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a) Hydro-electric projects have a high initial cost but 6per-
ating expenses are low and much more easily projected.

b) Nuclear plants aiso have a high initial cost, require a
long construction lead time, and present complicated
environmental safeguard problems.

2) Water. These bonds require an analysis of availability of
supply and cost. Ownership of wells or rights to rivers and
reservoirs gives more independence but if supply is con-
tractual, the duration of the contracts and their price struc-
ture must be considered.

3) Vehicular Traffic. Revenue bonds for highways, bridges,
etc., are especially vulnerable to:

a) Potential competitive facilities whether toll or free.

b) The good faith of an agency or highway department to
maintain or build approach facilities and to honor a
non-competitive pledge. Traffic patterns in the future
must be viewed cautiously; the possibilities of popula-
tion movements and changes in forms of transportation
have to be taken irito account,

Increases in cost of fuel and government restrictions
either to conserve fuel in a national emergency or to
limit air pollution.

4) Parking. Revenue Bonds for off-strect parking facilities
often require additional source of reveave and above
average coverage because communities tend not to force
cars off the streets for violating ordinances.

5) Higher Education. College revenue bonds should be viewed
more critically than in the past, since enrollments have
leveled off in recent years. Also, some dormitories haven't
produced the revenues that were expected because of the
desirability of living off-campus and the inability of univer-




. sities to enforce the ‘‘parietal rule” in the bond coyenant
that students must live on campus if space is available.
Bonds secured by fees on the entire student body have a
greater margin of safety. Publicly supported institutions or
those private colleges with historical continuity and sizable
endowments have a far greater ability to pay than small
colleges with limited ' resources. 'A “‘general obligation”
pledge, not always present, may be important if resources
other than those specifically assigned to the bonds are sub-
stantial.

6) Hospitals. Revenue bonds in this area present unique prob-
lems for the analyst because a major portion of hospital in-
come consists of “third party payments” from Blue Cross,
Medicare, Medicaid, Workmen’s Compensation, commercial
insurance, etc, Reimbursements to the hospitals by third
party-payers are governed by Federal, state, and contructual
regulations. The calculation of fees that qualify for reim-
bursement not only includes debt service but also deprecia-
tion, which has an important bearing on cash flow. Other
considerations in analyzing the credit of a hospital revenue
bond include historical operating statistics, cost per bed,
competing facilities and the general reputation of the
hospital.

It is imperative that qualified independent consultants make
a feasibility study of each hospital revenue issue to deter-
mine the institution’s ability (¢ meet the requirements of
the bonds. Indications of community support for a hospital
are contributions “or fund raising campaigns, the status of
endowment funds, and the composition of the board of
trusteces.

7) Industrinl Decvelopment and Pollution Control. Munici-
palities or specially created political bodies that issue bonds
of this sort serve only as vehicles to provide tax-exemption.
Analysis of bonds issued for industrial development and
pollution control must focus on the credit-worthiness of




the corporation on whose behalr they are issued. Assurning
the adequacy of covenants, such bonds may be treated by
rating agencies as equivalent to senior unsecured debt of
the corporation and assigned a similar rating. In addition tn
the corporation’s credit, the market or liquidation value o}
a plant with a mortgage provision is an important factor in
the event of default. Both industrial development and pol-
lution control bonds are subject to Federal, state, and local
statutes. Industrial revenue bonds are limited hy the
Revenue and Expenditure Control Act of 1968 to a total
project cost of $5 million, Pollution control bonds are re-
stricted to financing pollution control devices only and
none of the bond proceeds may be used for revenue-
producing cquipment. In certain cases the bonds may be
issued only with a ruling of the [.LR.S. Attorneys play an
important role in certification of legal requirements.

8) Airport and Sea Port Facilities. These revenue bonds may
carry a general revenue pledge but the underlying security
is often long-term leases with airlines, grain companies,
etc. and the credit of the corporations involved must be
assessed.

9) Land Development. Tax allocaticn, redevelopment, and
other bonds that aid financing land development by
private enterprisc have many caveats. The financial re-
sources and reputation of the develepers, along with con-
struction status, are just a few of the faclors to be con-
sidered in determining the likelihood that the district or
area in question will ever realize the projected tax base.

10) Municipal housing. These revenue bonds have been issued
primarily (o alleviate the nation’s shortage of low-cost hous-
ing. State und local housing programs arc a comparatively
rccent development, except for the New York State Hous-
ing Finance Agency established in 1960, most housing
agencies were formed in the late 1960 and carly 1970'.
There are basically 5 types of housing programs [inanced
by municipal bonds.




a) The “Loan-to-lenders’ housing programs issue bonds to
purchase notes that have collateral from lending institu-
tions such as savings banks, S&L’s, and mortgage
finance companies. The lending institutions, in turn, use
the proceeds from sales of their notes to make new
mortgage loans.

“In mortgage purchase” programs, bond proceeds are
used to purchase mortgage loans primarily secured by
single and multi-family dwellings; this frees funds in the
local mortgage market, enabling lending institutions to
make new residential mortgage commitments.

In “direct mortgage loan programs,” the housing agency
originates new mortgage loans and often enters into
servicing agreements whereby local lending institutions
perform the bulk of the paperwork.

There are “development programs” in which an agency,
such as the New York State Urban Development Cor-
poration, designs as well as finances construction of
new housing units. Bonds for these programs are usually
secured by mortgages on new units.

Local Public Housing Agencies are engaged in programs
for building new low-rent housing or slum clearance.
Public Housing Authority Bonds or PHA's are secured
by a first pledge of annual contributions payable by the
United States of America, acting by and through the
Housing Assistance Administration in the Department
of Housing and Urban Development, pursuant to an
Annual Contributions Contract. The annual contribu-
tions, together with other funds of the local public
housing agency, will be sufficient to pay interest and
principal on the bonds when due.

The full faith and credit of the United States is pledged
to the payment of the annuai contributions under the
U.S. Housing Act of 1937. Because of this strong back-




ing by the United States, PHA bonds are rated triple
‘A’ by both Moody’s and Standard & Poor’s.

The basic questions for investors in determining the quality of
housing bonds are:

1) Does the state have a “moral obligation” to make-up any de-
ficiency in the debt service reserve?

2) What type of collateral is used for bonds issued for “loan-to
lenders programs’? FHA insurance, VA guarantees, and
private mortgage insurance are most common, but uninsured
conventional loans also have been used recently as collateral.

3) What is the local mortgage delinquency history and the
credit quality of eligible lending institutions?

4 In development programs, do the proposed housing projects
appear economically and financially feasible?

5) Finally, is management sound and capable?




Ratings

Around the turn of the century, Barnum & Bailey’s Circus dealt in
municipal bonds because investors could rely on the knowledge of
traveling circus ‘'men of the relative credit-worthiness of many of
the nation’s communities. Today, most investors place great re-
liance on the two major rating agencies: Moody’s Investors Service
and Standard & Poor’s. The rating agencies have established the
following bond rating categories, of which the first four groups are
considered “‘investment grade” and the remainder classified as spe-
culative:

,jf-hlgh quallty ke
“upper medium gmdc Sy S A
~ medium grade. . BBB. "-medium grade
-~ speculative s pI 1) LR Inwer_ medium grade -
lacks characteristics of - low: grade
esirable investment PARP ISR I
- ipoor standing ' Wy defaults
.~ highly speculative e '
=l poor

Both services differentiate top credits in the wide-ranged A and
Baa or BBB categorics with A-1 and A1 or Baa-1 and BBB+ desig-
nations. Bonds distinguished this way are cancidates for upgrading
to AA or A rating. In addition Standard and Poor’s has a minus (-)
category for A and BBB ratings to indicate declining situations.




Note Ratings
Moody’s Invejtors Service rates short-term tax-exempt loans and

notes in four categories under the classificat.on of Moody’s Invest-
ment Grade (MIG) as follows:

MIG 1 — “best quality,” with protection by established cash flows
: or broad-based access to tite market for refinancing.

MIC 2 — “‘high quality,” with margins of ample protection.

MIG 3 — “favorable quality,” with market access for refinancing;
in particular, likely to be less well established.

MIG 4 — *adequate quality,” carrying specific risk but having pro-
tection commonly regarded as required of an investment
security.

Moody’s emphasis that “factors affecting liquidity of the borrower
are uppermost in importance in short-term borrowing while various
faciors of the first importance in (long-term) bond risk are of
lesser importance in the short runs.” Currently, Standard and
Poor’s does not rate short-term tax-exempt loans and notes.
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All 'the usual common sense methods of investment #nalysis apply
to municipal securities, Ability to pay depends upon a number of
economic, geographic, financial, legal, and moral considerations.
The best analyses probably are made by investors with personal
knowledge of the local economy, but obviously no single investor
can have personal acquaintance with all localities. Alternatively, the
investor can rely on the services of the various rating agencies that
grade the credit quality of municipal bonds and notes. In assessing
long-term bonds as investments the economic outlook of the issuer
is more important than present condition. Corporations, munici-
palities, and public service enterprises have life cycles from youth
to maturity to slow decline. The ability to analyze municipal credit
allows the astute investor to pick out the youthful stages of an in-
vestment. Finally, it .s a truism that “every bond is triple ‘A’ at a
price;” while some bonds might warrant a price close to zero by
this measure, the relation of risk to reward must not be over
looked. Variations in credit-worthiness are seldom reflected accu-
rately in price, and slightly greater risks may be more than offset by
comparatively larger yields.
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AN B R e T

FOREWORD The policy, management, and operations of state government require
the application of constantly updated approaches to addrz:ss changing

needs and priorities. This necessity for self-renewal implie: innovations
& in the institutions of state government, in their structure, policies, pro-
cedures, and personnel.

Many innovations have occurred in recent years in a number of fields
at the state level. However, too little is known about some specific state
activities because of the variety of laboratories in which they occur.
The innovation process is further complicated by the fact that state
Y government officials rarely have the time or opportunity to share such
knowledge which may be applicable in other States. Under day-to-day
pressures and constraints, professional administrators and technical ex-
perts lack the time to wiite up or share new approaches that they have
developed.

The Council of State Governments, which has been providin', a fo-
8 rum for such an exchange for many years, has recently exparded its
efforts in this area. The State of Wisconsin Investment Board is one of a 1
series of six innovations being studied by the Council unde - a grant
from the National Science Foundation. Besides this program, th» others
selected for evaluation during this first year include pension fun.! con-
solidation, statewide property tax assessments, a state energy manaze-
'\ men’ commission, controlling health costs, and a railroad branch linc
rehabilitation program. Reports are available on the latter four pro-
grams.

The state programs studied were selected by a national advisory pan-
el composed of state legislators and officials. The Council is grateful t»
these individuals for their assistance: Senator Anthony A. Derezinski,
o Michigan;sSenator John Pat Fanning, West Virginia; Senator Larry Fas-
bender, Montana; Representative Vera Katz, Oregon; Walter Kicinski,
Deputy Secretary to the Governor, New York; Jeffrey Laurenti, Execu-
tive Assistant, New Jersey Senate; Attorney General V. Frank Mendi-
cino, Wyoming; Senator Mike O'Connor, South Dakota; Representative
Cornelius O’Leary, Connecticut; Dr. Tibor Payzs, Special Assistant to
& the Governor, Kentucky; Joseph V. Stewart, Deputy Director, Depart-

ment of Finance and Administration, Arkansas; Daniel W. Varin, Chief, %
Statewide Planning Programs, Rhode Island; William W. Wilkins, Budget
Director, Ohio. 2
This report on Wisconsin's Investment Bouard was prepared by Dick .
Howard, Director of the Council's Innovations Project, and James E. i
& Jarrett, Research Associate.
Brevard Crihfield
Lexington, Kentucky Executive Director
T August 1976 The Council of State Governments
&
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PREFACE

Inflation, opposition to higher taxes, and taxpayer disenchantment
with government generally, are having a serious impact on government
financing at all levels. A recent National Association of State Budget
Officers’ survey showed States’ general fund expenditures in fiscal years
1975 and 1976 increased at a faster rate than did general fund revenues,
Surpluses built up in previous years have been rapidly depleted. In the
aggregate for the 43 States that responded to the budget officers’ sur-
vey, general fund balances declined from 8 percent of expenditures in
1974 to an estimated 0.3 percent in fiscal year 1976.

The problem is further exacerbated for States by federal funding
reductions in some functional areas and federal program requirements
for additional state dollars in other arcas. All of these factors are be-
yond control of state government officials.

In a word, state managers should be, and are looking for additional
sources of revenue. One obvious source of significant amounts of rev-
enue is to put state dollars to work, and more and more States are
taking advantage of investment opportunities. Perhaps no State has a
more completely developed investment program than Wisconsin, which
has been investing the assets of retirement funds for 65 years.

This monograph is the fifth in the Council of State Gove nments'
current series of reports on innovative state government programs. It
probably comes the closest to describing a “*model” program. One rea-
son is that the State of Wisconsin Investment Board has had 25 years to
evolve.

We are grateful to the many individuals in Wisconsin, especially those
associated with the investment board, who were so generous with their
time in helping us to understand the agency's activities and responsibil-
ities, In addition to each of the investment directors, we especially want
to thank George W. Crownhart, General Counsel for the board and at
the time of our visit acting executive director; Gerald T. Mahaffey,
Administrator, and Tom Landgraf, Director of State Budget Opera-
tions.

Several individuals reviewed earlier drafts and made usetul com-
ments: LeRoy Dockter, Audit Director, Wisconsin Legislative Audit
Bureau; Peter J, Nelson, Assistant State Treasurer, Wisconsin; George A.
Bell, Executive Director, National Association of State Budget Officers;
and Carl Vorlander, Executive Director, National Association for State
Information Systems.

["urther information can be obtained from officials of the Wisconsin
[avestment Board (telephone 608/266-2384) or the authors of this
report (telephone 606/252-2291).

Dick Howard
James Jarrett

August 1976




EXECUTIVE SUMMARY

The State of Wisconsin Investment Board invests the retirement funds of
"he major government employee units in Wisconsin: Milwaukee teachers,
state employees, and Wisconsin teachers.

The investment board invests idle cash from 34 different state accounts,
earning $56 million on these pooled accounts last year.

The investment board invests the State’s check float, working with the
state treasurer and the Department of Administration to ascertain the
State’s revenue and withdrawals each day.

The Wisconsin board also has authority to invest the surplus funds of
local governments that may deposit such funds with the treasurer,

The Wisconsin investment program is facilitated by:

—~Use of only one bank for all deposits and withdrawals of state funds.
(No state money is deposited or invested in other state banks.)

—A computerized statewide accounting and reporting system that allows
quick and accurate cash flow estimat.:s by the Department ol Adminis-
tration and state treasurer.

~Use of a custodian bank in New York City that eliminates handling of
securities by Wisconsin officials and permits immediate transfers.

~Great latitude in the types of investment wistruments that can be pur-
chased thus permitting the flexibility needed to muximize investment
return.

Almost all aspects of the Wisconsin investment program have been spe-
cifically authorized by Wisconsin law.

HOWEVER, other States should consider that an investment program

similar to Wisconsin's:

Would reduce the control top elected officials have over the use of
surplus state funds;

Would be opposed by banks which would no longer serve as depositories
of public monies, including some local funds in the case of the Wisconsin
lacal government investment pool;

Would be more difficult to implement if centralized, computerized ac-
counting procedures were not in use;

Would be almost impossible to implement il the number of bank uc-
counts cannot be Kept to a minimum, preferably one or two,

Would be opposed by agencies which are now managing the assets of
retirement tunds.

.
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The State nf Wisconsin Investment Board manages assets of nearly
$2.75 billion (6-30-75) which earn about $175 million (based on a
reported rate of return of 6.7 percent). Annual gross purchases and
sales in fiscal year 1975 approximated $12.75 billion. In addition to the
millions of dollars earned from investing the assets of several retirement
funds, the Wisconsin Investment Board eamns millions of dollars by
investing idle cash balances of 34 pooled accounts, including the genzral
fund. In 1975 the average daily balance in the state investment fund
was $614 million. The return on these particular investments exceeded
$54 million—$28 million for the state general fund and about $26.5
million credited to the other pooled accounts, !*

By way of comparison, $28 million is more than the combined
amount appropriated from the general fund to the following Wisconsin
agencies: Banking ($3.5 million), Insurance (59.1 million), Regulation
and Licensing ($4.9 million), Local Affairs and Development (S5.2 mil-
lion), and the Executive Offices (S3.4 million).

Not only does state law authorize the investment of almost all state
funds, enabling legislation recently auth~a-ed the State of Wisconsin
Investment Board to invest bank balances upon which th treasurer has
written a check, but which from experience the treasurer knows will
not actually be paid out by the bank for several days. In other words,
Wisconsin invests its “float” in a manner similar to large corporations.
In Wisconsin, the check float averages about §3.5 million per day. If the
present 7.44 percent rate of return on short-term investments prevails,
the check float would return $264,000 to the State—a sum equal to
about 45 percent of the investment board’s budget.

Since March 1976, the State, through the treasurer and investment
board, has begun investing idle balances of local governments, Numer-
ous cities are participating in the program. One city reports earnings of’
§62,000 on .1 one-month investment of $9.7 million.

There are almost no major governmental retirement funds in Wis-
consin whose assets are not managed by the investment board. It 2150 is
widely believed that there are almost no idle cash balances of state
agencies. The budget of the board was 3576.000 in fiscal year 1975
inc'uding salaries and benefits of 28 employees, travel, the cost of
investment services and outside investment counseling, and various
other items associated with housing and supporting the staff, The
§576,500 budget means that the direct administrative -xpenses of man-
aging $2.75 billion in assets was very low .02 percent. This ratio
compares favorably with .2 to .4 percent commonly found in private
financial institutions.?

The investment program in Wisconsin is facilitated by state lawe
that require centralized disbursements and centralized rueeipts, All
checks are signed by the state treasurer in one form or another, All
agencies must deposit receipts at least weekly and an even shorter time
lapse prevails in the case of some large amounts, 3

Another important [acilitator is electronic data processing which is
used throughout the accounting and reporting process.

The “state working bank” also plays an important role in the invest-
ment program. This bank, selected at about six-year intervals, is the

xi
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only depository for state money and it provides a variety of services
including lock buxes, telesraphic money transfers, messenger deliveries,
credit for after hours deposits, daily reports on the collected cash bal-
ances, and other specified services. Use of the working bank precludes
the existence of idle cash balances in a number of depositorizs and
permits rapid and accurate accounting of the State’s cash position.
Thus, all public money is working continuously,

Within its various portfolios, the investme:t board invests in stocks,
corporate bonds, short-term and long-term obiigations of the U.S. gov-
ernment and government agencies, repurchase agreements, real estate
mortgages, commercial paper, and private placenients. Bankers may
lobby against reductions or elimination of state and municipal demand
deposits and some legislators may occasionally insist that Wisconsin
companies should get preferential treatment in the board’s irvestments,
but in the final analysis the direct, measurable economic benefits of a
sound investment program have prevailed. The income from interest
and capital gains has been substantial. Furthermore, the results compare
very favorably with similar programs in the private sector, both from
the standpoint of rite of return and costs to administer the program.

