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• Institution: 

Location : 

Size: 

• Capital Funiis : 

Purpose: 

• Source of Funds: 

1'1anagement Structure : 

• Management 0f Funds: 

Portfolio : 

• Incom~: 

• 

• 

• 

• 

• 

(Wyoming) Permanent Mineral Trust Fund created in 1974 

Cheyenne, Wyoming 

$51 ,250,000 

The Permanent Mineral Trust Fund was creFced to retain 
moneys collected from a Seirerance Tax 0 .1 all minerals. 
Moneys in the Fund may be useQ for 10 ... ns to political 
subdivisions upon legislati lfe appr'.l/al. 

Collections of a Severance Tax on all minerals are placed 
in the Fund. 

1rhe State Treasurer is responsibl~ for managing and investing 
this Fund . 

Moneys are invested in debt instruments authorized by State 
Statutes . 

N.A. 

Income from the Permanent Mineral Trusr. Fund i s transferred 
to the State's General Fund . 



Institution: 

Location: 

Size : 

As sets: 
Capital Funds: 

Purposes: 

Source of Funds: 

Management Structw·e : 

Mann~emcnt of Funds : 
0 

Portfolio : 

Income : 

• 

• 

• 

(Wyoming) Government Royalties Fund created in 1973 

Cheyenn~, Wyoming 

3.1 million acres 
N.A. 

Moneys collected in the Fund are applied as follows : 

5CP/o to P~blic School System 
353 to State General Fund 

1fo to Univer sity of Wyoming for capital project.r; 
63 to counties 

Mineral r oyalties and lease payments fron. oper ators on U. S. 
Government-owned lands in Wyoming are divided between the 
U. S. Gov('rnmcnt and Wyoming . Prior to 1976 the State of 
Wyoming received 37 1/2% and the U.S. Government 62 1/2%. 
As of 1976 the U.S . Government and Wyoming divide the miner a l 
royalties and lease paym.- .... ts equc.lly . 

Mineral royalties and lE. .. ~~ payments nre coll ected by the 
U. S. Government and disbursed to the State semi -annuall y . 

Moneys remitt.cd to the State arc deposited with the State 
Trea.sw·er . The Wyoming leeisl:J.tw·e in tends to adclu .. . rn the 
management and upplication of addi tiona.l income recei•rcd 
pursuant to the State ' s i ncreased share of mineral royalties 
and lear~ payments . 

N . J\ . 

N.A. 



The following is a summary of States that have not created permanent trust funds 
to receive income derived from taxation on or royalties from finite natural re­
sources. 

STATE: 

Al abama 

Arkansas 

California 

Colorado 

Idaho 

K.o.nso.s 

Kentucky 

APPLICATION OF SEVERA.NCE TAX AND ROYALTY INCOME 

Proceeds of the Timber Seirerance Tax support State Conservation 
Department timber restoration activities . 

Tie Coal Severance Tax is used to pay debt service on Alabama 
St;ate Docks Department:, Seaport Facility Revenue and Speeial Tax 
Br.mds . $15,000, 000 01·iginally issued . $13,075,000 presently 
outstanding. No addit ional bends may be issued with the Coal 
Severanc~ Tax as ~ecurity. 

Revenue from severance taxes ar~ !'eturned to the county level 
after the State deducts all claims agRin~t the county, plus a 
1 1/2'~ char ge . The 1 1/2% charge is ueposited in State General 
Fund. 

F:i.f ty-sb per cent for capital out lay progr 1-.1.ms in California ' ::; 
Highc~ F.ducution System. 

'.J:Wenty-two percent for specio.l projects includi11g irrie;ation 
aqucrlucts and improvement in nnvieable wnterways . 

Eigh t percent to Sto.tc Conservation De:partm~ :1t-. to support vo.rious 
activities . 

Fourte\. ... n percent dl:posited i.n St ate Gcner n.l Fnnd. 

Sever e.nee t ax d~l'o:::iteu in Stl'ltc Gi:ncra l Fund 

Severo.nee t o.,· depo:J;tetl in Stnb.: Ge ne1al Fund . 

All 1·0venur from Oil , Ga i:; nncl Miner!.!.ls Severance Tux i s deposited 
in SL[l.tc Gener a l 1"u11d . 

All r evenue f rom Sand n nd Gro.vcl RoyalLy Tux i s retlll'rwtl to 
counties . 

Procecrls from :JCVl'l''l.ncc to.:< a.re pln"cd in r.hoJ" t term investments . 
Scmi -11nnunlly counlics recciv~ money for ::;pcc•o.l project!l . 1.11 
r cmnining monc,y l::; depos ited i.n S t.ute G·~ 11ernl Fund. 



STA'l'E 

Louisiana 

• 
Minnesota 

• 
Mississippi 

• 

• 

i'forth Dakota. 

• 

• 

• 
Ohio 

• 
Oklo..1om~ 

• 
Utnh 

• 

APPLICATION OF SEVERANCE T..l\X REVENUE 

Ninety percen~ of severance tax revenue is retained hy the State 
for general t1Urposes . The remaining leyfo is allocated to parishes 
(counties) 

Minnesota deposits lfY/o of the Taconite Production Tax in their 
general fund. Ninety percent is returned to districts where 
taconite is produced • 

All proceeds from the Ore Royalty Tax are deposited in State 
General Fund. 

Of the Timber Severance Tax, 50~ is allocated to the Forest 
Redevelopment Fund, 25% is returned to counties and 25% is de ­
posited in State General Fund. 

The State levies taxes on gas production with 30% going to parti­
cipo.ting counties and ?01/.J to Sto.te General I;ut,d. 

Mississippi also imposes a tax on oil prcduction . Counti es re­
ceive 30% of the first ~600,000 , lO'fo of the next f~6oo,ooo and 5% 
thereafter . The balance is depositt::d in State Gener al ?und. 

Thirty-five p~rcent o.f the taxes which North Dakota l evies on 
coal extraction goec to the Coal D~act Office . The Office then 
allocate::; money on the ba.sis of applicati,1n for public projects 
in the areas where coal is mined . 

Thirty percent is a llo:n ted to l;he I.ancl Boo.rd Trust Fund . 'l."\-10-
thirds of this is uried to f'ino.ncc environmental studies . One­
third is inves ted with interest procee<ls deposited in State General 
Fund . 

Thirty pe1·ccnt is d0pozited in Stnte Gener a l Fund . 

Remaining 5~ alloca t ed to counties . 

Seventy- five percen t of severance tnxcs nre used for the restora­
tion of orphaned c t.dp mining l and . 

'I'weuty-flvc pe::.'cent ic allocnted to r eplug a.bandoned oil e.nd g!ls 
Wt:llr; which arc dcemetl ac ha:::o.rds . 

Stnte General Fund rec~iv~s d5;~ of sev<.:rance ta:·: re11enuc. Fifteen 
percent is allocated to countias • 

All revenue from severance tuxes i3 <lei: os i ted in S tn te Gl! neral 
Fund . Expenditures nre th1:111 allocated by State le e;isb.tux~ . 





ORGANIZATION AND MANAGEMENT 

Tentative 0 rganizational Structure 

Governor 

. Appoints Public Members of Policy 
Board of Directors 

Legislative 

. Confirms Public Policy BoarJ 
of Directors Appointments 

• Determines Use of Fund Income 
. Determines Percentage Allocation 
of Natural Resource Revenues to 
Fund if over 25% 

Policy Board of Directors 

12 Members 
4 Permanent/Government Members 

- 2 Leg i slators 
- 2 Commissioners 

7 Public (Appoi nted Members) - Staggered Terms 
Fund President (Non-voting) 

Duties and f:. esponsi bilities 

Determines Fund Po licies 
Rcport·s to the Legislature and to the Public on F und Operations 
Selects Fund President 
Approves Fund Budgets 
Pe rforms Audit, Operational a nd Performance Analys i s of l• und 
Responsible for Sectoral Analysis of Alaskan Economy 
Approves Loans a nd Investments in Excess o f Spe cified Amounts 
Appoints Public Members of Investment Committee 

Investment Committee 

S Members 
- Fund President (Chairman) 
- 4 Publi c/Appointed Members 

Du tics and Res pons ibi li ties 

Approval of Loans and Invest·ment·s 
Deter mi nation and Review of Funds' Organiz ation and Operating Polici es 



• 

• 

• 

• 

• 

• 

• 

• 

• 

• 

. Fund President 
- Chief Operating Officer 
Fund Staff 

Fund Personnel/ Advisors 

- Invest or Re - invest Moneys not subject to Investmf'nt Committee or Policy 
Board Approval 

- Evaluate Loan and Investment Proposals; Prepare and Package Loan and 
Investment. Proposals fo r Presentation to I.nvestment Committee for 
A prrova \ 

- Supervision and Monitoring of Investments 
Employ External /Internal Advisor (s) to assist in above functions 
Operating Management 
- Accounting and Control 





Exhibit IV 

INVEST.tv1ENTS 

Corporate Securities 

The purpose of the following discussion is to summarize briefly the 
principal° characteristics of the various types of debt and equity securities most 
frequently issued by publicly owned corporations in the u. s. Although the dis­
cussion confines itself to the characteristics of publicly issued securities, these 
characteristics also apply gene:r :.illy to privately sold securities. The last section 
discusses the primary differenc G between publicly issued and privately sold cor­
porate securities. 

Debt Securities 

Debt obligations are incurred by corporate entities for various reasons, 
the most important of which a?.·e to provide fttnds for the acquisition of fixed assets 
or to add additional cash resources to the borrower's supply of general wo .i:king 
funds on a semi - permanent basis. The issuance of debt gene rally permits the 
borrower to accelerate its rate of growth beyontl lha t which it would be capabl("! of 
achieving w ere it solely depen.dent upon its own inlei:nallr generated c apital funds . 
Although debt securities can be of va1·ious types, all rely on th<"! borrower's future 
revenues as the principal n\eans of repayment. 

Corporate Debt Holders 

The holders of corporatt: debt instruments arc c r ed itors of the b o1·row cr ; 
they gcnci·ally cannot exercise control ove r it s affairs antl do not have a voice in 
its m anagement unless it has violated cc t"tain of the provision s of foe contr act gov­
erning the borrowing . ln a ddition, debt holder s a ee not entitled to participa te i n 
the residual earnings o f the borrower; inslcad, their return j s limited to the fi xed 
coupon rate of the security . Furth4n, a debt security has a specified m a lurily di1tc 
whel· cas a share of common or prc:fcn:cd slack has no fix ed maturity. Impo!'lantly , 
th.e claims of credito1:s rartk prior t;o tho se of common and p1·cfcrr cd stockholc.lc1·s, 
althoug h there m t.'" be differences in priorily o f claim among the v:u·iou s ct·cclilors 
themscl ves. 

Princip a l Features of Debt S ecuri.li.££_ 

The five principa l aspects of a debl in ::;t rum c n' a rc its fixed return (o r 
"coupon" ), its m :i.turily, ils repaym enl pro vis io n s , i l. redemptio n P.rovi.sions ;i. nd 
its rcslrictivc covena nts . 

The coupo n of clcut instntrnc:nl is clctc nnin t:c.l by m;iny facto r s , princip:tlly 
the c r edit sta nding of the issuer, the lern1 o[ Lh l! bor t·n·v-ing a nd the m J. rket r.:itc:J 
for simil<i r is s ues of com parable c4'.nnpani(.; s a l the time. or Lhc borrowing . G c:ncr­
ally, the lower the c1·edit st.anding of th e i ssuer a n<l th e longer the term of the bot·­
rowing, the higher will be the inlerest coupun. An additional impo rtant infiucnce 



- 2-

on the level of the interest coupon is the form of the security, and senior or 
secured obligatio:is commonly carry lower interest coupons than unsecured or 
subordinated obligations. Certain subordinated obligations convertible into the 
common stock of an issuer may, however, carry a lower coupon than the same 
borrower's senior obligations in recognition of the conversion feature. Other 
factors also impact the level of the interest coupon on certain types of debt secu­
rities, with the repayment schedule over the term of the borrowing and the length of 
the period during which the issue cannot be optionally prepaid by the issuer bearing 
in1portantly on the interest coupons of long term borrowings. A more rapid repay ­
ment schedule and a longer prohibition on prep a.yment will usually contribute to a 
lower interest coupon. Finally, borrowings with extremely lib P, ral contractural 
provision~ commonly require higher i·a.tes of interest. 

1'he maturity of a debt security denotes the d a te on or by which the entire 
principal amount of the borrowing m\.1st be repaid. In the U. S., the most com­
mon maturities (or pubiicl :r issued debt securities are 5, 10, 20, 25 and 30 years . 
Intermedia te term securities (s ecudties with maturiti es up to ten yea •·s) frequently 
are repayable only at m aturi.ty via a single lump swn paym ~nt. r .r nger t e rm issues 
(securities with maturities of 20 to 30 years) generally re.:1uire periodic repayment, 
beginning after a certain nurnber of years, through the m E:an s of a sinking fund. If 
a debt security has a sinking fund, th e is sue r must make pl'riocJic payml!nts to a 
trustee, who uses these funds to pui·ch ase the securities in the m arket and retire 
them. A s inking fund is valu able to securiti es hold e rs as it provides . upport for 
the market price o f lhc is sue and provide s for the ordedy repayme nt of lhc bor-
1·owing . The amount of a r equi r ed sinJdng fund payrnent m a y b e fix ed or v.1 riablc, 
depending on lhe terms of the borrowing . Must i ssues eithe r require fixca pay ­
ments dudng I.he repayment period (r eferr ed to as a l evel sinking fund), increasing 
p ayments ove1· the r e p a yment period, or fixed payments in each ye a r except the 
l ast when a l a r ge r (or "balloon") payment i s required. In certain c ases borro\·.,-e r s 
a rc p e rrni.ttcd to a nticipate future s inkin g fund payments by "doubling up" o t· to 
surrender securilie!:! purchasccl in the o pen market in li e u of making a cas h pay­
rn ent. Ty pes of s inking fund s ch edules olher tha n the above, induding schedul es 
which only require r e p aym ents t:o be made when eaJ:ncd, are user! infrequently. 

Some debt i ssues arc ~1c rial issue8. Instead of lH:ing a s ingle iflsue s uh­
ject to a sinking fund, a serial i ssue co n s i sts o f separal c securitie s whicJ1 mature.: 
periodically until th e final 1:cdemption da te . Because of the differences in the 
m aturities of the sccuritles com prining a serial issue, it i s com m o n for a seri.11 
is s ue to be split into two or more tranchus each Gea ring a c.lifferent intei· cs t coupo n. 

In most dclJl is$ues , the borrowc1· i s gi•1cn th e righl to buy l)ack (or '' call") 
all o r a portion of it s issue p rior to rnalu ri ty at~ specified price . Cornn l()nly, th e 
bo1·xower is only allo w ed to exercise this right afte r a ce rtain number of yea rs. I n 
some cit"cnmstanccs , lhc bon·owcr is allowed Lo call its issue imm cd ialdy . A call 
provisio n favors the bonowc r ove r lh<.! in ves tor as , if a n issu0. is call ed lo permit 
the bo rrower Lo r e fina nce a t: a lo w er interest cost, an investor rnay n o t be abl e t.o 
reinv est at an equally high yie ld . As a t· es1.11t, a borrcwcr u s u a lly has to pay a 
premium ovcl· pa;r v :i. lue when it calls its securiti es , w;· ich norm a lly amonnt s to 
o ne yea r's interest a nd declines to z c t·o one y ear pdor t:o matu l'ity. M tmy intc .1.·­
mediate tc rm is sues a re callable only one.; 01· Lwo yea ·. s p rio i· to maturily 1 h ow eve.': 1 

at no prernium . 
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For most debt issues, the contract between the borrower and the lender 
contains restrictive provisions designed tu provide a measure· of protection for the 
lenders' investment over the term of the borrowing. Usually these covenants limit 
such items as the amount of the borrower's additional debt, dividend payments, 
leases and mergers. Two of the most important restrictive provisions are the 
negative pledge provision - which prohibits a borrower. from pledging its assets 
to secure future debts - and the cross default provision - which accelerates the 
repayment of the issue if the borro'.ver defaults on certain of its other debts. 
Frequently, these covenants are contained in an indenture between a corporate 
trustee (generally a bank) and the issuer. If no indenture is used, these covenants 
are usually contained in the terms of the security itself. The extent of the restric­
tions placed on a borrower depends on his credit standing and the term 0£ the issue. 

