouri Public Employees’ Retirement System [MPERS] was obligated by
state law to invest 3-5% of its assets in small businesses located in Missouri,
MPERS otganized Missouri Venture Pariners [MVP] to perform this duty. All
investment decisions were made by MVP without MPERS approval. In its first two
years, MVP made investments in five private companies, two of which filed for
bankruptcy soon thereafter. At that time, MPERS decided to cancel its MVP
arrangement due to lack of investment control. Litigation followed. Three years later
in 1992, the law requiring in-state investments was repealed.” (pg. 18)

“Lessons learned from the failure cases are:
1. Public funds with in-state Investment mandates or direct investment strategies

have been prone to fallure and are potentlally breaching their fiduciary duty." (pg. 18)

“Put fiduciary duty first in_developing the private equity program. Fiduciary duty

mandates that the pension funds should be managed for the sole purpose and
exclusive benefit of the plan beneficlaries. This requires a private equity Investment
program that has no constraints but that is well diversified over time, geography,
industry and Investment type. Private equity investing in Indiana should not be
mandated but could be prudent If it is part of a well diversified private equity

strategy.” (pg. 20)

"As a result of these findings, the vast majority of pension fund managers and
consultants believe that ETIs violate the flduclary duty of prudence because ETIs
represent a conflict of interest between investment objectives of plan beneficiarles

and economic developers.” (pg. 23)

Californla and New York target some of thelr venture capltal Investments In-state,
however their In-state allocations do not appear to exceed their proportion of U.S,

venture funds. (PG. 26)




* The Texas Growth Fund reviewed 160-200 business plans per year and from these
selects only 3 or 4 deals. This equates to investing in about 2% of the companies
evaluated and illustrates the key to TGF's success —~ strong deal flow which allows
the partnership to be selective arnd choose only the most promising of investments.
Indiana is one-fourth the size of Texas, and It is doubtful that Indiana could generate
sufficient in-state deal flow to make the TGF strategy a success here. (PG. 26)

The Pennsylvania and Wisconsin models use investments by corporate pension
funds, universities, and wealthy individuals to leverage the public pension
Investments in their early-stage venture funds. Unfortunately, these funds are still in
thelr infancy, and it will be several years before any meaningful conclusions can be

drawn from them. (PG. 26)

Table 9
State and Local Pension Plans’

Economically Targeted Investments, 1993

Fixed Income
Loans to Small Businesses
Private Placements
Real Estate
Construction Loans
Residential Mortgages
Commercial Mortgages
Equity
Venture Capiltal 9.1%
Total 100.0%

Source: Boice Dunham Group (1993).




Percent

Source: PENDAT

Table 10
Percentage of Pension Fund Assets

Invested In-State for Economic Development

0.35% 0.30% 0.37%

0.10%
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The Indiana Fiscal Policy Institute (IFPI), formed in
1987, is a private non-profit governmental research
organization, It Is the only independent statewide
source of continuing research into the impact of state
taxing and spending policies in Indiana. The IFP] is
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and surrounding states. Contributions to the IFPI are
fully deductible under section 501 (¢)(3) of the Internal
Revenue Code.
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Foreword

In November 1996 Indiana citizens voted to change the State’s Constitution to allow its public
pension finds (o invest in equities (stocks). Three and one-half years have past and Indiana’s two
largest pension funds have moved billions of dollars out of bonds and into public equitics. With such
a substantial amount of taxpayer funds involved in this change and with hundreds of thousands of
public employees’ pensions at stake, a much needed evaluation of the State’s public equity

investment performance is given in this report.

Though Indiana pension funds have caught up with the rest of the country in their ability to invest in
public equities, another type of investment that most states use still lies ahead for Indiana funds to
embrace - private equity. Over the past twenty years most states have begun investing in private
equity afier learning of its historically high investment returns and risk reducing characteristics when
added to a diversified portfolio. In a similar approach to our 1996 study on public equity, this report
addresses the benefits and risks of private equity investing and reports on other states® approach to

the asset class,

In addition to being an attractive addition to a diversified pension portfolio, private equity also
supports local economic development goals. Indiana is in a race to become the information
technology hub of the Midwest. Private equity is the primary source of funding for new technology
businesses, and existing technology hot-spots such as Silicon Valley and Boston are not surprisingly
home to the majority of private equity partnerships. In a public pension context and consistent with
fiduciary duty, we report on what other states are doing to increase private equity investing in their
states with the goal of growing a technology-based segment of their cconomy.

To analyze the performance of Indiana’s two largest funds, the Public Employees' Retirement Fund
[PERF] and the Teachers’ Retirement Fund [ TRF], we relied heavily upon data and guidance
provided by Diana Hamilton, Director of Public Finance, Bill Butler at PERF, Bill Christopher and
Bob Newland at TRE. Pete Kelivotis at William M. Mercer, and Dick Boggs at Burnley Associates,
We also want to extend a special thank you to Garth Dickey, former director at PERF and Mary BBeth
Braitman at Ice Miller Donadio and Ryan for their assistance. Of course, the calculations and
conclusions presented in this report are the work of the Indiana Fiscal Policy Institute, as are any

errors contained herein,

The Rollin M. Dick Foundation and the Indianapolis Economic Development Council provided
funding for portions of'this report. The Indiana Fiscal Policy Institute is grateful for this special
support and for gencrous support from all the members of the Institute, which makes our research

possible.

i Indtana Fiscal Policy Institute
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Indiana Pension Funds: Expanding the Impact of Equity
Excecutive Summary

In carly 1996 Indiana was one of only three states that prohibited its public pension funds from
investing in public equitics (stocks). That same year the Indiana Fiscal Policy Institute (1FPI)
published a report which demonstrated that if public equities were added to Indiana’s public pension
funds, investiment earnings would increase, overall portfolio risk would be reduced, and taxpayers
would save over $43 billion over the next 30 years. ‘This report recommended that Indiana public
pension funds begin investing in public equities, and later that year voters agreed.

PERF began investing in public equities in May of 1997, From this time through December 31,
1999, PERF’s equity investments achieved annualized returns of 24.2%, narrowly following the S&P
500°s 25.5% annualized gain over that same time period. TRIE entered the public equity markets a
year later, in August of 1998, and achicved excellent returns through the end of 1999, TRI¥s public
equity investiments earned an annualized 28.9% return over this year and a half time period, while the

S&P 500 gained 21.3%.

As stocks soared to historic highs in the 1990's, bond returns fell back to near long-term averages,
achieving annual returns of less than 7%. Although the markets have at times scemed like a roller
coaster, the last three years have been very profitable for stock investors. Because of the large spread
between stock and bonds returns during this period, Indiana’s pension funds are larger and healthier
because of the opportunity to invest in equities. The larger of the two funds, PERF, has an additional
$1,226 million in assets because of equity investing, TRE has earned an additional $648 million it
would not have had — had bonds been the only possible investment. Indiana’s two major public
pension funds have proven that they are able to invest in stocks, avoid political traps, and achicve
comparable returns to the market as a whole -- thus saving the taxpayers’ money and providing safer

pensions for public employees.

The success from Indiana’s investing in public

Coniparison of Rates of Return o ;
equities poses the question “Are there other types

1969 - 1998
Investment Class Annualized
Returns
Private Equity 17.2%
Large Company Stocks 12.7%
Small Company Stocks 12.1%
Long-Term Corporate Bonds 9.1%

Source: Yenture liconomics 1999, Ibbotson
Assoviales 1999

of investnients that will increase investiment
returns, reduce the risk of Indiana’s public pension
funds and save taxpayers more money?” ‘There is
an assct class that many other public pension funds
utilize but Indiana funds do not, and that is private

equity.

Private equity investing involves the purchase of o
private company's stock, which unlike public
¢quity does not trade on a stock exchange,
According to Dun & Bradstreet, 54% of 1.8,
companies with revenues over $250 million are

privately owned. ‘These companies have chosen not to issue public stock, and therefore the only way
to invest in them is with a private equity investment, Private equity returns have historically

. exceeded the returns of bonds and public equities as shown in the adjacent chart,

i Indiana Fiscal Policy tnstitire
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Private equity is also an effective diversification tool that lowers the overall risk of a diversified
investment portfolio. A Salomon Smith Barney study shows that adding private equity to a stock and
bond portfolio reduces the portfolio’s standard deviation, the standard portfolio risk measurement,

while increasing portfolio returns.

Investing is a risk versus return The Impact of Private Equity
subject area, alnd private equity has 1986 - 1998
some unique risks that muzt be
carefu]]y managed. However, after Portfolio Composition Portfolio Results
weighing the risks and returns of , Private Annual  Standard
i s quity i : i Stocks Bond \
private equity investing, most state Equity Return Deviation
anslontpllnqns h:laxeb?.ho;zn tlo) invlcst in 50.0% 50.0% 0.0% 13.3% 7 6%
e asset class, Public pension plans " o o o 0
in 37 states currently invest in private 41.3% 47.5% >.0% 13.8% 7.3%
45.0% 45.0% (10.0% 14.3% 6.9%

equity, allocating between 1% and
15% of their funds to private equity.
Both the number of participating
states and the amount allocated to
private equity has been growing over the past ten years.

Source: Salomon Smith Barney, 1999

Findings and Recommendations:

The citizens and taxpavers of Indiana have greatly benefited from the change in the Constitution
allowing the state to invest in equities. In the 3 years since public equities were added to Indiana’s
public pension funds, investment earnings have increased, portfolio risk has been reduced, and the
public has saved $1.8 billion, The additional discretion given to the Boards of Trustees of TRI and
PERF has been responsibly used for the benefit of the pension funds® beneficiaries and ultimately the

people of the State,

Indiana’'s public pension funds showld begin investing in private equity. The addition of private
equity to the funds’ portfolios will produce benefits similar to those obtained by investing in public
equities. Increasing returns and reducing risk is an attractive combination that should be pursued by
every prudent investor. Moving quickly to start a private equity program now and taking small,
deliberate steps as was done when the State began investing in public cquity is an effective and

prudent approach.

The State should seek advice from outside experts in private equity investing. Private equity
investing is more complicated than public equity investing, As a result, more than half of U.S. public
pension funds that invest in private equity use an outside advisor. Indiana is inexperienced in the
private equity asset class and should follow the same approach it uses to invest in other asset ¢lasses
- hiring outside consultants to assist in selecting professional investors to develop the private equity

progran,
Indlana s pension funds should put fiduciary duty firest in developing private equity programs.
Fiduciary duty mandates that the pension funds be managed for the sole purpose and exclusive
benefit of the plan beneficiaries. This requires a private equity investment program that has no
constraints but that is well diversified over time, geography, industry and investment type, Private
equity investing jn Indigna should pot be mandated but could be prudent if it is part of'a well
diversified private equity strategy.

i Irdiana Fiscal Poliey Institute
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Indianz Pension Funds:
Expanding the Impact of Equity

1. Introduction

In 1996, the Indiana Fiscal Policy Institute published a report entitled Does Equity Investing Pose ai
Unacceptable Risk for ndiana's Pension Funds? This report analyzed historical risk and return
statistics of public equities (stocks) and reported on other state pension funds’ use of public equities,
The report concluded that the benefits were great and the risks were low for the State to begin
investing its pension funds in public equities.