In the following section, the organization, administrative proced-
ures, legal authority, and investment policies of the board are described.
Additionally, there are separate sections devoted to the municipal in-
vestment pool and the Wisconsin state working bank.

*Footnotes for this report appear on pages 24-25,
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INVESTMENT
BOARD

RESPONSIBILITIES

The statutes assign extremely broad investiuent respon..bilities to
-~ board and also give it responsibilit:’ for the selection of the state
working bank. Section 25.17 (1) (a) through (zm) enumerate the funds
over which the board shall “have exclusive control of the investment
and collection of the principal and interest of all monies loaned or
invested.” The only public money not invested by the investment board
is under the control of the Board of Commissioners of Public Lands and
the University Board of Regents.

Retirement Funds

The major investment program involves the management of the
assets of the State and Municipal Employees’ Retirement Fund, the
Milwaukee Teachers’ Retirement Fund, and the Wisconsin Teachers’
Retirement Fund. On January 1, 1975, these three large retirement
funds were merged for investment purposes into two categories—a fixed
fund and a variable fund. The fund with the fixed retirement benefits
has a broad mix of investments that include bonds, stocks, mortgages,
and real estate holdings. By contrast, the variable rund is restricted to
equities, primarily common stocks. Finally, the board invests the assets
of three smaller funds, the State Life Fund, the Insurance Fund, and
the Historical Society Trust Fund. Investment of these funds is
accounted for separately.

State Investment Fund

Another important investment actiity pertains to the State of Wis-
consin Investment Board's exclusive jurisdiction over and management
of the State investment Fund. This fund consists of idle cash balances
pooled from 34 individual state accounts, such as the general fund, the
conservation fund, the state property insurance fund, and the highway
fund. Because of the need for flexibility, the emphasis is on short-term
investments—repurchase agreements (usually a short-term investment
with a bank which is secured by U.S. T:easury bills), reverse repurchuse
agreements, commercial paper, certificates of deposit, bonds and notes
of U.S. government agencies, and U.S. Treasury notes and bills. At one
point in November 1975, the State Investment Funi totaled $830 mil-
lion. The average daily balance invested was S614 million. The high
short-term interest rates of FY 1975 permitted returns of 8.89 percent
or S54 million.

Local Government Investment Funds

Recently a third investment pool has been authorized and responsi-
bility for its management given to the State of Wisconsin Investment
Board. This fund consists of money due local government, through tax
sharing, but left with the state treasurer for subsequent board invest-
ment—usually short-term. See Section IV of this report tor a descrip-
tion of this newest aspect in the innovative Wisconsin investment pro-
gram.




Investing the Float

In recent years, another important source of investment income to
the State has been the short-term investment of “float,” that is the
difference between the cash on the treasurer’s books and the collected
cash balance on the working bank’s books.

Investing the check float allows checking account balances to earn
additional money while outstanding checks are undeposited or are in
the process of clearing. Prior to a legislative enactment in 1974, the
State of Wisconsin was tarred from investing the check float. The attor-
ney general had ruled :hat all funds disbursed by check had to be
payable on demand. Because the State of Wisconsin has an average daily
check float of $3.5 million over and above the balance required for
services the stakes of investing the excess float are of considerable
economic importance. The procedure for in ting the float can be
illustrated by an example of state employees’ payroll checks. If payrall
checks are disbursed on Thursday, it is known from past experience
that about 4 percent of the checks will clear the state working bank on
the next day; an additional 28 percent will clear on Monday; 40 percent
will clear -1 Tuesday, and the remaining checks will trickle in later.
Therefore, about 68 percent of all payroll funds can be placed in short-
term investments by the investment board for four days (Thursday to
Tuesday). The state treasurer’s office, after receiving the state working
bank’s daily report and computing the check float each day, will in-
clude these funds in the amount available for short-term investments
and transmit this information to the investment board’s short-term divi-
sion,

There is no danger of overdrafts in the normal sense because the
State maintains approximately $10 million as compensating balance at
the working bank. If the compensating balance goes below the mini-
mum requirement, a charge is carried forward the next montk against
the State’s account,

Revenues generated by investing a State’s check float will vary
depending on the average daily float and short-term interest rates. In
Wisconsin, with an average daily float of $3.5 million, the annual in-
come generated would be as follows based on various short-term inter-
est rates (income computed on 360-day basis):*

5 percent S177,000
6 percent $212,000
7 percent §245,000
8 percent §283,000
9 percent $319,000
10 percent $354,000

The most recent return on the State Investment Fund was 7.44 percent
which, if maintained for the remainder of 1976, would bring the State
nearly $264,000 this year. As one Wisconsin official noted, “With re-
spect to the over §3 million per day typically tied up in check float, the
situation is simple: either the bank makes money on it or the State of
Wisconsin does.”

State Working Bank

One other important, but noninvestment-related, function assigned
by the Legislature to the board is the dasignation of the state working
bank. This bank is the depository for all of the State’s funds. With few
exceptions, it provides the State with all its banking services, See Sec-
tion V of this report for a description of the state work ing bank,




Development of the Wisconsin Investment Program

The 28-person staff, the five investment divisions, and the several
investment pools managed by the investment board are the present
characteristics of an ongoing investment process that can be traced to
1911 and the creation of the State Annuity Board. Actually the board
superseded the Annuity and Investment Board which by 1947 already
exercised centralized control of investments, having responsibility for
both idle operating funds and retirement trust funds.

At the outset, the Board of Trustees consisted of seven persons
including the Governor, who was clhairman. The staff numbered three,
The investment board had the authority, even then, to invest in real
estate, mortages, common stocks, preferred stocks, and U.S. govern-
ment securities.

Over the years, many changes have brought additional retirement
and operating funds under the jurisdiction of the investment boar’
streamlined the administrative procedures, expanded the types of in-
vestment instruments available to the investment board and reduced the
day-to-day role of the trustees vis-a-vis the staff. As the changes oc-
curred and the assets under management increased, the size of the staff
also increased although less rapidly.

In 1957 the State Investment Fund was created by the Legislature
when it consolidated i9 different operating and temporary reserve
funds into one. The Legislature aiso created the fixed annuity and
variable annuity funds for each of the retirement trusts as a response to
inflation.

By 19538, the third of the major retirament funds, the Milwaukee
Teachers, placed its assets under the board’s control.

The actual physical stomge and handling of securitics by the state
treasurer’s office ended in 1970 when the Legislature authorized the
board to maintain an account at a non-V'isconsin bank. In that year, a
custodian account was opened at a New York City bank for equities
and a couple of years later an account for bonds was established at the
same bank.

In the past three years, the trustees have prepared a policy manual
delegating considerable authority to the staff;® the State has begun
investing its cash float; the local government investment fund !s0 has
come into being; investment in longer term U.S. government obli sitions
and unsecured notes of corporations including certificates of ceposit
has been authorized along with reverse repurchase agreements in 1 gen-
eral effort to allow greater carning power and flexibility in short-term
investments. The three major retirement funds have been merged for
investment purposes greatly reducing the accounting work and enabling
the fixed portfolio to be improved by amortizing gains and losses over a
period of slightly more than 14 ycears (see page 00).

The Politics of Investing State Funds

The investment board is apolitical and most observers agree that
political pressures are minimal. However, with this much money, there
are always interest groups endeavoring to have the funds benefit them
or their causes. Two groups have, in fact, “borrowed’ a substantial
portion of the General Fund portion of the state investment pool: (1)
the board must make avuailable at the request of the Department of
Veterans Affairs up to $16.5 million for the purpose of housing loans
to veterans, and (2) upon the request of the higher educational aids
board a cumulative total of not more than $55 million for loans to
needy students.’
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Not surprisingly, some underlying pressure is reflected in some legis-
lators’ views—to increase the percentage of brokerage business done
with Wisconsin brokers and to give preferential treatment to Wisconsin
companies when making loans and investments. In addition to the pres-
sures for geographic preferences, there are from time to time pressures
to give preferential treatment to minority businesses, and to avoid in-
vestments in companies engaged in “socially undesirable activities.”

The independent nature of the board reinforces the individual mem-
ber’s inclination in the role as trustee not to pursue social goals in
investment policies, and the Legislature has not mandated that social
goals should be an investment consideration. Another factor mitigating
against social issue criteria is the inability to agree upen and measure
social benefits versus the clearly measurable results of aconomic deci-
sions. An 8.26 percent return is an 8.26 percent return and it is better
than a 7.26 percent return. '

Although investnient directors do not in fact give weight tq social
criteria the Board of Trustees cannot and does not take a *“‘public be
damned” attitude. It is aware that it operates in a political environ-
ment.8
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The State of Wisconsin Investment Board consists of seven mem-
bers, six of whom are appointed by the Governor to staggered six-year
terms. The seventh trustee is the secretary of the Department of Ad-
ministration or the secretary’s designee. Four “public’” members must
have at least 10 years of experience in financial matters (Wisconsin
Statutes 15.79(2]), and the other gubernatorial appoirtees are nomi-
nated by the Wisconsin Teachers’ Retirement and the State Employees
Retirement Fund, respectively. The trustees generully meet for two
days a mor.th.

Staffing -
Actual investments—purchases and sales—are made by the staff act-

ing under general policy guidelines set out by the seven-memberBaacd

O Trustees? The staff is headed by an executive director who serves at
the pleasure of the trustees. The staff presently numbers 28, and one
more position has been authorized for the 1976-77 fiscal year.

Reporting to the executive director are five investment directors,
each of whom is responsible for a three- or four-person division. The
investment directors are appointed by the executive director with par-
ticipation of the trustees. The investment director positions are part of
the Wisconsin State Civ't Service System and incumbents, after a proba-
tionary period, can only be terminated for cause, (Poor performance
can be cause and investment directors have been terminated on that
basis.) In addition to the investment directors, there is an administrative
officer who is in charge of office operations such as personnel, uccount-
ing, secretarial, and clerical services.

The structure of the organization is in the process of changing. A
research division is being created which will consist of a research direc-
tor and four analysts, Previously, there were two rescarch analysts and
they reported to the investment director for stocks. Under the new
arrangement, they will continue to analyze industry groups, but as the
change suggests, will provide suppoit services Lo ail five investment
dircectors.

Despite the existence of these research specialists, the board pri-
marily relies on New York and selected regional investment banking
firms for firsthand research of particular companies.

Salary ranges for top positions are shown below, While it is gener-
ally agreed that salaries for comparable positions in the private sector
are higher, the investment board is able to fill its positions with compe-
tent individuals.,

Fosition Salary Rum:n'

Executive Director S31,068 - S43,500
Investment Direct ors $28,51 3- -539.912
Research Director S17,016-523,820
Senior Research Analyst S14,316 - 520,040
Junior Research Analvst S$10,368 - §13,896
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The day-to-day investment decisions are made by the investment
directors with the concurrence of the executive direc.or 10 Quarterly,
the investment directors and the executive director meet to determine
how the estimated revenues will be allocated among the divi-
sions: stocks, private placements, corporate bonds, short-term, and
mortgages and real estate. Allocation depends on their collective judg-
ment of market and investment opportunities in forthcoming months.
Their views are also considered by the Board of Trustees, who retain
the services of outside financial advisors.

Some funds such as those earmarked for the variable long-term
investment fund, for example, all go to the investment director for
common stocks. He decides on the timing and brokers for his purchases
and sales, as do other investment directors for the funds allocated to
them during the quarter.

Long-term investments for the fined fund are generally invested by
the Bonds, Private Placements, and Mortgages divisions. The short-term
investment division is responsible for investing the 34-fund pooled ac-
count, the “float” funds, and the new local government investment
funds.

Table 1 shows the: diversified types of investments managed by the
State of Wisconsin Investment Board.

Table 1

State of Wisconsin Investment Board
Assets Under Management
(June 30, 1975)

Public Bonds $829,000,000
Bonds, Private Placements 322,000,000
Stocks 876,594,000
Mortgages 174,513,000
Real Estate 26,283,000
Short-Term 488,190,000
U.S. Treasury Notes & Bills 40,100,000
Government Agencies 86,670,000
Commercial Paper 105,945,000
Repurchase Agreements 255,475,000

Source: State of Wisconsin Investment Board, Annual Report Year Ending 6-30-75

Investment Division—Bonds

Bonds are a major part of the fixed fund portion of the long-ierm
investment portfolio. During FY 1975, the Wisconsin board invested
$90.7 million in publicly issued bonds and $45.2 million in private
issues. All bonds account for approximately one-half of the long-term
assets managed by the board, $1,150,955,949 or 51.8 percent on June
30, 1975. The public bonds portion was $829 million. Interest income
on public bonds was $36 million for the fiscal year,

Investment in corporate and government bonds is not unique to
Wisconsin. In Wisconsin, specific authority to invest the fixed retire-
ment investment trust, the state life fund, and the veterans trust fund is
contained in Section 25.17 (3) (a) of the Wisconsin code. Statutory
limitations on such investments are spelled out in Section 206.34 of the
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Wisconsin statutes of 1969. Regarding the bonds of industrial corpora-
tions the investment board may not invest more than 2 percent of its
assets in any one company nor may it invest in a company that has
defaulted in the payment of principal or interest on its indebtedness
within the past five years.

In addition, under the policies established by the Board of Trustees,
all bonds purchased must be rated by two approved rating organiza-
tions. With regard to AAA bonds, no more than 2 percent of the fixed
funds assets may be invested in any one issue; for AA or A the limita-
tion is | percent and for Bbb or Baa, up to .25 percent. Baa and lower
rated credits are reviewed annually.

Excluding portfolio improvement transactions (discussed below) an
average of two issues of bonds is purchased each month. There is no
pelicy that places emphasis on the credit issues of Wisconsin companies.
However, it is the practice of the Bonds Investment Director to try to
give Wisconsin bond dealers 50 percent of the “new issues’ business
where possible. To give Wisconsin dealers most of the bond business
would preclude the division from receiving the research of New York
based brokerage firms. The bond portfolio is now computerized by a
brokerage house and each month a printout of the bond portfolio is
sent to the investment board.

Transaction Amortization Account

The 1975 merger for investment purposes of the three major retire-
ment funds facilitated another important change in investment pro-
cedures, particularly in the purchase and sale of bonds and stocks. It
enabled the board to create a “transaction amortization account”
whereby profits or losses from the sale of assets are spread over a
l4-year period. Traditionally, most agencies investing public funds have
applied profits or losses resulting from the sale of assets to the earnings
of the year in which the sale occurred, One result was a certain inflexi-
bility in portfolios since most portfolio managers were reluctant to sell
assets resulting in large *‘book’ losses that would be charged to the
current year’s investment income,

By merging the three retirement fund investments, it was no longer
necessary to maintain records on each series of assets held in the port-
folio. All gains or losses could be debited or credited to one account.
The next step was to amortize all profits and losses at the rate of 7
percent annually, or slightly more than 14 years for the fixed retire-
ment fund.

Among advantages reported re: (1) savings in work load, time and
dollar costs .. no longer amortizing each sccurity, (2) a smoother,
more representative and equitable annual income, and (3) greater flexi-
bility in bond portfolio management, In foct, the Wisconsin board re-
ports that in the first six months after the new accounting procedures
were instituted, 24 scparate “portfolio improvement transactions"”
changed the average annual yield on these investments from 7.633 per-
cent to 9.007 percent. The book loss was $4 million, $33.4 million par
value sold and reinvested in bonds having a $§29.4 million par value.!!
Investment Division-Stocks

Common stocks comprise almost 100 percent of the “variable
fund” and a substantial part of the “fixed fund.” In FY 1975, for
example, 28 percent of the bouard’s fixed fund cash was invested in
common stocks. During the fiscal year, common stock purchases to-
taled $152 million, and total sales were $102 million.!? As of June 30,
1975, stocks accounted for 39.5 percent of the State of Wisconsin
Investment Board’s long-term assets (variable and fixed funds) and were
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valued at $876.6 million, In the fiscal year, the market value of the
stocks in the fixed fund rose 20.8 percent and variable fund, 25.3
percent compared with a 16.1 percent of the S&P 500 Indcx—the most
commonly used measure for evaluating performance of the Stock Divi-
sion.

Stock transactons are made daily and net purchases average rough-
ly 830 million a month., Commissions approximate $1 million annually
in return for which the Wisconsin Investment Board receives consider-
able research.

Wisconsin’s law [Chapter 25.17 (3) (a)] specifically provides that
funds in the fixed category from the three major retirement programs
may be invested in accordance with 1969 statutory provisions [Chapter
206.34]. The statute states that purchases of stocks can only be made
from companies whose earnings meet certain specified criteria; no more
than 1 percent of the investing agency’s assets may be invested in the
common stock of one company; nor may the equity position exceed 15
percent of the company’s assets.

The Board of Trustees has ¢ :legated to the staff (Investment Direc-
tor—Stocks) authority to purchase or sell stocks. However, stock pur-
chases must be from the trustee-approved list of 206 companies. The
investment director must also adhere to the trustees’ policy limiting
stock portfolio assets in any single industry to 15 percent, and no more
than 30 percent may be invested in any one of the following broad
categories: basic industry, consumer, technology, government regulat-
ed, and financial .13

The investment director reports that these constraints cause no par-
ticular problems and that the stock portfolic includes ownership in 120
companies.'¥ A major criterion of the investment director is that an $8
to $10 million equity position will be possible in any company whose
stock they might purchase. Because these stock investments usually do
not go directly to companies, there is no pressure to buy the stocks of
Wisconsin companies.

Investment Division—Private Placements

Presently, $400 million (all from the retirement funds) is invested
in private placements. According to the director of the division, “the
major reason for inclusion of private placements in the portfolio is to
realize an above average return on investments, through assumption of
somewhat above average risk plus a premium for lack of marketabili-
[y_"lS

The division currently has outstanding loans to 300 companies
across a variety of industries: railroad, oil, savings and loan, foundry,
retail chain, utility, and various manufacturing companies.!6 Loans are
not iestricted to Wisconsin; the majority of private placements are in
other Siates and Canada.

Criteria for a private placement investment are rather strict. The
two most important ratios analyzed are that long-term debt will not
exceed 40 percent of total capitalization and that the sum of pretax
earnings and fixed charges will be three times the fixed charges for the
last two years (a 3 x lixed charge coverage ratio). The minimum loan is
$2 million and no credil rating of less than Baa will be considered.
Placements cannot be used as venture capital-—no loans can be made to
companies in existence for less than five years.!7

If the application has met this initial set of criteria, placement
division staff request additional financial material and check many stan-
dard accounting measures such as rate of return on sales, operating
margins, tax rates, and cash flow position, Also, the staff will consult
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with outside people and solicit opinions on the company and industry,
and may make site visits to the company.

There have been instances of legislators criticizing the private place-
ments division for not loaning more money to Wisconsin firms. Conces-
sions in the quality of the company or in the quality of the loan have
not been made for placements in Wisconsin, but there are some allow-
ances made for Wisconsin placements in terms of company size and
requested loan figures. For companies outside the State, the minimum
loan is $2 million, and only those whose annual sales are at least $40
million are considered. Wisconsin-based companies may request a loan
as small as $1 million provided their annual sales are at least $15 mil-
lion. Recent loan yields have averaged nearly 10 percent and it is esti-
mated that fewer than 10 of the 400 loans outstonding are problems.