Types of Debt Instruments 

The two principal types of corporate debt securities are generally referred 
to as "notes" and ''bonds" or "debentures''. Notes are typica lly short to inter­
mediate term obligations which a.re either payable in full at maturity or subject to 
a limit 1 sinking fund, are callable at par one to two years prior to maturity and 
are not governed by a formal indenture. Th e restrictive covenants of a nob issue 
are generally contained in the sccudty itself a nd the provisions governing the oper­
ational aspects of repayment arc "fotmcl in a n nccornpanying fiscal agency agreement 
between the borrower and a bank. Notes of the form described above are generally 
unsecu1·ed obligations. Notes, howeve r, may be se cur ed obligations and subject to 
a form al borrowing agreement with a corporate trus tee. 

The terms "bonds" and 11 clebentures 11 a rc u~cd inlerchangably to refer to 
unsecured long term obligations governed by a £o rmal indenture between a co r­
porate issuer and a trustee . Bonds a nd debentures usually r equi r e a sinking 
fund and permit a call by the borrower only after a certain numb e r of years . 

A mortgage bond is a bond is sue secu t'ccl by a lien on spec ific ass clB 
(usually fix ed assets) of the borrower. The mortgage providing the lien to the 
bondholders may b e close<l - cn.d or open end . Under a closed-end n10rtgage, no 
further bonds can be issued against the specific prope rty. Under a n opcn-enu 
m 'ortgage, the borrowet' can issue addition a l bonds und e r the s~me lien. To 
prevent an unlimited amount of ind ebtedness from being i ssued again s t s pecific 
propet·ty, most open-end mortgage boncJs contain Testrictions limiting the total 
debt tU1der th e mortgage to a certain percentage of the voluc of the pledg ed assets . 
Many mortg age bonds a l. s o contain an after - acquir ed clause which extends the lien 
to proper ties acquired afte r the <l ;:i t e of the initial issue. Altho ug h mortgage bonds 
are secured by specif.ic assets, a boncll10lcl c r is n f!Ve t·th clcss r cqui red to look to 
the earning power of the issuct· as his primary source of r e1:.a ymcnL 

The most common type o f mortagc bond is a first mor tgage bond and is 
so called because its s ecurity is a first lie n on the pledged 2.sse ts . A second 
mortgage bond is exactly the same as a first n1o r t;g~1ge bond except th~t it is 
secured by a second li en on the pledgccl prnperty . Second mortgane bonds a rf! 
used l ess frequently t:han first mortg age bo nds . 
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Collateral trust bonds are bonds secured by stocks or bonds or other 
securities pledged by the issuer to a trustee . In the event of default, the trustee 
sells the collateral and repays the bondholders. This type of bond, popular in .the 
19201 s and 1930 ' s, is nuw used infrequently. 

Income bonds are securities whose interest is required to be paid only when 
earned by the issuer . . This type of issue offers an investor little hope of a fixed 
return an<l its use has generally been restricted to corporate reorganizations . 

A subordinated debenture is a secu•·ity which is subordinated in right of 
payment to other indebtedness of the issuer. Such s ccurities, however, are senior 
to both common and preferred stock in liquidation. Because o: ~heir status, sub-

• ordinated debentures are commonly regarded by senior lenders dS near-equity ·and 
consequently can support further senior borrowinfs . It is possible for ~n issuer to 
have several issues of subordinated debt outst anding and for one issue to be sub­
ordinate to another; such issues are called jur.ior subordinated debentures. 

Convertible debentures are debentures which may. be converted into the 
e common stock of the is suer at a specified price. Suc h debcntur es are usually 

subordinated and from the standpoint of a senio'r creditor arc viewed as equity 
when tl'.c market price of the related stock is rea~onably close to or above lhe 
specified conversion prict!. When the m arket price of the related stock is well 
below the conversion price, convertible deben~urcs arc viewed as non-convertible 
subordina ted i s sues . 

• 

• 

• 

• 

• 

• 



-5-

INVESTMENTS 

Eguity Se cu riti es 

Common Stock 

The most important type of equity security is common stock. Collectively, 
holders o1 a company's common stock are its owners and are entitled to share in 
its residual earnings if dividends are paid. They are also required to bear the 
risks of owne.:rship1 but their liability is generally limited to the amount of their 
original investment. In liquidation, common stockholders have a claim on the 
assets of the company only after the claims of all creditors and preferred stock­
holders have been settled in full. · Unlike a debt security, common stock has no 
fixed maturity date; the only way in which a shareholder can realize his invest­
ment is to sell his shares in the secondary market. 

Authorized common stock is the number of shares which a company can 
issue without an1ending its cha1·ter . Issued shares are shares which have b een sold 
to the public. Outstanding shares are shares which are in the hands of the public. 
Treasury shares are shares which have been repurchased but not cancelled by the 
company. 

The par value of a common stock is a stated figure in the corporate char ­
ter. Although it is used in the preparation of accow1ting m:J.terial, the par value 
of common stock has little economic significance. Stocks may be ~uthorized without 
par value and there is no difference in value between a par va lue and a no par value 
stock. 

The book. value of a common stock is clcrbccl by dividing the ne t worth of 
the issuing company, less the par va lue of any preferred s"!1a res outstanding, by 
the numb e r of common shares. In theory , the book value of a common stock is its 
liquid ating value, but in reality the actual liquida ting valu e m ay be higher or lowe 1· 
than the book va lue. Like pa r value, the book value of a commo n stock is of little 
economic significance. 

The ma!"ket price of a common slock is the price at which the shat·cs are 
being tr aded in one of the stock excha nges or in the over -the-cotmter market. 
The market value of a common stock us11ally will cl iffer considerably from its par 
value, book value or liquidating va lue as it is a function of the company's current 
and a nticipated future earnings and dividends a nd the pe rceived risk of the stock 
on the part of investors. The market capitalization of a company is equal to the 
nwnbe:r of out standing shares times the m arket price per share . 

As owners, comm0n sha r eholde rs a rc entitled to e l ect the c o mpany's board 
of directors which, in turn, selects m a nagement and runs the business . The only 
r ecourse a shareholder h as against m a nage ment is via lhc board of directors . U 
a director acts in a manner which renults in per sonal gain, h e is li able to suit. In 
electing directors, a s harehold e r is cntiHccl either to vote all of h is s h a r es for each 
director (majority voting ) or to vote a ll o.f his s h a res, multipUcd by the nurnb c t· of 
directo1·s to be elected, fo1: less than the total numbei: of dircctoes being elected 
(ctunul ative voting) . 
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Certain co1npanies may have one or more classes of common stock differ-
·ing in thei~ claims on income and as to voting power. One class of stock may have 
no voting privilege but be entitled to a prior claim on dividends while another may 
have voting power but a junior claim on dividends. The use of various classes of 
common stock is generally adopted when it is desircC. to concentrate the voting 
control. of the company in a single group. 

Occasionally, a common stock has preemptive rights. A preemptive right 
entitles a shareholder to mall;itain his proportional ownership interest in the -::om ­
pany by giving him the first opportunity to purchase, on a pro-rata basis, any new 
common stock or convertible securities being sold to the public. 

Preferred Stock 

Preferred stock is a hybrid type of security, combining certain features 
of both debt and common stock. Like debt holde1·s, holders of preferred stock do 
not participate in the residual earnings of the issuer and their rate of return is 
limited to the specified dividend of the preferred stock. Unlike interest payments 
on debt issues, however, preferred divide nds c a n be omitted without res ulting in 
the ins "'lvency of the company. When prefe rred dividends are omitt ed, hold1..:rs of 
preferred shares are usually entitled to elect a certain number of directors; .:ither ­
wise, preferred sha reholders do not participate in the man agement of the issuing 
company. Most preferred dividends are cumula tive and if the y are omittec.1, all 
arrearages must be m a de up before common d i vidends can be r e sume d . Preferr e d 
dividends are a contractural obligation, and arc senior in right of payment to com­
mon dividends. 

Preferred stock, like common stock , h a s no spec ified n-1a turity. However, 
preferred stock is r a rely viewe d a s a perm an e nt means of fin anc:ing a nd provisions 
are usually made for an issue's 01·dcrly retirem e nt via a sinking or pu1·chase fund. 
A preferred s tock sinking fnnd oper a t e s in the s a me manner as a bo nd sinking fund . 
A purchase ftmd r equires the issue r to e~1Jcnd a cerfoin sum e a ch y ea r to acquil'c 
and retire the outstanding shares, but this requirement is us ually lfrwi.te d b y 
restricting the price which c an b e p a id for the s h a r e s to p a r value. If the market 
price is above par , no purchases will be m a d e for the pur chas e fond . 

Practically a ll preferre d stocks have c a ll pt'ovisions simila r to those of 
corporate bonds. Certain preferred stocks ar c conve rtible into the co rnmo n 
shares of the is s uer . Other prefer r ed s tock i s s u es a rc p a rti c ipa ting a nd s h a r e 
in the residual e a rnings of the i s suer according to c e rtain fo rmula e , u s u a lly 
based on common dividends. 

Differences Between a Public a nd a P riva t e Sec uritie!:' Iss u es 

A securiti e s i ss ue whic h h as bee n r cg i s l<'rcd with the Securities J. nd 
Exchange Commissio n a nd s old in a n und e rwritten offe ring by a s yndicat e o f 
inve stm ent ba nking firms i s re fe rr ed to a s a public i ssue. Such issue s , wh e the r 
listc l o n a m a jor s toc k exch a nge o r tr a ded b e tw e en clc .:i.l e r s , a rc frcdy tra ns ­
ferabl ~ between ho lde rs and consequently offer a. n inves tor a high d e gr e e ot 
liquidity . 



A securities issue which has been sold directly by an issuer to an iI~stitu­
tional investor (such as an insurance company) without registration with the 
Securities and Exchange Commission is referred to as a private issue. Because 
they are not registered, private is sues are not freely transferable and their mar­
ketability is consequently very limited. To compensate an investor for this lack 
of liquidity, private debt issues usually carry higher interest coupons and more 
restrictive covenants than similar public debt issue s . Similarly, private equity 
issues generally cannot be sold at as advantageous prkes as public P<j. '4ity issues. 



INVESTMENTS 

Long Term Government Securities 

The direct obligations of the U. S. government and its agencies, together 
with securities bearing the full faith and credit guarantee of th~ government, 
constitute the highest quality debt securities in the U. S. Although certain of such 
securities, principally Treasury bills, are issued for very short maturities, a 
substantial amount is issued for maturities ranging from '"hree to thirty years . 
Short term government s ecurities are considered in the following section on 
Money Market lnGtruments. 

The principal long term direct obligations of the U. S. government are 
Treasury notes and bonds which are usually issued for maturities o f 1.ip to ten 
.and thirty years, respectively. Such bonds and notes are sold periodically 
directly by the Treasury and a substantial amonnt is outstanding at all times; 
secondary market tra ding is very active. 

Along with the direct o '::>ligations of the Treasury, the government also 
raises funds through its agen c: es which is sue both .hort and long term securities 
r .ther guaran~ecd by the gover:-iment directly or b r.cked by the agencies , which 
are themselves instrur.1cntalitie '> of the governme .1t. :Many go vernment agen cies 
issue such l'! ~ cur'ties , but principal among these .•re the Federal Honie Lo.1n 
Ba1.~s, the Zec.leral Nationa l Mortg age Association, th e F ede ral Land Bank a nd 
the Bank for Cooperatives. Issues of thes e borrowe.1. <> are gen e r ally so l , through 
public offerings und erwritte n by banks and investment i: r ms . 

Thro1.1,gh Acts of Congress , the gov e rnment h af J l so <luthorizecl certa in 
qua si-governm e nt entities to is s ue securities bea ring its full faith and c r edit 
gua r antee including the Export Import Bank of the U. S. and Fri vatc Export 
Functing Corporat ion. Congress h as a l so author i zed the applj cation o[ its gu ~l r­
a nte c to s ecuritics of pri vat:e co rporatc is sue r s for specific pu r posc s , including 
bonds issued to finance the c " nstruc tion of U. S. flag ship s under the provi sion s 
of Title XI of lhc Ma ritirnc Ac t. Such bonds h ave recently begun to be is s ued in 
signific e nl' amounts and are gene r a lly referred to as Tille Xl bonds . 
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Exhibit V 

INVESTMENTS 

Money Market Instruments 

Money market instruments are short-term, high grade debt instruments 
that carry a minimum amount of risk and which can r eadily be turned into cash 
without material loss . Because of their relatively short maturity, generally no 
more than twelve to twenty-four months, money m a rket instruments have a readily 
stable market value at all t i.mes. The principal types of money market securities 
ar~ Treasury b\lls, notes and bonds, securities guarant e ed by the goverr .. ment or 
issued by its ag encies, municipal securities . bank certificates of deposit, bankers 
acceptance;s ano. corpora te commercial pap e r. These securities are frequently 
purchased by inves tors seeking a temporary i r.vestment for surplus cash· resources. 

Treasur y Securities 

e The Tre a sury securities which are m os t often r efer r ed to as m o ney market 
ins trum ents are Treasury bills and Treasu ry no t es and bonds m a turing within two 
y ear s . Treasury bills , i ssued at auc tion each week and maturing in periods from 
three m on t hs to one yea r, a re the backbone of the money m a rket. Because o f the 
l arge volume of Treasury bills outstanding and their continua l i ssu anc e , a short 
term inves tot• ca n no r mally f ind an issue with a maturity on or close to the date 

e when h is surplus fund s will be l'equired for th eir i ntc ndecJ purpose. 

• 
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Treasury bills a r e i s sued in bea r er form a nd on a discow1t b as i s . The 
holder r eceive s th e full fac e value of the securi ty a l maturity in lieu of interim 
interest p aym ents . 

Treasury notes nnd bonds a r e gove rnment secuirit ies which ha ve o rigin al 
m a turities o f over o n e ye n 1· . Both a r e i ss ued in b cn rcr form a nd inte r es t 1s pay ­
able upo n presentation o( a coupo n. T r casut·y notes by l nw may no t h a ve a maturity 
i n cxce~s o f ten yea rs while Treas i..: r y bonds gen e r a lly m a ture in more than t en 
yea r s . As e i th c r T rcasury bonds or note s move into the under Lwo - ycar money 
m a r kcl m a lurily range , th ey become all r act i vc in veslm~nls for investor s ,.,.·ho wish 
to· inves t for l o ng er rnatudties than offered by T r c.:tsury bi ll s . 