This report examines the performance of Indiana’s pension funds since the 1996 Constitutional
change, particularly focusing on the performance of public equity investments, We will examine
other types of investments that are {requently used by public pension funds but (hat are not yet used
by Indiana pension funds. This analysis will explore the benefits and risks associated with investing
in private equity. In conciusion this paper summarizes other states’ experiences in private cquity
investing and discusses the indirect benefits accruing to states investing in private equity,

I11. A Review of Indiana’s Experience in Public Equity

Indiana’s voters overturned the Constitutional prohibition against public pension funds investing in
equity in November of 1996. The change was made to Article X1, Section 12 of the Indiana
Constitution which prohibited the State from holding stock in a bank, giving or loaning the credit of
the State, or becoming a stockholder in any corporation. With the Constitutional prohibition
removed and legislative action during the 1997 session of the General Assembly, the Indiana State
Teachers’ Retirement Fund [TRF] and the Indiana Public Employees’ Retirement Fund [PERF] have
moved portions of their portfolios into equity investments,

A change of this magnitude requires a prudent analysis, PERF's portfolio is made up almost entirely
of employer-contributed assets, while TRE’s asset mix in 1997 was primarily from teacher
contributions, TRF is a pay-as-you-go fund, while PERF is actuarially funded. Each fund contracted
with consultants to conduct asset/liability and asset allocation studies to analyze the structures of the
funds and then match the asset allocations to those requirements. After developing appropriate
strategies based on these analyses, PERF eatered the publicly traded equity market in the second
quarter of 1997 and TRF began investing in equities in August of 1998,

Before the Constitutional change to permit public equity investing, Indiana pension funds were
invested exclusively in fixed income securities and cash equivalents, Since the Constitutional
change, the two funds have been able to allocate their investments in a way that more closely
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resembles the norm of public pension funds. A 1999 report by Greenwich Associates puts the
average allocation for all state pension funds to stocks at §9.5% and to fixed income sccurities at
31.3%, [note Table 2[. The balance of the assets is invested in real estate, private equity, and other
instruments, including cash.

Table 1
Indiana's Major Pension Funds: Asset Allocation - Year End 1999
[Dollars in millions)
PERF TRF
Asset Class Portfolio Composition Portfolio Composition
S Amount % of Total  Target_ % $ Amount % of Total  'Turget_%

Large Cap Equity' 4,586.6 47.2% 35.0% 1,701.8 31.7% 36.0%
Small Cup Equity 760.9 7.8% t5.0% 3472.7 6.5% 5.4%

Internationa} Equity 0.0% 10.0% 3504 6.5% 10.0%
Total Stocks 5,347.¢ S5.1% 60.0% 2400.0 44 8% 52.0%

Fixed Income Indexed 2,395,7 24,7% 24.0% 0.0% 16.8%
Fixed Income -- Active 1,894.0 19,5%, 16.0% 2,945.7 54.,9%, 31.2%
v tal Bonds 4,289.7 44.2% 40.0% 2,9458,7 54.9% 48.0%

Other 75.0 0.8% 16.6 0.3%
Total Portfolle 9,712.2 100.0% 100.0% 5,362.3 100.0% 100.0%
'I'RF includes an allocation target of 6% of the portfolio for Real Estate Investment Trusts [REITS].

The target for this asset cluss is included in TRIs Large Cop Equity target. PERF had no
target allocation for REITS, as of 12.31.99,

As Table | demonstrates, PERF and TRF have moved substantial percentages of their portfolios into
stocks, PERF has 55.1% of its assets in stocks versus a total target allocation of 60%. ‘T'RE has
committed 44.8% of its assets to equities, with a somewhat broader diversification into international
equity as well as small cap. Both funds are reassessing their asset alloeation strategies, and more
adjustments (o the portfolios are being made,

Investment Performance Since the 1996 Change

Diversification for the sake of reducing portfolio risk and increasing the investment returns were
cited as reasons for the 1996 change to the State’s Constitution, allowing TRF and PERF to begin
investing in equities. The Indiana Fiscal Policy Institute utilized performance statistics for PERF and
TRF to determine how well each fund had fared in its movements into stocks. To compare each
fund’s perfortance with the market, an index was created from each fund’s quarterly returns and the
quarterly growth for both the S&P 500 and the Russell 3000 [a broader benchmark of the public

equity market],
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Chart |
Comparison of PERF Equity Returns with Major Market Indexes
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PERF entered the stock market in May of 1997, moving approximately $100 million per month from
its bond portfolio into stocks, PERF began investing in funds that closely mirrored the S&P 500
index. Then in June of 1998, PERF also began moving dollars into small cap funds. The objective
was to avoid “timing the market” and to begin moving quickly. During a period in which the stock
market has experienced uncharacteristically high annual gains, PERF's portfolio has grown right
along with the rest of the market. From June of 1997 through December 31, 1999, the S&P 500 grew
at an annualized rate of 25.5%. For the same period, PERF’s annualized returns were 24.2%, behind

the S&P 500 index but slightly ahead of the Russell 2000 at 24.1%.

TRF, because of its heavy percentage of employee funds, waited a little longer to actually begin
moving its assets from f{ixed income instruments (o stocks. When TRFE began investing in equities, it
moved rapidly, investing in domestic small cap and international stocks, in addition to domestic large
cap equities. The initial purchases were made in August of 1998, during a period in which the
market had fallen by almost 12% [as measured by the Russell 3000, shown ir Chart 2], The timing
tutned out to be propitious. Through the end of 1999, TREF’s return on the equity portion of its
pottfolio was 43.3%, as measured from the funds’ entry into the stock market, or annualized at a
28.9% rate. During the same period, the S&P 500 gained an annualized 21.3%.
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Chart 2
Comparison of TRE Equity Returns with Major Market bndexes
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In the Indiana Fiscal Policy Institute’s 1996 report on public equity investing, two benefits from the
investment in public equity were highlighted. The first, higher returns, has been demonstrated in the
performance analysis above. The case however is even more compelling when the stock returns are
compared with the bond returns for the sanie funds over the same periods,

The period from the late 1970’s through the early 1990's was the greatest “rally” in the bond market
that the U.S. has ever experienced. Bond yields came very close to the returns historically
experienced only in the equity markets. From 1980 through 1993, the Lehman Brothers Aggregate
Bond Index {[LBA], a broad measure of the bond market, returned 12.6% per year. The last 5 years,
1995 through the end of 1999, have not been as kind to fixed income investments — with the LBA
index returning only 6.65% per year. Had not the Constitution been changed in 1996, the only place
for Indiana's pension funds to invest would have been in fixed income securities. Therefore, a fair
measure of the near term value of the Constitutional change is to calculate what a pension fund
would have earned had its entire portfolio still been invested in bonds. When that calculation is
performed over the last three years, PERF is shown to have gained $1,226 million and TRF $648
million in additional assets due to investing in stocks. These are funds Indiana taxpayers would have
eventually had to pay, had not the avenue been opened for equity investing. In other words, in only
the first three years since the Constitutional change, equity investing has saved the State $1.874

billion,
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Safety Amidst Turmoil

The second benefit from equity investing is greater diversification. The measure of risk for an
investment portfolio is the variation in the values of the underlying securities, The greater variation
in the stock index [Russell 3000] shown in Chart 3 compared to the smoother line for the Lehman
Brothers Aggregate Bond Index demonstrates the differences in risk between stocks and bonds.
When a pension plan has both stocks and bonds in its portfolio, the now diversified fund actually
cxhibits less risk, due to the fact that stocks and bonds tend to move differently in the financial
markets — when one is up, the other is down or flat. Diversification between stocks and bonds allows
PERF and TRF to exhibit a lower level of “portfolio risk.” This means that the funds are in fact
safer now than they were prior to the Constitutional change.

Although this report utilized data through the end of calendar year 1999, the financial markets have
made headlines a number of times this year. The technology sector lost ground and persistent signs
of inflation have produced swings in both the equity and fixed income markets. Chart 3
demonstrates the growth in the equity market since PERF and then TRF began buying stocks. As of
March 31, 2000 the Russell 3000 index had grown by 80.2% since PERF entered the stock market
and 54.9% since the time TRF made its entrance into equities. As of April 30, 2000 the Russell 3000
was essentially unchanged from its 1999 year end value, having only increased by 1.4% in the first
four months of 2000. The strength of pension fund investing is that pension systems have the luxury
of waiting out the short-term fluctuations in the market. This analysis demonstrates that with equities
a part of these pension systems’ portfolios, their performance over the long term will be even

stronger.
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11, Investigating Other Investment Alternatives

The decision to invest Indiana pension funds in public equities proved to be a wise one, and Indrina
taxpayers and public employees of this and future generations will have more money i their pockets
as o result, The success derived from State pension fund investments i public equities ilustrates the
return enhancing and risk reducing benefits available when certain asset classes are added (o an
investment portfolio. ‘This poses the question: Are there other asset classes available in the
investment universe that could further increase the returns and reduce the risk of our State pension

funds?

To answer (his question, the TFPL examined numerous studies of public pension funds, interviewed
33 public pension fund managers and 23 pension fund consultants and investors. Through this
resoarch, we found that privato equity is the most popular asset class used by public pension [unds
that is not yet used by Indiana funds. ‘Therefore we will focus the remainder of this report on private
equity, its mechanies, its benefits and its risks. We will also summarize other state pension funds’
experiences in private equily and offer recommendations for n best practices approach to investing in
private equity,  We will conelude with a repart of the indirect benefits of private cquity investing to
the local economy.

Asset Allocations of Public Fundy

Selecting which asset classes to invest in and to what extent is oflen considered the single most
important component of the investinent management process. According to a 1991 study published
in the Financial Analysts Journal, the asset allocation decision determines 91.5% of a fund’s total
investment returns,! Sinco asset allocation is such a significant determining factor of investment
results, it is critical that a public pension fund strive to achieve an optimal asset allocation.

Table 2
Asset Allocatlon Comparlson
Average State Target Target’
Pension Fund TRF PERF
12/31/98 4/28/00 4/28/00
U.S. Stocks 48.7% 36% 55%
Bonds 31.3% 48% 32%
International Stocks 10.8% 10% 10%
Real Estate 4.3% 6% 3%
Cash & Other 2.5% 0% 0%
Private Equity 2.2% 0% 0%
100.0% 100.0% 100%
' “I'he Board of Trustees for PERF adjusted the target allocations
at the April 2000 Board meeting, These targets roflect those decisions,
Source: Greenwich Associates 1999, TRF and PERF investment policies.