Investment Division—Mortgages and Real Estate

At present it is the board’s policy that mortgages and real estate
investments shall comprise between S and 25 percent of the fixed-fund
portfolio. On June 30, 1975, nearly $200 million was invested in mort-
gages and owned real estate. Return on mortgage and real estate invest-
ments exceed that of the bond division. The average return on the
mortgages division’s portfolio wes 7.34 percent as of June 30, 1975.

A detailed set of guidelines is used by the three staff members of
the division in determining which mortgages and real esta‘e opportuni-
ties will be funded.!8 As with the other divisions, all investments of the
mortgages division must conforra to the broad specifications for invest-
ments set forth in the 1969 statutes.!?

There is a broad diversity of mortgage fundings. In 1975, over 851
million was loaned to 16 income properties—two shopping centers,
eight apartments, two warehouses, a medical clinic, a nursing home, a
manufacturing facility, and a participation in a loan on an office build-
ing. While there is an emphasis on mortgages and real estate investments
in Wisconsin, more than 75 percent of the Jivision’s portfolio is placed
outside the State.

Investment Divisien—Short-Term Investments

The short-term division has respunsibility for investing the state
investment fund which consists of 34 separate accounts such as the
general fund (including the check fioat), highway fund, local govern-
ment pooled investment fund, and cash of the retirement systems prior
to its long-term commitment. Assets managed by the two members of
the division vary from $600 million to $1 billion. As of May 15, ap-
proximately $775 million was invested by the division. Daily purchases
and sales average approximately §75 million, and the short-term port-
folio turns over every few weeks.

Return on the state investraent fund was 9.02 percent in fiscal year
1974, 8.89 percent in [liscal year 1975, and 7.44 percent in the most
recent quarter ending March 31.%9 The 7.44 percent rate of return for
the recent period, as other state officials will note, is an excellent return
since it was 1-1/2 to 3 percent greater than interest rates generally
available to large cities. Declining short-term rates in the last 18 months
are attributable to national trends.

A variety of short-term investment devices are used: governmen!
agency paper, bank certificates of deposit, open day-to-day and term-
repurchase agreements, commercial paper, and reverse repurchase agree-
ments.2l In mid-May, the assets were distributed as follows: govern-
ment paper — $590 million ($85 million was invested in a single U.S.
treasury bill); certificates of deposit -— $55 million; open end repur-




chase agreements — $60 million; and commercial paper — $70 million.
Usually no investments under $1 million are considered, or agreements
under §5 million made.

Operationally, the short-term division receives a computer printout
every day before 7:30 a.m. listing all current investments and specifying
the present value for each discounted security. By 11 a.m. the division
will have been notified of the check float level, will have balanced off
the State’s cash position, and will have checked over 'vouchers and
amounts for individual transactions. After 11 a.m., the division will
make trades for the following day, including making sales to cover the
State’s disbursement needs for the following day.

Investments are selected by the short-term staff from information
supplied by brokerage houses and from staff’s own knowledge of the
short-term markets. The board’s in-house research staff is not u.lized
regularly because forecasting is less useful for shori-term investments
than for long-term bonds and stocks.

In the future, the short-term division, in hope of increasing its
options and of obtaining an even greater return on the investment fund,
will request authority to invest in bankers’ acceptances and ‘““Eurodol-
lar” certificates of deposit (the debt securities, in U.S. dollars, of over-
seas branches of U.S. banks). The ability to sell short in t'.e arket also
is a possible future investment avenue of the division although the
board’s trustees have not yet given their consent for this more sophisti-
cated and greater risk investment activity.

Admiinistrative Expenses

An important feature of the investment board’s operations is its low
administrative expense. Table 2 compares the board’s assets to expense
ratio with those of private insurance e mpanies and nonprofit invest-

ment operations. The Wiscousin Investment Board's expenses are pro-
portionately lower, and in all but two cases (College Retirzment Equi-
ties Fund and the Illinois Investment Board) the board's expense ratio
is one-fifth that of other organizations.

Table 2

Ratios o1 Assets to Expenses, Selected Comparisons, 1973

INVESTMENT
INVESTMENT EXPENSES
ORGANIZATION ASSETS (EXCL. TAXES) PERCENT

Acacia Mutual Life § 607881,098 § 2,774,004 0.4567%
Allstate Life Insurance 357,674,020 415023 0.116%
Aid Asscce, for Lutherans 1,086,948 89| 1479078 0.136%
Connecticut Mutual Life 3,116,740,666 5T082,944  1.8321%
Continental Assurance 1.818,404,188 4,138,855 0.227%
Equitabie Life Ins. 14,971,951,691 57,530,742 0.384%
Franklin Life Ins, Co, 1,433,098 ,89] 2. 754,778  0.192%
John Hancock Mutuyl 10,391 836,359 20014,166  0.283%
Lincoln Nat'l. Life 2,410,340,286 3649828 0.151%
Mass. Mutval Life 4,795 468,874 17907492 0.373%
Metropolitan Life Ins, 30,286,075,837 99.071,174  0.327%
Mutual Life of N.Y. 4,04:4,504,230 16,058 497  0.397%

College Retirement

Equities Fund 5 2,600,056,231  $ 1,611,552 0.062%
Teachers Ins, &

Annuity Assoc. 3.370,887.045 4,057,944 0,138%
linois Investment Board 793,726,994 643,628 00810

1974 Investment Board 2,520,303.000 524408 0.0208%

Source. Wisconun Tnvestment foard
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The investment board’s administrative expenses are two cents per
$100 of invested assets. As Table 2 shows, in 1974 administrative ex-
penses stood at .0208 percent of assets. This represents a slight decline
over the past decade, during which time assets have tripled while staff
has doubled. In 1965, the percentage for administrative expenses was
.0289.

Several factors may account for the board’s low admin’istrative ex-
penses. First, the number of staff and their salaries are les: than com-
parable to private financial institutions. Second, because nost funds
managed by the board may be pooled, there are signific: nt benefits
achieved by a concentration of capital in terms of broke - and trader
coramissions. Third, the bourd, by oeing a large institution: | investment
operation, receives research and related services as a result of its com-
migsion fees, that is, no cash outlay. Fourth, the board, like most state
agéncies, minimizes expenses for amenities and other perquisites.22
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IV.
STATE-LOCAL
FISCAL
COOPERATION

In February 1976, a bill was enacted in Wisconsin which may pro-
duce significant economic benefits for local governments in Wisconsin
as well as Wisconsin state government. Senate Bill 788 (reprinted in
Appendix A) created two local government investment funds to be
managed by the investment board—the pooled investment fund and the
trust investment fund. The pooled investment fund is already in opera-
tion and will receive the bulk of attention in this section.

The pooled investment fund is a voluntary mechanism by which
counties, cities, villages, and towns can deposit with the treasurer any
state-shared taxes, local revenues, or idle reserves for investment by the
state investment board. The interest earned, equivalent to the rate of
return for all short-term investments by the board, is credited to the
local government, ard funds can be withdrawn on one-day notice with
no penalties. The trust investment fund permits local governments to
establish their own investment accounts with the state investment
board and to have their funds managed for a specific period of time.
Background

Legislation authorizing the pooled investment fund was first intro-
duced by the state treasurer in 1967 bul was withdrawn after 11 days
because of pressure from the banking community. Because of a tempo-
rary (15-day) cash flow problem in Wisconsin state government, the
program was revived with modifications in the spring of 1976. The
State, which needed cash to disburse real property tax credit payments
to local governments, was and is prohibited from borrowing more than
$100,000 for current oblizations and is prohibited from interfund
transfers. Therefore, local n unicip. ilities were faced with receiving a
prorated amount of their shared taxes. State officials, however, know-
ing that Wisconsin municipalitiss collected their main revenues — prop-
erty taxes — prior to February 28, reasoncd that the temporary cash
flow crisis could be averted if enough municivalities would defer re-
ceiving their state payment for two weeks. As ¢'n inducement for such
“loans,” local governments would receive interest equivalent to that
received on short-term investments of the investinent board. Nineteen
local governments left their funds with the State, and the temporary
cash [Mow crisis was solved.

The pooled investment fund passed the Legislature under propitious
circumstances, There was a fiscal crisis situation and the State's bankers
were unorganized, While conditions in other States may not be similar,
the economic benefits produced by establishment of a pooled invest-
ment fund might be sufficiently compelling to overcome opposition.??
A major hurdle in Wisconsin was obtaining the support of local officials
who were concerned about allowing the State to retain their funds in
the pool. The local treasurers’ association went on record opposing the
investment pool. Opposition to the pooled investment trust was soft-
ened, however, by also providing for an investment trust fund which
would require individual accounts lor cach locality’s funds and for a
specified time, If used, the trust fund will not offset the State’s cash
flow problem since these funds will be tied up for specified periods of
time and thus be unavailable to the State.




Provisions of the Two Local Funds

Senate Bill 788 specifies the major similarities and differences be-
twwen the pooled investment fund and trust investment fund. First, for
both funds, local government officials would tell the state treasurer
whether they prefer to have their portion of shared taxes paid directly
to them or deposited in their account in one of the funds. Secondly,
both funds permit local government officials to augment their accounts
in the investment board with idle reserves and any other local funds
available for investment. Third, for both funds, a maximum of one-
fourth of 1 percent of earned income will be deducted by the state
investment board for administrative costs.

Fourth, local money in the pooled investment fund, while credited
to individual local government accounts, would be pooled with state
funds for short-term investments. Local money in the pooled invest-
ment fund would earn interest based upon the average yield of all
short-term investments determined quarterly by the investment board.
Local funds in the trust investment fund would not be commingled
with other local funds or state funds and unlike the pooled fund, inter-
est on trust investments will be determined by the yield on each sepa-
rate local government account.

Fifth, local officials depositing funds in the pooled investment fund
need not specify on what date they would like their principal and
interest returned. Local officials depositing funds in the trust fund must
designate the length of investment time for their funds, and incur any
financial penalties for early withdrawal of their monies from the trust
fund.

How the Pooled Investment Fund Works

The mechanism for direct transfer of local government funds from
the state treasury to the investment board serves two functions: (1) it
reduces the amount of time which local government funds would sit
idle and not reccive interest, and (2) it helps the State handle emergen-
cy cash flow problems.

Operationally, the deposit and withdrawal system is quite simple. If
a local unit of government is depositing money in the pooled invest-
ment fund from its state shared taxes, that government gives the state
treasurer written instructions as to the amount which the State should
retain. If a local unit of government is depositing idle cash from its own
treasury, the local treasurer would ask the local government’s commer-
cial bank to transfer the funds to the state treasurer for deposit in the
investment pool. The investment board will receive its information
from the treasurer’s office and it will be included in the daily total cash
figure which can be invested. The investmzut bourd is not notified by
the towns directly.

For withdrawals, the same p.ocess would be used. If nolice of a
partial or total withdrawal of the municipality’s funds is made by 10
a.m., the state treasurer’s office will issue a check that same day and
transfer by telegraph the funds to the working bank of the local govern-
ment. If the check canno! be issued until the next day, the local govern-
ment also would be credited with an additional day’s interest.

The inierest earnings are computed on an average vield for a quarter
and are based on the average daily balances of each participant’s share
of the short-term investment fund. Computer prozrams are used to
determine the balance, deposits and withdrawals on a daily basis for
each local government.
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Advantages of the Pooled Investment Fund

Both the local governments and the Statc should benefit from this
investment pool. For the State of Wisconsin, the new arrangement of
localities voluntarily leaving their funds will provide a mechanism to
help it deal with the periodic, temporary cash flow problems. In turn,
the State’s credit rating will not suffer because of frequent cash flow
difficulties. Local government funds provide additional capital to the
state investment fund; therefore, the state agency may experience a
better rate of return on investments and realize economies of scale on
the cost side. Moreover, any constant flow of new short-term capital
from local governments will enable placements in those investments
that are providing the best current rate of return—thus possibly raising
the overall rate of return on the State’s short-term investments.

Increased cooperation between state and local fiscal officials, it is
hoped, will reduce the distrust of state government by local government
officials. Finally, to the extent localities experience an improved finan-
cial status, the State benefits indirectly.

For local units of government, the pooled investment fund will
operate as a checking or demand account which pays a higher rate of
return than local governments could obtain on their invested funds.

Officials in the Wisconsin Department of Administration conducted
a comprehensive analysis of local government investment practices and
discovered that 81 cities and 67 percent of all towns and villages in
Wisconsin received no interest income in the 1974 calendar year, Many
local officials simply placed idle cash reserves in noninterest bearing
demand accounts in local banks.

Local governments should get higher returns on their funds because
the investment board can invest in high-yielding, short-term investments
such as repurchase agreements and commercial paper, because of lower
dealer fees and because of the greater expertise of the board’s profes-
sional staff. For example, because local governments will receive the
same rate of return regardless of whether they invest $2,000 or
$200,000 (that is, there is dollar averaging across investors), smaller
towns and villages most likely will receive higher interest than if their
accounts were invested separately.

In addition, the pooled investment fund, by providing local officials
an alternative investment option, may force banks to provide more
services to local governments in order to maintain the locality’ operat-
ing funds.

For some municipalities the flexibility of the pooled investment
fund will permit an integration of local governments’ investment poli-
cies with their cash flow system. As noted previously, local govern-
ments may invest funds for any amount of time-—-one or two days or
much longer periods. This “variable date™ provision ensures that munic-
ipalitics will not be penalized for early withdrawal or caught in a cash
flow problem because of illiquid investments. In fact, the liquidity of
the short-term investments and the mechanism for rapid transfer of
funds from the state treasurer to local treasurer will enable local govern-
ments to receive their funds on the same day or one day after their
notice of withdrawal.

Costs involved to state and iocal governments. from the local govern-
ment pooled investment fund are nominal. Local governments, in fact,
incur only the costs of a phone call or postage for a letter to the state
treasurer, The state investment board, as stated in the legislation, will
deduct a maximum of one-fourth of 1 percent of all earned interest for
administrative expenses. It is anticipated the act 1al administrative costs
will be significantly less than this amount.
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Orie possible difficulty that could arise for the State involves money
left by local governments in the general fund at the request of state
officials, for use in temporary cash flow difficulties, which is not invest-
ed but distributed to local governments who need their share, Lender
local governments will receive interest on these funds just as if they
were being invested by the investment board. Since these funds were
not invested, there is an interest expense for the State that must later
be appropriated from the general fund. It is not clear how much of a
problem this will be and state ofticials do not agree. While there is a
cost to the State of Wisconsin associzted with operating the pooled
investment fund during cash flow difficulties, this cost will be less than
through borrowing on the short-term markets which is not legal under
present law. Of course, any final solution to the cash flow problem
must await statutory changes that spread payments throughout the year
rather than require very large payments once or twice a year,

The Investment Trust Fund

As established, the local government trust-investment fund will be a
vehicle for longer-term fixed investments by local governments. The
trust fund, then, is conceived as a different type of investment option
than the pooled investment fund.

Unlike the pooled investment fund, capital in the trust fund cannot
be used by the State for cash flow purposes because it is in fixed
investments. In terms of administrative/bookkeeping costs, the trust
fund also is less advantageous—the Department of Administration must
set up an individual account for each municipality (potentially 1,400)
and maintain records on the type of investment inierest eamed, com-
pute penalty charges for early withdrawals, and set up procedures for
uotifying local governments when their investments have become ma-
ture. In contrast, for the pooled investment fund, the Department of
Administration, in cooperation with the state treasurer’s office, needs
only to maintain records on the average daily balance of a municipal-
ity’s account during each calendar quarter as all accounts will receive
the same rate of return,

If most local governments use the trust fund for long-term invest-
ments (over six months), the administrative task would be manageable,
although still an additional burden to the investment board. If local
governments wish their funds to be managed and rolled over frequently
in short-term investments, the board might be overwhelmed, given pres-
ent staffing,24
Initial Results of the Pooled Investment Fund

The pooled investment fund became effective March 1, 1976, with
$61.5 million in deposits from local governments that left their state
shared taxes with the State to assist with cash flow problems. After the
temporary cash emergency, local governments withdrew over $45 mil-
lion. Five cities kept their shared taxes in the investment pool during
the month of March and received a 7.44 percent rate of return, the
overall short-term investment yield for the first three months of 1976.
Madison, Wisconsin, earned approximately $62,000 on its one-month
investment of $9.7 million.

Overall, the pooled investment fund has been well received, and
now, after the initial period of communicating the details of the pro-
gram to locul officials, participation is increasing. In one two-week
period in mid-May, 26 additional local units of government invested
cash in the pooled fund. As of July 12, 1976, local governments had
nearly $28 million in the fund.2s
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Start-up costs ot the pooled fund were minimal as coordination for
- the progrem involved no budget and limited staff time. It appears no
additionzi state employee must be nired for investment purposes. One
person may be hired to serve as the principal information and resource
contact for local governments although a final decision has not been
reached.

Few complaints have surfaced to date. One city treasurer who has
left shared taxes in the pool and also has transferred an additional $§2:1
million of the city’s cash to the pool sees only two needed modifica-
tions. First, according to this official, the investment board should
disseminate brief biweekly or monthly reports on what types of short-
term investments are being made. This information, he suggests, would
be useful for his own investment operation and could also be used to
inform the elected city officials that the pooled fund will provide a
superior economic return.26

acondly, the city treasurer hopes that when local governments
withdraw their funds from the pool, the interest will be returned im-
rediately with the original funds. Currently, earned interest will be
returned at the end of the next caiendar quarter when the investment
board computes the rate of return cn short-term investments. Local
treasurers can, of course, make estimates of their cities’ interest income.

Implementing the Pooled Investment Fund in Other States

In Wisconsin, the pooled investment fund benefits state and local
treasuries. In States without a centralized investment unit, establishing
an investment mechanism for local governments would be considerably
more difficult. States without financial expertise in short-term invest-
ments probubly should not initiate a pooled fund until an investment
board is operational for <everal vears or until appropriate staff can be
hired. States with an existing investment agency will need to consider
how a sudden influx of local funds will alter current operations. For
instance, computer programs must be developed by the investment
agency or treasurer’s office for proper crediting of municipal accounts,
And, until other States duplicate Wisconsin's rapid deposit and with-
drawal system, some mechanism must be established so that local gov-
ernments do not lose substantial interest income from slow transfer of
funds.

Not all States may wish to assume additional functions and not all
States would receive as many economic benefits as Wisconsin, If a State
is not investing in the short-term arca, local government funds would
not permit a concentration of capital and higher yields. If a State is not
experiencing cash flow problems or distributing large sums of cash to
local governments, the pooled fund would be less attractive, If there are
many cities with their own investment programs, participation in the
pooled fund would be less beneficial,

The pooled investment fund would appear to offer many ¢conomic
benefits to state and local governments, given an appropriate invest-
ment Gamework. This fund will not solve any major existing problem
out it may generate state and local revenues without extracting these
resources from reluctant taxpayers. Few programs can be assessed so
favorubly.
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Another aspect of the overall cash management system in Wisconsin
is the “state working bank.” The state working bank is selected by the
State of Wisconsin Investment Board. Authority for selecting the bank
is found in Section 25.17 of the Wisconsin Statutes:

(61) [The Board Shall]. . .designate public depositories for the
deposit of public moneys. . .coming into the hands of the state
treasurer; allocate the deposits of all public moneys coming into
the hands of the state treasurer, and limit the amount of such
public moneys, as determined from the state treasurer's record i,
which may be deposited in any public depository so designatec.
. . .only such banks as have been named by the investment boaiil
as working banks shall carry state deposits on which checks are
drawn to conduct the daily business of the state, all of which
denosits shall be payable on demand.