Oth e r Gove rnment Sec urities 

A l arg e number of go vernm ent agencies a lso is s ue securities whic h a r c 
e ither g uarante ed <lirec lly by th e gove r nmen t o t· fully back~d by lhc agencies them ­
selves whi ch a r c consc r·ni.tivcly run entitie s c ha rte r ed by Cong r ess and supe rvised 
and / or o wned by th e governm ent. Amo np suc h i ssue r s a r c the Fcdc rnl Nationa l 
?..ifortgagc Association , lhe Fede r al Home Loan l3anks, the Fcdc t· a l Land Banks , 
the Government National Mo rtgage As sociatio n, lhc Fede r a l lnlc r m cdiatc CrcdiL 
Banks and lhc Banks fo r Cooperati ves . Securities of th ese i ssuer s a re sold o n 
both a coupon a nd a discount b as i s a nc.l fo t· v i\dou s ma luriti c~i fr om three month s 
to lwc nty years . l\los l is s ues arc r el a ti vcly s he rt-tc rm , however, a nd fa ll either 
dit· cctly into th e money m a rket or a r c d r awn in GS their m a lu rily d a le a pproache s . 
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The attraction of these securities to money market investors is that their yields 
are somewhat higher than those of Treasury securities in light of the fact that 
they are indirect rather than direct obligations cf the government. 

Municipal Securities 

Municipal. securities possess two characteristics that are important pre­
requisites for a money market in trument: a large out~\':anding supply of obliga­
tions of various types and maturities and an active secondary market., The prin­
cipal types of municipal securities tradej i::l the money market are short term 
notes and long term bonds, drawn into thE: money market as their maturity 
approaches. Ml.micipal securities are attractive to investors because of their 
tax- exempt yields . 

Certificates of Depo::;it 

A Certificate of Deposit is a negotiabl~ instrument representing an interest 
bearing time deposit- in a commercial bank. Certificates of deposit (CD's) began 
to be issued by com.n. ~ rcial b anks in 1961 and are ideal instrmnents for the invest­
ment of short term idle cash bec 9.use a purchaser (lender) can n egotiate with the 
bank seller (borrower) to tailor a C D to his exact m aturity needs. Moreover, 
there is a very substantial amow'lt o f CD's outs tanding and the secondary m a rket 
i s <:!Xtremely active; if unforeseen c ircumsta nc es arise an investor can sell his 
CD's in the m a rk etplace. The inte rest r ate on CD's is highe r th an that for e ither 
Treasury or agency securities of the same m a turity. 

Banker's Acceptances 

A banker's acceptance i s crea ted when a comm e r cial bank " ac cepts'' 
(e ndors es) a draft drawn on it fo e the account of one o f its customers for payment 
on a specified future elate . Tim e cl r a fts are u s ua lly as sociated with the p aym e nt 
for goods shippe d i 11 internation a l trade. By accepting a t im e dr a ft, a bank sub­
stitutes its c r edit for tha t of its customer and a n accepted dr a ft thus b eco mes 
simila r to a s ecurity of the b a nk itself. Bec au se of the v e ry s hort m aturity of 
most b a nke1· 1 s acc epta nce s , u sually not m o r e than ninely day s , they a rc rea dily 
sold in the mone y m a r ket. 

Comm e rcial Paper 

Commercia l P ape r i s an unsecured p romisso ry note o f relatively s hot"t 
m a turity is sued by a w ell known co rpo r a tion with good credit r a tings to fina n ce 
short term borro wing n eeds . Commercia l Paper , because of Secu r ities and 
Exch a ng e Com m iss io n r equi rements , m ay no t be i ssue<l for m a turitie s lo ngc·r 
tha n 270 days . All com mercial pape r i s sold in bea r e r form at a discount with 
r a tes running slightly h igher th an Treasury bill s . Because o f their sho r t maturity 
a nd high liquidity, comm e rci al paper i s an ideal money market instrument. 
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INVES'll{tNT COUNSEL ASSOCIATION OF AMERICA 

STANDARDS OF MEASUP.:MENT Ai~{) USE FOR INVES'IMENT PERFORMANCE DATA 

INTRODUCTION 

In recent years, the measurement of investment performance has become a 

topic of widespread interest. The techniques employed and the uses of the 

results have been varied and remain in a considerable state of change. Con­

sequently, ~t is often impossible to gain perspective through comparisons of 

different investment records measured with different calculation methods . 

The principal problem is that tll~re are no minimum, uniform standards for 

measurement and use guiding all organiz.ations providing inv es tment manage­

ment services . 

This report will formulate standards to provide the Investmen t Counsel 

Association of ·,mcrica membership with some guiclel ines and background in for­

mation for compiling and using portfolio performance darn. TI1e problems 

associated with measuring investment results arc comp l ex and make it ex­

treme ly difficult to arrive at a satisfactory ru1d still simple solution to 

them . The central prohlem is that rnrely, if ever , do two distinct port ­

folios have identical characteristics and investment oL j ecti ves. There fore, 

an attempt to compare the s uccess of differert investment programs s olely on 

the basis of quantitative, statistical results without recard to the quali ­

tative, individunl, subjective circumstances must have limited va lue. llow­

cver, despite the imperfect ~haracter of purely numerical measurements, the 

Invc ~ tment Counsel Associati0n of America docs endorse certai n standards of 

measuremen t nnd use. The recomme ndations are not i ntended to dea l with 
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every facet of performance measurement . Some areas are intentionally treated 

in a general way in order to provide scope for adapting the subject to vary­

ing circu;nstances and also because being t oo specific on some subj ec t s would 

r esult in havi ng to establish more "rules" to deal with exceptions than seems 

practical. Theref ore, this report is confined primarily t o recommendations 

of minimum standar~ on how to calcul ate performance data and how best to use 

t his information . Moreover, while performance measurement of specific port­

folios for manager or client use has unquestioned individua l value, th is re­

port is written with the objective of f aci l itating performance coiq>arisons 

between portfolios and t he recommendations are stated accordingly • 

No firm is required to adopt these recommc.ndations unless it wishes t o 

make the statement regarding the presentation of investm~nt pcrform.'l!lcc fig­

ures t hat : "All Representations arc in Accordance with Standards Approved 

by the I nvestment Counsel As:;oc: ntion of Ame r ica. " 

There are mnny purposes served through comparisons of different portfo lio 

performance records. Perhaps the purpose which is the most controversial is 

the presentation of a performJnce record in an effort to demonstr ate to pro-

s1 cctive clients the abilities of an investment rnanar,c r. It is very difficu lt 

to construct a snmple of datn which is on accurate picture or is rcprc scnt:1-

tive of" mnnagcr's nork . 1he difficulties of datn const ruction :rnd interpr e­

tation exist whether the d:ita !>amp le is one account, ten .1ccounts , or all of a 

mnnnger ' s :iccounts , either of n cert ain c l:iss (hy account type , size , perfor­

mance rank , etc . ) or in t otal . A major ROn l of the recommcnJatlons in this 

report is t o provide a 5ystematic app r oach to this pr ob lem. The so lution , and 

the concept of this r eport, i s t hat the fol lowin R rccoinmcndations arc not 



• 

• 

• 

• 

• 

• 

• 

• 

-3-

isolated from each other but stand together as flexible p:i: cs of a 

u~ified filtering process . In most instances, the re~ommendations 

act as guides and are not narrowly restrictive. 111ey encompass many 

filtering alternatives and the only general restrictions are dis­

closure and willingness to substan~i.atc representations if re4·J~·s ted . 

Performs.nee figures might be se l ected for presentation including 

(1) total portfolios of (2) all (3) corporate pension funds (4) 

man~ged continuous l y (S) during a five-year period and (6) with 

assets at the end of the period in excess of $1 million. TI1e rates 

of retun1 would be (a) calculated and displayed along the lines of 

the techniques described in this report, (h) captioned and/or foot­

noted to disclose that they include accounts filtered or selected 

with the six above criteria and (c) substan ti ated , upon request , a~ 

being representative, for example, if a median statistic , one account 

or ten accow1ts were used t~ represent all uccount s . Wi thin these 

same conditions, one account w1th a very f avorable rate of return 

coul d be held out as an cxamrle of a fi nn's work so long as (<l) the 

return calculations are appropria te, (b) it i s disclosed that the 

account wa s selected and has one of the best ra t es of r eturn of a ll 

accounts m::inar,cd nnd (c) it l s subst:mtintcd that it is only repre­

sentative of it:;clf and no other nccount mnnap,cd by the firm • 

., 
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RECOMMENDATIONS: 

I Standards of Measurement 

1. Tota.l Return: Investment results sh:ould be computed on a 
total return basis. 

2. Rates of Return: Investment Tesults should be computed as 
11 t11n~: weighted'' rates of return for use in making compari­
sons with market indices and results of other portfolios. 

3. Total Port folio and Various Portfolio Segments: Inves t ­
ment results should be computed on the total portfolio 
and, where useful to demonstrate the ingredients of the 
total results or specific areas of investine, on the port­
folio's various segments. 

4. Definitions within Portfolio Segments: Investment result. 
fo1· port folio segments should be based on comparable 
characteristics such as types , marketubility and size of 
holdings. 

S. Tota l Time Period Shown: Inves tment results quoted t o 
third parties should include at least five years' experi­
ence where .possible • 

6. Time Intervals UseJ: Investment rc!ults should indicate 
the total rate of return on an nnnual basis and on a com­
pound annual basis for multiple time periods. 

7 , Variability of Return: tnvestrnen t results should be ch:ir­
acterizcJ not on l y by the m.1gnitude attained but al so by 
the degree of variability experienced irt reaching t he re­
turn. 

II Standards of Use 

1. Manas:ement 11iscretion: Inves t ment results should be used 
to reflect the manager' s performan<..e only j f he operated 
with effective di scretion . 

2, Number o f Resu lt s Shown: Investment results should he 
shown for all portfolios within the designat1'!d category . 
Adequate disclosure shou ld be m~de re~ardin~ tho descrip­
tion of the s ample shm.;n . If reques ted, substanti ation 
should be provideJ of representations made • 
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3. Tax-Exempt Portfolios: Because of ~he differences in im­
pact on investment results of various tax brackets, SO'!lc! 

common base should be used when comparing rates o~ return . 
· Tax-exen:pt portfolios automatically solve this p:~ohlem and 
.are preferred for use. 

4. Similarity of Investment Objectives: Comparisons of in­
vestment results should be made only for portfolios with 
similar objectives. 

S. Size: Comparisons of investment results should be made 
only for portfolios within reasonable categories of size . 

6. Relevance to 'Third Parties: 'The selection of investment 
results shown should relate in some logical way to the 
circumstances of those receiving the information. 

7. Comparative Format: Investment results shoul d be shown 
in a way to facilitate comparisons. 

8. Distribution of Information: 'The dis tribution of invest­
ment results is reg•Jlated under the Investment Advisers 
Act of 1940 and care should be taken to comply with these 
regulation s . 



- 6-

DISCUSSION 

I Standards of Measurement 

Total Return 

The investment results of a portfo l io ~hould be measured i n terms of all 

the results produced. This includes the income generated as well as capital 

gains and losses both realized and unrealized. These are the three ingredi­

ents of performance and, even though a portfolio might not be managed on a 

"total return" conceipt, the only proper approach is to measure al 1 of the 

portfolio's output. 11lere is a considerable body of disa~reement on this, 

particularly regarding the accounting for unrealized capital gains. We . re­

col'Tlmend that investment results be measured on an ~ccrual accou:.ting bas.s 

from period to period and not on a cash accounting b~sis that mi~ht require 

that · th" capital gains be realized or income (e.g., bond interest income 

paid out semi-3nnua l ly) be received before being creditcJ to portfo l io per­

formance. An acceptable procedure to account for income :iccruals is to 

estimate income hy using the indicated annual rate of inco~e at the hegin­

ning of the period. In each quarterly performance computat;on , this amount 

would he dividend hy four. 

Rates of Retuni 

Rates of retum arc of two RCfleral types: dollar weighted (or internal) 

and time weighted. TI1e dollar weighted rate of return has specific value in 

measurinr, a p,iven portfolio's results nnd this is the most approprintc fi gure 

for compnrison with nctunria l assumptions for corporate pension funu s . 1101.·­

ever, when compa rin1i investment results he tween portfolios , the di ffercnccs 
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in siie and timing of cash flows can create considerable distortions. It 

can he argu.ed that a dollar weighted r'\te of return is appropriate for use 

when measuring only the conunon stock portion of a portfolio because the 

investment manager has contro l over the tim:in~ and amounts of .cash flows 

into and out of equities within the portfolio. However, whereas this is 

true to some extent, these judgments are often influenced by cash flows 

into an·d out of the total portfolio. We have concluded that the time 

weighted rate of return is appropriate for use in making comp~risons be-

tween total portfolios as well a~ various segments of portfolios and, 

also, with market indices which are by default time weighted because there 

are no cash flows . 

It is difficult for many organizations to provide an exact ti me weight- · 

ed rate of return measurement because of the necessity to revu luc the entire 

portfolio whenever significant cash contributions or· distrihutions are made. 

Therefore, we believe that an appxoximatc time wei ghted rate of return is 

satisfactory in 1oost cases and recommend the following principles be ob -

served: 

1 . The portfolio be valued at least quarterly. 

2. A formula should be t1sed to minimize the i mp act of cash 
flow s on nerformance results with i n a measurement period. 
One such formula is: 

R : v2 - V1 - C + I 

yl + l /2C 
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Where vl 
v2 = heginning market value = s 1. ooo.ooo . 

2 ending market value = $1.200.noo. 
(including reinvested income) 

c = net cash flow = $ 100,000. 
(from any source including reinvested i n-
come) 

.I = total mea3urement = $ 10,000. 
period income 

R = rate of return 

R = $1,200,000. - Sl,000,000. - $100 ,000. + $10,000. 
s1,ooo,ooo . + 1/2 ($100, ooo . ) 

R = s 110,000 . 
Si , nso, ooo . 

= 10.S\ 

The formula states that the total rate of return for the 
time period is Cflual to what was earned in both price 
change and income (the numerator) as a re~centage of ~he 
capital at work (the denominator). The amount earned is 
the difference between the heginning and the ending mar­
ket values , adjusted for the net of all capita l additions 
and withdrawals because they are not p:trt of the return , 
and adjusted agai n for i ncome because it is part of the 
total return. · The c.apital at work is the beginning mar­
ket value plus one-half of the net of all capi'ta l addi­
tions and withdrawals. l~c one-half is used hccnuse no 
effort is heing made to identify the dates of cash flows. 
They . are heing netted to~ether and the nssuJTliltion is 
being made that they all t ook place a t the mid -poi nt of 
the time period. So, rather than sa~ing the entire cash 
flow was at work for half the time, the formula says one­
half the cnsh flow was <-lt work the entire time . h11en the 
contribution C i s vcrr large r·c lat i vc to the bcp, inning 
market value vl (e . g . • ove r 10~ ) it may he necessa r y to 
modify the use of the ahove formula or va lue the port­
folio as of the date of the cash flow to remove possible 
distortions by eliminatinR any sub- period containing an 
overly larg~ cash flow. 