" Gary Brinson, Brian Singer and Gilbert Becbower, “Determinants of Portfolio Performance 11: An Update,”
Financlal Analyst Journal, May/June 1991, Vol. 47, Issue 3, p. 40-48.
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The Greenwich Associates study shown in Table 2 illustrates that private equity 1s the only major
non-cash asset class that the average state pension fund invests in but that Indiana avoids. There are
at least 75 publsc pension funds representing 37 states that have allocated public pension funds to
pl‘lVlIlb unmy A list of theso public funds is presented in Appendix A, Of the public pension funds
that invest in private equity, a Goldman Sachs/Frank Russell survey found that these funds allocated
an dverage of 5.6% of their funds to private equity in 1999, up from 4.9% in 1996." Clearly private
equity is n widely aceepted investment alternative for public pension funds, and as shown in Chart 4,
its us¢ is on the rise,

Chart 4
Commitments of Financlal Capltai (o Private Eqguity
1987 to 1998
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So what exactly is private equity?

Before defining private equity, it is important to define alternative investments. Alternative
investments are a class of nontraditional investments that include private equity, oil and gas
properties, timberland, precious metals and other investments. Private equity comprises the lion’s
share of the alternative investments market and is typically the first alternative investment strategy
that an institution pursues. As a result, private equlty has become synonymous with the term

“alternative investments,”* Because of pnvate equity’s dominance in the alternative investments
markel, it is the logical first step for an investor entering alternative investments,

2 Steven Galante and Keith Moore, “The Directory of Alternative Investment Programs 1999 Edition,” Asset

Altematwos Inc., Wellesley, MA, 1999,
* Report on Alternative Investing by Tax-E: vempi Organizations, Goldman Sachs & Co. and Frank Russell Capital,

Novcmber 1999,
* Gary Robertson, “An Introduction to Alternative Investment Strategies, ” The Directory of Alternative Investment
Programs, 1999, p. 16,

7 Indiana Fiscal Policy Institute




Indiane Eension Lundy: Lapagnding the bnpagt of 1y

I its most busic sense, private equity is the purchase of an ownership stake ina privately held
company, similar 1o the purchase of the stoek of a publicly trided company. Unlike public equinies,
which can be easily purchased through stock markets, private ¢quity investments are individually
negotiated contracts with unique terms of ownership.

Investors can make private equity investments directly with companies, however most imvestors
aceess the private equity market through professionally managed private equity partnerships. A
partnership gathers funds from investors, and then seeks out, analyzes, negetiates and monitors
private equity investments on behalf of its investors. Due (o the structure of this process, investors
are effectively investing in blind pools of assets since the investors give the partnership their money
bdorc the partnership makes any investments, The first private cqunv partnership was formed in
1946° and today there are over 1,200 private equity partnerships in the U.S.°

Private equity investing requires more time and expertise than public equity investing,  Analysis of
and legal negotiations with a private company requires months of work. Private equity partnerships
are experts in business analysis and legal negotiations and therefore good partners for funds wishing
to invest in private equity but lacking the time and expertise.

Types of Private Equity

Private equity comprises a class of investments, Josh Lerner of the National Bureau of iconomic
Research defines private equity investors as those devoted to buyouts, venture capital, mezzanine and
othor related private invostments, These three major private equity categories are deseribed below,

sitions make up the majority of private equity investments on a dollars invested
basis. In a buyout or acquisition strategy, the investor seeks to make investments in established
companies which have the potential to achieve greater value through strategic initiatives, The
investor activoly works to increase the company's value and then sell the company for more than its

purchase price.

Venture Capital is the best known type of private equity investment. The venture capital investment
strategy seeks to provide growth capital to companies in the early stages of development, Because
venture capital is used for small companies, individual venture transactions are much smaller but
higher in frequency than buyout transactions that are used for much larger companics. ‘This is why
the majority of private equity dollars are used for buyouts but the majority of private equity

partnerships focus on venture capital.

A typical venture capital partnership will diversify its investments across business sectors and
geographic regions, fully expecting that out of 20 private company investments, three might be
marginally profitable and one will deliver a huge return [ox: Amazon.com]. Though four out of 20
does not sound like a successiul investment strategy, the huge return earned from an carly investment
in a future successful company usually more than compensates investors for its less profitable

investments.’

5Josh Lorner, “*Venture Capital & Private Equity A Casebook,” John Wiley & Sons, Inc., New York, 2000, p. ix.
% Venture Economics, “Venture Economics: [PO Market Sizzles, Generating Outstanding Returns for Venture

Capltal Funds,” Venture Economics News, January 4, 2000.
? Ross C. Devol, “America’s High-Tech Economy: Growth Development and Risks for Metropolitan Areas,”

Milken Institute, Santa Monica, CA, July 13, 1999, p. 46.
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Muzzaning investing is much smaller than buyouts and venture on both a dollars invested and
partnerships formed basis. Mezzanine involves o loan or an equity investment with a company,
usually in the form of subordinated debt or preferred stock, ‘These investments typically earn a
current coupon or dividend in addition to carrying an option for common stock conversion if the
investor so chooses, Mezzanine investiments are typically lower risk and lower return than other
private equity strategics because they generate current income and have o more protected position in

a compuny's capital structure,

A 1999 survey of public pension funds that invest in private equity found that on average their
private equity investments were distributed as follows: 46% to buyouts, 18% to venture capital, 4%
to mozzanine financing, 17% to general private equity, and 15% to other strategies. These other
strategics include investments in oil and gas partnerships, thuberland, agricubtural fand, derivatives,
and economically targeted investments.

Chart §
Public Pension Funds'
1999 Private Equity Allocation

Yenture Capital
18%

Buyouts
General Private 46%
Equlty
17%
Mezzanine

4%

Source: Goldman Sachs & Frank Russell 1999 Survey

Why are so many other states investing in private equity?

At least 37 of the 50 states have allocated public pension funds to private equity. Though their
rcasons for investing in private equity vary, most are secking additional investment opportunities that

increase investment returns and lower risk for their fund.
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Ageess 10 morg opportunities

According to Dun & Bradstreet, there are approximately 7,400 companies in the United States with
annual revenues in excess of $250 million. Of these, only 46% are publicly traded entitivs while
54% are private companies. Of companies with $10 million to $249 million in annual revenues, only
16% are public while 84% are private. An equity investor that is restricted from investing in private
companies therefore misses the opportunity to invest in over half of the companies in the U.S

)
q

In & 1999 Goldman Sachs/Frank Russell survey of U.S. institutional investors, the number one
answer to “Why do you invest in alternative investments?” was “To achieve higher returns than those
achioved by traclitional investmoents.” Private cquitylms'hisluric'»lly achievad superior Jong-term
raturns compared to public stocks and bonds, churu Feonomics reports that from 1969- 1998,
privuw equity achieved annualized returns of 17.2%.% This exceeds historical returns for public

equitios of 12.1% and 12.7%, .
and bonds of 9.1%.” Table 3

is sduetio Comparlson of Rates of Return 19609 - 1998
Financial experts explain the | pyvestmont Class Aunnualized Returns
relationship between financial | guyouts 19,7%
returns and risk by reference to [y Capital 14.9%
modern portfolio theary, ' Mazzanine 11.2%
doveloped in tho mid-1950"s 1 Ay private Equity 17.2%
by cconomist Harry
Markowitz, Markowitz Large Company Stocks 12.7%
demonstrated that “Because Small Company Stocks 12.1%
the performance of separate Long-Term Corporale Bonds 9.1%
assel classes is affected by
different factors, their rates Source: Venture Economics 1999, Ibbotson Associates 1999

and patterns of return arc
distinct from one another.” ' Statistically, the difference in rates and patterns of return is measured

by the correlation of the returns of one asset class with another, Correlation is calculated within a
band of +1.0 to —1.0, whereby the degree of positive correlation is highest at 4-1.0 and the degree of
negative correlation is highest at -1.0. Asset classes whose performances do not move together have
a zero correlation. Modern portfolio theory suggests that when adding new asset classes to a
portlolio, the lower the correlation of the asset to the existing investments, the more stability and less

risk the portfolio will possess once the asset is added.

* Stock and bond statistics from Ibbotson. All private equity statistics from Venture Economics using BLNC pooled
figures. Most consultants use upper quartile returns instead of pooled returns since the upper quartile represents the
universe of professionally managed private equity partnerships from which consultants select. Upper quartile
returns for buyouts, venture, mezzanine and all private equity from 1969-98 were 18.6%, 22,6%, 23.5%, and 20.8%,
respectively.
8 Venture Economics, “1999 Investment Benchmarks Report,” Thomson Financial, New Jersey, 1999, p, 277.

¥ Roger G. Ibbotson and Rex A. Sinquefield, “Stocks, Bonds, Bills and Inflation [SBBI] Yearbook,"” Ibbotson

Assocnates. Chicago, 1L, 1999,
' Kathryn J, Engebretson, ““A Multi-Asset Class Approach to Pension Fund Investments,” Government Finance

Review, February 1995, p. 11,
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T-Bonds

Source: Venture Economics 1999

Table 4
Historleal Correlation Statlstles

Private  Large  Small  Corp  ‘Treasury

Equity Stocks Stocks Bonds  Bonds
Privine Lquity 1.00 0.29 (L35 (0.08) (0.11)
Large Stocks 100 075 035 0.33
Small Stocks .00 0,20 0.15
Corp Bonds 1.00 0.97
100

This line of reasoning was the
primary evidence relied upon that
justified PEREF and TRI's entranee
into public equities in 1996,
Returns of farge stocks and
corporate bonds are correlated by
only 35, and this relatively low
level of correlation has lowered
portfolio risk substantially since
stocks have been added 1o TRE and
PLERIE portfolios. This sume
drgument is even stronger for
private equity, as it has only o .29
correlation with arge stocks and is

negatively correlated with bonds, 'This illustrates thal private equity is a very different type of
investment than stocks and bonds, and its diversification benefits with existing asset classes held by
TRIFand PERF make it an attractive addition (o Indiana’s pension funds.

One major reason why return patterns of private equity are so different than public equity and bond
returns is the impact of inflation, Over the past 30 years, the stock market has tended to decline
whenever there have been fears that inflation would rise. Due to their fised payment nature, bonds
have always been negatively unpuctul by inflation. Private cquny however has proven to have no

correlation or even a slightly positive correlation with inflation,"
why private equity acts so differently than stocks and bonds and why it [along with Treasury

Inflation Protected Securities] is often used 1o protect a portfolio from inflation,

This inflation factor is one reason

Further evidence of private equity’s effect on a portfolio is displayed in Table 5. Salomon Smith

Barmey performed several
simulated portfolio scenarios
for the time period 1986 to
1998. The results of this
simulation show that when a
50% stock/50% bond
portfolio allocated 10% of its
funds to private equity,
annualized returns increased
from 13.3% to 14.3% while
standard deviation [the risk
measurement] was reduced
from 7.6% to 6.9%."