Ihe Legislature wisely avoided enumerating the selection criteria
leaving that task to the board. Although the law would permit more
than one working bank, the State of Wiscon.'n Investment Board has
concluded that the operational advantages of using only one bank out-
weigh any operational or political disadvantages. Thus, there is only one
Wisconsin bank serving as a depository for the State’s funds. There are
both operational and fiscal advantages from having one state bank in-
stead of two. Coordination among a single working bank, the invest-
ment board, and the treasurer’s office is an easier task because of a
single disbursement account. Fewer man-hours are required to resolve
any problems or issues when there is only one bank and better service
usually results from having a super account with one bank instead of
medium-sized accounts with two banks. The use of one bank instead of
two has a fiscal benefit as well in that no interest will be lost due to
transfer time between banks,??

The state working bank in Wisconsin is selected on the basis of
proposals submitted by the interested banks.2® Under the most recent-
ly used procedures, there is no ending date —a six-ycar working arrange-
ment has been normal. It is anticipated that a thorough review of costs
and services will occur at two-year intervals, Either the State or bank
can terminate the arrangement with 12 months notice.

Activities of the State Working Bank

As banker for the State, the First Wisconsin National Bank will
provide many ol the services it provides for its largest corporate cus-
tomers. In its relations with its banker, the State’s objectives are the
same as a corporation’s: (1) accurate reflection of its cash situation at
any point in time, (2) efficiency in the provision of services at a reason-
able cost, and (3) rapid and accurate transter of funds in order that the
State can make maximum earnings on its funds,

The state account ranges from $2 million to $100 million on any
particular day. Thus, the volume of work is considerable, During the
year, there will be eight million deposit items to the state account that
must be processed. There will be 4.6 million checks and 4.5 million
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reconciliation items directly related to the state a.count.? Deposits
are made by mail, lock box, wire transfer, and over the counter. All
disburosements are made by check with several series currently being
used.?

Although there may be numerous modifications and refinements in
the procedures followed by the State and the working bank, the essen-
tial services required by the State are reasonably well defined by the
investment board, state treasurer, and Department of Administration.
Based on these services and the anticipated volume, the Lanks bid for
the State’s account. Among the services needed are:3!

(1) The minimum time of credit shall be at least that provided by
the Milwaukee Office of the Federal Reserve Bank of Chicago

(2) The state working bank, if located outside Madison, shall desig-
nate a Madison bank to serve as its agent and accept all deposits
made on behalf of the state treasurer,

(3) Special courier runs from the state treasurer’s office to the Fad-
eral Reserve Bank and to Chicago Loop banks to collect large
dollar items,

(4) Lock box services used by employers for withheld state income
taxes and also for motor and special fuel taxes,

(5) Same-day transfer of funds for settlements resulting from short-
term investments,

(6) Normal checking services plus separate recenciliation for each
ol several series of checks, microfilms of all cancelled checks
and microfiche indices of the microfilms,

(7) Telegraph transfer scrvices, and

(8) Foreign exchange services.

In order to facilitate the State’s investment program, each working
day at 8:15 a.m. the bank must notify the state treasurer of the collect-
ed balance in the State’s accourt in order that short-term investments
can be made that day. A monthly account analysis will be provided
showing the average daily balance and the resulting excess or deficit
position in compensating balances.

Banks and the Selection Process

As noted above, the state working bank is selected by the invest-
rent board from among those Wisconsin commercial banks which pre-
pare and submit a propesal for the State's account. Not all banks are
anxious to have the State’s account. The volume is great and it will have
a significant impact on the bank’s operations. Obviously only a large
bank with a highly computerized transit department could handle the
very large volume of work generated by tae state account, If the bank
doesn’t have accurate information about its internal costs, income from
this account may not cover the costs associated with servicing it.
Another important consideration is what happens when the account is
shifted again in 6 to 12 years as seems entirely likely. Since the addition
in demand deposits resulting from the State's account are substantial, it
may be necessary to increase the bank's capital structure, Finally, po-
tential bidders must consider what, if any, cffect serving as the state
working bank will have on other large bank customers (e.g., will these
customers want banks to bid for their accounts?),
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On the other hand, both state officials and bankers believe there is
some prestige in being the Sta‘e’s banker. Banks might also see this as
an opportunity to make new contacts and possibly as an opportunity to
further develop certain banking functions that previously had received
° too little attention. Undoubtedly, however, the chief reason Wisconsin’s

banks would consider bidding for the State’s account is to increase
profits.

Competing banks' proposals are submitted in terms of compen-
sating balances that the State must keep in demand deposits at the
working bank. The State provides information on the type and volume
Py of services needed. Each bank details the costs of handling the State’s
banking business and indicates what compensating balance is required
to cover these costs including whatever profit the bank considers appro-
priate. Appendix B is the proposal form devised by the Wisconsin In-
vestment Board.

Table 3 illustrates the computation of costs and their relationship
8 to compensating balances. In this hypotnetical one-month period, the
State’s balance exceeded the minimum required balance so the resulting
excess is credited to the foliowing month. In instances where the State’s
balance was below that nzeded to cover the costs of administering the
account, the deficit wou'd be made up in the following month.

Again, in the Tabl: 3 illustration, a deficit would occur if the
@ monthly direct charges had exceeded $52,016 or if the compensating
balance had been at - level such that the interest credit (102 percent of
the treasury bill ra‘e) was less than $48,705, or some combination of

both.
Table 3
® e£xample of Compensating Balance Credit Calculations
Total Monthly Direct Charges h) 48,705
Average Collected Balance in the State’s
® Account During the Month 10,618,300
Less 12 percent Federal Reserve Requirement 1,274,196
Net Collected Balance § 9,344,104
Interest Credit Computed at 102 percent of
® the Average Treasury Bill Rate (6.55 percent)
for the month® (102 percent x 6.55 percent =
- - . - ]
6.68 percent x $9,344,104 : 12) = 5 52016
Excess Credit (§52,016 - $48,705) available
to apply to subsequent month’s charges $ 3,311
&
4102 percent of the average treasury rate is the credit rate determined by the State and the bank
through the “bid” process,
Source: State of Wisconsin, “Specifications for Preposals to be the State Working Bank," Appen-
. dix 8, Octoher ."j_ 1975,

In addition to providing the services listed previously. it is the view
of investment board staft that the state working bank should have
deposits of at ieast $120 million and that its capital, capital notes,
surplus, undivided profits, and reserves equal at least $11 million.3?

®
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: Questions that might be asked are, “Is the investment board the
most appropriate agency to select the state working bank?”’ and “Does
the selection procedure insure that the State gets the best possible
deal?”

Regarding the first question, it is true that on a day-to-day basis o
both the treasurer and the Department of Administration have more
extensive dealings with the state working bank than the board. The
procedures developed will affect t'.ese agencies most directly, and the
board has no particular expertise in developing the needed cash manage-
ment, auditing, or accounting systems.

No compelling case can be made for an independent investment
board’s selecting the state working bank. Nevertheless, in Wisconsin the
board’s independent status, its arms-length review of proposals, and its
generally good reputation lend considerable credibility to the selection
process. Moreover, the trustees have financial and investment expertise,
solicit the ideas of the treasurer’s office and the Department of Admini- ®
stration in developing the ¢pecifications, and seek the advice of their
custodian bank in New York City in evaluating the proposals.

Whether or not the State is getting the lowest possible costs as
reflected in the required compensating balance is not known, However,
the bidding procedure would seem to assure a reasonable charge for
services. State officials appear satisfied. The response by the Wisconsin ®
state treasurer is believed representative:

**. . .under the State of Wisconsin philosophy of securing bids to

serve as the state depository, we feel that the bidding banks

through competition will arrive at a proper cost factor for their

services. As a matter of truth we would be very reluctant to im-

pinge our limited knowledge of bank costs upon banks who should &
bid on the basis of their own particular costs plus a reasonable

profit,33

Again, this is not to suggest that the investment board is precluded
from reviewing the bank’s range of services, professional staff, equip-
ment and facilities to ascertain if the bank can provide a proper level of ®
services.

Utilizing the State Working Bank in Other States

In most States, the greatest obstacle to implementing the single
state working bank conceplt is political. In Wisconsin the state working
bank has been in operation for over 20 years and is generally accepted *
by Wisconsin’s bankers. As taxpayers and businessmerd it is difficult for
banks and bankers to argue with the substantial efficiency savings and
investment earnings.

Needless to say, the State’s bankers have not always been so san-
guine where the single depository for state money is concerncd and as
noted in the previous section, they opposed the creation of the local &
government investment funds. Perhaps the rationale most frequently
advanced for maintaining numerous state accounts is the economic de-
' velopment one: these state dollars are used by local banks to generate
additional business in the region. The viewpoint expressed by Wiscon-
sin's elected treasurer seems appropriate:

“Up to this time (although 1 admit there is considerable pressure ®
to the contrary) the State of Wisconsin, the Investment Board
specifically, . .subscribes to the philosophy that money is a free-
flowing object of trade that ignores political boundaries, and that
attempts to promote local or regional business through bank de-
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posits is to little avail. We tend to feel that generally such deposits
are merely invested by the receiving bank in thet form of invest-
ment which will realize to that bank the greates. income.34

In other words, many investment officials do not accept the eco-
nomic development argument since local government funds will be used
wherever the bank can obtain the highest rate of return—usually not in
the local economy unless it is expanding rapidly. Furthermore, 2 num-
ber of States require that banks must put up collateral as security for
state deposits. For instance, in Kentucky; banks musf, post government
securities worth 110 percent of the uninsured portion of the deposit.
Consequently, the result of these “linked deposits™ in Kentucky is that
state deposits of public funds in commercial banks may reduce the
amount available to promote economic expansion, Recently, South
Dakota dropped the collateral requirements on state deposits from 100
percent to S percent potentially “freeing up” an estimated $180 million
in South Dakota banks for other investments and loans.

The local economy and town residents, in fact, may benefit pre-
cisely because local funds are temporarily withdrawn from local banks
in order to obtain a better interest rate elsewhere, such as through
investments in the State’s local government pooled investment fund.

From the standpoint of being able to engage banks that can provide
the necessary services, a State’s largest banks probably will bid to be-
come the state working bank. Since the size of state government and
the size of banks are both somewhat related to population, it secems
likely that within each State there are banks that could handle the
State’s business. The banks in Wisconsin that bid on the state account
have total deposits of $51,859,678,000 (First Wisconsin) and
$581,525,000 (Marshall & Ilsley). This makes them the 48th and 161st
largest banks in the country, suggesting that banks of varying size can
handle the state account.3

While Wisconsin uses only one bank, it would be possible, if slightly
more difficult, to use more than one working bank. For example, South
Dakota uses two banks and alternates each month. A thorough analysis
of the services required and volume of transactions within various state
accounts would reveal the complexity involved.

In branch banking States, it might even be easier to implement the
state working bank concept since transactions could be made through-
out the State with immediate accounting. Collections and cash disburse-
ments would occur more rapidly.




VI
TRANSFERRING
THE

WISCONSIN
PROGRAM

Some in iovative state government programs are not applicable to
many cther States. This one is. It is not associated with size or composi-
tion of poj alation, rural/urban considerations, size of State, geography,
or tiie State’s fiscal condition. All States collect large amounts of mon-
ey and expend large amounts of money; therefore they have an enor-
mous cash flow. All States have significant amounts of cash that are not
needed for payments on any particular day and which, therefore, could
be earning interest.

The review of the Wisconsin investment program suggests that the
administrative factors are probably less important than the political
ones in precluding the transfer of this comprehensive investment pro-
gram from one State to another, The two groups most adversely affect-
ed appear to be bankers and existing boards, agencies, or councils which
are responsible for investing various public funds. The latter group
simply will not want to have this important investment responsibility
transferred from it to a centralized investment board. The reasons are
easily deduced and don’t require expansion here. Bankers naturally will
not like losing the earnings from the deposits of the State. The combin-
ation of establishing a state working bank, investing the check float,
creating a locai government investment pool, and investing idle cash
balances are all programs that result in greater earnings for government
at the expense of banks. In the case of both centralized banking and
centralized investing the benefits to government can easily be measured.

Opposition may also come from the state treasurer since a compre-
hensive investment program probably will mean the treasurer’s loss of
some control of these funds. In Wisconsin, for example, the Depart-
ment of Administration, not the treasurer, operates the computer sys-
tem and performs the data processing and accounting. The investment
board and staff make all the investment decisions.

Legal Issues

State investment policies are influenced by the institutional setting
in which investment polic, is developed and by the philosophy and
investment gouls of various policymakers, but all of these factors are
circumscribed by the constitutional, statutory, and administrative
guidelines of the individual States,

In numerous States, the laws are silent on many matters affecting
the development of a comprehensive investment program. Such was the
case in Wisconsin and interpretations of the statutes generally have been
strict in findings that necessitate specific statutory provisions auth-
orizing board activities—the municipal investment pool, the investment
of float, expanding the types of instruments that can be used for invest-
ment purposes, and the use of a custodian bank in New York City to
physically hold and transfer securities.

There are other instances where the statutes limit the number and
types of securities which may be held in the portfolio, the time periods
an investment may be held, or the amount of treasury balances that
may be invested. The use of banks as holding institutions for treasury
balances when the moncy is not invested may also be subject to statu-
tory limitation,




Equally as important as the statutes or administrative guidelines are
the administrative procedures and policies (sometimes spelled out in
law) that greatly affect the potential fo.r ash management. Wisconsin
has a system of centralized cash disbii-iement; rapid and centralized
collections through lock boxes; one bank account; regulations requiring
agencies to transfer funds immediately to the treasury; a centralizer,
uniform accounting system, and a sophisticated, centralized, computer
system. This centrelized manage:nent capacity is lodged in a Depart-
ment of Administration which has considerable authority over manage-
ment systems and reports as well as budgeting and personnel. These
factors certainly facilitate the development of a comprehensive state
investment prograr1. As the Wisconsin case shows, developing an exten-
sive investment program can occur in stages with an investment board,
followed by a working bank(s), and sophisticated accounting and com-
puter systems, flexibility in investment instruments, and a custodian
bank.

Another major component in the present program is competent
staff to manage over 32 billion in assets. However, the market for
:nvestment professionals is a national one, so it should not be difficult
to attract personnel if reasonably competitive salaries are offered. It has
been suggested that many state capitals offer pleasant living environ-
ments that many prospective employees would find desirable.

An equally important issue is whether outside consultants should
manage stat: investments or whether this important activity should be
conducted by state employees. While States may wish to divide invest-
ment operations between government and nongovernment employees
for a period of time to determine which group achieves greater success,
several items suggest that in-house investment may he the preferable
course. First, responsihility for state investment operations should be
assumed by a state offici.] who can be rewarded or disciplined based on
performance, With delegation of this responsibility to an outside firm,
there is less control of personnel, and little redress for poor investment
performance except dismissal of the firm. Secondly, if state officials
invest state funds, they are investing some of their own retirement and
tax funds, a procedure which is different than investing someone else’s
funds. Thirdly, and perhaps most importantly, in-house investment sal-
ary costs (for an equivalent level of service) will nearly always be signifi-
cantly less than private firms’ salories. If this differential in salaries
could be offset by higher investment returns from private consulting
firms, there would be no problem. Private consulting services, however,
have not consistently produced better investment yields than state in-
vestment officials, Finally, in-house investing has no administrative mar-
keting or advertising expense,

In sum, if the political obstacles can be overcome and translated
into satisfactory legislation, then any State can begin developing the
computer and accounting programs and banking relationship needed to
pursue an efficient investment program. The State of Wisconsin appears
to be managing its cash flow in such a way as to permit maximum
investment opportunity, There are no idle cash balances in Wisconsin,
only a compensating balance to pay for bank services. There are very
few unutilized or unauthorized investment channels.

In conclusion, the modifications described in this report, almost
always mandated by specific statute, have resulted in an investment
process in Wisconsin that can serve as a model for other state officials in
evaluating their investment practices.




FOOTNOTES

1. Derived from data presented in State of Wisconsin Investment Board

1. Derived from data presented in State of Wisconsin Investment Board Annual Report
for fiscal year ending June 30, 1975, p. 6.

2. Annual Report, p. 8.

3. The Legislative Audit Bureau reports that some state departments have a few small
working or contingent checking accounts which are restricted for specific payments.

4. Interdepartmental memo to Pat Hays, Bureau of Budget and Tlanning, from Peter J.
Nelson, Assistant State Treasurer, November 28, 1975.

5. Interdepartmental memo to Pat Hays from Ken Engle, dated December 11, 1973,

6. Investinent Board, “Manual of Functions, Goals, Policies, and Procedures,’ October
15,1974,

7. Both amounts represent increases provided in 1975 Assembly Bill 222, Sections 256
and 257, respectively,

8. The investment board addresses the social responsibility issue in its Annual Report for
fiscal year ending June 30, 1975, pp. 19-20.

9. Sece State of Wisconsin Investment Doard, “*Manual of Functions, Goals, Policies, and
Procedures," October 15, 1974,

10. A number of restrictions have been placed on the private linancial transactions of
board employees to prevent uncthical behavior, No employee, including support personnel,
may purchase a new stock or bond offering until it has traded on one of the financial markelts,
In addition, a board employee cannot buy issues of a cornpany at the sime time as the board is
adding the issue to its portfolio unless the employee can demonstrate a long-term continuous
pattern of purchasing the specific issue, Furthermore, cach investment director must file with
the executive director a quarterly report listing all equity transactions, Finally, all board em-
ployees' lederal tax returns must be submitted with the Wisconsin state tax return, and state
returns are audited annually,

11. Annual Report, , 13,
12. Annual Report, p. 18.

13. “Manual of Functions, Goals, Policies, and Procedures," page 11. It is also policy of
the board that “no investnent shall be made in stocks of companies which sell as a substantial
; I
product line tabacco, liquor, or gambling."”

14, Interview with Jumes Severance, May 14, 1976.

15. See “Background and Operations of the I'rivate Placement Division," a paper preparad
by Robert Zobel, Investment Director for Private Placements,

16. By policy of the board, no private placements are made in tobacco and alcohol firms
or in real estate investment trusts, Few placements have been made in the insurance, finance,
and medical fields because of limited stafl experience with those areas, Normally preference
will be given to loans whic!, generate new jobs through capital expansion if the retuen is nearly
equivalent to other loan applications, No distinctions are made according to characteristics of
either the owner or company product line except those noted above.