3. A linked index should ht! used in kecpinp, a record of this 
perform:mce data over t imc and nrovi<lcs a means of cle ­
velopinR annual fi~trcs from sepnratc quarter ly calcula ­
tions . Such nn index wou ld be as fol lows: 

Rc~inning Value 
Period 1 
Pcriotl 2 
Period 3 
Per iod a 

Overall Return +9. 4 "• 

•. Chanp,c 

.. 5. 0 
-3. 6 
+ l. 8 
+6 . 2 

Index 

100.0 
105,0 
101. 2 
103.0 
I 09. 11 
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Total Portfolio and Various Portfolio Segments 

lhe most appropri~te comparison between portfolios is to show the re­

sults of the total portfolio investments. An extra dimension is given when 

the total portfolio returns are supplemented by percentage figures showing 

the proportions held in various portfolio segments. It is often useful to 

demonstrate bond management or stock management using the bond and stock 

segments of a total portfolio balanced between bonds and stocks. There­

fore, it is also recommended that segments of different portfolios be used 

for comparisons to measure s~lcction and also the impacts of timing of 

shifts between portfolio segments. lhe procedure described above for cal­

culating rates of return on total portfolios is the same usc<l for portfolio 

segments such as common stocks . When computi:ig the perf~>rmancc of an 

equities only 5egmcnt, however, it is necessary to compute the net cash 

flow as equal to the difference het\.·cen the tota l of al 1 common stock pur­

chnscs and the total of all common sto ck sa les during the period. 

Definitions within Portfolio Segments 

When comparing segments of portfolios such as the common stock sl!grncnt 

of one portfol io with the co~non stock ScRment of another portfolio, it is 

import::int tha t the segments have comparable characte ri5t ics . !t would not, 

for example, be nppropdatc to compare the common stock portfolio of a co r­

porntc pension fund which was 25\ invested in the compnny.'s own stock with 

the common stock portfolio of anothe1 pension fund wh ic:h had no such dis t or­

tion. Managers inherit po rt fo lios from n variety of sources which mip,ht 

ho ld concentrations in poorly market:ihle securities whic:.h would tnk e time to 
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work out of successfully. The roan ager should not be charged with the dis­

tortions produced, good or bad, during a prolonged period of liquidation. 

There are also differences in treatment of types of holdings. In the case 

of convertible securities, some treat them as part of the portfolio' s bond 

holdings, some treat them as common stocks and some divide them between 

those convertible issues selling nea~ their base investment value as a 

straight bond and those convertible issues selling more on a common stock 

equivalent basis. Finally , it is not applopriate to compare results for 

diversified and undive 't"sified portfolios. For example, "bond performance" 

should not be compared on the basis of one portfolio which has 30'o invest­

ed in bonds including a diversified list of issues and another portfolio 

which might be of equal t otal dollar size but have a much smaller percent­

r.ge of the total portfolio devoted to bonds and, perhaps, use on ly one or 

two issues. 

Totnl Tirne Pc-iod Shown 

The five-year time period for i nvcs tmcnt rcsul t s is des igncd to be 

long enough to cover most business nnd market c)'clcs. The minimum object ­

ive should be a length of time cncompassi nR at leas t one market cycle con­

taining rising market and declining market periods in order to permit an 

assessment of investment performance during both types of mn·rkcts. Depend­

ing on the timing of market cycles nnd thc fact that they do not usually 

open and close in consonance with the calendar, there will incvitnbly be 

occnsions when a totol time period of less thnn five yea rs will be m0rc ap­

propriate . 
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Time Intervals Usrd 

Within the total time peri Jd shown., the time interval recommended is 

one year with some indication Jf results for multiple time periods on a 

compound annual basis. An example of this type of presentation is illus-

trated below: 

Annual Rates of Return ComEound Annua l Rates of Return 
2 year s 3 years 4 years 5 years 

1969 1970 1971 1972 1973 '72 - '73 1 71-'73 I 70- t.73 ' 69 -'73 -
Fund 1 -5 . 2 8.3 12.8 19.0 -15.5 0.3 4. 3 5.3 3. l 

(All figures are hypothet ica l) 

Variability of Return 

It is not sufficient to know that a certain magnitude of return was 

attained. It is also valuable to know the degree of variability experienced 

• in reaching the return. An appropriate way to express this variabi lity is 

through the use of some s tatistical measure of dispersion of the sub -period 

rates of return around thoir average rnte of return. The standard deviation 

• is recommended as a means of quant ifying dispersion. It i s a widely used 

measure and, although there are a numbe·r of other techniques to measure dis-

• 
pt~rsion , it is appropriate as a minimum supp l ement to r a t e of return figures . 

Tile standard devia tion indicates the li1~its within which the suh- period 

returns vary in producing an average return for n total time period. In 

normal distributions of a series of returns, p 1 us or minus one standard 

deviJtion from the average would encompa ss approximately 68\ of the retut1ls . 

Plll!S or minus two standnrd deviations from the average would encompass 95\ 

and plus or minus three s tandard devintions would encompass 99\ . The task, 

then, is to cn lculate one standard deviation ns the basic unit. 
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It ~s . suggested that the sub-period returns be quarterly figures. 11le 

standard deviation of the quarterly rates is fotmd hy: 

(1) obtaining the arithmet]c average 
(2) calculating the deviations of each rate from the average 
(3) squaring each individual deviation 
(4) taki~g the average of these squares 
(5) extrac~lng the square root of this average 

Since these calculations produce the standard deviation of the quarterly 

rates, it is necessary to make a conversion so the standard deviation can be 

used as a supplement to rate of return figures expressed as compound annual 

rates. 1nis is accomplished by mu ltiplying the standard deviation of the 

quarterly rates by 2, the square root of the numb~r of quarters in one year . 

NOTE: See calculations at end of report. 

II St :ndards of Use 

• Management Discretion 

A primary purpose for generating performance figure s is to provide a 

• quantitative basis for evaluating the job done by the portfolio manager . 

It is only fair, then, for the results to reflect truly the manager's per-

formance without an undue overlay imposed by others. This ovc ... lay may take 

• the form of policy constraints (e.g., a current income requirement, ceilin p.s 

on percentage to be invested in common stocks, 're s trictions as to the types 

of securities to be purchased, etc . ) or approval mechanisms involving rejec -

• tion of proposed invest ments . 11le investment results should reflect the 

portfolio manage~·~ decision process. Although we reco gni:e that the cf-

fective discretion of a portfolio man nger might not be within th~ l ega l 

• 



definition 'of "discret~onary , " we believe a portfo'lio shoul d be presumed to 

be disc·i·etionary if the portfolio manager can a rrange purc.hases and sales 

of securities of his selection (within reasonable l imits) and vary the port -

folio mix between stocks , bonds, or cnsh e~uivalents without undue restric-

tions on his own best professional judgment . 

' Number vf ReGu·l ts Shown 

Se l ection criteria for a statistical sample of eny size must be accu-

rately disclosed to identify what the sample includes. The criteria might 

be complex (e . g. , common stocks only of accounts which are. fully discretiJn-

ary , tax-exempt,· managed by a firm's New York uffice for five years, etc.) 

or shrple (e.g.> "our best a ::. count" or "our th! ee krgest accotmts") but 

they inust be disclos'!c~ . Whatever the basis for selection of investment 

results to be shown, all accounts described by the selection criteria must 

be inc luded. Although the quantity of accounts shown can be controlled by 

the specifics of categorization filters , the account sample must be com-

pl cte as described. 

A broad sample is desirable because the record of one portfolio or 

several portfolio~ i J not statistically signific~1t ns the record o f a 

portfolio manager or an entire firm of portfolio managers managing many 

portfolios . One account cannot be presumed to be representative of an 

indivjdual ' s or firm's work unless the individual or firm so states and 

is prepared to substantiate. Therefore , it would not usua lly be appro-

priatc to compare two firms of portfolio managers by comparing one account 
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of one firm with one account of another firm. This is true for any type of 

portfolio, including mutual funds or any other commingled funds . The use of 

one accotmt may be appropriate in representing itself when it is desirable 

to show the results of specific types of investin~ · such as with a high risk 

mutual ftmd, a mutual fund of international securities or a mutual fund 

whose policy it is to keep pace with general market averages. Furthermor~, 

a single portfolio, pens. ~n ftmd, mutual fund or otherwise, shou ld not be 

used by any f i rm as representative of nnother firm unless that firm has so 

stated and substantiated. It is not one firm's realm to rresent another 

firm's record. A firm's responsibility is to represent itself ar.d not 

others , 

In presenting investment performance result s , it is appropriate to use 

summary statistical techniques such as averages, medi ans, e tc., as l ong as 

they are representative of a hroad sample o f similar portfolios . Statisti­

cal and graphic representations should be speci fica lly footnoted to dis­

close what they represent Jnd a firm usinR them should be prepared to suh­

stantiate the representations by standinp, ready to describe the details of 

the underl ying calculations . This suhstnntintion shoul d nt n 1nininrum con­

tain the data presented in the attached worksheets . 

Tax-Exempt Portfolios 

The purpose of showing investment resu lts of existing cl i ents t o third 

parties is to prov ide an i llustration of what has heen nchievcd under vary­

ing conditions. Due to differences i n impact on investment rcsul ts of 

variou5 tax hrackets, it is difficult to comp~re the resul ts of d; ffcrent 

taxable port folio!. In orde r : o demonstrate the investment process, the 
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COD"~n ba.se of tax-exempt portfolios can be used with both tax-exempt and 

tax.able third parties. 

Similarity of Investment Objectives 

No two portfolios arc exactly the same. Inevitably, there is some 

varia~ion between different portfolios and their objectives. However, cn~­

parisons of investment results should be made only foI portfolios with 

generally similar objectives and involving acceptance of the total ret.l!rn 

approach. 

Size 

Size is an important consideration anJ effort should he mode to compare 

portfolioJ only within reasonable categories of size. It is inappropri ate 

to compare the investment results of very sma ll portfo lios with very large 

portfolios due t o the great differences in operational flexibility, The use 

of a si?c threshold is sugp,c s ted such as inc luding only po rtfolios over Sl 

mil lion 

Relevnnce t o Third Parties 

The selection of investment r esults t o be shown shou ld have some relo­

tionship to the circum'stanccs of those r eceiving the in formation. For ex­

ample, it is logical to show investmen t resu lts which 1ncludc a number of 

employee benefit funds in response to an inquiry from :in c1npl oye e bene f it 

fund. 

Mutunl fund perfonnru1 ct dntn nrc often uscJ because they are n " p11h li c 

record." We conclude that this p,cnorn 1 us e re lntes mo re to the intt!f! ri t y 

of :in audited publi c st:it emcnt rather than t CI the rcl~vancc of this T!.!cord 
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and recommend that specifically selected investment results be used which 

nave as close as possible a relationship to the third party viewing them. 

Comparative Format 

There arc three general comparisons which might be drawn by those re-

ceiving a statement of investment results and the statement format should 

facilitate such comparisons . 

!. The investor should be interested in the absolute level 
of accomplishment compared to his own goals. This does 
not sp€ak to the realism of these goals whether they be 
achieving an actuarjal assumption or some other pre­
statcd quantitative objective. He wants to assess the 
acco111plishmcnt rcl:ttive to his own special stnndard. 

2. The investor should be interested in the relative level 
of accomplishment within various market environments. 

3. The investor should be i nterested in the relat ive level 
of accomplishment coinpared to some general r epresenta­
tion of how ot hers fared during the same ti me. 

The first comparison uses the i nvestor's own cnlculntions and stnn dn rds. 

The second comparison r c'luircs some representati on of the market en· 

vironment. 111c widely used market avcrap,cs involve a vnriety of ca lcu lJ-

tion methods so that the results vary depend i ng on market ci rcums tnnccs . 

This means a given index is not neccss nrlly consistent in its refle ction of 

tho environment. The most npproprlatc nns\.ler (nlthouf:h not entirely !'Oat is -

factory) i s to revi ew records of several ;nnrkct inJi ccs on 3 total return 

bmsl~ and 3sscss the f l ow of experi ence over a suff ic ient period of time. 

The third compari son requires the sc 1 ect ion o f r cprcscntn ti ve un i ve rs cs 

of other r.>anngcd money. TI1 ls type of in fonnn t ion hn.s not been avai l ab l e for 
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many years but there are available universes of pension ft.mds, mutual funds, 

bank commingled ft.mds, insurance company separate accounts, etc. 'The in-

tegrity cf the information has been high to date and provides a valuable 

means of comparison. 

Oistribution of Infor.ation 

Care should be taken th~t anr informat'ion provided third parties re-

garding portfolio investment results is in compliance with the Investment 

Advisers Act of 1940 and other guideposts, statutes, rules and court cases. 

In certain states, for example, an i' r egis tered inves tment adviser must file 

new business materials. 'The judicial definitions of so-called federal 

"anti -fraud rules" arc continually expanding to include prospect and client 

communicat ions. 

Outlined hclow arc guiclelines of what is deemed permissible and not 

permissible within the context of this. r epo rt in distributine portfolio in-

vestment re sult s . 

Permis s ible: 

Inve s tment performance Jata may gene rall y he shown "·hich a r c: 

l. clc:i r disclosures o f al 1 r c lcv:rnt facts, 

2. accurate , 

3. for objcc tivel r justifi:lbl e time pcri oJs , an<l 

4. for generally r ccor,n iz.ed cntcp,ories within portfolios 
(e.g., total por tfolio , t ota l uonds , totn l common 
stocks) :ind for overall categories of po rtfolios (c.~ ., 
large pension fund s , all tax-exempt institutional ac­
counts) . 
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Not Permissible: 

Investment performa~1ce data may not be shown which are: 

1. unclear, untrue or otherwise false or misleading and/or~ 

2. in the case of ad,·ertisements as d~fined under the In­
vestment Advisers Act of 1940, in violation of the rules 
relating to advertisements. 

In the Investment Advisers Act of 1940, a specific guideline is found 

in Rule 206(4)-1. This rule concerns "advertisements" by investment ad-

visers nnd, in relation to the subject matter of this report, the most im-

portant provisions of the rule define the conditions under which distribu-

tion of a.n "advertisement" may constitute fraud or deception. For these 

purposes, "advertisement" is defined broadly as any written communication 

sent to more than one person (The t erm "person" is de fined to include any 

orznnited group or persons, so that, for example, a corporate pensi on fund 

would be one person, even thou~h it may have four people on its Finance 

Committee.) or nny other notice or announcement in any publication or on 

radio or television ~hich offers nny investment advisory service with re-

gard to securities. 

One not eworthy example of circumstances under which an "adverti sement" 

may not be dist ributed involves any situation where reference is made to 

past specific recommendations of the investment ndvi:;er wh ich were or would 

have been profitahlo to anyone , un less the advertisement sets out or offers 

to fuITi ish n list of all recommendations made by t he investment adviser for 

the immediately precedlnr, period of not less than one year -- a l is t which 

~ust contain specified, dct nile<l information. 1ne l ist must also contn in 



langu~ ge in large type stating "IT SHOULD NOT BE ASSUMl'iJ 'lllAT RECOMMENDATIONS 

MADE IN 'fHE FUTURE WILL BE PROFIJ'ABLE OR WILL EQUAL 1HE PERFORMANCE OF TI1E 

SECURITIES ON THIS LIST." 

Calculation Worksheet 

The att.ached calculation worksheet utilizes quarterly rates of return 

derived from the formula described on Pages 7 and 8. The quarterly r ates 

are used· to develop: 

1. Annual Rates - calculated by linking the quarterly rates 
geometrically through multiplication (~ the srune as the 
arithmetic average) . 

2 . Compound Annual Rates - calculated by linking the annual 
rates for the specified time period and, then, reference 
to compound interest t ables. 

3. Standard Deviation of the Five-Year Quarterly Rates - cal­
culated as indicated (also refer to Page 11 of report) . 

NOTE: The calculations described are basic to the production of investment 

performance figures . Of course, in large volume applications, appropriate-

ly programmed computers perform these tasks and the calculation worksheet 

is unnecessary. 