Source: Salomon Smith Barney, 1999

Table 8
‘The Impact of Private Equity
1986 - 1998

Portfollo Composition Portfolio Results
Private Annual Standard
Stocks Bonds Equity Return  Deviation

50.0% 50.0% 0.0% 13.3% 7.6%

47.5% 47.5% 5.0% 13.8% 7.3%

45.0% 45.0% 10.0% 14.3% 6.9%

I Scott Lummer, “Navigating Allernative Asscts,” Association for Investment Management and Research, 1997.
2 L. Michelle Morris and James Beck, “Adding Value to Investors’ Portfolios: The Potential of Private Equity,”

Salomon Smith Barney, 1999,
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Risks of Private Equlty

Though the benefits of ndding private equity to a stock and bond portfolio appear to be great, a
complete evaluation of private equity is not complete without a discussion of the risks of private
equity investing.

Liquidity is the ability 1o quickly convert an investiment to ciash at close Lo its fair market value,
Since private equity investments are unlisted seeurities, they are inherently illiquid. There is no
public markel for private cquity securities, mud it can take a long time to find a buyer willing (o pay
cash for a private equity investiment. For investors that may need o convert investments Lo higuid
funds in o short time period, private equity's illiquid natdre is an important risk to consider,
However, for pension funds and other large institutional investors with predictable pay-oul
schedules, allocating a small portion of the fund to private equity is pradent and mitigates this

illiquidity risk.

Yolatility

Research from the Yale Investment Office shows that private equity has historically achieved a real
annual return of 20%, slightly higher than the 17.2% return caleulated by Venture Economics, Yale
also caleulates that private equity’s standard deviation is approximately S0%. In statistical terms,
this means that there is a two-thirds probability that private equity’s return will range from minus
30% to plus 70% in n given year — an extraordinary dispersion.™ €1 pension fund were to invest
only in private equity, this would be a very important risk to evaluate. However, when private equity
is added to a diversified portfolio, overall portfolio volatility is actually reduced due to priviie
equity’s correlation characteristics.

Little Historie Risk and Return Data

Public market investments can be approached quantitatively, Daily pricing and large amounts of’
historical data make risk and return expectations readily understandable and documentable. Private
market investment analysis is more qualitative than quantitative since private equity partnerships are
generally blind pools with no specific assets. Therefore, private equity investors must be much more
sophisticated in their investment analysis and monitoring to succeed in this complex asset class, This
is why many public pension funds use professionally managed private equily parinerships to access

this asset class,

Private Equity Market Dynamics and Trends
The pool of U.S. private equity funds grew from $5 billion in 1980 to over $175 billion in 1999,

Private equity’s recent growth has outstripped that of almost every other class of financial product.
Periods with rapid increases in capital commitments have historically led to fewer restiictions on
private equity partnerships and lower returns for investors. These patterns have led many
practitioners to conclude that the industry is inherently cyclical. In short, this view implies that
periods of rapid growth gencrate sufficient problems that periods of retrenchment are sure to follow.
These cycles may indicate sub-par returns for private equity in the short term.™

' David Swensen, “Does Venture Make Sense for the Institutional Investor? Part 1, Association for Investment

Management and Research, 1998, p. 48.
" Josh Lerner, “Venture Capital & Private Equity A Casebook,” John Wiley & Sons, Inc., New York, 2000, P ix.
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In addition, many tap ter private equity partnetships have never aeeepted mstitational money, athers
are closed to new participants, and many ol those accepting new pastners take limited amounts of
mongy. A new entrant into private equity investing nay well be selecting from a universe ol funds
that excludes the most experienced and most suceesstul private equity investors. A potential private
equity market peak and potentinl exclusion from the best partnerships are risks for late entrants into
private equity like Tndiana pension funds.

Quite possibly the biggest risk 1o public pension funds investing in private equity is ane of a pohitieal
nature. Private companies and private equity partaerships actively seek out capital from a vanety of
sourees including public pension funds 1o exeeute their business strategies. The competition for
public pension investment dollars is intense, and some will attempt (o use pohtical influence 1o
increase their chunces of suceess. 'To guard against this, the private equity investments, us with all
public pension investments, must be managed in accordance with liduciary duty.

Fiduciary Duty

In light of the benefits and risks of private equity previously discussed, it is important to briefly
revisit the tiduciary duties of those overseeing Indiana’s pension funds. Pension fund trustees are
subject to general oversight provisions and fundamental fiduciary rules under the Internal Revenue
Caode. Those rules include the “exclusive benefit” rule that prohibits any funds from being used ov
diverted to nny purpose other than the exclusive benefit of the members and their beneficiaries,

In addition, the State’s statutes require the tustees of PERE and TRE to observe what is called the
“Pradent Investor Rule” in their governance of Indiana’s pension funds. This provision is a strict
standard of governance that mandatorily applies to private pension systems, and is the standard
recommended by the Unilorm Law Commissioners for public pension management, "This standard
dictates how the trustees of a pension plan must execute their fiduciary responsibility. The Pradent
Investor Rule requires the fiduciary to evaluate the risk and reward of the fund investiments, as well
as appropriate protections and diversifications.

This standard as applied to Indiana reads as follows:

The Board shall invest its assets with the care, skill, prudence, and diligence that a prudent
person acting in a like capacity and familiar with such matters would use in the conduct of an
enderprise of a like character with like aims. The Board shall also diversify such investments
in accordance with prudent investment standards, 1C 5-10.3-5-3(a)

In reviewing the investment strategies of institutions with the character and aims similar to the
Indiana public pension funds, it is clear that most invest in private equity. Public pension funds in al
least 37 states are private equity investors. The magnitude of private equity participation by other
sophisticated institutional investors adds further support. The IBM Retirement Fund and General
Motors have cach allocated at least $3 billion to alternative investments, and Stanford and Yale
University have each allocated at least 20% of'their portfolios to alternatives,
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The second clause of Indiana’s fiduciary standard is directed toward diversifying investments and 1s
also consistent with private equity investing. Private equity would diversity Indisna’s pension funds
while increasing investment returns and reducing risk - an attractive combination that all prudent
investors should pursue. So long as a responsible approach to private equity investing 1s
implemented and monitored for the sole benefit of the pension members and beneficiuries, private
equity investing does not violate Indiana’s fiduciary statutes,

IV. The Process of Investing in Private Equity

The process that public pension funds use to invest in private equity difters deamatically from the
approach used to invest in other asset classes. The following is a chronology of how i state invests
in private equity,

Steps for State Penston Funds to Invest in Private Equity

A pension fund initinlly becomes involved in private equity by learning of the benefits of adding
private cquity to its existing fund. These benefits include increased investment opportunitics,

increased returns and reduced portfolio risk.

The second step to investing in private equity is 1o discuss the asset class with a number of advisors.
These advisors ¢an begin to formulate asset allocation studies and strategic alternatives for pension
fund managers and trustees to evaluate.

3. Perforn au Asset allocation study

The benefits of adding private equity to a pension fund can vary depending on the make up of'the
existing fund. By performing an asset allocation study, professional consultants can find the level of
private equity investing that will maximize the fund’s returns and minimize its risks in light of the

pension fund’s other investments.

. Determine a strateg
Once a fund has selected an asset allocation strategy, it then knows the amount of funds which it will
invest in private equity. Several different strategies are available for accessing the private equity
market, and the choice is primarily driven by the projected dollar amount of private equity investing
and the level of control desired over the investment decision-making. Upon making these two
decisions, a pension {und selects a strategy and any strategic partner needed to execute the chosen

strategy.

5. Commit funds
Finally, the pension fund commits money to the asset class and monitors its private cquity

investments. Unlike other asset classes in which a pension fund can invest all of the targeted
allocation in one vear, private equity investors spread out their investments over a number of years.
By staggering private equity investments over time, the pension fund gains exposure to a number of
different partnerships that will make investments and cash out of them at different points in the
business cycle. This time diversification technique is the best way for a pension fund to diversify its
private equity investments and smooth out its private equity returns,
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Strategy Alternatives

Public pension funds use  variety of strategies (o access the private equity market. Determinants of
which strategy to use include the amount of funds committed 1o private equity and the control desired
over (he investment proeess. ‘There are five strategies available to public pension funds, and they lie
on a continuum from a small amount of committed funds and fittle internal control (o huge dotlar
amounts committed to private equity and substantial internal control and expertise.

Lund of funds
Private equity fund of funds serve a role in the private equity market similar to mutual funds lor
individual investors. A fund of funds is a commingled pool of [unds which i professionally invested
in a number of private equity purtnerships. Fund ol funds investors are treated equally, with each
receiving instant diversification through its pro rata share of each partnership investment. Jund of
funds also do much of the back office paperwork for its investors, which can be substantial in this
asset cluss, Another important advantage of fund of funds is the potential aceess provided to top tier
partnerships. As previously stated, public pension funds new 1o the asset class are shunned by some
private equity partnerships. One way 1o get around this is by investing in a fund of funds that has «
history of investing in some of the best private equity partnerships.

To invest in a fund of funds, investors make a one time investment decision and then hand over the
allocated monay to the fund of funds. This saves the time of internal staft and board trustees that
would otherwise need to approve all private equity partnership investments, Fund of funds charge a
fee to select and manage private equity partnership investments, which when added on top of the fees
charged by the private cquity partnerships makes this the most expensive private equity strategy
available, The fund of funds strategy is most frequently used by investors with little capital in
private equity, little internal expertise, or limited access to desired partnerships,

Gatekeepers

A gatckeeper is a discretionary advisor serving in a similar role to a fund of funds, Gatekeepers also
only require a one-time decision by investors, Onee the asset allocation to private equity has been
determined and a gatekeeper has been selected, the pension fund hands over the money designated
for private equity to the gatekeeper. The gatckeeper then has full discretion to invest the pension

funds in the private equity partnerships it selects.

One major difference between a gatekeeper and a fund of funds is that the gatekeeper can customize

a private equity investment strategy for each client while a fund of funds puts oll clients into the same
partnerships on a pro rata basis. Gatekeepers do less of the necessary paperwork for tracking private
equity investments than does a fund of funds and charge a fee lower than fund of funds fees.

Both gatekeepers and fund of funds help institutions gain a better understanding of the private equity
market through their educational efforts. Pension funds new to the asset class can learn a great deal
about private equity by watching these professionals evaluate and select partnerships, negotiate
partnership terms, monitor fund performance and attend advisory board meetings,
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Adyisors

Similar to the strategy used today by IRF and PERY for its public ¢quity investing, private equty
advisors are paid a fee to recommend private equity partnerships for investment. Unlike gatekeepers
who havoe full diseretion over the dedicated pension funds, advisors merely suggest investiments and
the pension funds have final say on the private equity managers selected. Usuaally the advisor
performs the initial sereening of partnerships and develops a short-list of recommended partnerships
that the pension fund can interviow itself. Advisors also attend partnership annual meetings and
serve as an additional refationship contact for the partnerships, thereby frecing up the time of pension

fund managers.

[n-house partnership seleetion

A pension fund that implements this strategy uses no outside advisors, but relies entirely on its
intorna! staft for all investment decision making. ‘The internal staff selects private equity
partnerships, which is much more difficult than selecting public equity or bond managers because
historical information on each private equity manager is more difficult to obtain und evaluate,
Pension funds using this strategy need a large and very sophisticated internal staft, which is usually
cconomical only if the pension fund has substantial funds dedicated to private equity. In addition to
saving on outside advisor expenses, this strategy allows the pension fund to have total control over

the selection of private equity partnerships.