17. Nor may the placements division entirely own a firm, a policy adopted by the board's
trustees, Trustees, however, will permit the division director to sit on boards of directors of
various companies. As the largest lender to many smaller firms, it would be appropriate for the
investment board to be given a board seat. The current division director has decided not to
become a member of any boards because of time constraints,

18, See the 1975 Annual Report, pages 9, 10,




19. It is urierstood that much of this section of Wisconsin law was derived from New
York Statutes (Chapter 260, Section 34).

- 20. The 9.02 percent return on an average daily balance in fiscal 1974 of $662 million
earned $5.9 million for the Stave, In fiscal 1975, $54 million was generated.

21. According to investment agency officials, Wisconsin is one of a few States that uses
the reverse repurchase agriement. The South Dakota Investment Council, also a sophisticated
state investment agency, has arranged double-reverse repurchase agreements. In contrast to

other state governments, the investment board normally does not invest heavily in bank certifi-

cates of deposit. Certificales of deposit (CDs) limit investment flexibility because their rates
are established for a given time period, thereby preventing investment officials from taking
advantage of fluctuating iriterest rates on other investments, Also, becacse CD’s are not collat-
eralized, CD’s are not easily transferred in the national market.

22. Readers should note that the board’s tax-exempt status is not the primary reason for
its lower administrative expenses. In Table 2 the asset/expense comparison was computed with
taxes excluded,

23, The Wisconsin legislation was modeled after 2 1973 local government investment
program enacted in Oregon. In Oregon the program was available at first only to county
governments and larger iities, Presently, the majority of local governments in Oregon are
participating in the program, and the level of local funds has expanded from $100 million to
over $400 million,

24. The investment Lioard has not yet established criteria (such as minimum times for
investments, types of investments, and restrictions on number of purchases) for the trust fund.

25. Memo from Peter Nelson, Office of the Wisconsin State Treasurer, July 1976.

26. The Department of Administration anticipates that a monthly letter will be distrib-
uted to local officials whote cities have funds in the pooled fund. However, it is unlikely that
specific investments will bz identified.

27, In South Dakola, for example, state funds are rotated each month between two
banks, and a South Dakots official estimated that this costs the State one day’s interest on §5
million ezch month—or over $8,000 per year (assuming a 5 percent interest rate and a 360-day
year),

28. From 1958 to W64 the state working bank was First Wisconsin National Bank of
Milwaukee; 1964 to 1976 the Marshall & Usley Bank (Milwaukee); and in 1976 First Wisconsin
is the state working bank, Only these two banks bid on the state account although it has been
suggested five or six Wisconsin banks are large enough to handle the State's account.

29, “These volume fijures are reported in an investment board staff memo to the trustees
dated June 17, 1975, The number of deposit items was provided by Peter Nelson, Office of the
Treasirer,

30, Washington Stati adopted a lock box procedure for all state tax remittances in mid-
1975. At that time, the Department of Revenue anticipated a reduction in collection costs of
$60,000 annually and increased earnings of over $340,000 a year based on additional invest-
ment through quicker tax collection, The bank involved handles the deposits without charging
the State a [ee.

31, Taken from a ]O-page memorandum (plus appendices) prepared by the State of
Wisconsin Investment Board entitled “Specifications for Propoals to be the State Working
Bank," dated October 1§, 1975.

32, Memo to trustees from the stalf’s State Working Bank Committee, dated June 17,
1975.

33. Letter from Charles P, Smith, Wi ~ongin State Treasurer, to Jack Kiley, Administra-
tive Assistant to the State Treasurer of Wash ngton, dated July 19, 1972,

34, Wisconsin State "yeasurer Charles I', Smith, letter to Jack Kiley,

35. Based on infermation compiled by the American Banker, 525 West 42nd Street, New
York City. Data are for Juns 30, 1975,
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STATE OF WISCONSIN

1975 Sencie Bt 782 Data published*:  pyrary 20, 1976

CHAPTER 164 y LAWS OF 1975

AN ACT 1o amend 20904 (1) and (3), 3400 (intra ), (1) and (§) (a), 3973 (1) and 6604 (2);
and 1o creats (633 (10) and (11), 20002 (11), 2035 (N), 20004 (4), 2507 (1) (g) and
(je), 215,50, 2533 and 59.74 (2) of the statubes, relating 1o siam (ressury cush Mow mansgement,
eutablishing 1 locul poernament pooled. invetment fund and 2 local gorvernment trust-investment
fund wnd granting rube-making vaihanty,

The peaple of the siate of Wiromiia, represensed (n sesait and awsembly, do enect a1 follows

SECTION 1. 1651 (10) asd {11) of e statwies are erusted 1o ruud:

16,93 (10) Puioarry of cuana. If, beiween (e aflsctive dais of this sct (1973) asd 30 dapn
aliee the publication of the Budget sdogpted for Uhe 197779 flscal bumamem, a8 emesgency arises
whach reguires (b deparimant 1o drew sowchers for papmonu which will be s cacen of arulable
fonds ia any state fond the secrviary, i comssltabos wih the slate treaserer and Ihe oeel
rommitiee on Misena. may proruis aad estabiuh pronty Khedube for all paymesty, inchydiog thome
peyme sty for nhch o specific parwwst dots i proveded by statuia. The screiury shall draw ol
vonchery scoording 1o Ibe following prefevence. Al dirsct or indirect paymesis of prscpel or
iervil om slain boads uad notes have (it priomy and may not be proveiad or redeced wader (b
wbarcion.  All sats empiope payrelle aball bave Dnd prioewy,  All prymests 1o bocal wsin of
Joverement which are requued by saisis 1o be made on 5 spmcific date and all ad paymenis 1o
indivdiaii have Jed priomty. Al remaissng paymesis hare 43 prionty.  Tha secretary shall
mainian records of all claims prorsisd wade (his subsection and thall provide sniles notce 1o Ihe
Mate irasurer wben o potential cuh Now smergency b ssidpated,

(1Y) Prgaest ox reosatio PavmisTe  Faymest provuted under wh. (10) whxh arne
payable 10 focal enits of govprament shall gare interemt oa the daily wnpad baleace st 1he rates of
interest earmed by the s invesiment fund durng the calendir quarier in whach the proralon
occurred, The Interest puymenc tader Lhis wbsaction shall be credited 10 the respecirr local wein
of gorerament ol ihe ond of Use quan. =7 bn which e profilion occurmnd,

SECTION L 20002 (11) of the matutes i craated La resd.

MM (11) Teweoeasy AEALLOCATION 0F WAPLLE GEMIRAL FLnD sPrscemaToN All
averoprinions snd wpecisl sorouals withia tbe praeral fusd may be made temporanly svnlabie for
the purposs of allowing L of Meancny J of saber prseral fusd sctivites
which & mat bave vaiTicant fonds ia theie acoowat bul Nive sscowsts reorvable balances The
weotetary of sdminsiration sl deturmine Ihe compondass Al dlewallay of e accowals
rocarvable balences for Uhis purposs uad thal specifically ipprovs the war of werpras peseral funds
fior wee by specaleed scurvvises of programi. The pecreiary may assen & ipecial wiened charge sguas
1 programi of scuviiss widunag bsrplus fends sader (hu jebsscion i mownul 5ol L3 sicend (he
dadly terest earminp rave of Uhe waie irveiment fund danag (e parod of treasfer of yerphes fends
o el sctouAll & pregraml

SECTION ). 10033 (1) of the statwins s creaved b tead

SO (§) Pavenwms 1O LOCAL UID OF GOVER w1, (a) [mieresi oa procaied paymenii
A pam wlTichent 18 pay intered o payeants (0 ool saiin of gowarement wnder 1 1633 (11D,

SECTION 4. 20904 (1) and (1) of ths Maiwemt dre umandid 10 resd

Bt srsmmsssatsssntben s nr e
ety P Wiamrn S| Lows snd sota) e of geing bnis foem L -
Bl whinh e Sl ey proecribe Uss e i labed et shad] lahe eferl su e dey bt
e bl
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20%% 10 Farguasey of nimmim Uras ciboreos provsbod by Lis, sl mossvs oulbeciid or
evnwed by any vite apuency for or o beball of ihe st o sk @ requaed by les 0 Pe tereed
wniin iy s Lreana Ty Al b depeited o or irnsamopied o ihe Wl vaiery o leasi oace & werh

div) whonsees yi Q(B1L LinCL ) required by Ihe poverson LA ACRALRLEL 4
aivumipaneed iy & Paiemeal i sech form an e iresieral may prescribe shew o g e amounl 6f vech
vl imny and from shom sad [of whal purpens of o4 whal scinesl Ibe lame »a0 reovnd Al
mussryy paid i iha Diesadry ihall b credied 1o the genrral perposs revenen of he graeral Tend
s ol b e s ity peos el by le

1) Commpariumy pescamse m L T
Troem viate rrenees lor anp sinie agency, are made om (he copeos oondiimns that tuch saie acy
pays dll mosays reoreend by W iala he daie Irvasery siabin aes sk ol eonps g el a
b g rastnd by AR RruImat Sf AlALL Uvasvier. ond confurme wiih w1430 (1) and JODOQ
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Trum waln revensen wnll omphame o wadd wih banl Ommliinseond soes, Loy fulere of
mlad 1o s cenply, alier din sotce jarerved from (b deperimant of sdmnainams. any
SPPE I R sk b (rem Wa10 FYTE s 18 D B0 8 ey AR permiaseayly Peven 10 ke
Vural levem wha® appromiats |

SECTION § 20 % () of the satuies o cruaimd o resd

SO00% () Dwaery perours  Tha povernod of L% el LBa0rer May Fejacrs Woie o oeow

o waddr (N wctese o make doemt Sl . den ird ab 8 depadony By
Ik satn v et buerd, of sech 8 rEguarETan] @ adv Pt o S e laial b 1R Mg

SLCTION & 2207000 Gg) ond (g of tha maiwion wen crnated 1o rewd

10T 01) (30) Lonal gararmment polabssrmsimeni fund (0 19.90)

() Lol poesramant i ast-mveviment lond (0 13 33);

SECTION 1 2550 amd 23 98 of 0t st 00 wr wos 0 ol b ek

1450 Latal porrrmemrst poabed-aersim f fomd (1] Dasisitin et 10 00k setsm

Rad "Boand maand 15 shoin mvas ol busid

100 “Fand™ maane Vos ksl goeeramant kel invevimant (und

Ueh "Loxcul funde™ menns fondi wasber the onstrod or (4 1he cunboly of any bous | goveinment
[ Y LY el feguited b meed Cu 1 kit of e andy

() “Lomal guearnmani” meant any cousty, fus s, oilloge o cr o tha wate

Heh " Local ofTioal™ mevas eoh oflond or ampayn of & ksl govaimmant =ha by las oF vt of

Fumls

) Consrmin Thars i evtablnhed =i i famd @ ool gmermman
uasted tmsmimant fund wilh o swparale aml abin ive famd for saet  bonial
Jieramaal

(RN YT RTY FANMENTY ALTRORIEES 10 FLACE FLn0m i% P Ga) Wk iR st of (e
povarning by, o kel oifsal moy tramalue bl fandy 1o Watd rmaaarnr e dapuac oo ihe famd

18 O iha dasen spwialond snd b thy weivnt o shuh iy a7 whin, seBacl 1 & (A1)
LI0), Tamde g yaiie ta g rramanii asber w0 e O A2h dal T™ORAND TV
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(4] Prassn i isvirTaasty, wi wal 0 Puson Subpeet G ihe nghlo ol 1 kel
pvernmand i0 spmily (ha purad im whech it Tondd may b bald o 15 Liod. (b slate treaiarer ihell
prasiribg (he mechanwimi ind proorderes for depeasis and subdig

P30 Iswparsast muscien The iavesiment buard ahail formelain poli e for (e inrmidme sl
aad peinvaviomant of meomdpe 8 (e Damd il (A duigaseimm roienine, mans prenent and @i
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bosrd whall imvest and revest moscys bn the fwnd and sogeire, retiin, masape. inciuding the
enerone of any vouing nghin, and dapese of isvesimests of the fosd

(7) Renesvamamint of pueiniet The sate treaserer shull deduct quarterly & masmem of
Q2% of I amount of income rrorrved [rom the carmings of (he fund duneg the preceding
:Mwmul-llﬂmwmnuw mcuiiid by the male i adminmienag the
ond

(1) Seramary actousms (4} The depuriment of idminstration hall heep 3 sepaiate accomat ’
Tot each koal government snd thail moord ibe indivdual smounts and (he totais of all invewments
of cach kocal guwernmest’s moseys i (he land.

() The state treasares mail repon mosthly te cach local WTicial the depouts 1ad withdrawaly
of e preceding manih usd sy olber scumily within the sooowst

mswmmmu i Mawudnhﬂmmu-
ievesiment fund wnder (he purisdh board

[#1) Lmlmnnﬁr-l-; B0 lﬂ may tramfer Lo (e siate Lreasurer for
depeut Ia (he local pversment iruid-mvesiment fund ticent cauh for investment by the invoiment
board  Local goversmvents shall specily the torm of inveriment of moscys trsnsferred. The

depuriment of sdmimitration shall s wp 0 upnu scsust for each J-ul premment  The

o invrstment Board shall st cach sceount d woder v 2517 (1)
(b)), (5a) and (dg). Al interest sccrming o8 4 result m‘ vech investment shall be alkocaied 1o the .
account for which it wai imvested. The imvestmert board ihall prescribe rulet determining the
arnounts whach may be tramiderred 1o ths (und lor ievesimen and the procedures 1o be folkresd for
muking deposits sed withdrasaly

(3) Adminntrative eepenser allocaiod 19 U operstion of this fend shall be deduciud [rom
interent eurned by (he fund in a0 amoani mot 10 erceed 0.25% per quarter of 1% interest sarmed by
e wepuraie accounts i the fuml

SECTION B, 3401 (intro ), (1) wnd (8] (4) of the ststuies are smended 1o read:

301 Deflmitioms. [ iniro. ) Aassdia [g (his ehaprer

(1) "Public daponn™ wil BUAL) monen dep d by U suils or any county, cily,
wilage, town, draimape dotret, power distrct, school dotnet, sewer diinct of any commisaca,
commitee, board o officer of any guveramental subdiviion of (he Wate, or angp court of Lhis sate, in
by slale bank, savimgs and Irlll company, mulual u---g\ Bank, or national huh in Ahis seate gf jg

the_local . @
including private Tands Mld i irwal by 8 puble officer & =4
B

(00 (o) *Inuctive deposits  habbmsess frogany public depemits which Aave beea depovitad tuhject
0 the bamk’s rubes and regulitions relative 10 Lime scoounty A ibe Invssiment Soard’s rila relaury
L el el e el R L L

SECTION % 3070 02) ol 'iha shatwien T created 18 read -
AT 12D Be sddition 1o thy dm-lnnu spocilied im aub (1), The ‘ocal Wm ke -
svesinent fund and (he local go Fand may be da

Tt insraimant purposes.

SECTION 10 5973 (1) of the statuies w amended 1o resd

3970 L1} Whenever aay, n..- r hoard shelbaes fu dengrated & county Sepouiony
- al.

|1 58N & ihe cowmty Lrenserer W8all .

depura ibereim o wam wn recuesd ol Tends thal tome 10 b (g 1IEAAWIEES handn 13 LA Capeciy 0
wncent of 1he som be LN IMASIITE @ suiberiamd By swsh (Bg Soand 10 1etam sadasy ANy tum s o0
deprid Whall bw deemwd 19 e o8 Ihe Ooaty rEaiery, dnd sesh (b treasurer dhall aon be Lubke for
any bk Ihereve eaeitorg (rom ibe ladure o defaull of jech Sepouionmpremeied sbaiiis  Thg
Erunly bdnd of o conomites Ibereel Sengaated By o may el any fonds that come 100 e 149
I LAy bandy ia guomas of the sem be (e ETANUTRT @ swibunsed by 1he cowaty board 1o
retan for i madiate wite 18 Lhe name of the county 8 ths loal perereneal rocied inveiment (aad,
i 1hg losal goverament Wil amlne il [isd Of 18 seesreh aaing [S120500 Searing Dt of (e
Umitend Santin o of any county of menscipakty i 19 Galtesmbonh  [N¢ boiurd of Commaiios may
il b b weCuri e when deeryed adviatie

SECTION 11 a4 04 (1) of Uhe suataten in arpended to read
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PROPOSAL FORM TO RE
THE STATE OF NISCONSIN WORKING RANK

Tor State of Wisconaln Investaeat Board

The folloving constitutes our proposal to provide the
State of Wisconsln's banking business requiremants for the
pariod commencing July 1, 1976, and tarminable on our part by
qit"ng one year's notice.

It is undetatood that, should our proposal be accepted,
we vill he designated as (1) Scate Working Bank, and (2) a
5t:* 2 depository bank pursuant to the provisions of s. 25.17
(61;, Wisconsin Statutes,

It is turther understood that the Stats of Wisconsin
Investsant Board, in its sole discretion, 3ay reject this or
any other proposal.

In sdditlon, this bank sgrees that the Investment Board

may exclude any speciflic servics or elemant thereof in any
contract which may result from this pruposal,

OFFER

This bank offers to provide all of the services cutlined
in that cectaln st of spacifications dated October 15, 1975 and
latalad *Specificationa for Proposals to be the State Working
Bank,*

This bank agrees that it will maintailn dormant bhalances,
as directed, in designated banks for the benefit of tha state.
In considecation, an l(dentical amount shall be subtracted from
the nat collected balance before applylng the compensating
balance formula outlined on page & of this proposal.

This bank agrees that Lt will establish and maintain &
$10 million cpan line of credit and allow drave against such
Line by the Wisconsin Bullding Cormission on the cordition that
any draw against the line of credit shall besar interest at the
rate of

L}

of the bank's prime rate as posted from cime to ciee.