Sample Report Format 

The attached sample report format embod ies the recommendations contained 

in th is report. It is an example of how the recommendations can he used . 

Ther e are a vnriety of alternatives and displny methods which involve the use 

of t he return figures or gr aphic representations of the rates of return . 11\ls 

example provides a bas i c standard for presentation or is appropriate substan-

tiation of statistical or graph i c representations. lne two pages are companion 

pieces and the recommendations on Pages ·1-5 of thi5 report shculd be used as a 

checklist for completeness. 



CALCULATION WORKSHEET·~ 
FUND l 

Quarterly Quarterly Annual Annual Compound Devia tion"'* Deviations 
Periods Rates .rndex Rates Annual Rates from Average s s uared 

100.0 
1. - 3.3 96 . 7 6.3 . 39. 69 
2. 14. 0 110.2 11.0 121. 00 
3. 2 . 2 112.7 o.a 0. 64 
4. 1 . 5 114. 4 14. 4 l l.4 ( 5 years) l. 5 2.25 

too.o 
5. 2.5 97.5 S. 5 30.25 
6. 2.3 95.3 5. 3 28.09 
7. - 0.4 94.9 3.4 11. 56 
a. ij. s 99.l - 0 . 9 10.7 (4 years) l. s 2.25 

100.0 
9 . - 2.1 97 . 9 5 . 1 26 . 0l 

to. - lB.O 80.3 21.0 441. 00 
11. 14.6 92.0 l l. 6 134. 56 
12. 9.a lOJ.. 0 l. 0 14. 9 (3 ·years) 6.8 46.24 

100.0 
13. 8. 1i 108 . 4 s . ,, 29 . 16 
14. - l. 5 106.8 4.5 20.25 
15. 0 . 9 107 . 7 2.1 4.41 
16. ~ - 2 117 . 6 17.6 22.5 ( 2 years) 6.2 38 . lJ4 

100.0 
17. 8. 4 108.4 5.4 29.16 
18. 4.6 113, l~ l. 6 2.56 
19. 5.6 119.7 2.6 6.76 
20. 6 . 6 127 . 6 27.6 27,6 (1 year) 3.6 12 .90 

Total 60.2 1 . 027.18 

Average 3.0 51. 36 

Standard Deviation 7.2 
(Conversion factor to annualize) x 2 

5 Year Variability 14.4 

•'= .:;rsua r es , square r ..:> ::>t:!; and •;o:npound t'd :':c!; rtT' C r cac! i .!.j' cl Vil i la!: .:..c ~ r. stJndat"d statisti ca.!. tabl es 
i:f; !;~U<lr i:"lg dcv ia t io:"l s :na!:es them d l l po~i ~ivc so minu~ si;ns t:an he lgnot"ed 



SAMPLE REPORT FORMAT 
(Hypothetical Figures Used. Below) 

COMPARATIVE PERFORMANCE 
(All figures are total ~eturn including price change plus income) 

Annual Rates of Return Compound Annual Rate~ of Return 
2 · years 3 years 4 y~ars 5 years 

1969 1970 1971 1972 1973 ' 72- 1 73 '71- 1 73 '7C- '73 '69- 1 73 

ABC INVESTMENT COUNSEL, me. 
~quity Performance of Selected Tax-Exempt Portfolios 

rund l 
Fund 2 
rund 3 
Fund 4 
Fund 5 

Fund 6 
fund 7 
fund 8 
rund 9 
l"\.tnd 10 

- 7.6 
- 5. 2 

1. 2 
3 . 5 
2.0 

7.2 12.4 
2.8 12 . 4 

- l. 5 19.0 
- 2 . 6 13.9 

2.6 15.0 

14.2 - 6.8 4.6 8. :2 
22 . 2 - 11.0 3.3 4.1 
25.6 -10. 0' . 6.7 6.6 
19 .5 -14.4 2.4 8.7 
22.6 - 17.4 2.1 8.6 

- - - ETC. - - - - - - - -

7 . 1 4.8 
3.7 2.2 
5.1 4 . 5 
3.6 ll. 6 
5.0 3.0 

5 Year 
Variabi _!!r 

8.5 
7.9 
9 . IJ 
e .1 
a.a 

Fund 11 
Fund 12 
Fund 13 
Fund 14 
fund 15 

- _ - - - - - - - - - - - - - - - - ETC. - - - - - - - - - - - - - - - - - - - - - - - - - - - -

Equi~y Harket Averages 
Dow Jones - .!. l. 8 9.J 9. 9 
s & p SOG - 8.5 3 . 9 14.3 

Mutual Fund Averages* 
Growth funds -15 . 6 -16.0 19.0 

*Lipper Analytical Services 

18.5 -13.3 
19.0 - lll. 9 

8.5 - 27 . 0 

1. 4 
0. 7 

-11. 5 

4 .1 
s.o 

- 2.1 

5.4 
'• . 7 

- 5.e 

l. 7 
2.0 

- 7.0 

&.6 
7 . 5 

15.2 
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ru11d 
fu :d 
rur. ~ 

funl ... 
Fund 5 

fund r 
fund 7 
rund 8 
fund 9 
Fund 10 

fund ll 
fun<l 12 
fund 13 
runri lll 

Fund 15 

Kr.Y Tl1 EQ.UITY PERfORHAHCE~ 

TYPE 

Corporate Pension rund 
Corporate Prof it Sharing Fund 
College Endo~inent 
Charitable foundation 
Religious Institution 

SIZE 
12/31/73 

$10. S million 
$ 6. 8 million 
$12. 6 million 
$18. 4 million 
$ 5. 4 million 

- - - - - - - - ere. - - - - - - - - - - - -

- - - - - - - - - - - ETC. - - - - - - - - - - - -

~Di~crotionary Hanagemen~ 





Selection .of Discretionary Fund Managers 

Studies: We have found no single investment n1anagcr or inve:;tment 
method with ex.:eptional performance in all market environrn cnb;. 

It is, therefore, necessary to set forth the philosophy of the invest­
ment organizations, their approaches to the investment of discretionCJ.ry funds 
and the resources they bring to bear on this part of their business. 

The first priority should be to id entify those charactedsti.<.:s felt to be 
most important to the fund. The more information one has about manager s , 
the better the chances are of SE' lecting a manager that has the characteristics 
the fund fe e ls are importa nt . 

The following items are important areas of inquiry by the fund 111 dis ­
cu ss ions with prospective investment managers. 

O rgani zation : An understanding of th e bus in ess ba:;e of the Orj:!<.\ni~a ­

tion a nd it s parent (if any) , its current status and any conflicts v:ith th e par ent's 
bu s in ess, and the nature of owner s hip a.nd ca pital g iv e an indication of w hether 
the inve s tment manag ement organi;~ation i s likely to t• e main structu r ed as it. 
pre5ently i s or whether change i s likely. The i r-npol't.:rnt points to review with 
the manager may be the importance of the inv e s tm e nt entity ' s profits to th e 
whole , the nature of its cl ient base, how potenti:l.l confl ict s of intere s t withiti 
the manag emen t o r gani 7.ation a r e r csol vcd, and w hat m o tivation fo r the s taff 
the form of ownersh ip may provide . 

Staff: Staff n1 l1s t be suffic icnl: to support til e invc s tn1 r nt phi lo :;; uphy, 
syst e m, r es;'!arch c .:i. pab il iti cs and asset s under managc rn en t . In co njunctio n 

.with biographies, interview s may provid e the ba:; i ::i to a ss e ss th e c '<.p e 1·i cncc:, 
rnaturity and caµability of key s taff mc1nbcrs a nd portfolio man~q . .:er s , m .:i. kc 
certain the fund wou ld r e ceive lh c level o( attention it cl es1.~rv cl:i , and dderm i.n c 
wh ether the investm e nt ph ilo s op hy i s a ccepted throug ho ut th e org:rni :t.;-i. tion. 

A!l s ct s Und e r M;u1a ~ t~111 c 11t: The l'clati v~: 1;'111plia s i s i:, o n lh l.! typ es 1>( 

accounts under ,rnanag c m c nt at 0 11 c point in t ime. IL ma y be in~ po rtant to know 
whether this reflect s Lhc org;ini7.atio n's d ir ection for the future. The fund 
shou ld cornparc the mi x of s tuck, bond and ca s h re se rv e .::i. s::;c t s to th e philos ­
op h y, con s ider the numbe1· of s tock ancl bond acco L1nts , and fi11d ouL lio w thes e 
m:i.y diffe r f!om th e pas t. 

P h i l o s o p I 'L: T h c f u n cl m u s t d i s c: c r n t h c i n v ; ... :; t m e n t o r g a 11 i z a t i o n ' }; <.: e n t r a L 

philo sophy an<l m e thod o f implement;itio n t o dete rmin e wh c th1: 1· s uch 01·gan i za tion 
suits the fund ui r cment s , especia lly with r e s pec t to asset rnix , flc:dbility in 



the use of cash reserves, and diversification of securities and issues within 
a portfolio. The fund must be certain that there is sufficient stilff and a 
defined system ·in order to implement the philosophy. The fund should al :rn 

know whe~her the philo·sophy is new or relatively long-standing and how it 
may be affected by extreme market conditions. 

System: For a fund to be able to have confidence in a manager, th~ 

system must be understandable. It must fit the manager's organi zation, 
philosophy and personnel. From biographies or interviews .the fund should 
disce.rn whether key people are performing the most important functions in the 
system. Along with an- understan'ding of. how the syste1"i1 functions should come 
a sense of how ideas are generated, the main sources of input'<rnd the impor­
tance of the individual portfolio manager to the process. The account lo;itl per 
manager shoulc. also be considered at this point. 

Res e arch : This function may not be equally important for all inv~~ t:ncnt 
philosophie s and systems, but its importance and depth s hould b e understood. 

Fees : These ar e very often negotiable and !te xibl e ; so the fund s hould 
inquire sp e cifically as to fee s in relation to the s i z e of the fund a nd sp e cial 
services r equired. 

P e r fo rmance : Performa nc e refl e cts the r esults o f t h e past a nd :s 1w t 
a pr e diction for th e futur e . The p e rforman c e of mo st inves tm e nt o r ga ni z.~ tio ns 

i s d e pend ent in gr eat m easur e on g en e ral m a r.k c t co nditio n s a n d mu s t b e vi e we<.l 
in r e la tion to m a rk e t condition s during the s pec ific tim e p e riod co ve r e d. It 
is important to unde r s ta nd the r e ason for the o r gani zat ion 's p e rfo rma n ce re s ult s 
m th e past (sta ff, philosophy, s tyle, issu e s e lec tio n or indus try we ig htin g s , 
among othe r s ). 

Types o f Mone y Manag c m ent 0 rg;in i ;~at ion s -

Banks 
Jn s u r a nee Co rnpanics 
Ji~v estmcnt Managem e nt F i rrn s 
lnte rna l Staff 

The g r ea t bulk o f m o n i c s a r e s till man a g ed by ba n ks . A rn .:ij o r po rt ion 
o f this mon e y i s m a n a g e d in indi v idua l acco un t s , a nd the tr ea t ment o f tho s 1; 
fund s i s v e ry much I ikc tha t pro vid ed by ind e pend e nt in vc s tm cn ~ m .i nag01n c nt 
c ompani es . Th e ba nks ha \'C a l so e s tabli s h e d poo l ed in ves tment tn1s ts ro r fund s . 
Thcs~ a r c v e hicl es tha t s e r ve a va ri e t y of pur poses . Fo r s m a ll fu nd s th e y 
provid e a wa y of ge tting intens ive m a n agetn cnt in a way t ha t i s no t p r .:i.ct i ca l ii 
lhc y w e r e to h e individu a lly ha ndl ed . F or la r ge r fun d s th ey offe r a wny of 
pro vi d ing spec ializ e d in ves tm e nt o ppo rtun i t i e s , e it he r in ri s k y s ecuriti e s or 
in spec ia li zed ho ld ings s u c h as s ho rt-te rm in ves t m en ts w h e r e i t: i s desi r a b le 
to ge t a sp !·ca d of ho ldin g s rathe r tha n co ncen tra ting in a li mited number o f issues . 
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Over the years, banks have emphasized their fiduciary responsibility 
for the monies under their supervision, and that has been a major selling 
point with them . 

• 
Insurance companies have become increasingly competitive in rece11i: 

years in offering investment services. The great bulk of the monies which 
they handle fOr such funds are held in their general accounts. These are port-
1..>lios largely invested in bonds and mortgages but which also incl1.1<le stocks, 
real estate and varirus miscellaneous investments. These a:e massive pools 
of capital, and the ·nsu·rance companies are able to offer guaran:ces with res­
pect to contracts they offer based on their general accounts. Some of those 
contracts involve one-shot guarantees on a lump-sum d eposi t made <:tt a specific 
time, and others . provide a guarantee over some period of years. 

In addition, insurance companies offer a broad r ange oI separate account 
investments which are very similar to the pool ed trust vehicles offered by banks . 
They includ e ·equity investment, separate accounts, bond inves tm c:nt, short­
term investment accounts and , in the case of a few compan ies , rea l c~tate 
accounts. 

The third majo r category of organizations offe ring services to funds 
a re investment manag e ment firm s . These inc Luci e indcp cnclcnt ones and those 
that are affiliated with brokerage hou ses or c.ithcr (inancia l institutions . Tht..!Sl.! 
organizations typically offer se r v ic es in the fr rm of rnana.g i ng an indh·iclua l 
account and tying the inve s tment managem e nt of those funds to th e [l<trticu lar 
needs and circum s tances of their fund clients . Some of these or g.:t ni 7.at ion s 
a r c speciali s ts focu si ng on particular types of secu riti e s . 

Finally, th e! r e <:tre some funds , gen e r ally the vary largest one s , who 
use int e rnal staff for managl!m e nt of th e ir ass ets . That i s a po ss ibility tha t i s 
worth consideration if you a t· e confidt..!nt that you can hit·e and r eta in competent 
professionals who will be able to work with th e trustees of lhc fund i11 c s lablishing 
policie s and procedures that will meet their particular tH' C J.:. . 

Conclusion: It i s cl ea r tha t th e r e i s a ve r y broad tncnu to choose fn~m 
in the inv estrnent adviso ry fi eld . A syste mat ic procedur e for con s idering 
the various cha ra cte ri stics of the different o r gani zation s in light of your p <.tr ­
ticula r fund's r equ ir ement s , can substantially in c r ease the li kclilioo tl t h;.1t you 
arc go ing to be abl e to satisfy your long-te rm investment needs. 
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EXHIBIT 3 
BASIC SERIES 

INVESTMENT TOTAL ANNUAL RETURNS 
1926 -1976 

Geometric 
Mean 

9.2% 

4.1% 

3.4% 

2.4% 

2.3% 

Arithmetic 
Mean 

11.6% 

4 .2% 

3.5% 

2.4% 

2.4% 

Standard 
Deviation 

22.4% 

5.6% 

5.8% 

2.1% 

4.8% 
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EXHIBIT 31 

COMMON STOCKS 
Simulated Total Return Distributions 

For the Period 1977-2000 
TOTAL Geometric Average Annual Rates 
RETURNS.----.---..-------------.-~---.----.-----. 