Table 6
Comparison of Private Equity lavestment Steategles
Strategy Advantages Disadvantages
Fund of funds Access to top tier funds Highest lees
Opporunily to learn from experts No influence over partnerships selected
One time investment decision Locked in long term
Cutokeopor Customized program High fees
Opportunity to leuru from experts Little influence over partnerships selected
One timy investment decision
Advisor Cheaper than gatokeeper or fund of furls Requires skilled in-house stafT
Opportunity 1o learn from expents Potential for speciat interest influence
Control over partnerships selected __J
in-house Parinership Selection  Low fees Requires very skilled in-house stafr
Contro! over partnerships selected Potentind for special interest influence
Direct Investments Lowest fees Requires extremely skilled in-house staff
Control over which compuanics are invested in - Potential for special interest influence
Historical losses in other states

Direct investments

Finally, the most risky and challenging strategy is for a pension fund to make direct investments in
private companies. Though both this strategy and the previous one rely totally on internal staft, in
the previous strategy internal staff select professional partnerships that then make the direct
investments in private companies. However, this direct investment strategy skips that step and cuts
out all middlemen and their associated fees by relving on an internal staff to evaluate and structure
their own investments in private companies.

According to the Goldman Sachs/Frank Russell survey of private equity institutional investors, 7% of

public pension funds use a fund of funds, 52% use an advisor or gatekeeper, and 14% invest directly
in private companies.'”

1$ Report on Alternative Investing by Tax-Exempt Organizations, Goldman Sachs & Co. and Frank Russell Capital,
November 1999, p. 17, 23,
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Private Equity Expertences in other States

Nearly every state in the ULS, has considered private equity investments for its public pension funds
and most states have chosen to invest in the asset class. Appendix B summarizes 19 public pension
plans including their asset size, actual and target private equity allocation, annualized returns on
private equity investments, and strategy used. While most states have been very suceesstul i their
private equity investing, a fow states have failed in their efforts. ‘The following deseribes some of
these private equity failures and successes.

‘The Kanras Public Employees® Retirement System [KPERS] is the poster child for failed public
pension investing in the private market. Its program began in 1985 when Kansas enaeted o law that
required KPERS to invest 10% of its fund in private loans to Kansas businesses, [n 1988, KPERS
entrusted two investiment firms with $300 million to execute KPERS's desired strategy. One ol the
investment {irms lonned $65 million of KPERS funds to a Savings & Loan that was deemed
insolvent just a few years later, KPERS was advised to invest in two other companies that also failed
soon afler KPERS's initial investment, and as a creditor KPERS was foreed to shut these companies
down. Over 700 Kansas residents lost their johs due to these closings, and the state was embarrassed
politically. In 1991, the state put & moratorium on KPERS's private investments program.

A lack of oversight by KPEERS of'its private investments program was blamed for the investment
losses. Additionally, the investment advisors were accused of benefiting themselves and ventures
they had interests in to the detriment of the KPERS fund. At least $70 million has been recovered

ivum the investmer.d advisors through legal action,'®

Despite the substantial losses KPERS incurred from its private investments program, KPERS's
managers snd trustees understood that an appropriately run private equity program would provide
great benefits to the pension fund. Therefore in 1997 KPERS returned to the private equity asset
class with an approach that more closely adhered to the fund’s fiduciary duty. The most important
changes KPERS made were the repeal of its in-state investment mandate and the prohibition of direct
investments, KPIRS no longer considers geographic or economic development factors when
evaluating investment alternatives, but secks only to maximize risk-adjusted returns for pension
beneficiaries. KPERS is also no longer allowed to make direct investments in companies, bul must
invest through partnerships with the assistance of a specialized, non-discretionary advisor. In
addition, KPERS:
¢ increased the reporting requirements to its board of trustees and now explains exactly how cach
of its private equity partnership investments is performing,
e changed the make-up of its board of trustees from seven Governor appointees to four Governor
appointecs, the State Treasurer, two members chosen by employees, and one each by the House

and Senate,
e increased its internal staff to eight, two of which are solely responsible for the KPERS private

investments program, and
» is bound by statutory limit that private investments not excced 5% of the total fund.

In 1990, the State of Connecticut Trust Fund [CTF], in an effort to save jobs within its state,
invested $25 million in Colt Manufacturing, a leading Connecticut employer. Colt went bankrupt in

' Kansas Pension System Settles Claim, Reuters, January 21, 2000,
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1993 and the state lost most of their initial investment.'” Today, CTF uses an internal staff to select
private equity partnerships and fund of funds, but no longer makes direct investments in companies.
CTF's private equity allocation can range from 0-12% of the total portfolio, and C'T17s private equity
investments have achieved a 15.6% annualized return over the past five years,

The Towa Public Employees’ Retirement System [IPERS] sclected a California partnership to
administer its $15 million Heartland Seed Fund which was to finance early- and initial-stage
technology businesses located in lowa, In its first three years, the partnership made only one
investment, The following year, IPERS terminated the Heartland Seed Fund and initiated a lawsuit
against its managing partnership. Additionally, political forces pressured IPERS to invest in two
lowa-based private equity partnerships. To date, these two partnerships are IPERS’s two worst
performing private equity partnership investments,

Today, lowa Code 97B.7 dircets IPERS to invest *,,.in a manner that will enhance the economy of
the state, and in particular, will result in increased employment of the residents of the state,” when
such investments can be accomplished in a manner consistent with other investment guidelines and
the Prudent Person rule, As of June 30, 1999, IPERS had invested $905 million in lowa related
public stockq, $102 million in lowa related bonds, but just $34,000 in fowa based private debt and
equity.'®

The Missouri Public Employees’ Retirement System [MPERS] was obligated by state law to invest
3-5% of its assets in small businesses located in Missouti. MPERS organized Missouri Venture
Partners [MVP] to perform this duty, All investment decisions were made by MVP without MPERS
approval, In its first two years, MVP made investments in five private companies, two of which {iled
for bankruptcy soon thereafler. At that time, MPERS decided to cancel its MVP arrangement due to
lack of investment control, Litigation followed. Three years later in 1992, the law lulummD in-state
investments was repealed. Today MPERS is not active in the private equity asset class."”

Lessons learned from the failure cases are:
1. Public funds with in-state investment mandates or direc! investment strategics have been prone to

fuilure and are potentiaily breaching their fiduciary duty.
2. Public funds without bipartisan, broadly representative pension boards are more open to political

influences.
3. DPublic funds need a knowledgeable internal staff to closely monitor its advisors and partnership

investments,

Successes
On the whole, most state pension funds with private equity programs have been very successiul in

their efforts. The following represents a sample of successful strategics used by public plans for
investing in the private equity market,

7 Hamilton Lane Advisors, Inc, “The Experience of Certain Public Pension Plans in Economically Targeted

Investing,” Economie and Capltal Funding Trends in Pennsylvania, Volume [, page 12,

' Compreken.s!veAmmal Financtal Report, lowa Public Employees' Retirement Systcm, June 30, 1999, page 59.
" 1amition Lane Advisors, lnc. *The Experienco of Certain Public Pension Plans in Economically Targeted

Investing,” Economic and Capital Funding Trends in Pennsylvanta, Volume {1, page 13-14,

I8 Indtana Fiscal Policy Institite




Indiana Pension Funds: Expanding the Impact of Equity

The Michigan Department of the Treasury [MDT], which manages Michigan’s State Employees’
Retirement Funds, has been a private equity investor since 1982, Through its ten person private
equity investment staff, MIDT selects and monitors over forty private equity partnerships.
Additionally, 7.5% of its private equity portfolio is invested ditectly with companies, most of the
time on a co-investment basis with partnerships, Using the co-investment strategy, MD'T contributes
a small portion of the total investment in a company along side the larger portion contributed by one
of its private ¢quity partnerships. With this strategy, MDT rcaps the financial rewards of being o
direct investor but does not need to serve as the lead manager of the investment since the private
cquity partnership will serve this role. To provide access to top tier funds and add diversification to
its private equity program, MIDT also uses a fund of funds.

Without the use of any outside advisors, it is critical that MID'T maintain a skilled internal stafl, This
requires payin;, internal staff wages that are comparable to private sector wages carned by
professional private equity managers. MDT currently allocates 8.9% of the total pension fund to
alternative mvcstmcnts and has achieved a ten year annualized return of 16.0% on its alternative

investments,

The Virginia Retirement System [VRS] uses a unique combination of internal staff and outside
advisors for its private equity program. Using two-thirds of the VRS private equity allocation, the
internal staff selects and monitors large, well established private equity partnerships, most of which
are buyout funds. For its smaller private cquity investments, mostly venture capital funds, VRS uses
a “gatekeeper” that has full discretion to allocate the other one-third of the VRS private equity
allocation to partnerships it selects. This strategy allows the VRS staff to use its time and expertisc
wisely ard rely on outside experts to select investments that are cither too small to legitimize internal
staff’s time or are outside the expertise of the VRS stafl, VRS currently allocates 5.4% of its fund to
private cquntg' and has achieved a ten vear annualized return of 22.7% on its private equity

investments, !

The California State Teachers’ Retirement System {CalSTRS] uses a non discretionary advisor to
assist in selecting private equity partnerships. Within its 10% targeted private equity allocation,
CalSTRS targets 60% of this to buyouts, [6% to venture capital, 15% to international private equity,
and 9% to other types of private cquity. Over the past ten years, CalSTRS's private equity
investments have earned an annualized return of 18.5%.

One key advantage for CalSTRS is its streamlined internal approval process. The Board of Trustees
has delegated authority to the CalSTRS internal investment staft which permits an internal approval
process to take the place of board approval for investments under prespecified dollar limits, 'This is
especially helpful since the time from a partnership launch to its close is ofien times less than 45
days. With the delegation of authority in place, CalSTRS can invest in new partnerships any time a
new partnership investment opportunity is available, Private equity parinerships greatly value
CalSTRS’s responsiveness. Becuuse of‘ it, CalSTRS is a favorite with many top tier partherships that

sometimes shun public pension funds.?

’° Comprehenstve Annual Financlal Report, Michigan State Employees' Retirement System, September 30, 1998,

Ammal Report, Virginia Retirement System, June 30, 1999,
2 Annual Report, California State Teachers’ Retirement System, June 30, 1998, Phone interview with Real

Desrochers, CalSTERS director of alternative investments, January 6, 2000,
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These success summaries are just a sample of the many successes achieved by public funds in their
private equity investing and show that success can be achieved in a number of ways.

Lessons learned from this section include:
[. Public funds nced to pay wages comparable to the private sector to attract and retain internal

talent.
2. A combination of two or more different private equity strategics can work well,
3. Once an internal staff has carned the trust of its board of trustees, delegating authority allows the

fund to be a responsive investor, critical for good partnership relations.

Best Practices

FFrom evaluating the private equity experiences of other states and from speaking with over 50
industry professionals, we believe that the following represents a best practives plan which would
serve Indiana pension funds well as they evaluate entering the private equity market.