-de

TIME SCHEOULE UNDER WHICH
THIS BANK WILL CREDIT THE STATE TRFASURER'S
ACCOUNT WITH COLLECTED FUNDS

This bank sgress that all deposits delivared during any
working day to it or Lts Madisen Agent, LE any, will be credited
to the State Treasurdr's account as though they had been delivered
to the Milwaukee Branch of the Fedwcal Resarve bank on that sase
day,

In addition this bank agrees that bt will credit the
State Tredsurer's account with collected funde sarlier than the
MWilvaukes office schedule on the following:

Ite

T3an ay,
day delarred)

29




This bank wil) provide the follawing

and copy

making it available is as follovs:

1. Systes Description

-3

systes for chack retriaval

ing for the Tressurer's Office and our time table for

1, Time Table

his bank agrees to provide the services aa apacifisd for the
tollowing direct (hard dollac) charqge per Ltem;

1
(n)
b
lel
(L }]
(e}

i)

1, Qther

fal

ol
el

(L1

(e)

(14]

Per local depusit Ltem e .
Per transit deposit item P ye—
Per N.O.F. item i i
Blank Depasit tickets = par 1000 . _
Coupon Intersst Collection Service
per ooupun I v
Wiscansin 4,0, Bond Coupans
Per prasantation W i
Daposit ticket or credit manma = each P
Par check drawn on us LI k -
Thecking Tervices
Blank Chechs
tl) Series AC,0,E,F,H, and R

per 1003 checks ' _ s
(2} Serieas B = per LO00 chacue e =
(3} Serles 0,1, and X = per 1009

chechs s P
Baconciliation = par ites S ——
Storage bonss - sach , =
Hicrofllaing chechs for Treasurer's
use = per chech . P _ g
Microflche Lilex For Treasurar's use
par micrafiche ' _ ——
Microliche images of computer
printoyuts = per micraflche i
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Lockbox Services

(a]  Withholding

(1) E=ployers deposit report form -
sach

(2) Microfllalng report form = sach
(b) Motor and Special fuel

(1) Motor fuwl report form = each

131 Special fuel repart form = sach

(3} Microfilalng report farm = sach

Wire Transfar Services
(a) Federal Wire = sach
(b) Bank Wire = each

(e} Telaphona advice - sach

Sacurities Clearance Services

(a)  Transactior - each

Covarnment Nond Survices
————— SR T R

{a} per Band

(a)  Cash plek=up from Jtate Treaturer's
Gffice, Madison - per trip

(B] Depasit pick-up from Departsent of
Revenie, Milvsures = pear trip

Pick=up and dolivery of various ltenms
fe ¢« depasite, canceiled ch 5
ntcraflle, etc., no cashl round trip
from Working Baak to Madison offlces of
State Treasurer, Depart=ent of Revenus,
and Dupartment of Transportation

per round ecip

Special Lourier runs

1l Federal Poseive Bank, Chicaga -
per trip

(31 Chicaga Loop Banke = pur trip

in lieu of a direct charge for the services referred o
atove, this bank agrees that it may be compansated Ly callected
balences In the dtatw Treasurer's account,

The bank agrees to crallt as paymant for such chargas
an amount squal to one day’s intarest (computed on a 140=day
yeaT)l uming an intersst rate eqgual to

of the manthly aversge of the %0 (91-91) day U,5, Traamury 8ill
rat. ' on sach dal of collected balances (lass rasarve
rejuitesanta of the ¢ fal Reserve Bank) lefe on hand each day
during the manth in 3 ieount ,

fan ceparted In the Mondyw Band Survaey

In the avent that the appllcation af this (urmals
prijucen a credit In e of monthly chagyes, the bank agr
to apply suct it towarde the following sonth's

charges. Con ¥ o State will make up any deficit by
Incressing balances the following manth,

Dated thia __ day of __
'

Name of Bann

By

Attent

Titlie
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A-ugust 20, 1976

Members of the Legislature of the State of Minnesota:

The Investment Staff of the State of Minnesota is most appreciative of the policies and procedures approved
by the State Board of Investment and Adavisory Committee on State Trust Funds during the past few years. The
results, as detailed in this report, have beea very satisfactory by any standard — particularly those which may be
considered appropriate for public funds.

Short-term money-market investments, retircment accounts, trust funds and other investment portfolios are
often considered to be staid and unimaginative when handled by committees representing the general public,
Yet, the Investment Stuff has been most imprussed and enthusiastic about the encouragement, support and ideas
put forth by the Advisory Committee and “oard 1embers. The success of the portfolio in calendar 1975 and
early 1976 has been due to the support received in implementing an aggressive purchase program in late 1974
Y and 1975 — at the time many investment experts were all too apprehensive regarding the future of the naticn
and its economy,

The period covered by his report includos the fiscal year from July |, 1975 through June 30, 1976. Previous
reports are available since thi= year 1960.

Although there were no significant changes in Minnesota's investment laws during the 1975 and 1976 legisla-
tive sessions, various inter-department procedural changes and the use of new types of securities have rasulted in
® an improved investment program — one which, in our opinion, is more pertinent to the needs of the constitus=nts,

One feature of Minnesota statutes which is sometimes misunderstood by legislators and retivemenr fund
beneficiaries is that “market valuations"” which determine retirement fund benefits and values in the Variable
Annuity Fund and the Minnesota Adjustable Fixed Benefit Fund are based on bi-monthly security prices averaped
over a two-year period, Therefore, the results of these two funds for fiscal 1976 will still be dependent, to some
degree, on the low prices prevailing on both stocks and bonds in late calendar 1974, Actually, the State accounts
i) were much benefited by this decline in securities values. We were able to increase our holdings significantly ar
substantially lower prices. Yet, because these prices are still included in the statistical base from which fiscal
1976 year-end results are computed, the investment progress of these two funds appears comparatively minimal
for this past fiscal year, It must be emphasized, however, that the computations and ratios already effective for
this fiscal vear — that ending on June 30, 1977 - indicate substantial future gains for both the Variable Annuity
Fund and the Minnesota Adjustable Fixed Benefit Fund,

& The Investment Staff is particularly appreciative of the work of the Advisory Committee on State Trust Funds,

This group was formed in 1961, at the time the statutes first authorized equity investments in Minnesota's retire-
ment funds. Most of the members originally appointed still serve on the Committes. Their fnvestment expertise,
based on their responsibilities and work as leaders of Minnesota’s investment community 15 enhanced by this long
period of service and their knowledge of retirement legislation and investment problems during the past 15 years
It 1s to be noted thut, despite the unguestioned expertise of these members, their service is offered without coms
pensation.  Every member of this Committee 15, or has been, a portfolio manager or research director of 4 major
Minnesota institution,

The accounts supervised by the State Board of Investment are divided into several groups, each governed by
individual statutes and managed under ditferent policies. The fund groupings, together with their approximate
book valuations as of June 30, 1976, are as follows:

Invested Treasurer’s Cash Fund, $580.9 million, This fund mcludes all tax recerpts. Since 1969, prime quuality
Py corporate notes have been eligible for use in this account, in addition to U.S. Treasury and agency obligntions
maturing within three years,

Highway Funds, $216.9 million. These accounts include U.S, Treasury obligations, debt instruments issued by
U.S. government agencies and shortstetm corporate notes due within 270 days of the time of purchase, The
moneys are used for the building and muintenance of highways, roads and streets throughout the state,
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Miscellaneous Welfare, Departmental and Temporary Funds, $167.4 millica. These funds are invested according
to the terms of particular statutes or applicable policies, primarily in U.S, Treasury securities. The major portion
of these accounts consists of proceeds from bond sales; the moneys will be used within a comparatively short
period of time for stute building needs. Also included arc endowment funds and trust accounts held for
various institutions. During the past two fiscal years, these funds have been increased through the investment
of bond proceeds from securities issued by the Minnesota Housing Finance Agency., This investment total
varies according to the needs of the agency in providing funds to Minnesota's home buyers.

Minnesota Adjustable Fixed Beneflit Fund, $648.8 million. This account, administered by the State Board of
Investment, may include a maximum of 50% in stocks with the remainder in debt securities. Retirement
benefits are paid to all retired employees from the principal and earnings of this fund. A two-year average
“total return’ from this fund, in excess of the 5% actuarial assumption, has been used to augment pension
benefits. Earnings and market appreciation during the early 1970's resulted in an increase in the pensions
paid by the various participating retirement funds of from 2% to 4% at the beginning of the 1972 calendar
year; increases of 4¥1% to 5%9% were paid at the bepginning of the 1973 calendar vear. The Legislature pro-
vided for an additional 25% increase which was paid in two installments — in July 1973 and January 1974.
This adjustment was made at the time that the statutes applicable to the retirement systems of Minnesota were
modified to provide benefits based on salaries paid during the “five-high years" of employment. Because of this
complete statutory revision, the reserves accumulated during the early 1970's were used to provide very sub-
stantial increases for those previously retired. Despite the lower stock and bond markets experienced in 1973-
1975, recent portfolio results indicate additional pension increases beginning in calendar 1978 or 1979,

Basic Retirement Funds, $1,035.7 million. Six state-managed retirement funds, investea separately for employee
groups, include U.S. Treasury, municipal and other governmental securities, U.S. goverament-guaranteed obliga-
tions, corporate bonds, short-term corporate notes, and common stocks,

Supplemental Retirement Fund, $62.6 million. This fund was established in 1967 lor employees of the State
College Board und State Junior College Board, The fund consists of three accounts, one of which may be
invested up to 100% in equities, emphasizing potential growth with the accompuanying market risks. The
second includes long-term bonds and stocks oriented toward current income. The third — the Fixed Return
Account — was initiated on July 1, 1974, and includes only bond investments; it provides an interest yield
over a period ol time commensurate with the average life and call protection inherent in the bonds purchared.
Legislatures since 1969 have made one or more of these accounts available for use by police and fire fighter
relief associations throughout the state, various county employees, those members of the state service who are
“unclassified” and do not have the bencefits of tenure, and state employees who wish to participate in a deferred
income plan through which a portion of their salaries may be taxed at the rates in effect at the time of their
retirement.,

Minnesota Variable Annuity Fund, $33.9 million. This fund was established by the 1969 Legislature and was
made effective in early summer 1970, The account now includes a diversified list of common stocks, some
long-term debt instrurents, and reserves in the form of short-term fixed-income securities. The participants
are teachers who chose this type of program, which provides retirement benefits based on long-term investment
performance.  Because of the many advantages inherent in the new “five high vear” plan, the Variable
Annuity may not now be opted by new teachers but is still available to present members of the State’s educa-
tional system.

Trust Funds, $267.6 million, The Permanent School Fund, invested for the benefit of the school chuldren of
Minnesota, includes U.S. Treasury securities and government guaranteed obligations, corporite bonds of lang
and short maturities, and common stocks. The Internal Improvement Land Fund includes only U.S. Treasury
obligations.

Because of the differing investment policies applicable to these funds, a short review ot the history and needs
of the various accounts s provided along with a listing of securities.

INVESTED TREASURER'S CASH FUND

Fhis pooled fund reached new highs in size and activity during the past three fiscal years. [t represents most
tax receipts and other State revenues, In Lute summer 1974, 1t was evident that tax sceumulations were somewhat
greater than the amounts alloeated for expenditures during fiscal 1975, After this “surplus’ was identified, the
State’s admimstration, the Legisliture and the Investment Board took action approprinte to ictease the eatrnings
from the fund and, yet, maintained the required hquidity due to the economic uncertuintios and the anticipated
needs of the State Jduring the next biennium.
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Because it was evident that a portion of this *“*surplus’ would remain in the account until fiscal 1976 and 1977,
securities in an amount exceeding $100 million were extended in maturity from a few days to a range of from nine
months to three years during early autumn 1974. This extension, at a time when interest rates were higher than
prevalent for many years, produced significant added income to the account. The 1976 fiscal year-end total invest-
ment of $580.9 million is the second highest in Minnesota's history, it was exceeded only by the $607.8 million
invested at 1975 fiscal year-end.

The Investment Department perso~nel have been helped by the cooperation and interest of the State Treasurer's
office in providing current information - several times per day — regarding the investment needs and possibilities
in this fund. The Finance Department, over the past few years, has also led in determining new investment
potentials in order to maximize interest earnings for Minnesota State funds.

Interest earnings from this account have fluctuated considerably due to the varying size of the funds invested as
well as the wide swings in interest rates applicable to shert-term obligations of high quality, Record high earnings
of $14.8 million were reached in 1969 - up from only $6.0 million in 1966, The small amounts available for
investment in 1972 combined with low rates resulted in earnings of only $4.2 million during that fiscal year. This
figure increased to $7.2 million for fiscal 1973, $22.0 million for 1974, and a new high of $37.5 million for fiscal
1975. These earnings declined to $35.0 million for fiscal 1976 £ _ause of somewhat lesser fund totals throughout
the vear and lower short-term interest rates in effect.

Under the terms of 1973 legislation, the Investment Department buys and sells according to oral certification
of cash available by the stalf of the State Treasurer and the Department of Finance. In recent years, there has
been an increase in the u.. of repurchase agreements and of short-term instruments so that funds may earn money
over the shortest of periods — sometimes one day or over a2 week-end, Statutes require that securities in the
Invested Treusurer's Cash account extend no longer than three years in maturity.

THE HIGHWAY FUNDS

The funds held for street, rosd and highway construction in Minnesota may be invested in bonds eligible for
purchase by the Permanent School Fund and commercial pa»er used in the retirement accounts. At present, these
funds own short-term U.S. Treasury and agency securities, repurchase agreements backed by U.S5. Treasury or
agency obligations, short-term corporate notes, and securities guaranteed by the U.S, government through the
Government National Mortgage Association. The Commissioner of Highways certifies the amounts not needed in
the immediate future; these sums are invested in maturities approximating the expected disbursement schedule of
the highway department. The program includes considerable reinvestment and adjustment of maturity schedules
because of the time necessary for planning, purchase of right-of-way, and construction of highways. The amount
of highway funds invested "actuates throughout each fiscal year, they totaled from S151.0 nullion to $208.5
million during fiscal 1974, from 3134.0 nullion to §168.0 million during fiscal 1973, and from $153.1 million 1o
$216.9 milhon during fiscal 1976, These accounts show temporary increases after the sale of state highway bonds,
until the proceeds are used for construction purposes. The increase in investuble moneys during the pust fisca
year was due to an increase in the gasoline tax from 7¢ ta 9¢ on July 1, 1975, and a revised program ol auto-
mobile license tax collections so that payrents are made at dates throughout the year. Due to these changes in
income potential, the Highway Depurtment and the State Board of [nvestment are reviewing the needs of these
funds so as to maximize the income potential from the investment securities,

The earnings from these accounts ncereased from $1.7 million in fiscal year 1959 to §7.7 millien in fiscal
1970, £9.5 million in fiscal 1971, $9.6 million in each of the two fiscal vears 1972 and 1973, and $13.8 million
in fiscal 1974, Earnings were reduced to $12.5 million in fiscal 1975 and to $11.0 million in fiscal 1976

The income earned from these highway fund investments benefits the counties and mumicipalities in Minnesota
directly through the County State Aid Highway Fund and the Municipal State Aid Street Fund, Earnings from
the Trunk Highway Fund are used for the overall state highway program,

STATE COLLEGES, WELFARE, AND DEPARTMENT OF CORRECTIONS

The State Board of Investment is responsible for the investment ot individual and pooled endowment accounts
applicable to scholarships and the support of state institutions, certain tunds designated for welfare purposes, and
patient and inmate accounts in both welfare and correctional institutions,  Purchases are limited to U.S. Treasury
obligations, except i instances where individual gifts or bequests provide for the use of other investments.
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Schedule I reviews the short-term corporate notes and the U.S, government and agency obligations held by the
Invested Treasurer's Cash Fund, the highway funds, and the miscellaneous departmental funds on June 30, 1976.
As has been indicated in previous paragraphs, the Investment Department has substantially increased its activity
in the use of these short-term debt obligations in order to maximize yields and, thereby, increase the income to
the accounts, The Money Market Securities Division of the Investment Department supervised short-term securities
totaling over S1.1 billion on June 30, 1976. In addition to those listed on Schedule I, there were substantial
short-term investments held by the retirement funds and the Permanent School Fund,

THE MINNESOTA ADJUSTABLE FIXED BENEFIT FUND

The Minnesota Adjustable Fixed Benefit Fund includes the assets representing the reserves from which pensions
are paid to individuals who have retired; these recipients are members of varicus public funds including the six
basic retirement funds managed by the State Board of Investment and the fund administered by the Municipal
Employees Retirement Board of Minneapolis. There has been a substantial revision in this portfolio during the past
five years because o” the many different holdings transferred into the account during the 1969-70 fiscal year.
Although substantial reserves were accumulated to make possible the continuation of a high level of pensions dur-
ing years of stock price downturn, these reserves were distributed to retirees during 1974 to compensate partially
for the higher pensions now being paid under the “five high year” plan. Because the 1973 and 1974 downturn
in the stock market coincided with a higher rate of inflation, there is some impetus to use the increased yield
generated through the price appreciation of both bonds and stocks to provide & basis for adjusting pensions as a
compensation for inflationary pressures. In this way, the employer group — the state, municipality, county or
school board — would face the risks.of long term market fluctuations, whereas the individual would receive bene-
fits more dependent upon actual changes in the cost of living. Concern has been expressed, however, that this
account would lose its “*‘complete funding” and become less sound from an actuarial standpoint if long-term benefit
improvements were based on the cost of living rather than on actual investment performance.

Under the provisions of 1971 legislation, the net return to the Minnesota Adiustable Fixed Benefit Fund was
determined on the basis of income and an average of the market-to-cost relationships taken bi-monthly aver a two
year period. This interpretation of investment results meant that a substantial contribution toward the cost of the
increased pensions in the state managed funds was met from this “total return” during the period through 1972,
the portion attributable to the Municipal Employees Retirement Board of Minneapolis was used toward higher
pensions and incrzased reserves. The 1974 Legislature established o “new base” below which pensions may not
decline. This figure was established at the level of pensions paid during 1974, The 1975 Legislature granted com-
paratively modest one-time payments to retirement fund participants in lieu of any increased benefit from this
fund. In early ca'endar 1976, the Legislature appropriated a portion of the high carnings accured from the invest-
ments in the Invested Treasurer’s Cash Fund as a supplement to those retirees who were receiving benefits com-
puted on the bas:s of legislation in effect prior to the “five-high years" statut=, This supplement to pensions in
Minnesota — to be granted to members of various municipal and teachers' funds as well as those managed by the
State Board ol Investment — will tend to aid those retirces not benefiting from recent legislative programs

Benefits accruing from the market action and net yield have not increased during the past two years for several
reasons — including the “two vear averaging” on rute of return which still includes the lower valuations previlent
in 1974 and 1977, Other factors include a change in the actuarial assumption applicable in the fund of from 349
to 5%, an allocaton of certain moneys to pre-1973 retirees and shight adjustments in some cases in order to pay
the full increase in benefits legislated during 1973 and 1974,

Common stocks may comprise up to 50% of this portfolio, with convertible debentures limited to an addi-
tional 10%. On 'une 30, 1976, the percentage committed to common stock investments, on a net original cost
basis, amounted 1o 45.26% of the portfolio, declining (rom 48.92% on December 1975, During the puast six
months, there haso beea substantial portfolio revisions due to the recent increases in stock prices with the ac-
companying oppo-tunity to balance the sales of less successful stocks with thase which had shown substantinl gains
in price during the past 18 months, This portfolio revision, combined with 4 consolidation of bond holdings and
elimination of secrities held in smaller quantities, will continue during the months 1head

This fund increased in value by 5100.6 million during the {iscal year. This sizeable icrease is due to the fact
that the pensions being paid to present retirees have been raised substantially through recent legislation, The
bigher value was cue o $94,3 million in net contributions and income. An additionul upward adjustment of $6.3
million was due to lagher market valuations.