50% 50.6% 

40% 
----95 th PERC:C:NTILE 

30% 

20% MEA~N --..-----a 20.9% 

13.0% ..... 11.8% \ 
10% 0 • 12.5% 

5.1% oo/oL--------------.,=---=~==========~~:J 
-7.3% \ 
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-40%...._ __ _._ __ ..__ _ _,_ ____ _._ ____ ...L-__ --J. ____ __. 
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EXHIBIT 33 

LONG TERM CORPORATE BONDS 
Simulated Total Return Distributions 

For the Period 1977-2000 
Geometric Average Annual Rates TOTAL 

RETURNS.----..--1 --..1 ----...--1 --1.------..1----1 --~ 

20°/o'- -

I 5°/o ~ -
11.2% 

17.1%~95 th PERCENTILE 

I 0°/o - -------00-----.ae 9.8% -
6.5% MEAN- ..._ e 7.6% 

6.2%~ 0 
50/0'- -----4•.------w• 5.5% -

001c - ~-
0 _370/c~ PERCENTILE 

-50/o - . o 

-

-

-10%.__-~1.__-l-1 _ _ ~,---L-'--~'L.----L-1_~~ 
1977 1980 1985 1990 1995 2000 
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EXHIBIT 35 

INFLATION 
Simulated Rate Distributions 

For the Period 1977-2000 
Geometric Average Annua I Rates 

/

95 lh PERCENTILE 

12.5% 

9.5%~----•8-----.... 8.8% 

4.2 0 ,
0 

MEAN'" 
• ..a~''~-...::'-~ct..------w• 5.4% 3.7% ••00 

'-~-----.::a====~~-==dl::=::::::::=======::.~2~.6~%~ 0°/or 

""5 lh PERCENTILE 
- 2.3% 

-5°/o -

-I 0°/o ._ __ _..._ __ _._ __ _. ____ _.._ _ _ _..._ __ _._ _ ___, 
1977 1980 1985 1990 1995 2000 

YEARS 
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EXHIBIT 37 

COMMON STOCKS, INFLATION ADJUSTED 
Simulated Total Return Distributions 

For the Period 1977-2000 
TOTAL Geometric Average Annual Rates 

RETURNS.--~--.---.~·~~~~-.----~-.-~~-.-~--; 

50% 
46.9% 

40% 

30% 26.8% 

/

95 th PERCENTILE 

20% 
MEA~N--.------411 16.1 % 

10% 9.3%~~·5% \ . o----~~ 6.8% 

o%r~~~~~~~-::=:;========~r.:f4%l -1.4% 

- 10% 
\5 lh PERCENTILE 

-20% 

-30% - 25.5% 

-40%---~_._--~~~~~--~~~~_.._~___. 

1977 1980 1985 1990 1995 2000 

YEARS 
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.AGENDA* 

Wednesday, .December 8th 

9:30 AM Reception 

10:00-10:45 AM Organization and Management 

11 :00-11 :45 AM . lnvestmehts: Corporate Securities 

12:00-12:45 'PM Investments: Money Market Instruments 

1 :00 - 2:15 PM Luncheon 

2:30-3:30 PM Break. 

3:45-4:30 PM Portfolio Analysis and Monitoring 

4:45-5:30 PM Management of Dis cretionary Funds 

Thur s day, Dece mber 9th 

9: 30-10:15 AM Utilization of L e ver a ge 

10:30-11:15 AM Gua rante e s of Obligations of Others 

11:30-12:15 PM Determination a nd Impa ct of Cr edit Ratings 

12 :30- Lunc h eon 

:;:All m e etings will b e h e ld in Con fe rence R oom F , White Weld & Co . 
Inco rpora t ed, 44th Floor, 91 Libe rty Str eet . 





ORGANIZATION AND MANAGEMENT 

Potential Problem Areas 

Public Scrutiny 
Political Sensitivities/Insulation from Politics 
Avoiding Bur eaucracy 
Maintaining Flexibility 
Responsibility 
Accountability 
Organizing to Administrate 

- ---- ---

n ;:aluating Loan and Investment Proposals 
Structuring Transactions \ 
Execution of Transactions vJ vJ 
Monitoring Loans and Investment s 
Impact of Loans and Investments 

Proj ect Evaluation and Selection 
Economic Sector Analys i s 
Acc ess ing Advice/Data 
Evaluating Advice/ Data 
Using Advice I DatJ. 
Sel ecting a nd Evaludting External Managers (i f any) 

i I , , , t . ~ \.. ·'-"-"" -rl ~ (., 1 ( , .... O" 1t f I j l\"L('vV' ( r 
( \ '1 t. •l <./ t• . 

1 I .~" \ (~ ... ' I I ' • ( I ,·) I t I I I I I t rl (1 (' { 

' ) I ' I ' ( 1
• 1 • ·\, I . . ' I 1 \ l

1

t 1
1 /'I~ 

(. C,.• ' ,, ' (, t • , ( 

) ' t f: I 

I 

I ' ( 1 (t 
. l rf/',l,,1/ 111:·,,· c'.• 1', 

(( rt I I, r ' , t \ I ('• , . / 
I' ( I I '11 (I I ' I .. 

I ( • ( I /1 ";I f I I ( It I ' , /I \o I . l • ( l • I . /' I ' 

I 



2) 

~ . 
- J 
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ORGANIZA TICJN AND MANAGEMENT 

l.iidependent of and different from s ing government agencies that pre-
sently deal with financing development projects and investments. 

"Joint Stock" company - private and public secLors represented on policy 
board·s . 

Organizational structure should r e{lec t cooperative and concerted action 
between government and private communities . 

Directives and policies of operation s hould com~ prirnarily from board s , 
in coc peration vith investment a nd development programs and policies 
of government. 

Active :,u vernmen!: participation i s necessary for establi s hment. In 
order to avoid conccntratio~of_p_<?_w_er a nd decis ion making in the hand s 
of gove rnm e nt officials , ji)olic.2'. bo~r~~ must r epresent privat e citizens 
in majority. r . . 

-:> 
Some members of the policy boa rds a nd a ll o f the adm ini s trative body 
s hould be appointed by the e l ect ed bodies. 

Bureauc r a lic d e la y s s hould be a voided by c.l eccntra li zali.w of c.l ecis ion-
making a nc.I powe r. - _L _ _ _ 
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ORGANIZATION AND MANAGEMENT 

Tentative Organizational Structure 

Governor Legislative 

• Appoints Public Members of Policy 
Board of Directors J 

1 
Confirms Public Policy Board of 
Directors Appointments 
Determines Use of Fund Income 
Determines Percentage Allocation 
of Natural Resource Revenues to 
Fund if over 25% 

• 

C::~ard of Directors 

12 Members 1 
4 Permanent/Goverflment Members 

- 2 Legislators l~'(( . · j 
- 2 Commissioners 6.f l 

7 Public (Appointed Members) J 1 
Fund President (Non-voting) 

Duties and Respons1bil1ti e s 
Dete rmines Fund Polici es 
Reports to the Legislature and to the Public 
SeJ ects Fund President 
Approves Fund Budgets 
Performs Audit and Ope r a tiona l Ana lys i s of Fund 
Re sponsibl e for Sectoral Analys i s of Alas ka n Economy 
Approves Loans and Investme nts In Exc ess of Spe cified Amotmts 

+Appoints Public Member s of Ma nagement Boal'd of Dil'cctors) 

Ma nageme nt Board o f Dil· eclor s t-.Je . \-1 ~ 

!
~ 5 

~~1:t;r csident (C;~rm~ 

• Appro va l o f Loa ns and Inves tmc t s 
• Determination and Revi ew of F td ' ::; 01· ganiza tio n a nd Ope rating 

P olicies 



• 

Fund Personnel/Advisors 

fund President 
- Chief Operating Officer 
Fund Staff 
- Invest or Re-invest Moneys not subject to Manage1nent Board 

Approval 
- Evaluate Loan and Investment Proposals; Prepare and Package 

Loan and Investment Proposals for Presentation to Management 
Board for Approval 

- Su) ervision and Monitoring of Investments 
Employ External/Internal Advisor (s) to assist in above functions 
Operating Management 
- Accounting and Control 





Exhibit IV 

INVESTMENTS 

Corporate Securities 

The purpose of the following discussion is to summarize briefly the 
principal characteristics of the various types of debt and equity securities most 
frequently issued by publicly owned corporations in the U. S. Although the dis­
cussion confines itself to the characteristics of publicly issued securities, these 
characteristics also apply gen.er ally to privately sold securities. The last section 
discusses the primary difference between publicly issued and privately so1d cor­
porate securities . 

Debt Securities 

Debt obligations are incur red by corporate entities for va rious reasons, 
the most important of which are to provide funds for the acquisition of fixed assets 
or to add addition.a l cash resour c es to the borrowe r's supply of general working 
funds on a semi:..perman~nt basis. The is sl1 :\ni;e of rl.ebt g.eneraUy p~wts th e 
Q.or rower to ac.,eel (!$ate,its r alG .0£ .g;.·g~ Q.~~M:ll.d.J:l1at \~his;li U-v..:ou l d lu~ .•. ~pable-of 
~g w e r e it. s.o.l.rJ.~n<leut...upn.u..U~,jq~q,liy_g.e.o..c.r.atcd ca pi~. 
Although debt s e curities c an be of various types, a ll rely on the bo rrower's future 
revenues as the principal mean s of repayment. 

Corporate Debt Holders 

The holders of corporate debt instruments a re creditors o f U1 e borrow e r; 
they generally canno t ex e rci se control over its affa irs and do not h ave a voice in 
its m anagement unles s iL has vio late d ce rtain of the provisions of th e con tract gov­
e rning the borrowing . In a ddition, debt holde r s a r e no t en tilled Lo p articipate in 
the r e sidual earnings of the borrower; in stead , th eir 1·etu1·n i s limited to the fi xed 
coupon rate o f the security. Fu rthe1· , a d ebt s ecurity has a speci fi ed maturity date 
whereas a sha r e of common o r prefer red stock has nu fLxed m aturi ty. Importantly, 
the claims o f credito r s r a nk prior to those of commc n a nd p r efe rred s to ckhold e r s , 
a lthough th ere may be differences in priority of claim among I.he va1·iou s c r editors 
themselves. 

P rincipal F ea tures of Debt SecuriLies 

The fiv e pl"incipal aspects of a clcul inslnnncnl a rc ils fi xed r eturn (o r 
"coupon" ), its m ::i tu r ity, its r e payment pro vis io ns, its r edC'mpLion pro vis ions and 
its r es tric tive coven ants . 

T he 1.:oupon o f debt insLn1mcnt is determin ed by m any fac to r s , principally 
th e credit s t a nd ing of the is s ue r, the t e rm of the borrow-ing n n d the market r a t es 
for simila r issues o f compa rable companies n l th e Lim e of th e bo n·o wing . Genc 1· ­
ally , the lower the credit standing o f the is sue r and t he lo nger th e Le nn o f the bor­
rowing , the h i gher will be th e inte r est coupo n. An a dditional impo r tant inUucncc 
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e on the level of thP. interest coupon is the form o f the security, and senior or 
secured obligations common ly carry lower interest coupons than unsecured or 
subordinated obligations. Certain subordinated obligations convertible into the 
common stock of an is suer may, however , carry a l ower coupon than the same 
borrower' s senior obligations in recognition of the conversion feature . Other 
factors a l so impact the l evel of the ~nterest coupon on certain types of debt secu-

• rities, with the repaymev.t schedule over the term of the borrowing and the length of 
the period during which the issue cann0t be optionally prepaid by the issuer bearing 
importantly on the inte rest coupon!'! of long term borrowings. A more rapid repay­
ment schedule and a lon{Ser prohibition on prepaym ent will usually contribute to a 
lower interest coupon. Finally, borrowings with extremely liberal contractural 
provisions commonly require higher rates of interest . 

• The maturity of a debt security denote s the d a t e on or by which the e ntire 
principa l amount of the borrowing must be repaid. In the U. S., the mo s t com­
mon maturities for publicly issued debt securitie s at· e 5 , 10, 20, 25 and 30 yea rs. 
Inte rmediate tPn u s e curities (securities with maturiti es up to t en yea rs) frequently 
a re repayabl e only at maturity via a single lump sum payment. Longer term issues 

• (securities with m aturit ies o f 20 to 30 years) gcneraliy requi r e periodic repa yment, 
beg inning afle r a c erta in number o f years , through th e mea ns o f a s inking fund. If 
a debt security has a s inking fund, lhc i s su E> r must m ake perio dic payments to a 
trustee, who use s th es e funds to purch ase the securities in the m a rket and r etire 
them. A s inking fond i s va lu a ble to securities ho ld e r s as it pro vides support for 
the m a rket pric e o f the issue a nd provide s for ~ h e ordc: rly r ep aym ent of l11e bot·-

• rowing . T he am ounl: o f :l r equir ed s inld ng fund p ;i ym e nt m ay b e f ixed or vari able , 
clep c n<l i.ng o n Lhc t c nn s of th e bo rrowing . Mo st i ss ues e ith e r 1· equi r~ fixe d pay ­
m e nt s dt:ring the r e pay ment p e rio d (r c fc n ·cd lo as '1 l evel s inking fond), inc r eas ing 
p aym ents ove r th e r cp ilym c nl pcp·iod, o r fi xed p <1ymcnts in cnc.:h y ca t· cxccpl th e 
l as t whe n a l a rger (o r 11 b a lloon1 ' )\faym cnl iR rcquil'ecl. 111 cerl n in casc'l bo rrowcn; 
a 1·c p c rmitlccl lo a nli cip a l e futur e s inkin g funcJ paym cnls by " do ubling up" 0 1· lo 

• s urre nde r securities purchased in the op c:n m a rket in li e u o ( ma k in g a cash pay­
m e nt. Ty pc v o f s ink ing funcl sch c dul cH o ll1 c 1· th i'l n lh C'! nbove , including sch cclltlca 
which only r e qui re r e payments to be m a d e whe n e a rned, ;ir e used inft·eq ucntly . 

Son ic de b l i ssues a r c a e ria l issues . ln s l e<1d o f b ni ng :1 fd ng l t! ias u c auh ­
j ecl lo " s inki ng fu nd, ~ scl'i a l i ss u o cons i s t s o f scp a r a l c accuriUcs whic h m ature 

• p c riodic<l lly until th e Ci n nl r c d e mplio n cl nl c: . 13cca1rnc o f Lhc di ffc r e n cc R in lh c 
maluritica o f th e se .ul'ities compris ing a sc d '\ l iss u e , il i s common for i\ RCri <i l 
is s ue to be s plit 111lo two \J r m o r e lt· nnc h es c.:ach bca l'i..ng ::1 <liffc rcnl inte r es t cou po n. 

In m eal debt i~s u ca , l h c bo l'l'o w · r is g i vC' . th e r igh t l o buy l><1c k (o r 11 c:t l l11
) 

a ll o r n po t•lio n o f il a issue p l'io 1· to n1\l l tt l"i ly ,\l ::1 13 p cdfi •tl p 'l'ic <' . Common ly, th e 
· • b o 1·t·owc 1· i s o nly nltuw cd lo exerc i se this right afll!r a ce rta in m1n1b e r o f y e<11·s . ln 

som e ci1'(\ ll1l Sl <1n ces, lh c bo 1· 1·owcr io a l.lowed lo c::i ll itt:; i t1trn<~ lmm c <li ::1 t. c ly . A c;i tl 
p1·o vi ~lon favo r s lhe bo l"ro w c r over lh · in vcs t u r a s , i f a n i1HHH! ia call ed t o pe rmi t 
the lw rro vc 1· lo r e fin nnce nl :1 lnwc r inl e t' •fl t l:Otl l, ,1 n i n vl~t> l o r 11 1<t v no l b e abl ~ t o 
r ein ves t. LI :rn •c11.rn l l y hi Rh y ie ld. Ati n r esult, a bo r r t>Wt' l' t1 !> \t a ll y . l1 :u; l o pay :1 

pt·cmiun OV l'l pn r va lue whe n it <.::I ll s il s IHH.: nrili cfl , wlt ic lt no rm a lly a m o \HllS to 
• .>ne y ea r' s inte res t ~n cl tl ccli nco tu ~c ro o n e y ea r prio r l o n ialurity . M:my inte r­

rn cdi::ILC'! l c r m i s -.. ~L o s :He cnll nbl c o nly on e o t· lwo y cnrs prio r to n Hlhtl'ily, how cvc.i.·, 
a l no prem ium . 