1. Commit to private equity for the long term, Pensions are promises to pay workers a portion of
their salary during retirement. These are long term obligations and should be matched with long
term investments, Long term private equity returns exceed stock and bond returns, and studies
show that adding private equity to a stock and bond portfolio actually reduces overall risk. For
these reasons, most states invest in private cquity. The most successful states have made long
term commitments to the asset class and make new private equity investments each year,

2. Use external experts, Private equity is a difficult and complex asset class. In 1997 the top 25%
of private equity partnerships achicved at least a 37.4% return while the median private equity
return was only 6.2%. Therefore partnership selection is eritical and much more difticult than
sclecting public equity managers. At [east until substantial internal expertise is developed,
Indiana should rely on advisors, gatekeepers and or fund of funds for assistance in selecting and
gaining access into the best private equity partnerships,?

Develop_internal expertise, A pension fund’s number of internial private equity specialists can
vary depending on how much reliance is placed on outside advisors. However, even if outside
advisors make all of the private equity investment decisions for the funds, it is still important that
the internal staff and pension trustees be responsible for monitoring the private equity
investments. The best way for the staff and trustees to gain an understanding of private equity is
by watching and learning from external experts as they make private equity investments for the
State’s pension funds, Starting now using external advisors and taking small, deliberate steps, as
was done when the State began investing in public equity, results in effective learning and

prudent investing.

4, Put fiduciary duty first in developing the private equity program, Fiduciary duty mandates that

the pension funds should be managed for the sole purpose and exclusive benefit of the plan

beneficiaries, This requires a private equity investment program that has no constraints but that
is well diversified over time, geography, industry and investment type. Private equity investing
in Indiana should not be mandated but could be prudent if it is part of a well diversified private

equity strategy.

(%)

. % Venture Economics proprictaty datubase. Internal Rates of Return based on vintage year,
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V. Indirect Benefits of Private Equity

Up to this point, this report has described private equity, its benefits and risks, and some private
equity experiences of other states. Based purely on investment merit, the Indiana Fiscal Policy
Institute believes that it would be prudent and beneficial for the State’s pension funds to invest in
private equity and has outlined a best practices approach to guide the State’s deciston-makers.

However, there is another layer of private equity benefits, indirect benefits to the local economy, that
have not yet been covered. Though these cconomic development benefits should not factor into the
decision-making of pension fund managers and trustees, these benelfits are relevant to a thorough
description of private equity, and thus are explained in this section,

Nearly every state in the U.S. as well as many countries around the world are racing to create and
grow a high technology segment of their economy. This rush is fucled by the many benelits to a
local economy that result from a growing technology sector including generating wealth, diversifying
the tax base, leveraging investiments in academic research, and providing jobs for the cconomy’s
most skilled individuals.

Table 7 Indiana is a state with a heavy investiment in
manufacturing and has sought to diversify its
1997 Venture Capital Invested in State | cconomy through the growth of an information
as a Percent of technology sector, A critical engine of growth for
1997 Gross State Product any information technology sector is the availability
of capital, especially venture capital. Young
Rank State VCIGSP| (echnology companics usually do not qualify for
Massachusetts 0.62%/| traditional bank loans, and venture capital is the
California 0.50%| most frequently used way for new businesses (o find
0.34% | the funds needed for carly growth, A study by the
Milken Institute found that if a well-functioning
venture capital infrastructure is not in place, a
region’'s technology scctor is at risk of not achieving
its potential.

Colorado
New Hampshire 0.29%
Washington 0.24%
U.S. Average 0.17%
lllinois 0.11%
Kentucky 0.08%| An available pool of venture capital serves a local
Ohio 0.06%| economy well in many capacities. First, it allows
Michigan 0.04%| entrepreneurs to quickly find funding for their ideas.
Indiana 0.03%| This is especially important in technology
companies since being first to market is a significant
advantage. Second, since venture capitalists become
intimately involved with companies they invest in,
the business expertise provided by venture capitalists helps new companies be successful, Finally, a
number of studies have shown that venturc-backed companies create high growth, high pay jobs at a
rate faster than non-venture-backed companies,
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Source: Progressive Policy Institute, 1999
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Though no study has been done to quantify the shortage of venture capital in Indiana, several studies
reveal that Indiana is lacking in the area. The Progressive Policy Institute’s July 1999 Technology &
New Economy Project shows that after adjusting for the size of a state’s economy |gross state
product], venture capital investments in Indiana severely lag the U.S. average and lag all our

neighboring states as well.

Although the U.S. average appears Fable 8
skewed by the top few states, and no Venture Capital Invested by State
consideration is made for the type of 1/1/99 - 12/31/99

cconomy and related venture capital

opportunities in each state, it is clear that $ Invested No. of
Indiana has traditionally not atiracted State {in nill,) Deals
much venture capital. Nlinois 516 57

Another study that provides further Kentucky 85
evidence of Indiana’s lack of available Michigan 72
venture capital is Ohio
PricewaterhouseCoopers’ MoneyTree Indiana

Report. This report found that of the
6,000 venture capital investments made
in the U.S. in 1999, Indiana accounted

for only seven of them and just $8.3
million of the $35.6 billion of venture capital invested last year, This gives Indiana a 0.12% share of

the 1999 venture deals done in the U.S. and 0.02% of venture capital dollars invested. Table 8 shows
the third and fourth quarter 1999 results of the Money'I'ree study and illustrates that again Indiana
lags its neighbors in attracting venture capital investments. This relative lack of venture capital puts
Indiana at a disadvantage in creating jobs and new businesses.

Saurce: PricewaterhouseCoopers Moneytree 1999

Economically Targeted Investments

One option some states have pursued to promote venture capital investments within its state is the
use of economically targeted investments [ET1s). Generally speaking, an ETI is:

e an investment which provides a competitive risk-adjusted market rate of return,

¢ creates a collateral economic benefit to a targeted geographic area or sector of the economy, and
¢ s usually carried out by an outside investment manager, not the pension fund’s internal staff,

ETls were born as a product of the 1970s when state pension assets grew dramatically and some
observers began to see these funds as mechanisms for achieving socially and politically desirable
objectives. Early efforts excluded from pension pottfolios companies with “undesirable”
characteristics, such as those facing labor problems or holding investments in South Africa. The
focus shifled in the 1980s as public pension funds began favoring investments that would foster goals

such as economic development and home ownership.

At that time, advocates prospectively contended that these goals could be achieved without any
financial sacrifice. However analysis of investment results demonstrated that targeting of
investments had sacrificed some return. A survey of state-administered pension funds showed that
10 states either inadvertently or deliberately sacrificed return, approximately 200 basis points or 2%,
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in an attempt to foster home ownership.! Throughout the 1980s, several state pension funds
expericnced substantial losses | Kansas, ete.] due to their ETI programs. A 1994 University of
Pennsylvania study further discouraged ETI use by showing that public pension funds which were
required to make a certain portion of in-state investments generated lower investment returns than
those state plans without this requirement.?

‘These studies and the huge losses experienced by some state pension funds served as a wake-up call
to many public pension fund managers who appeared to believe that they could accomplish political
goals without sacrificing returns. As a result of these findings, the vast majority of pension fund
managers and consultants believe that E'Tls violate the fiduciary duty of prudence because E'Tls
represent a conflict of interest between investment objectives of plan beneliciaries and economic
developers.

Targeted Investing in Use Toduy

Though most pension fund managers believe that ETls are a breach of fiduciary duty, a few states
have ETI or ETI-like programs in place. Perhaps the most comprehensive listing of E'TT activity is a
1993 Boice Dunham Group study. This analysis defined an E'TT as “an investment by a public
pension fund, which in addition to offering returns in proportion to linancial risk, also oflers
collateral local economie benefit.,” Using this definition, Boice Dunham concluded that ETls
accounted for $17.5 billion or 2% of the

Table 9 $887.3 billion of public plan asscts
covered in their survey. ET1 activity fell
State and Local Pension Plans' into three categories: i>‘;xcd incomc,i}'ca]
Economically Targeted Investments, 1993 estate, and venture capital. Residential
. mortgages accounted for more than half of
. Investment Vehicle Percent of Total all l_i’l'I%lctivity while venture capital
Fixed Income 21.6% represented less than 10% of ETI activity
Loans to Small Businesses 4.5%| [0.2% of total public plan assets], or $1.6
Private Placements 17.0%]| billion.*®
Real Estate 69.3% - - , as
‘ ‘ I'he second source of information on 1
Construction Louns 4.53%| activity is the General Accounting Office
Residentiul Mortgages 50.6% | which in 1995 reviewed a survey of 139 of
Commercial Mortgages 12.5%| the largest pubic pension plans in the U.S.
Equity [.7%| Respondents, which represented 85% ol
Venture Capital 9.1% the assets of state and local plans, had
. T o invested a total of $19.8 billion in ETIs to
T'otal 100,0% .
promote housing, real estate, and small
business development, which amounted to
Source: Boice Dunham Group (1993). 2.4% of total respondents’ assets.

2 Aliciu Munnell, “The Pitfalls of Social Investing: The Casc of Public Pensions and Housing,”" New England

Lconomic Review, September/October 1983,
3 Economically Targeted Investments- The Solution: H.R, 1394 = The Pension Protection Act, Joint Economic

Committee Jssue Summary, June 6, 19985,
2 Alicia Munnell and Annika Sunden, “Investment Practices of State und Local Pension Funds: Implications for

Socinl Security Reform,” Pension Research Council, August 1999,
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A final source on ETls is the 1991, 1993, 1995, and 1997 PENDA'T surveys, which were created
from the Surveys of State and Local Employee Retirement Systems for the Public Pension
Coordination Council. The PENDA'T survey asks “What percentage of the portfolio is directed in-
state for

development ”
p,n e I'able 10
purposes?”’ The
percentage of total Percentage of Pension Fund Assets
S A by " A 'S y '
assets designated for Invested In-State for Economic Development

in-state investiment

ranged from 0.10%
to 0.37% over the 1991 1993 1995 1997

four surveys, with Percent 0.35% 0.30% 0.37% 0.10%
0.10% in the most
recently reported
year,

Source: PENDAT

From these three studies, it appears that venture capital ETTs are rare, and participation in ETls
appears to be dwindling. As part of this research, we surveyed the 33 public pension funds that have
invested in private equity for at least ten years and also found that venture capital E'TIs are in limited
use today. For the few public pension funds that were able to cite specilic programs aimed at
increasing the availability of venture capital or private cquity in their state, a summary of ¢ach
program is given below.

The most widely recognized venture capital ETI program in use today is the Texas Growth Fund
[TGF|. TGF was established in the carly 1990s with a $40 million commitment from the Texas
Teachers Retirement System. ‘TGY is managed by a private financial intermediary that examines
[50-200 business plans a year from companics with substantial operations in Texas or with
commitments to establish Texas operations, TGF evaluates these companies for attractive later stage
venture capital [no start-ups] and mezzanine investments,?’