THE BASIC RETIREMENT FUNDS

The State lnvestment Board manages six accumulation retitement accounts which include both employer and
cimployee contnbutions during the emplovee's working period; at the time of retitement. the assets are transferred
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to the Adjustable Fixed Benefit Fund. Common stocks may total 50% of these accounts. At the time of this
writing, equities comprise approximately 46% of each fund on a cost basis, with the remainder invested in debt

securities of the U.S. government, its agencies, Canadian governmental units, and United States and Canadian
© corporations. Common stock commitments totaled nearly 50% of these accounts on a cost basis on December 31,
1975. Since that date, profits have been taken thrcagh the sale of many equities, as the Dow Jones Industrial
Average approximated the 1000 level, The Department's research personnel and portfolio managers also have
suggested a revision in the composition of the equity portfolios so as to include higher holdings of those stocks
showing particular promise — with assured earnings and dividends in the years ahead,

® The 1969 Legislature made it possible for each fund to include a small portion of unrealized gains in the income
portion of the account through a procedure which applies after the market valuations of equities exceed the
original cost price by 15% for six consecutive two month periods — or one year. At such a time, an amount equal
to 3% of the cost of the equities could be added to the retirement fund for actuarial and accounting purposes,
The first such increase occurred on October 31, 1972; this was followed by a second increase on December 31,
1972. Because of the probability that such market increases would not continue, it was decided that each of
these increases would be added to the income accounts in three equal installments during three successive fiscal
years, The first increase applied during fiscal 1972, 1973 and 1974, while the second increase was applicable in

® fiscal 1973, 1974 and 1975.

The 1973 Legislature modified the law to provide for such an increase or decrease whenever the market valua-
tion of equities varied from the revised cost figure by 10% for six consecutive two month periods. The market
downturn during 1973 and 1974 resulted in the first 3% downward = vision on February 28, 1975. A second
decrease applied to several of the retirement funds on April 30, 1975, Because the 1973 statute authorized the
computation of such yield declines over a five-year period, it is anticipated that the net effect of such ca “ulations

® will be minimal when computing fund yield performance on a long-term  asis.

By early calendar 1978, because of rising stock prices, it was evid==* (qat there would be no further downward
adjustment in the statutory valuation of equities for an ext .ded period. Schedule [l indicates the net vield
acceruing to the three largest basic retirement funds durir | the period fram 1957 through 1976. During these 19
years, the yield has incrensed from less than 3% to r.urly 6%, Footnote 14, following Schedule T1I, explains the
effect of the statute tying cquity valuations to the stock market,

Schedule 1V lists the securities held in the three largest basic retirement funds on June 30, 1976, Because of
the identical purpose tor which these accounts are established, it has been Investment Department policy Lo use
the same securities in each account, whenever funds have been available, A differing flow of new moneys, how-
ever, has resulted in varying cost and a somewhat different overall composition of these three accounts. Because
of the recent sales of equities, the net original cost of stocks in the three major accounts increased from $392.23
million on June 30, 1973, to $422.6 million on June 30, 1976, The market valuation of these equities showed a

& preater increase, from $397.2 million to $460.9 million.

The Public Employees Police & Fire Fund was established during the carly 1960's in order to provide an invest-
ment vehicle for the smaller potice und fire fighter orgamizations throughout the state as well as for larger organi-
zations which chose to participate in this retirement plan, Schedule Voincludes the fixed-income securities n this
account o June a8, 1976 and Schedule VI hists the equity portfolio, Tlus account showed u sizeable increase in
vilue — from $45.3 million to $56.3 million during the past fiscal year. Although nearly $2 million of this change

S wai due to higher stock nmurket valuations, most of the meresse was derived from the significantly hgher con-
tnl utions,

The Highway Patrolmen'’s Retirement Fund resulted from o merger, o 1969, of the State Police Officer's
Retirement Association and the Highway Patrolmen's Retirement Association. Because the two previous accounts ’
were quite small and had limited and unpredictable flows of new money, the new merged account appears to bhe
more manageable; this has benefited both groups. Schedule VI includes the fixed<income securities in this account
& on June 30, 1976 and Schedule VI lists the equity portfolio,

State, municipal and school district bonds comprised over 71070 of total investments m these retirement tunds
as recently as the late 1950's; such holdings declined to 0.47% by June 30, 1976, This decline was due to the sale
and maturity of bonds as well as the placement of all new money in other types of securities. Because most of the
remaining “municipals™ consist of odd lots that carry ¢ither no rating or a low rating by the services, it is presumed
that a laige portion of these bonds must be held to maturity, In recent years, the municipal bond dealers and
Fiscal ageats of the Upper Midwest area have been maost helpful in aiding the State's sales of these securities,

Fhe Judges Retirement Fund was established in 1974 no permanent investinents were purchased until the 1975
fiscal year, Because of statutory limitations, the percentage of funds invested in equities may be increased by only
2% of total investments each yesr. During the 1976 fiscal period, the tund was subject to a 1 0% equity imutation,
Schedule VI lists the investments as of June 30, 1976,
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THE MINNESOTA SUPPLEMENTAL RETIREMENT FUND

The three accounts of the Minnesota Supplemental Retirement Fund are invested in accordance with three
different philosophies in order to meet the individual needs and desires of the participants. The income share
account, limited to 50% in common stock, consists prlmaniy of high quality corporate bonds and emphasizes
compuratively higher vielding equities of wf:l] known companies. The growth share account, on the other hand,
may participate in the equity market up to 100% of total assets and includes stocks of companies offering a !ow
current yield and representing firms which may have significant long-term potential from the standpoint of earn-
ings growth., These stocks tend to fluctuate in price to a far greater extent than those in the income share ac-
count. The fixed return account, invested entirely in bords, is not subject to changes in market fluctuations, The
amounts contributed each year into this account, however, will earn varying interest rates depending upon the
existing yield structure,

The growth share and income share accounts were established on a unit basis on October |, 1967, with each
unit worth $10.00 on that date; due to a two-for-one split on June 30, 1973, the current units had a net worth
of $5.00 on inception date. A summary of the market valuations experienced by the two accounts since the
beginning of the program in 1967 is as follows (as adjusted for the two-for-one split):

Income Share Account Growth Share Account
High Low High Low
Oct. ‘67 — Dec. 68 35,52 (Nov. '68)  $4.98 (Oct. "67) 35.44 (Nov, '68) $4.52 (Feb. '68)
1969 5.40 (Jan.) 4.99 (Dec.) 5.32 (Oct.) 4,71 (July)
1970 5.69 (Dec.) 4.81 (Jan.) 4.94 (Feb.) 3.73 (June)
1971 6.30 (Dec.) 5.86 (Jan.) 6.21 (Dec.) 5.09 (Jan.)
1972 7.11 (Dec.) 6.36 (Jan.) 7.92 (Dec.) 6.47 (Jan.)
1973 7.15 (Sept.) 6.69 (Nov,) 7.53 (Jan.) 5.29 (Dec.)
1974 6.80 (Feb.) 5.31 (Sept.) 5.35 (Jan.) 3.21 (Sept.)
1975 7.12 (Dec.) 6.26 (Jan.) 5.17 (June) 3.95 (Jan.)
Jan. = June ‘76 8.00 (June) 6.94 (Jan.) 5.52 (June) 5.28 (May)

Schedule IX lists the assets in the income share cceount on June 30, 1976, Because of the increase in both equity
and bond valuations during the past 18 months, this account has shown particularly favorable market results. The
comparative "safcty' of this porttolio, dus to the type of stock used and the diversification between fixed-income
and equity securities, has resulted in its use by most retirement organizations eligible to participate in the Supple-
mental Petirement Fund. It 15 anticipated that the results, over a period of years, will never be spectacular, but will
tend to be satisfactory rom the standpoints of safety, vield and long-term growth.

Schedule X consists of a listing of the securities in the growth share account on June 30, 1976. Under the terms
of the Prospectus for the growth share account, it 15 a policy of the Department to maintain a steady investment in
stocks of companies which evidence growth potential. [t has also been an established policy to avoid extreme “buy"
or “sell" programs which could result in a high cash position for a brief period of time. Such a program can be
disastrous |l the market makes unanticipated moves, This means that the account is in a reasonably fully invested
position at all times and will continue to be subject to significant changes in market values, particularly during
penods -ﬂ stock murket increases, as in 1972, and during times of market uncertainty and decline, such as during
1973 and 1974, The upward movement ot stock prices in 1975 and 1976 resulted in sizeable increases in market
valuations ol the growth share account. 1t s apparent, however, that those stocks which led the market increuses
during the 1971-73 period may not provide such leadership in future market recoveries. We are now revising the
investment policies applicable to this fund to achieve a greater degree of diversification by industry and to include
equitics representing broad segments of our economy.

The assets in the fixed return account, established on July 1, 1974, are listed in Schedule X1, Unit valuations do
not change, they are arbatiarily set at §5.00 per unit. The return from ths fund is based entirely upon the rate of
interest received from the bonds purchased in the account.,

Under the provisions of the applicable statutes, the [nvestment Department establishes an “indicated rate of
return for the coming fiscal year on July 1. On July 1, 1974, this rate was set at 8.50%. The bonds purchased
during the fiscal period provided a yield somewhat higher than that anticipated, The participants — then consisting
only of individual retirement tunds - recetved 9.10% on all contributions made during the 1975 fiscal year, During
hiseal 1976, the plan was broadened in scope to include rindividuals who wish to participate in a fixed-retuen invest-
ment under vanous retirement or deferred income plans. Inoearly July 1976, the return for individual participants
was et at 8.9% for those contributions received dunmg the 1976 fiscal year, This rate will be subject to change
annually

The contnibutions received from the various retirement organizations will provide earnings of 8.8%% during the
past fiscal year, with an idication that the rate set on these contributions will continue for anather nine years, or




through June 30, 1985. The slightly lower rate attributed to the institutional participants is due to the fact that a
portion of the income will be set aside in the form of reserves to provide for any possible future diminution of
income. Most bonds purchased during the year may not be refunded at a lower interest rate for a ten-year period.

Because of the uncertainties in the economy, an assumed rate for the 1977 fiscal year has been established at
7.50%. Participants will be paid a higher rate of return if the securities purchased during the coming year warrant
such pavments.

There is a substantial amount of interest in the fixed-return account because of the investment uncertainties made
evident by the 1973-74 decline in both the s*uck and bond markets. The idea of a definite interest earnings — with
no dependence upon stock or bond market fluctuations — apparently has great appeal to many fund participants.
Because of the response to this new account, the assets increased from $1.0 to $4.2 million during the 1976 fiscal
year. The significant influx of incoming contributions to this account has resulted in considerable reserves being
held in short-term investments, These moneys will be placed in securities of longer maturity for which commitments
are being made. It is the intent of the Investment Department that approximately 30 to 40 issues of fixed-income
securities be selected within a comparatively short time so that the fund may be assured of adequate industry diver-
sification. It is emphasized that the bonds purchased are concentrated in the AAA and AA quality levels, This will
add to the safety applicable to the fund contributions and should minimize the chance of losses.

MINNESOTA VARIABLE ANNUITY FUND

The Minnesota Variable Annuity Fund was advocated prior to the adoption of the "five high year’ plan by the
Teachers Retirement Association. The participants received a net return of 5.4500% in fiscal 1971, 9.1670% for
fiscal 1972, and 6.2393% for fiscal 1973. During fiscal 1974, the participants suffered a decline of 4.1478%, fol-
lowed by another decrease of 17.9638% during fiscal 1975, and a decline of 0.0101% for the fiscal year ended
June 30, 1976. The laws applicable to valuations and computation of net return dictale that a two-year period be
used in caleulating increases or decreases to the fund. As has previously been indicated in this report “™e stock and
bond market “lows" of 1974 will be used in these calculations until mid-1977. Therefore, the Minnc. ota Variable
Annuity Fund will not show a positive net return until the end of the 1977 fiscal year. Murket-value-to-cost ratios
already applicable to the June, 1977 computations indicate a significant positive net return for the next fiscal year,

Although most variable pluns are based entirely on participation in equity investments, the widespread use of this
fund and the fluctuations in the stock market since the account's inception have caused the investment department
to adopt a policy which includes approximately 25% to 35% in fixed-income investments.

The option for the Variable Annuity was terminated during fiscal 1974, Therefore, the fund will continue only
as an investment medium for those teachers who have already chosen to have a portion of their retirement moneys
invested in accordance with the Variable Annuity concept, The securities in this fund on June 30, 1976, are listed
on Schedule XI11.

THE PERMANENT TRUST FUNDS

The State's permuanent trust funds showed their greatest rate of growth during the 1940% and 1950's. Untl a
constitutional amendment was passed in 1956, halt of the receipts from the iron ore occupation tax acerued to the
principal of the permanent trust funds, which were invested for the benefit of the schools, the University of Minne-
sota and other state institutions, In recent years, the entire receipts from this tax have been applied directly toward
meeting the State's current educational needs,

During the years immediately following the adoption of the constitutional amendment, long-term low-coupan
U.S. Treasury bonds were sold Irom the Permanent School Fund, with the proceeds being invested in higher yielding
corporate securities. In accordance with this amendment, corporate bonds were purchased to the approximate
maximum of 40% of the fund. During the past several years, however, mortgase backed securities guaranteed by the
U S. government and issued through private organizations in cooperation with the Government National Moctgage
Association have offered a yield comparable to or greater than that received from corporate honds of similar quality
These Govermunent National Mortgage Association mortgage backed securities were purchased during the summer
months of 1974 at yields as high as 10.14%, Because of the lack of inflow of new cash wnto this fund, the gradual
return of principal offered by this type of investment has been very attractive; we have thus been able to maintain a
cash flow for current investment needs. During fiscal 1976, additional types of United States Government
guaranteed securities were used; they have added both quality and yield to the fund. Arrangements between the
State Board of Investment and the Minnesota Banker's Association have resulted in a program through which the
Permanent School Fund has purchased those portions of Small Business Administration loans which are guuranteed
by the United States Government, These loans are arranged through various banks in Minnesota and are “pooled”
through the facilities of the Summit National Bank of Richfield. This program, initiated through the cooperation of
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the Governor, the State Treasurer and the Minnesota Banker's Association, appears to offer a unique opportunity to
achieve a comparativelv high yield and an adequate cash flow to this permanent trust fund. It also marks a unique
opportunity for following prudent investment principles in achieving an appropriate yield, while aiding the develop-
ment of businesses in Minnesota.

Within the vast few months, we have negotiated for other United States Government guaranteed securities based
on hospital mortgages throughout the United States. These securities also offer a comparatively high yield, a con-
tinued repayment of principal and the highest possibie quality.

Because of the comparative attractiveness of United States Government backed securities, the corporate bond
portfolio has been reduced to 29.8% of the book value of the Permanent School Fund; it is anticipated that the
holdings of high quality debt securities will be increased as more appropriate yield spreads become prevalent. United
States Government and government guaranteed obligations constitute 47,7% of the book value of this account;
common stock investments are maintained very near to the 20% limit.

Schedule XIII indicates that the investment changes have resulted in an increase in net yield from 2.68% during
the late 1950's to 5.54% during the 1976 fiscal year. A very marked increase in return during the past five years
was possible because of the use of United States Government guaranteed obligations. A portion of the income will
be transferred on an annual basis to the principal of the account to replenish the book losses taken through the sale
of long-term United States Treasury and corporate fixed-income obligations during the past 15 vears.

Schedule X1V lists the securities in the Permanent School Fund on June 30, 1976.

PR T O

A review of policies concerning the placement of business, together with a summary of transactions completed
during the fiscal year from July 1, 1975, through June 30, 1976, follows the schedules described above.

.k % & a * o w

The investment results achieved in fiscal 1975 and 1976 have been particularly pleasing to the Departmental staff.
The cooperation and advice received from the members of the State Board of Investment and the Advisory Com-
mittee on State Trust Funds played a most important par! in achieving these results. It is now evident that the funds
benefited considerably through the significant purchase program completed during late 1974 and 1975, Likewise,
the income from the Invested Treasurer's Cash Fund has been increased both through the accumulated surplus dur-
ing the period of high interest rates and the degree of attention accorded this account by the various State finance
offices.

The Investment Department is also appreciative of the cooperation by the staff of the Legislative Commission on
Pensions and Retirement and by the interest shown in the State funds by the securities dealers, brokers and research
personnel throughout the securities industry. Although the many Minnesota investment accounts must be manauzed
under widely different investment policies and procedures — in order to achieve individual objectives — it is hoped
that all of these funds can be invested so as to be of lasting benefit to the beneficiaries and to all citizens of Minne-
sota.

Respectfully submitied

ﬂdfﬁ%

Robert E. Blixt, C.F.
Executive 'wuf.t.mry

REB:be




SCHEDULE X1l

STATE OF MINNESOTA
STATE BOARD OF INVESTMENT

PERMANENT SCHOOL FUND

RATE OF RETURN ON AVERAGE AMOUNT INVESTED DURING FISCAL PERIODS
June 30, 1976

Tewd
Inveroment
Avarage Bosk Incame lot
Book Valwe Valus lor Yow Ending Yeld
11 Yast Ending (2) 13.4) (5

June 30, 1557 $244.700,47547 $242,786.440.84 f 648699320 2.68%
Oscomber 31, 1957 $248,558,062.99 - - -
June 30, 1958 £249,512,218.84 $247,590,592.43 $ 651226040 183%
Decamber 11, 1958 $252,214,351.47 - - -
Junw 30, 1953 $293,241,896.5 $251,693,830.95 § 7,005,142.92 2.8%
Oscambar 31, 1959 $215,520,490.05 - - -
June 3G, 1360 $256.216,151.712 $155,013.512.7 £ 1LNEEALIN 1719%
Oecamiar 11, 1360 $253,024,501.97 - - -
June 30, 1961 $260,019,201.23 $258,540,136.87 § 197861592 10m9%
Dacember 31, 1961 $161.981,702.84 - - -
June 30, 1962 $762,388,564.04 $161,463,189.40 § 3.610672.52" 129%¢
Decambar 21, 1962 $264,201,940.11 - - -
June 30, 1363 $264 831 94938 $753,741, 434 50 5 504017008 1.05%° Met
Decamber 31, 1961 $263.010,744.23 - - - Les lavestment Net
June 30, 1364 $2€3.552,12096 $2163364.323.18 $ 2579,156.21 125% Traniler ta Inceme lar Yield
Decamnar 31, 1964 $I64,704,18542 - - - Princip (6] Year Ending (1) LI
Juns 30, 1965 $262,170,084.20 $761.475,461.53 $ 9.186,790.66 1438 $ 1693616 S 9,10985380 1463
Dscarnbar 31, 1965 $762,704 84402 - - - - - -
June 30, 1366 $261,686,201.05 $162,060 609.85 $ 9.6004017.20 1688 1 11341290 333173040 156%
December 31, 1566 $263403 84418 - - - - - %
June 30, 1967 326181627640 $262,979,007 70 £10.215,172.10 la8% 3 8%627159) $ 9,358336.7 158%
Decomber 31, 1967 $264,J01,404.4) - - - - - -
June 30, 1368 1164 578.182.0 3164, 232,621.10 $10,5101,770.10 198N $1016014 48 $ 9,495,756 82 1488
December 31, 1968 $766.225867.42 - - - - = 5
Jure 30, 1969 $764,122,129.06 $164,975,459 65 $10,512970%0 191% 3110021741 $ 94126219 185%
Qecamber 31, 1963 STEA.797 BOOAS “ - - - - - -
June 20, 1970 $249,550. 44 87 5262321516 1 $1LI24060L00 4% $1,004.982.16 $10,289,111.9% 181%
Decomber 31,1970 $248,210,564.0) - - - - - -
Jwne 30,1901 S24A017.642 %9 $251,946,230 43 $12,230,084.17 491N STANSEING 510,944, 75000 LN
Decombar 31, 1971 $250918,74294 - - - - - o
June 30, 1972 $251.249 75037 $250082,048 6] $13.69), 11887 SAIN HEFIRL PR $11,753,86646 470%
Decomber 11, 1972 25112959500 - - - . - -
June 20, 1971 $245010 96005 $245046) 428 48 FALIEL L TR 1 5.1 $2,361.011 68 MmN 41N
December 31,1973 £7492,105, 406! - - - . - -
Jure 20, 1974 $246,202,200.00 $252.466,169.35 51454224218 anN $20145.026 92 $12,501,92008% 135%
Owcembar 31, 1374 $254,000,064.12 - - - . - -
June 20, 1975 $244,252,9083% $254,845,053 95 $15991 80521 6.28% 2,184 25193 $12.209.581. 4 518N
Owevmbar 31,1975 $758,709 583 62 - - - = a
Juna 30, 1976 $249.305 094 9 $157,422,197 49 17048120 54 ‘ 55?\‘ $2.793115 18 $I4254 951 18 § N
(1) Beok welue ligurms based on Ihowe shawn on Treasurer's Gensral Aroon an State Fuancer on date lared, wotli sdpuaiments lor cals, matunilin sod wvastinaots comaitted lor Bul nel yoi iecoved

2
5 1]
4

15

1]

m

Beginning Decamber 31, 1974, boak value was taken liom State Bowrd ol Investmant ledgen

Computed by svaraging ook veiue ol Tund on taal ihees repant daten, ending wilh date Inted

Incoma higure sttnned fram 1ha State Department ol Foance. Begnning June 10, 1975, income guins sre lram State Basd ol Investmant Indgen.