• 
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For most debt issues, the contract between the borrower and the lender 
contains restrictive provisions designed to provide a 1T' ea sure of protection for the 

· lenders' inves tment over the term of the borrowing. Usually these covenants limit 
such items as the amount of the borrower's additivnal debt, dividend payments, 
leases and. mergers. Two of the most important restrictive provisions a.re the 
negative pledg e provision - which prohibits a borrower from pledging its assets 
to secure future debts - and the cross default provision - which accelerates the 
repayment of the issue if the borrower defaults on certain of i ts other debts. 
Frequently, these covenants are contained in an indenture between a corporate 
trustee (generally a bank) and the issuer. If no indenture is used, these covenants 
are usually contained in the terms of the s e cur· ty itself. The extent of the restric­
tions placed on a borrower depends on his credit standing and the term of th~ issue. 

Types of Debt Ins truments 

The two principal types of corporate debt securities are gen e r a lly r eferred 
to as "notes" and "bonds" or "debentures". Notes are typically short to inte r­
n1ediatc term obligations which are either payable in full at m aturity or subject to 
a lirnilecl sinking fund, a:-e calla ble at par one to two years prioi· to maturity and 
are not governed by a formal indenture. The r estrictive coven a nts of a note issue 
are generally contained in th~ security itself a nd the provisions governing the oper­
a tiona l aspects of repayment a re found in an accompanying fisca l agency agreement 
between lhe bor r owe r and a bank. Notes of the form des c ribed a bove arc gencrall·1 
w1se curecl obligations. Noles, ho wever , m ay be secured olJligations a nd subjec t to 
a formal borrowing ag r eement with a co rpo rate trustee. 

The terms " bo ndR" and "ckbcnhucs'' ;n :c used intPrchanga bly to r efe r to 
WlSccurc<l lo ng t(;t·m obli gnt i o 11 ~ govt>rn ed by a formal indc.~nbtr c betwe e n ii co r ­
p o r a te issue r and ii trustee. Bonds ;rnd debentures usua l ly r ..!qui1·c :l ~ in1dng 
fu nd a nd p e rmit a call by th e bo\•t•ower on ly ;:i fl cr a ce i·lain uun1bcr of y c;i rs. 

A fflOr t gagt.: bo nd i s a bo nd iasuc Hccu r c d by ;i l i<m nn ap cc ifi c itascla 
(us ua ll y fi xed nssc t s ) o f the bo rro w e r. The· mortgngc providing the lien lo lh l: 
bondho ld e rs m l\y b e c lo1wd -cnd or o p en e ncl. Und <! t' a cloHcd- c nd n1o rl g:ig<! , no 
fu rth e r bo ndti c a n b e isi; u{~cl ngai ns l th e HJH!C ifi c propt!rly . Unde r a n ope n -end 
mo rtgage . lhc bo rrow<'r can i sirn c a cldition ;,ll l>o nd 11 uncl e !' !ht: 1nni c lien. To 
prevent n r1 unlhnitccl ;11)10unt of in<l c htt:clncaH from being i at; u c d ng ain:; l i;p •cifi c 
property, rnos l op en -end m o rl g:lg t! bonds n)nlain n• sl l'i c lio n A Jin1 ili n g the lo lal 
cl ebl under Lh ' m o rt·gnr,c lo a c rl.,lin pon: "rtlagc of the vah1c o f th ' plc tlgcd ;urncls . 
Many rno rlg og c bo nd o a l so contain an aftcr- acquit·c<l dauia· which cxknd s th e lien 
to pro p e rti es acquil·ctl "ftcr th e u nl c o f the in itia l i nsuc . Altho ugh rno rlgagc uond s 
:ire fMc u1·cd by opcc ifi c a s a c ls, 11 bondholder it1 tH:vc rlhcl csu n •qui r cd lo look lo 
I.he c:irnin g powe r o f Lhc issuer n s his prima ry sour c- « o f r cpuy1n cnl. 

T h e rnos l co rnmo n typ e o f m o rt;igc bond is " fir s t ino l'lg;igc ho nd :lnd i s 
t1< c: a ll ·cl b e o U B · its se udty is n fit·st li<-n on th' pledged 11 Hrn t s . /\ fl c cond 
nt')rlgnge bond io ~x .1 c. l l y 111 • R:rnw s :\ fir s t rn1) r tg ngc hond l'XC<·pt th at it is 
il l~ :urc<l by <1 1:rncond li er. o n th e pll·clg ccl pr o p c 1·ty . Second mo1·lg41gc bo nd s a r' 
u t; ?ti I 'BB fr equ ently th a n fil' s l n w 1·tg:lgc bo nd a . 
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Collateral trust bonds are bonds secured by stocks or bor.ds or other 
securities pledged by the issuer to a trustee. In the event o.f default, the trustee 
sells the collateral and repays the bondholders . This type of bond, .Popular in the 
1920's and 1930's, ia now used infrequently . 

. Income bonds are securities whose interest is required to be paid only when 
earned by the issuer. This type of issue offers an investor little hope of a fixed 
return and its use has generally been restricted to corporate reorganizations . 

A subordinated debenture is a security which is subordinated in right of 
payment to other indebtedness of the issuer. Such securities, however, are senior 
to both common and preferred stock in liquidation. Because of their status, sub­
ordinated debentures are commonly regarded by senio:- lende rs as near-equity and 
consequently can support further senior borrowings . It is possible for an issuer to 
have several issues of subordinated debt outstanding and for one issue to be sub ­
ordinate to another; such issues are called junior subordinated debenb.1res . 

Convertible debentures are debentures which may b e conver ted into the 
common stock of the issuer a t a spec..iiied price. Such debentures are u sually 
subordinated and from the standpoint of a senior creditor a re viewed as equity 
when the m arket price o f the related sto•k is reasonably close to or above the 
specified con ve r s ion price. When the m a rket pdce of the r e l ated stock is well 
below the conve r sion price, convertible debentures arc viewed as non- convertible 
subordinated is sues . 
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INVESTMENTS 

Eguity Se:curities 

Common Stock 

The most important type of equity security it common stock. Collectively, 
holders of a company's i:ornmon stock are its owners a nd are entitled to share in 
its residual earnings if dividends are paid. They are also required t o bear the 
risks of ownership, but their liability is generally limited to the amount of their 
o riginal investment. In liquidation, common stockholders h ave a claim on the 
assets of the company only afte!' the claims of all creditors a nd preferred stock­
holders have been settled in full. Unlike a debt security, common stock has no 
fixed maturity date; the only way in which a shareholder can realize his invest­
ment is to sell his shares in the secondary market. 

Authorized common stock is the nnmbe1· of shares which a com.pany can 
issue withou t amending its charter. Issued share s are shares which have been sold 
to the publi c: . Outstanding shares arc s h ares which a 1·c in IJ1c hands o! th e pul;lic. 
Treas ury shares a1·e shares which have been repurcha sed but ·not cancelled by th e 
company. 

The par value of a common s tock is a stal ed fi gure in lhe corporate char­
ter. Although il =s used in the prepa r ation o( accounting m ate rial, th e par value 
of common slock has little economic significance. Stocks may be authorized without 
par value and there is no difference in v a lue between a pa 1· value and a no p ar va lue 
stock. 

The book v a lue o f a common s tock is dcdvc cl by dividing the ne l worth of 
the issuing company, l ess the par value of any prcfcn·cd s hares out standing , by 
th e numhcr o( co mmon shares. In th ee 1·y, the book value of a comm o n ktock is its 
liquidating valu e , b nt in reality the actual liquida ting va lu e may b e high e r or lower 
thnn the book value. Like par value, the book valu e o! a commo n stock is of little 
economic s ig 11i fican c c. 

1'hc rnarkct pt'ice o f n common stock i!i th e pri ce al whic h the s h a re s arc 
being trnded in one or the s tock exchanges 01· in the- o vcr-lh c•-countc1· market. 
The m1Hkcl va lue of a common stoc k usu a lly will differ cons id er a bly from it s pn r 
va lue, book valu e o r liquidating va lue as it is a fun c tion of th e company' s currr .1l 
and anti cipated fulul'e ea rnings anu uivi<lends and the pe1·cciv~cl risk of th e s lack 
on the p::Hl of inves tors. The market cap ila li .... ation of n comp:rny is equal lo the 
numbc L· of outsta nd i ng s h a res limes Lhe market pri ce per s hnr • 

As owncr o , common s h a r e ho lders n re c nli tlcd to e lect the? comp;rny' s boa rd 
or clire C' IOl'B whic h, in lu,·n, sel ec t s nl a nagcm e nl a nd n1nfi th e hus int!H S. Th e o nly 
rccourae n sharcholdc1· h:1 a agai nst m ., n agcm c nt is via th e bua 1·d of dir cclo r s . li 
~ dir cc lo l' a c l::i in ;:i m:lnncr whi ch rcs uJl s in p " r f;o 11 nl g <iin, h e i tt litLbl c to suit. In 
c lc!cling dir "c lors , ~ s ht1r ehold c 1· i s entit led cith l!r lo vo l C! a ll of hiA shares for cnch 
dir ec tor (m :ijo dty voting) or lo vote nll o ( hi R s h n r ·o , rrn.t lt lplicd b y the nurnl"\.! r of 
dir •c lan; lo be: c l l! c lc d, for l ess th tin lh c to l :t l nurnb ' r of di1·cclo r ll being c•lc c lccl 
(cun1ul alivo voling) . 
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Certain companies may have one or more classes of common stock differ­
ing in their claims on income and as to voting P' .... l.". One class of stock may have 
no voting privilege but be entitled to a prior cla1m on dividends while another may 
have voting power but a junior· claim on dividends. The. use of various classes of 
common stock is generally adopted when it is desired to concentrate the voting 
control of the company in a s~ngle group. 

Occasionally, a common stock has preemptive rights. A preemptive right 
entitles a shareholder to maintain, his proportional ownership interest in the com­
pany by giviti.g him the first opportunity to purchase, on a pro-rata basis, any new 
common stock or conve1 tible securities being sold to the public. 

Preferred Stock 

Prderred stock is a hybrid type of security , combining cer tain features 
of both debt and common stock. Like debt hold e rs, holders of preferred stock do 
not participate in the residual earnings of the issuer and their r ate of return is 
limited to the specified dividend of the pr eferred stock. Unlike interest paymeilts 
on debt issues, however, preferred dividends can be omitted without resulting in 
the insol vency of the c ompany. When preferred dividends are omilted, holde rs of 
preferred shares a rc usually entitled to elect a certain numb er of directors; othe · ­
wis e , preferred shareholders do not participate in the manaqement of the issuing 
company. Most preferred dividends are cumulative and if they are omitted, all 
a rrearages must be made up before common dividends can be resumed . Preferred 
dividends are a contractural obligation, and arc senior in right of payment to com ­
mon dividends. 

Preferred stock, like common stock, has no specified maturity. However, 
preferr ed &tock is r arely viewed as a permanent means of financing a nd provisions 
are usually mntle for a n is sue's on1erly retirement via a sinking or purcha se fund. 
A preferred s tock sinking fnnd o pera tes in the some manner as a bond sinking fund. 
A pu r chasc ftmd l'cquircs the is suer lo expend a ccrt<d n sum each year to acquire 
a n<l relirc lhe outs t a nding shares, but Lhis r cquiL·cment i s usually limited by 
restric ting the p cc which can be paid for the: shares to par value. If the market 
pdcc is a bove pa r, no purchases will be made for lhc pur chase fund. 

P r a c tic <l lly all prcfcncd slacks h a ve call provisions similar lo those o f 
corpo r ate bonds . Certain pr eferred stocks arc convertible into the common 
shares of the is sue r. Other pl·cfcrrcd s tock issues arc participating a nd s h are 
'n Lhc t·csidual c<t rnings of the i ssuer according lo c ertain fo r mulae, usually 
1' 1sed on common di vid cnds. 

Differ ences Between n Public anti a P1·iva l c Secul'ilies lss ucs 

A secudli es issue whic h has bce~1 rcgistcr•.;ll with Lhe Secur ities . -id 
Exch <:l ngc Courn1ission and sold in ll n underwl'ilte n o ffe ring hy a sy ndi cate of 
in vcs lrn cnt banl<ing fi rins is L'efcrrcd to ;is n publi c i ssu e . Such iss ues , whether 
listed 0 11 a mnjor stock exchange or traded b e twe en clealers , a t· c freely trons-
fer<lblc b e tween holders and cons equemly o!!c1· nn i nvcRto t· a high degree nf 
liqui<lily. 
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A securities issue which has been sold directly by an issuer to an institu­
tional investor ' (such as an insurance company} without registrati on with the 
Securities and Exchange Commission is referred to as a private issue . Because 
they are nol registered, private issues a r c not freely transferabl e and their mar­
ketability is consequently very limited. To compensate an inYestor for this l ack 
of liquidity, prlvate debt issues usually carry higher interest coupons and mor e 
restri ctiv .: covenants than similar public debt issues. Similai·ly, private equity 
issues generally cannot be sol d at as advantageous prices as public equity i ssues . 
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• INVESTMENTS 

Long Term Government Securities 

The direct obligations of the U. S. government and its agencies, together 
e with securities bearing the full faith and credit guarantee of the government, 

constitute the highest quality debt securities in the U. S. Although certain of such 
securities, principally Treasury bills, are issued for very short maturities, a 
substantial amount is issued for mahirities ranging from three to thirty years. 
Short term go vernment securities are considered in the following section on 
Money Market Instrwnents . 

•• 

• 

The principal long term direct obligations of the U. S. government are 
Treasury notes and bonds which are usually is sued for maturities of up to ten 
and thirty years, respectively. Such bonds and notes are sold periodically 
directly by the Treasury and a substantial amount is outstanding at all times; 
secondary market traJing is very active . 

Along with the direct obligations of the Treasury, the government also 
raises funds through its agencies which issue both short and l ong term securities 
either guaranteed by tl:e government directly 01· backed by the agencies, which 
are themselves instrumentalities of the government. Many govcrrrment agencies 
issue such securities , but principa l a mong these a r c lhc Federal Home Loan 

e Banks , the Federal Na tional Mortgage Association, the Fede r ~ l Land B~ nk r1ncl 
the Bank for Coope r a tives. Issues of lhese borrowers arc gene t·ally soJd lhro ugh 
public offerings underwritten by banks and invesl mcnt firms. 

Through Acts of Congress, th e government has a lso "uthorize<l ce rtain 
quasi-go vernment cntilics to issue s ecurities bearing its full faith a nd c 1·cclit 

e guarantee including the Expot·t Import Bank of !.he U. S. :111 d Private £>.-port 
Ftmding Corporation. Congress has al so autho rized lhe npplica t ion o f its gua t' -
anlee to securities of private co rporate is suers for specific purposes, including 
bonds is sued to fin a nce the construction of U. S . fla g ships under lh c provision s 
of Title XI of the Maritil':nc Act. Such bonds h a ve t·e ccnt.ly bcf: ·n lo be i s sued in 
significant amounts and arc generally refe rred lo as Ti t Le Xl uonds . 