When investing in a company, TGF can only make up 50% of the total investment, and funds from

other venture capitalists must make up the remainder of the investment. This structure protects TGE
from political pressures since other investors must also buy-off on its investments, This also attracts
outside venture capital to Texas since TGF must partner with other venture capitalists on cach of its

investments.

‘The state of Texas has addressed the issue of fiduciary duty by not mandating that public pension
funds invest in TGF. Therefore TGF must stand on its own merit to attract and retain its Texas
pension fund clients.2® TGF has not yet published return calculations for its fund and there has been

no systematic analysis of the economic development benefits of TGF,

The California Public Employees Retirement System [CalPERS] has as part of its mission to invest
a portion of its fund in investments that strengthen California’s economy. As of October 31, 1999
CalPERS had $18 billion [11% of the fund] invested in its state's economy. As part of this in-state
focus, the CalPERS board recently set aside $350 million for investments in venture capital
parinerships located in California. CalPERS’s 11% in-state focus is legitimized by the fact that

2 Annual Report, Texas Growth Fund, 1999,
2 James Orford, “Turgeting Texas,” Plan Sponsor, February 1994,
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California comprises 14% ol the U.S. GDP and that the majority of U.S. venture capita) partnerships
‘ "W Iy . 1}
are located in California.??

New York is another large state that legitimizes a small in-state focus by its size. The New York
State Teachers’ Retirement System makes direct in-state investments in housing loans, commercial
loans and alternative investments. As of March 31, 1998, this program had allocated $380 mithon to
in-state alternative investments which represented 0.4% of New York’s $106 billion portiolio,

The State of Wisconsin Investment Board [SWIB] has invested in private equity since 1983, Most
of these investments have been made using private equity partnerships. However approximately
$750 million per year has been invested direetly by SWIRB's internal staff. "This internal group seeks
out private financing opportunities and then dircetly funds them with Wisconsin pension money.
Approximately 80% of these direct investments are loans while the remaining 2096 are equity
investments. Though no mandate for in-state investing exists, the former director of SWIH3's private
market investments stated that SWIB usually invested 20% of'its allocated funds in Wisconsin
companies, With just 20% of the investiments being private equity and 20% of these lunds staying in
Wisconsin, in-state private equity investments are approximately $30 million per year, Overall,
SWIB has achicved a 17% annual return on its buyout investments and 14% on its venture capital
investments,

To further increase the amount of venture capital available to Wisconsin entreprencurs, SWIB is
helping to launch a new early-stage venture capital fund. Two venture capital firms will co-manage
this $40-70 million fund that will focus on the technology and life sciences industrics. SWIB will
contribute less thun half of the total fund raised, with the remainder coming from corporate pension
funds, endowments and wealthy individuals, A condition of SWI’s investment is that the new
venture fund must invest at least 75% of SWIIB’s contribution in Wisconsin companics,
Contributions made by other investors can be invested anywhere in the U.S, This fund hopes to

miake its {irst investment later this year,

Pennsylvania State Employees’ Retirement System [PSERS] has invested funds with 38 venture
capital partnerships, 15 of which are committed to invest in Pennsylvania-based companies as part off
their venture investinent focus. These partnerships have no mandate for a set dollar amount tu be
invested in Pennsylvania, but make their best effort to make investments in companies cither
headquartered in Pennsylvania or in companies that provide employment for Pennsylvania citizens.
Through this cffort, venture capital investments have been made in 44 companies headquartered in
Pennsylvania and 12 non-Pennsylvania companies that employ Pennsylvania residents,

To further increase local venture capital availability, PSERS initiated a $50 million Pennsylvania-
focused early-stage venture capital fund. PSERS contributed $20 million and three large banks,
Carnegie Mellon University and several wealthy individuals comprised the remaining $30 million.
The fund’s mission is to make 80% of its investments in companies with headquarters or major
operations in Pennsylvania or in companies that are considering moving to Pennsylvania, To manage
this new fund, PSERS selected an existing Pennsylvanin-based ventire capital firm that chose to
pattner with Draper Fisher Jurvetson, a prominent California venture capital firm that has a national
network of affiliated funds, This new Pennsylvania focused fund is less than one year old so no
retutn statistics are available. However a partner of this fund stated that they are sceing many
Pennsylvania related investment opportunities, especially from Carnegie Mellon University, and

have capitalized on several already.

% California Public Employees Retirement System web site, hitp://www.ealpers.cngov/invest/califinv/ealifinv.htin,

25 Inddiana Fiscal Policy Institute




Ddiang Pension funds: fxpanding the Impact of Equiiy

In the 1980s, the Michigan Department of the Treasury [MDT) and the Ohio Teachers Fund [OTF
tried to target its venture capital investing in-state. Neither of these states’ programs achieved market
returns. Due to these lackluster returns and a closer adherence to their fiduciary duty, MDT and OTF
repealed their in-state mandates in the 1990s and now do not take geographical location into
consideration. However, OTF along with the Colorado Public Employees’ Retirement System and
the New Hampshire Retirement System cited the use of an “all else equal” rule. This rule is usually
unwritten, but attempts to support local venture capital availability while maintaining fiduciary duty.
When one of these pension funds is evaluating two venture capital partnerships, and the two
partnerships are deemed equal on all measures, the tic-breaker comes down to which fund is located
in-state or has a history of investing in their state. This appears 1o be a natural inclination of pension
fund managers and trustees to favor local partnerships, and it is ikely that more than just these three
state funds practice the “all ¢lse equal” rule,

Findings from Targeted Investing Study

Though once & popular investment strategy, E'1's have been losing favor with pension fund trustees
and managers over the past 5-10 years. California and New York target some of their venture capital
investments in-state, however their in-state allocations do not appear to exceed their proportion of
U.S. venture funds.

The Texas Growth Fund reviews 150-200 business plans per year and from these selects only 2 or 4
deals, This equates to investing in about 2% of the companies evaluated and illustrates the key to
TGI's success — strong deal flow which allows the partnership to be sclective and choose only the
most promising of investments. Indiana is one-fourth the size of Texas, and it is 'oubtful that
Indiana could generate sufficient in-state deal flow to make the TGF sirategy a success here,

Of the states with active targeted investing programs, Indiana is most comparable to Pennsylvania
and Wisconsin in terms of the size of their economics. The Pennsylvania and Wisconsin models use
investments by corporate pension funds, universities, and wealthy individuals to leverage the public
pension investments in their early-stage venture funds. The inclusion of private sector investors
reduces the ability of politics to influence investment decisions and adds resources and relationships
useful to the venture capital fund. Though both of these programs have an in-state focus, they are
less constrained than the Texas Growth Fund in that they have the ability to invest some of their
funds out of state. Unfortunately these funds are still in their infancy, and it will be several years

before any meaningful conclusions can be drawn from them.

As a first step to increase venture capital availability in Indiana while closely adhering to the pension
funds’ fiduciary duty, the State funds can encourage the private equity partnerships that they invest in
to look for promising investment opportunities in Indiana, To help facilitate interaction between
venture capitalists and local entrepreneurs, the public pension funds could post the contact
information for the venture funds it has invested in on the Internet. Additionally, the pension funds
could ask the venture capitalists to come spenk at local Venture Club meetings and other forums
where local entrepreneurs could meet these venture capitalists. By promoting Indiana businesses and
helping to facilitate relationships between venture capitalists throughout the U.S. and Indiana
entrepreneurs, the State pension funds would be lending a hand to state economic development

efforts while adhering to their fiduciary duty.
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V1. Conclusion

Pensions are the primary source of income for most retirees, and consequently pensions determine
lifestyle choices for seniors. Indiana’s two largest public pension funds, TRE and PERF, arc
responsible for investing the pensions of more than 300,000 active and retired State employees. This
report has focused on the State’s management of these pensions and on steps the State could take to
strengthen its plans.

In analyzing PERI and TRE's public equity investment performance since the 1996 Constitutional
change, this report found that both State pension funds have achieved very good investment returns,
comparable (o those achieved by major stock market indices. Though PERI and TRF have used
different strategics to inwvest in public equines, both have been prudent in implementing their
strategies and successful in increasing investment returns, reducing portfolio risk and saving
*taxpayers millions of dollars.

Equity’s impact on a portfolio has been shown to be very positive and at least 37 states have chosen
to expand the impact of equity by investing in private equity. Afler evaluating the risks and rewards
of private equity, this report concludes that the benefits are great and the risks are low for PERF and
TRF {o begin investing in private equity. Private equity, when added to a diversified portfolio, has
historically increased investment carnings and reduced overall risk - an attractive combination that
should be pursued by all prudent investors.

Some states have taken their private equity investing strategy one step further and attempted to direct
some of their private equity dollars in-state for economic development purposes, Though nothing is

inherently wrong with in-state investing, fiduciary duty mandates that investment decisions be made

for the sole purpose and exclusive benefit of pension beneficiaries, not ecconomic developers,

Indiana should not mandate any level of in-state investing, but should evaluate the private equity
investment oppottunities located in Indiana on a risk and reward basis, just as should be done for all

investment decisions.
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APPENDIX A

Public Pension Fund Investors in Private Equity

Total

~ Assets Alternative

Public Pension Fund (Smillion)  Allocation
California Public Employees' Retirement System 130,000 6.0%
New York State Common Retirement Fund 96,942 5.0%
Florida State Board of Administration 83,523 5.0%
California State Teachers' Retirement System 65,000 5.0%
New Jersey Division of Investiment 64,700 NA
State of Wisconsin Investment Board 54,000 5.0%
State Teachers Retirement System of Ohio 46,000 NA
Ohio Public Employees' Retirement System 45,000 1.0%
Michigan Department of T'reasury 41,000 7.5%
New York City Retirement System 36,558 NA
‘Teacher Retirement System of Texas 36,400 NA
Pennsylvania Public School Employces' Retirement 34,500 5.0%
Washington State Investment Board 33,206 15.0%
Minnesota State Board of Investments 33,200 NA
Virginia Retirement System 33,000 15.0%
Oregon State ‘T'reasury 28,000 15.0%
Public Employees' Retirement Association of Colorado 25,000 10.0%
Los Angeles County Employees' Retirement Association 24,941 10.0%
Massachusetts Pension Reserves Investment Trust 23,500 8.0%
Pennsylvania State Employees' Retirement System 21,320 8.0%
State Retirement and Pension System of Maryland 18,600 NA
Hlinois State Teachers' Retirement System 18,000 5.0%
State of Connecticut Retirement & Trust Funds 16,000 12.0%
New York City Police Pension Fund 15,400 2.0%
Tennessee Consolidated Retirement System 12,987 NA
Illinois Municipal Retirement Fund 11,706 4.0%
Nevada Public Employees' Retirement 10,791 NA
Illinois State University Retirement System 9,789 4.0%
Towa Public Employees' Retirement System 9,600 12.0%
Los Angeles Fire & Police Pension System 9,500 3.0%
Alaska State Pension Investiment Board 9,214 NA
Kansas Public Employees Retirement System 9,000 5.0%
San Francisco City & County Employees' Retiretment 7,900 7.0%
Utah State Retirement Board 7,300 4.0%
. Ohio Police & Firemen's Disability & Pension Fund 7,041 1.0%
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Total

Assets  Alternative
Public Pension Fund ($million)  Allocation
Rhode Island Employees' Retirement System 0,000 5.0%
State of Hawaii Employees' Retirement System 5,700 NA
Montana Board of Investiments 5,351 3.0%
Ninois State Board of Investments 5,293 10.0%
Los Angeles City Employees' Retirement System 5,200 3.0%
Louisiana State Limployees’ Retirement System 5,188 6 0%
District of Columbia Retirement Board 5,016 3.5%
Ohio School Employees' Retirement System 4,009 NA
Idaho Public Employees' Retirement System 4,000 5.0%
Arkansas Teachers' Retirement Systeit 3,900 NA
Wyoming Retirement System 3,900 NA

Philadelphia Board of Pensions & Investiments 3,500 3.5%
Army & Air Force Exchange Service 3,300 5.0%
Delaware State Board of Pension Trustees 3,200 10.0%
San Diego County Employees' Retirement System 3,200 NA
Orange County Employees' Retirement System 3,134 5.0%
Maine State Retirement System 3,000 NA
Municipal Employees' Retirement System of Michigan 2,930 NA

San Bernardino County Retirement Association 2,744 NA
New Hampshire Retirement System 2,200 7.0%
Colorado Fire & Police Pension Association 2,103 7.0%
South Dakota Investment Council 2,021 NA
Houston Firefighters' Relief & Retirement 1,537 20.0%
Minneapolis Employees' Retirement Fund 1,500 NA
Milwaukee County Employees' Retirement 1,493 8.0%
Denver Public School Employees' Pension & Benefits Association 1,400 7.0%
Massachusetts Bay Transportation Authority 1,300 6.0%
Dallas City Employees’ Retirement Fund 1,200 [.0%
Houston Police Officers’ Pension System [,100 11.5%
San Antonio Firemen's & Policemen's Fund 1,085 10.0%
Houston Municipal Employees' Pension Plan £,008 15.0%
Minneapolis Teachers' Retirement Fund 700 2.0%
St. Louis City Public School Retirement System 603 10.0%
Shelby County Retirement System 600 NA
US Army NAF Retilrement Plan 430 6.0%
Middlesex County Retirement System 426 NA
Plymouth County Retirement System ang 10.0%
Norfolk County Retirement System 200 NA
Rhode 1sland State Treasury 152 7.5%
Vermont State Retirement System 143 NA
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APPENDIX B

Summary of Public Pension Fund Investors in Private Equity

Tot Assets  PE. Actual  Target Annuallzed In Gate-  TFund-of
Public Penslon Fund ($Biltlons)  Since  Alloctn,  Alloctn, Return House Advisor Keeper Funds
Califoinia PERE 130.0 1990 2.6% 4.0% 20,204+ YES YES
California ‘TRE 104.8 1988 5.8% 10.0% 18.5%*+ YES
Colorudo Fire & Police 22 1986 2.6% 5.0% 13.2%%¢ YES
Colorado PLRE 26.3 1982 1.2% NA 17.4%!* YES YES
Conneeticut S18 16,0 1987 14% 12% max 15.6%* YES YIS
linols Municipal PERI 1.7 1984 1.8% NA 16.4%** Yis
Ninois S113 5.3 1984 4.0% 5.0% 29.5%* YES YES
linais TRY 220 1943 2.7% NA 42.5%* YES
fowa PERE 153 1986 1.0% 1 12% 17.24%444 YES
Kansas PERI 9.0 1985 1.8% 5.0% 34 1% YES
Michigan PERF 410 1982 8.9% 7.5% 16.0%*+ YiS YIS
Minnesota SIB 452 198l 5.7%  15% max 26.0%* YIS
New Hampshire §18 43 1986 5.1% 5.0% 24.4%¢ YHS
Oregon 8113 280 198! 10.7% NA 19,5544 YES YES
Pennsylvanio PERE 203 1985 2.8% 8.0% 11.2%** YES YIS
Pennsylvanin TRE 345 1985 2.0% 5.0% 21.7%:¢* YIS
Virginia SIB Mo 1989 5.4% 4,6% 22.7%44 YES YES
Washinglon S113 13.2 1982 8.5% 15.0% 23.0%* YLS YIS
Wisconsin 813 54.0  198S NA 1.5% 17.2%/714.3%** YES
buyouts/venlure
f Kevt
TRE = Teachers Retirement Fund * 5 year annualized retuen
PERF = Public Employees Retirement Fund +* {0 yeur annuatized returt
S1B = State Invertment Bonrd #4¢ 2 year annualized return
Aeee cince inception
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APPENDIX C

Alternatives for Increasing the Availability of Private Equity

‘Through our surveying, research and analysis, this study uncovered three additional methods that
regions are using to increase the availabulity of private equity locally. ‘Though two of these strategics
do not involve public pension funds, they illustrate alternative means to accomplishing the goal of
increasing private equity dollars locally,

The New Mexico State Investment Council [INMSIC] manages New Mexico's $12 billion permanent
endowment fund. ‘This endowment has investments in 47 private equity partnerships, cight of which
maintain offices in New Mexico and target investments in New Mexico companies. NMSIC
allocates 3.3% of'its total fund to its national private equity effort and an additional 0.2% for the New
Mexico focused program. For the New Mexico targeted program, the partnership agreement states
that the venture capital partnerships must invest in New Mexico an amount equal to the amount
NMSIC invests in the partnerships. Over the past two years, the cight venture funds with New
Mexico offices have combined for only four investments in New Mexico companies.

The major difference between this program and those of other states is that the endowment is not
public pension money, but rather royalties and income from land sales and natural resource
extraction. Therefore, the in-state venture capital investments are not made using taxpayer dollars or
pension funds. New Mexico, like many other states that cannot justify F'T'1s in light of their fiduciary
duty, uses non-tax, non-pension money to support its in-state venture capital initiative,”

In June [996, fifty major New York City corporations announced a new $50 miltion ET1 program
financed by $1 million investments from cach contributor, The mission of the fund is “to make hard-
eyed venture capital investments, not for private gain, but to create jobs and promote economic
development.” The fund functions as a private economic development agency, and none of the
participants take a profit. The goal of the fund, however, is to be self-sustaining.*!

The Pennsylvania Public School Employees’ Retirement Fund [PPSERF] has partnered with
Safeguard Scientifics, Inc., a Pennsylvania based publicly traded technology investment holding
company, to form Pennsylvania Early Stage Parthers [PESP]. PESP is a $50 million venture capital
fund comprised of $40 million of PPSERF public pension money and $10 million from Sateguard
Scientifics, This fund is focused on making early stage investments in technology, biotechnology,
agribusiness and advanced manufacturing companies Iocated in Pennsylvania. Companies will be
offered funding ranging from $250,000 to $2 million and the ability to tap into Sufeguard Scientifics’
talent, expertise, and network of contacts. The goal of 'SP is to achieve strong investment retums
and hclp fuel the technology related economic sector in Pennsylvania which should provide
economic growth, job creation and tax revenue generation,

4 Celephone interview, Director of New Mexico State Investment Council, Fobruary 22, 2000.
Y Marc Levine, *The Feasibility of Economically Targeted Investing, ” University of Wisconsin- Milwnukee Center

for Economics Development, Milwaukee, June 1997,
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21-10-07. Legal investments.

The state investment board shall apply the prudent investor rule in investing for funds under
its supervision. The "prudent investor rule" means that in making investments the fiduciaries
shall exercise the judgment and care, under the circumstances then prevailing, that an
institutional investor of ordinary prudence, discretion, and intelligence exercises in the
management of large investments entrusted to it, not in regard to speculation but in regard o the
permanent disposition of funds, considering probable safety of capital as well as probable
income. The retirement funds belonging to the teachers' fund for retirement and the public
employees retirement system must be invested exclusively for the benefit of their members and
in accordance with the respective funds' investment goals and objectives.

Source: S.L. 1963, ch. 205, § 1, 1983, ch. 286, § I; 1985, ch. 286, § 1, 1987, ch. 190, § 9;
1989, ch. 667, § 9.
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15-03-04. Legal investments,

Subject to the provisions of section 15-03-05, the board of university and school lands shall
apply the prudent investor rule in investing the permanent funds under its control. The "prudent
investor rule" means that in making investments the board shall exercise the same judgment and
care, under the circumstances then prevailing and limitations of North Dakota and federal law,
that an institutional investor of ordinary prudence, discretion, and intelligence exercises in the
management of large investments entrusted to it, not in regard to speculation but in regard to the
permanent disposition of funds, considering probable safety of capital as well as probable
income. Notwithstanding any investments made before July 1, 1997, the board may not use any
funds entrusted to it to purchase, as sole owner, commercial or residential real property in North
Dakota without prior approval of the legislative assembly or the budget section of the legislative

council.

Source: S.L. 1893, ch. 118, § 5; R.C. 1895, § 172; S.L.. 1897, ch, 128, § 1; R.C. 1899, §
172, R.C. 1905, § 155; S.L. 1907, ch. 224, § 1, 1907, ch. 228, § 1, 1909, ch. 106, § 1, C.L. 1913,
§ 287, S.L. 1915, ch. 241, § 1; 1917, ch. 204, § 1; 1919, ch, 198, § 1; 1921, ch, 108, § 1; 1925
Supp., § 287, S.L. 1929, ch. 215, § 1; R.C. 1943, § 15-0304; S.L. 1953, ch. 124, § 1; 1957 Supp.,
§ 15-0304; S.L. 1965, ch. 121, § 1; 1971, ch. 159, § 2; 1971, ch. 162, § 1; 1973, ch. 129, § {;
1975, ch, 133, § 1, 1977, ch. 138, § 2, 1987, ch, 141, § 29; 1987, ch. 190, § 1; 1989, ch. 190, § I;

1989, ch. 191, § 1, 1997, ch, 42, § 6.

15-03-05. One-half of permanent funds to be invested in farm loans - Exception,

At least one-half of the whole amount of the several permanent funds, as computed by the
commissioner of university and school lands at the end of each fiscal year, must be invested in
first mortgages on farmlands and rangelands in this state if there is a sufficient demand for
investment in farm loans. First mortgage loans on farmlands and rangelands must be made only
in accordance with the provisions of this chapter.

Source: S.L. 1893, ch. 118, § 5; R.C. 1895, § 172; S.L.. 1897, ch. 128, § 1; R.C. 1899, §
172; R.C. 1905, § 155; S.L. 1907, ch. 224, § 1; 1907, ch, 228, § 1; 1909, ¢h, 106, § 1; C.L. 1913,
§ 287; S.L. 19185, ch. 241, § 1; 1917, ch, 204, § 1, 1919, ch, 198, § 1; 1921, ch, 108, § 1; 1925
Supp., § 287, S.L. 1929, ch. 215, § 1; R.C. 1943, § 15-0305; S.L.. 1977, ch, 138, § 5; 1985, ch,

199, § 1.