• 
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INVESTMENTS 

Tax-Exempt Bonds 

Tax- exempt bond s are issued by public borrowers for a broad ra.nge of 
purposes subject to lwo basic restrictions. First, tax-exempt bond proceeds 
may not be used to financ e projects in the private sector (except for soli.d waste 
and pollution control which are specifica lly excepted by t:hc IRS). S econd, tax­
exempt bonds may not be used for arbitrage (reinvesting tax-exrmpt bond proceeds 
in higher yielding taxa ble deb t sec urities). Capital items traditionally financed by 
tax-exempt bqnds issued by s tate and local governments ar c loc al streets and roads, 
drsiins, water, sewer , schools and electric power generation, transmiss ion and 
distribution. In rec ent years a g rowing volume of municip al bonds hav(: been 
issued for housing (gen erally th rough a state housing finan ce authority) , hospitals , 
a irports, recreational fac ilities , transportation facilitie s (turnpikes, ports, etc, ), 
bulk power supply i:;ystems (financed by a combination o f both public a nd priva te 
electric utilities), pollution control and solid waste recove ry system s . 

There are ess e ntially two bai;ic types of tax- exempt bonds : (1) tax 
sr.Ilporte d genera l obligations bea r ing an i ssue r's full faith a nd c redit; (2 ) limited 
.ialiility bond s p ayable so lely from a spec ific source of r e venue s . T h e fo rm e r 
is u sed primadly to fin ance non-revenue producing capita l items such ::is a school 
O\ .~J ding , courthouse, o r local r oad. T h ':!s e fad lities a r c s uppo sed to benefit th e 
g ..:- r: ,!ral public and, therefor e, d ebt issuc~t fo r them is secure d by th e genet«ll 
t a:>dng power o ( a local govcnIDicnL T h e ; alte r, on the othe r ha nd, h elps fin an ce 
new capita l for r evenue producing projec t s t.li a l can be self-supporting from income 
derived from ch a r ges to those who use lhe f.ic: ilities . Exampl es of 11 usc-r-pay 11 

municipal enterpris e s include lo ll roads, e l e<.:t ric utilities , a nd wale r and s ewer 
systems. The bond purchaser, o r l end e r of mon ey, :is cnmpcnsal c<l by th e i ssu e r 
in terms of intere s t r a le, which rcilects p c 1·coivcd risk o( lh e bo nds a nd s upply 
and demand factors of the tax-exempt bond market. 



• 

• 
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Exhibit V 

• INVEST111ENTS 

Money Market Instruments 

Money market instruments are short-term , h igh grade debt instruments 
e that carry a minimum amount of risk and which can readily be turned into cash 

without m aterial loss . Because of their i·elativcly short m aturity, generally no 
more than twelve to twenty - four month s, money m a rket instruments have a readily 
stable market value at all times. The principal types of money market securities 

• 

are Trea sury bills , notes and bonds, se curities g uaranteed by the government or 
issued by its agencies , municipal securities, bank certificates of deposi t , bankers 
acc eptances and corporate commercial p ap e r . These securities a re frequently 
purchased by investors seeking a temporary inves tment for surplus cash resources. 

Trea sury Securities 

The Treasury securities whi.ch arc most often rcfcr i:ed to as money m arket 
instruments a re T r easury bills and Treasury no tes a nd bonds m a turing with in two 
yea r s . Treasury bills , issued at auctio n each week and maturing in periods from 
three monlhs lo one year, are th e backbone of the m on ey m a rket. Because of the 
l a r ge volume o( Treasury bills ou tstanding a nd lheir continual issuance, a s ho rt 
term inves to r can normally Cind an i ssue wilh a m a turity o n or close to the date 
when hi s sut·plus fu nds will be r equired for their intendecl purpose . 

Treasury bills are issued in bea rer Corm and on a discount bas is. The 
holder 1·eceivcs the full face va lue of the se curity a l m a turity in lieu o f interim 
interest p a ym ents. 

Treasury notes and bond s a r e govcrnrn c nt: sec 1 i l'i.ti cs whil h have o ri g inal 
maturities of ove r on e year. Both a r c is s ued in bea r ! l' fo rm a nd interest is pay­
abl e upon pr esentation o f a coupo n. T r easu t·y notes by law m ay not have a m aturity 
i n excess of ten y en1:s while Treasur y ?on+~ gc1ie1·a l 1 f malut·c in mor e than t en 
ye ars . ./\s eith e r Treasu ry lJonds o r nol cs move into lh c uncleL' lwo - yea r n vrney 
market nrnturily range, Lhcy become a ttra c tive inveslm cnls for i nves to 1:s who wish 
Lo· inves t for longer matudties Lhan offer ed by T r easury bills . 

O the r Government Sccudlics 

./\ laq~e nurnbe 1· o f govcrnmc-nt .1gcnc.ics a lc;u is!'l uc s c cudlies wh ich arc 
cit.her guaranteed dfrcc lly by Lhc govc 1·nmcnt OL' Cully b acked by lhc ag .:ncics them­
selves whi ch arc cons e r vatively run cnlitics c har l c r ccl by Cong r ess a nd s upervised 
a nd/ or owned by lh c ro vcrnmenl. ./\mong s uch issuers arc Lhc Federal Nationa l 
Mo rlgage ./\ ssodnlio n, the Fed e rt1 l Home Loan Da nks, lh c Fede r al Lrtnd Da nks, 
th e Gove rnment National Mo rtgage ./\:qsoc ia lion, lhc F<•dcral Inte r media t e C r ed it 
Banks an<l th e Ba 11ks (or Coop c r a live s . Securities of th ese issue rs a r c sol d o n 
both n co upo n ;mcl a dis co unt ba s iu an d for va riou s ma ludli cs fr o m three m o nth s 
to lwenly years. Mosl issues n r c rela tivel y s hot· t-lcnn, however, <md fall e ither 
dir cclly inlo the money marlrnt or n r c d r awn in <ls their m aturit y d a te appro ;i ch es . 
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The attraction of these secu1·ities to money market investors is that their yields 
are somewhat higher than those of Treasury securities in light of the fact that 
they are indirect rather than direct oblig ations of the government. 

Municipal Securities 

Municipal securities possess Lwo characteristics that are important pre­
requisites for a money market instrwnent: a large outstanding supply of obliga­
tions of various types and maturities a.nd an active secondary market. The prin ­
cipal types of municipal securities traded in the money market are short term 
notes and l ong term bonds, drawn into the money market as their mat urity 
approaches. Municipal securities are attractive to investors because of their 
tax- exempt yields . 

Certificate s of Deposit 

A Certificate of Deposit is a negotiable ins trument r e presenting an interest 
bea ring time deposit in a commercial b ank. Certificates of deposit (CD's} beg an 
to b e is s u e d by commercial banks in 196 1 and arc ideal instruments for the invest­
ment of short term idle cash because a purch ase r (lender) can negotiate with the 
b a nk seller (borrower) to tailor a CD to his exa ct maturity ne eds. Moreove r , 
th ere is a very substanHa l amount of C D's outstanding a nd th C' secondary market 
i s extremely active ; if unfo reseen circums tances a rise a n investor can sell his 
CD's in the m arketplace. The interest r ate on CD' s is higher than that for either 
Treasury or agency se curities o f the same m a turity . 

Danker' s Accepta nces 

A b a nker's acceptance is c r eated wnen a curnmer cial bank 11 accepts" 
(endorses) a draft drawn o n it for the account o f o ne of its c u s tome1·s for pnym ent 
on a specified futur e d ate. Time dra(ls a r c us ua lly a ssociated with lhe p ayment 
for goods shippe d i n inte rna tiona l tra d e . Dy 3cccpting a Lim e draft, a hank s ub­
slilutes i ts c t·cdit for lhal o( its cu s tom er a ncl a n accepte d draft thus becomes 
similar lo a secu t·ity of th e bank it self. Because of the vc 1·y sho rt m aturity o f 
mosl ba nker's ac c ept a nces , usually not m ore than ninety days , they are readily 
sold in lhe monc;y ma rket. 

Com me n : ia l Pape r 

Commerc ial Pape r is an unsec ured pro misso 1·y no t e o f r e latively s ho r t 
m alu rily is s ue d by a well known co rporation with good c redit t·alings to fina nce 
s hort le rm bo n·owi ng need s . Comm e r cial Pape r, bcc.:1use of S e curities and 
Exch a ng e Commission requirements, m ay no t b e issued for maturities lo nger 
than 270 clays. All commer c ial pape r is !:io ld in b ea rer fo rm at a discount with 
r a t es running s l ightly high er th an Treasury bill s . Uecausc o f thei r s ho t·t maturity 
and high liquidity, commerci a l pape r is an id cnl rno ncy m a r ket ins trument. 
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INVESTMENT COONSEL ASSOCIATION OF AMERICA 

STANDARDS OF MEASUREMENT ANO USE FOR INVESThfENT PERFORMANCE DATA 

INTRODUCTION. 

In recent years, the measurement of investment perfonnance has become a 

topic of widespread interest. The techniques employed and the uses of the 

tesults ha·1e been varied and remain in a considerable state of change. Con­

scquen.tly, it is often impossib le to gain perspective through comparisons of 

di fferent investment records measured with different calculation method~. 

1ne princjpal problem is that there are no minimum, uniform standards for 

n1easure1;,ent and use guiding all organiz.ations providing investment manage­

tnent services . 

This report will formulate standards to provide the Investment Counsel 

Association of America membership with some guidelines and backgroWld in for-

1nation for compiling and using portfolio performance data . 'Inc problems 

11ssociatcd with measuring investment rcsul ts are comp lex and make it cx­

·tremcly difficult to arrive at a satisfactory aud still simple so l ution to 

them. The central prohlem is that rarely, if ever, do two distinct port­

folios have identical characteristi cs and investment objectivos. Therefore, 

an attempt to compare the success of different investment progr11 ms so lely on 

the basis of quantitative, statistical results without regard to the quali ­

tative, indivicual, subjective circumstances rnust have limited value. llow­

ever, despite the imperfect character of purely numerical measurements, the 

Investment Counsel As sociation of Alrerica docs endorse certain standards of 

measurement and use . TI\e recommendations arc no t intended t o ~eal with 



every facet of performance measurement. Some. areas are intentionally treated 

in a general way ~n order to provide scope for adapting th~ ·~ject to vary­

ing circumstances and also becau_se being too specific on some subjects would 

result in having to establish more "rules" to deal with exceptions than seems 

practical. 11\erefore, this report is confined primarily to recommendations 

of minimum standards on how to calculate performance data and how best to use 

this information . Moreover, while performance measurement of specific port­

folios for manager or client use has unquestioned individual value, this re­

port is written with the objective of facilitating performance corrparisons 

between portfolios and the recommendations are stated accordingly. 

No firm is required to adopt these recommendntions unless it wishes ~o 

make the statement regarding the presentation of investment performance fig­

ures that: "All R<'presentations are in t
1.r.cordance with Standards Approved 

by the Investment Counsel Association of America." 

There are many purposes served through comparisons of different portfolio 

performance records . Perhaps the purpose which is the most controversia l is 

the presentation of a performance record in nn effort to demonstrate to pro­

spective clients t he abilities of an investment ma nager. It is very difficult 

to construct a snmple of datn which i ·. a11 accurate picture or is representa­

tive of n mnnar,er' s work. TI\c difficul ti cs of data construction. and interpre­

tation exist whether the datn sample is one account, ten nccounts, r r nll of n 

mMnger's accounts, either of n certain c lass (hy account type, size , perfor­

mance rank, etc.) ~r in total. A mnjor RORI of the recommendations in this 

report is to provide a systematic approach to this problem. The solution, and 

the concept of this report, is thnt the fol lowing recommendations nre not 
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isolated from each other but stand together as flexible parts of a 

unified filtering process . In lllOSt instances, the recommendations 

act as guides and are not narrowly restrictive. They encompass many 

filtering alteIT1atives and the only general restrictions are dis­

closure and willingness to substantiate representations if requested. 

Performance figures might be selected for presentation including 

(1) total portfolios of (2) all (3) corporate pension funds (4) 

managed continuously (5) duri~~ a five-year period and (6) with 

assets at the end of the period in excess of $1 million. The rates 

of retulTI would be (a) calculated and displayed along the l ines of 

the techniques described in this report, (h) captioned and/or foot­

noted to disclose that they i nclude accounts filtered or selected 

with the six above criteria and (c) substantinted, upon request, as 

being representative, for example, if a median statistic, one P-ccotmt 

or ten ac:ounts were used to represent all accounts. With \ n these 

snme conditions, one account with n very favorable rate of return 

could be hel d out ns an example of a finn's work so long as (a) the 

return cnlculntions are appropriate, (b) i t is disclosed thnt the 

account wa s selected and hns one of the bes t rates of return of nll 

accounts managed and (c) i t i s substantinto~ thnt it is only repre­

sentative of itself and no other account mnnagod oy the firm. 



RECOMMENDATIONS: 

I Standards of Measurc~ent 

1. Total Return: Invest ment results should be computed on a 
total return basis. 

2. Rates of Return: Investment results should be computed as 
"time wdghted" rates of return for use in making· compari­
sons wit~ market indices and results of other portfolios. 

3. Total Port folio nnd Various Portfolio Segments: Invest­
ment results should bt computed on the total portfolio 
and, where useful to demonstrate the ingredients of the 
total results or specific areas of investing, on the port­
folio's various segments. 

4. Definitions within Portfolio Segments : Investment results 
~portfolio segments should be based on comparable 
ch~racteristics such as types, marketability and size of 
hold! ngs. 

S. Total Timi! Period Shown : Investment result s quoted to 
third part ies should include at least f i ve years' expe~i­
ence where possible. 

6 . Time Inte rvals \JscJ: Investment results should indicate 
the total r ate of return on an annual basis and on a com­
pound nnnual bnsis for multiple time periods. 

7. Varinbllity of Return: Investment results should be char­
ncterhod not only by the mn~itude nttnined but lllso by , 
the de~ree of variability ~ xperiencod in reachin~ the re­
turn. 

II ·standards of Use 

1. Management ni scretion: Investment results should be used 
to reflect the mnnap,er' s performance only if ho operated 
with effective discretion. 

2. Number of Result s Shown: lnvcstment results should be 
shown for all portfolios within t he designated category. 
Adequate disclosure should he mndc rcg11rdinn the descrip­
tion of tho snmple shown. If rcctuested, substnntintion 
should be provided of represcntntions mndc. 



3. Tax-Exe~t Portfolios: Because of the differences in im­
pact on investment results of various tax brackets, some 
co11111on base should be used when comparing rates of return. 
Tax-exempt portfolios automatically solve this problem and 
are preferred for use. 

4. Similarity of Investment 
vestment results s oul 
similar objectives. 

Comparisons of in­
for portfolios with 

5 ., Size: Comparisons of investJr.ent results should be made 
only for portfolios within r~ason~bl~ categories of size, 

6. Relevance to Tilird Parties: llle selection of investment 
results shown should relate in some logical way to the 
circumstances of those receiving the information. 

7. Comparative Fonnat: Investment· results should be shown 
in a way to facilitate comparisons. 

S. Distribution of In format ion: The distribution of invest­
ment results is regulated under the Investment Advis ers 
Act of 1940 and care s;1ould be taken to comply with these 
regulations. 