Inchudes mwmptmant incoma 11am 15 Swamg Land Fund whith was combined 1o 1he Peimanent Schosl Fund after paczage af 8 Comtitutiona! Amendmant s 1962

Caomputed by dividing 1atal insrriment incama ol tund 11 liscal pariod by sverage boak swue ol fund, Yeeld fguies beqinning on June JO, 1975, reltect the lect that income was Lavan ram the
Stare Bowd al Inwntimant eagern, which se camputed on an sccrual Bats, whireas *50 Diguret lormally abitened fram the State Department of Finange werr 00 2 cath basn

Tha teamater gl 4 gartian of the incame 1o the grincios of the sccadnt o1 called lar under the Minnstats Constitution, Articls VI, Section & a smanded in 1362, and implemaented by Moanaaty
Statures 1974, Section 10014, Subdiwcsian 1, in arder that the dilference Between the sales price and anginl cant ol wcurities e rargmed 10 tha goncpal of the sccount. Salen of low covpen U S
Tremury pecuritun ot less 1han cOnt resulted in Ihe Iranifery during recent yean

Camputed by diwding net invettment incama al fund for Lscwl penod by avecage Baoh value of fund
Ll "

*The income raceived dunng bace! 1962 and 1961 wat subiected 16 accounting adjuttments which tended 10 owenntate the 1962 Liguenr, due 16 the sccumulaticn of Swaunts an Sinds purthmed
(Minnesota Statutes 1874, Section 11 0%, Sutidieimion 2) and underatate the 1963 rosulty, dus to the camboning af the Swanp Land Fund iate the Paemanent Sechaol Fund duning that Lacal year
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SCHEDULE X!V

PERMANENT SCHOOL FUND

' CASH CERTIFIED FOR INVESTMENT®
MOMEY MARKET SECURITIES

Raperchue Agwemaan
Maturities up 1o 6 dayt

STATE AND LOCAL OBLIGATIONS

June 30, 1976
RESUME OF ASSETS IN ACCOUNT

UNITED STATES GOVERNMINT-GUARANTEED OBLIGATIONS

(Seu Listing Beiow)

CORPORATE BOND OBLIGATIONS
[Sev Listing Below)
COMMON STOCKS (See Linting Balow]

TOTAL ASSETS IN ACCOUNT
(loe 7 purpau; nol indicati

of trus macket value)

§ 1,106,000.00
3 298,500.00
$126,744,811.27

§ 76,519,662.85

$ 53,116,507.88

3267,141,682.1%

*Cach balance signifies smount dus from sle of scuritiee wvanl days belors fiscal yase and.

Matw:  Bond imemments are listed 81 buee value; common stocks sre hinted ot mark et value.

COMMON STOCK HOLDINGS

Commua Stock

Mkt
Price
§J076

Totad
X
Markat Value Marhat

Commoa Stoch

UTILITIES

ELECTRIC

Contral and Sauth Went Coipontion
Cincnnati Gaa & Electric Company (The)
Commonweaith Edison Company
Flenda Powsr & Light Company
Houttan Lighting & Pawer Company
Middle Saath Utiities, Incosporated
Minneats Power A Light Campany
Hartvarn States Power Company (Minn )
Pacilic G & Elecinic Company

Public Service Campany ol Indana, Ing
Sautvern Cailornia Edivon Company
Southern Company (Thal

Tunvan Utiisties Campany

Vg E'wetiic and Power Company

Tarsl Elsctric

MATURAL GAS
Panhuindle Eastern Pipe Line Company

COMMUNICATIONS

Amutican Teiphene & Talegraph Company

Genaral Taiephanae & Electionies Caip.
Tatd Communicationt

TOTAL UTILITIES

FIMANCIAL SEAVICES
SANCS

Ssah Amencs Corparation
Citicinp

Frent Bank Systam, incorporated
4 P Hergen & Co, incarparated
Nont weul Bancarporahen

Tosd Banky

FINANCE
Beaalicial Carparsticn
Howmhald Fnance Cargaration

Twsd Finpncn

INSURANCE

INA (oiparatian

Norhwenarn Nationsd Lite lopaiance Do

SAFECD Carparation

Tha St Paul Companian, Ing

Unitwl States Fidetity & Guananty Campany
Tatad imurance

TOTAL FINANCIAL SERVICES

CONSUMER ORIENTED

AUTCMORILES A AUTOMOTIVE PARTS
Fard Motar Company

Gamersi Motor Carporanian

Goadyear Tiva & Aubbier Company | Thal

Tatel Automabiles & Auiomative Faitn
CONSUMER DUHARLES

Suabaam Carparation
Whitlpool Corparation

Tated Commmur Durabinn

14,000
12,100

§ 1450
1788
100
2123
2150
1463
19.58)
Pl |
1034
1550
19.63
143
19.00
1375

$ 3150000
429,000 %0
601,272.00
§06,425.00
381,750.00
45125000
I, 187.50
52406250
433.062.50
452,825.00
392.500.00
345,000.00
532,000.00
207,500 00

3 6,102,004.50
1 702,500 00

3 157550000
1,055,700.00

$ 2,501 200,00
$ 931573450

$ 1,012,500 00
1.051.671.00
5C6,112.50
1,061,730 00
1.412,750 2

4 554996150

432440 6]
44100000

31344081

S19.44150
154,700 00
612250
§20.000 00
a0 475 G2
11 nrsa

$ 955021531

$ 1,088,10000
1,452.200 00
153 000 00

3129030000

$ 1307%0¢00
602,175 00

$ unne

CONSUMER-NONDURABLES
Ensiman Kodak Company
Minnezota Mining and Manulsctunng Co.
Procter & Gamble Company (The)
Ravion, Incarzonted

Tord ComumerNondunbin
DRUGS
American Homa Praducn Corparatian
Mureh & Co, Inc.
Pliter, Inc.

Towd Orwgn

FOOOD-BEVERAGE

CPC International, Ine,
Cocw-Cols Company (Tha)
Ganaral Foodt Corporation
General Milly, Incargoniad

Toisl Food-Bwimp

RETAIL SALES
Fud T

F 1 Storas, Incaiparated
Penney [J.C.) Campany, Incerporsted
Seany, Raebuck and Company

Total Artad Saln
TOTAL CONSUMER ORIENTED

TECHNOLOGY

OFFICE EQUIPMENT

Buroughs Corparatis

Honeywall, Inc.

Internationsd Bupnen Machine Corporatian
Xerox Corporatian

Total Ofxce Equipment
TOTAL TECHNOLOGY

BASIC INOUSTRY
BUILDING & FOREST PRODUCTS
Waynihseuae Company

CHEMICALS

Dow Chemical Campany (The!

du Pont (E 1) de Nemoun and Company
Monw 1o Campany

Unian Cattide Carporstion

Tatsd Chamicaly

ELECTRICAL EQUIPMENT
Goneral Electne Comoany 16,200

MACHINERY
Catarpallar Tractore Co 10,100
Tram Unian Carparation 10400

Tota Machinery

METALS
Aluminum Campany al Ametics

FAFLY
Inteinational Paper Compiny

TOTAL BASIC INDUSTAY

ENERGY

DIL-DOMESTIC

Atlantic Richlield Company
Continantal 0 Company (Dl )
Stendard Ol Campany [Indoamal

Tated 0d Dammine

DILINTERANATIONAL
Evuon Corgoration
Matul Coponanan
Taonaca Ing

Tatsd Od Iaternanions

TOTALENERGY
TRANSPORTATION

AIRLINLS
Nonhweil Aihioes, Incoiporated

AAILROADS
Burtingran Norihein locorparated
Union Pacilie Corparativn

Tated Madronds
TOTAL TRANSPORTATION
TOTAL COMMUN STOCKS

Marknt
Price
&30-78

Markai Value

Towd
5
Markat

$100.13
555
un
8400

$ 5650

$ 1100

5 73531005
1,001,250.00
130,521.50
672,000.00

3 3,139.708.25

$ 780.900.00
120,000 00
877,500.00

§ 2,278,400.00

$ 26800000
§73,000.00
1,019,371.00
945,00 1.00

§ 3,005,31:.00

3 05,2500
564,300 0u
111,000.00

§ 2,190.5500
$14.954 256 25

§ 988,00000
45625000
3429,061.2%
3626500

$ 5,350,176.2§
3 5350,176.2%

18387500

$13.000

976,500 00
171.000 0¢
791,212 %0

5 2,019.11250
92542500

3 02036240
156.700 00

11216,58250
$  7491.000.00

$ 51100000

$ 1018500

$ 91600000
161,500 00
1,212,000 00

1 201550000

$2.21301200
1.215,311.%0

$ %43.73000

$ mSanang
11594000

3 1491850 00
3 1,950 0000

568480130 12°

——— st

*0rgenal eost of equitien an sure 30, 1976, was $49,114 211 61




Schedule XIV continued

UNITED STATES GOVERNMENT-GUARANTEED BONDS
AND CORPORATE BOND HOLDINGS
June 30, 1976

Comaany

Typeal
Sacunity

Maturiry
Datn 'al

UMITEQ STATES GOVERNMENT-GUARANTEED DALIGATIONS
FARMERS HOME ADMINISTRATION NOTES

US. Depariment ol Agnculture,
Faiment Home Administration

U.S. Department of Agnculturs,
Fatmen Home Adminisiratien

Inwied Noirt

Intured Motnt

13180
1.31 85

350
8625

§ 29980
1995011.00

Company

CORPORATI BOND OBLIGATIONS

PUELIC UT.LITY DBLIGATIONS
ELECTRIL
Duke Powir Co. Firn & Relunding
Morigrge
Firnt Mortgage
Firnt Morigaqe
Fitrt Mortgage
S/F Debenture
Otbenture
Fient W gage
Furnt Mortgage
First Morigage
Firnt Morigage
Firmt Martgage &
Coll. Tr a

Flarids Power & Light Co.
Hawaiian Electne Co., Lid.
Interstate Powsr Co.

lewa Powsr & Light Ca,

Jaruey Central Power § Light Co.
Lang intard Lighting Co.
Mazachysetts Electric Co,
Northern States Pewer Ca,

Quter Tad Powne Ca.

Patomac Eduon Co.

Southwestvrn Public Service Ca.

First M iqage

1,500,000 00
1,200,000.00
1,000,000 00
1,000,000,00
1,200,000 09

360 000 00
1,700,000 00
1,100,000 00
1,000,000.00
1.017,000 02

1,299 "0 00
1,740,000 00

Totw Farmens Homs Adminiitration Netn LI6%  § 59931215

Tats Electne £ 15,007,000 00

GOVERNMENT NATIONAL MORTGAGE ASSOCIATION GAS
GUARANTEED MORTGAGE-BACKED SECURITIES

Calilarnia Martgage Sarvica Mig. Backed Cent. 1152004 Bid 981 $ 9IEMNM Calumbia Gas Sytem, [ne
Citizans Mangaqe Corg Mig Backed Cort. 12152000 200 873 1,623,391 50 The Gas Seenca Co.

First Hatianal Bank of Minneapelis Mig Backed Cert, 12152000 800  RSS 1LI11,367.24 Michigan Contalidated Ga Co.
Firt National Bank ol Minaeagalis Mg, Backed Cort, 2152001 A 850 1,241,769.11 Prapier Gar Light & Coke Co.
Guid Morrgage Company Mrg. Bached Corr. 2157004 8.00 852 1,753,428.75
fanitage Morgage Mig. Backed Cert. 7152004 B 948 1,889,654 81
Intwenational Martgage Mtg. Bached Corr. 4152004 200 852 1.821,530.19
105 Mangage Corp Mig. Sached Cort, 12147000 62 1.13 2,501,606.28
105 Margage Caip Mg Backed Cart. 1195200 6112 m 2,502.408.75
10S Mortgage Carp. Mig. dasched Cort. 2:15 2000 700 %2 200067347
105 Morrgage Cotp, Mrg Backad Cent. 6152000 800 894 1,446,089 65
105 Merigage Corg, Mig. Bached Cert.  1-15.2000 800 i 1,565.701.11
105 Marigege Comp Mg Backed Cort, 1015 7000 813 1.511,034.6]
105 Marigage Corp Mig. Bached Cort. 10152000 LES 150414308
105 Martgage Corp My, Backed Cort,  1-15200) e85 151611829
105 Marigage Carp Mig Bached Cont. 2152001 a%0 680,112.37
105 Martqage Corp Mig. Backed Coit. 3152001 140 210,061 56
105 Martgage Corp. Mg Bached Cort. 30152001 1. 100465102
108 Mortqage Con Mg Backed Cort. 4:152001 1.4 10016210
105 Maitgage Corp Mig. Backed Carr. 4152003 154 1,703,586 34
1US Marigege Coip. Mig Backed Cont. 6152002 160 2.860,349.14
0% Martyage Corp Mig Bachnd Corr. 7152001 189 4 607,01653
105 Martgage Coip. Mg Bachwd Cort, 10153001 8.55 183502270
105 Mortgege Carp. Mig Bached Cart 11152003 LR 2,190 04%.08
103 Martgage Corp Mrg. Bachad Cort 4152004 aa 1,698 864 97
lawe Securitios Ca Mg Bachad Cort 12152000 LRE) 1,302,318 41
lows Secuition Co. Mrg. Bached Cont 215 2000 g.10 1,791,214 48
Lumbermans Invetmant Mig Bachad ot 1157004 161 1,015,169 90
Malion, Atten & W Mrg Bachad Cart. 215 J00H 1% 232604
Natons Hamet Acceptance Coid Mty Bachad Cort. 5157000 i3 1,412,559 00
Matianal Hemes Aeceprange Carp Myy Bached Cot 9152000 [ §.[] 1,570,961 %0
Hitional Homaes Acceptante Carp Mrg. Bached Conn. 715 2000 a0 1571324078
Paopies Martgage Co Mig Dachad Cort. 10157004 LEH 185877911
Steed IWS ) Mig. Backed Cort. 115 2004 L E 1Y 1,904 05133
Virginia Mig. & Imwitmen) Co Mg Bached Cont. 3152004 LR 2918590
Parey Wilkon Martgage & Fnance Carp M1y Bached Cort. 812000 LR 155081008

Tatsl Gasernmant Nattansl Morigage Avsciaiion,
Guarnatond Marigege Bechod Seguiitin L1

Dekenture . § 1,200.00000
Firt Morgege 916,000 09
Firtt Martgage 2.175.000 CO
Firnt & Aelunding

Margage 1.312.00000

Tetd Gn 5 582300010
TELEPHONE

Amencan Telegnarne A Tetegiaph Co
The Bl Telephone Co. ol Canada
The Bail Telephane Co. of Canads
Genersl Teteghone Co ol Flonda
Ganer d Talephane Ca. of lNinan
General Telaphane Ca. ol Induns
New York Teleghone Co

Debenture 5198 $ 150000000
First Montgae 9195 2 500 060 00
Firnt Margep 61700 1,006 909 00
Frrvt Mortgage 5185 1,000,000 09
Furnt Mongage 91135 1,100,000 00
Firnt Morigage 8195 1,200.000 00
Ralunding
Mar e
Picilic Northwest Bell Telaphane Co Debaniure
Sauthara Bell Telephone & Telegraph Co. Debeniue

Totsl Taphans
TOTALPURLICUTILITY OBLIGATIUNS

SE88

117004
1212000
1152013

1.500.000 CO
1,500 000 €0
4,000,009 09
$ 12400 000.00

$ J8.300,000 00

iR iy

o

FIN: MCE OBLIGATIONS
Gult L te lasutanes Ca

Notihw -4t Bancarporation
Norther t Bancoipotation

TOTAL /INANCE OBLIGATIONS

8GOV Oh % DN O~ 0 8 o

Capital Notw 518 4]
Datntuie 101590
VF Detwniure 3157003

120 002 00
1 $00.C%0 00
1 L0aCC0 04
1 ljwowen

Cr T
oo
coo

INDUSTRIAL OBLIGATIONS
Alumanum Co. of Amatics
Aluminum Co. of Canada, (14,
Armous Dl Ine, "Ardann
Properties, Inc) LU 1152003
Atlentie Hichlwld Co Guarantend Note 11536
Cumemwny Engine Co , Inc, Nalr T15%0
Dinmand Shamik Corp Nate S
Dow Chamics Co, Dabanture 31540
FMC Corparation SF Datanture 115 2000
Ganerel Cabile Corp Hate 1189
MERCHANT MARINE BONDS Honeywall, Ine. Nats 1490
Amprican Mol Line Guer Hond 3193 500 51410 000 00 In 10ll Aand Ca. Nale IBE 1]
Amatian Prevdant Lines, Lid Gusr. Bond 11190 480 1, 470,000.00 5 0l Ca. Nats 1590
Amangan Povdent Lineg, Lid Coat, Band 11492 560 1,000,000 00 Serwue Elecinic Co S/F Debaniture LAR L
Canrugnion Aggregaias Corp Guw, Bond 6100 1.50 1,475,060 00 Standuaed 0 ol Calitornia Funt Pratuired 119
Guee Berd 307, 550 S06,000.00 (Union Hank) Ship Mig Bond  theowgh
Iy Gow. Bood B 109 (17] 3.296,000.00 Mnes)
E1 Pava Columbia Tankan Guw, Band 121501 i 1.000,000.00 Standard 00 Co_ linduns) (M
Faaralh Liney, Ine Guar, Band 412N A0S 1,618 000 00 contiment Properiiey, Ing ) LI 101 1000
Farnll Ly, Ine Guar Bond 61937 Standard 04 Co (Ona) Mot 11540
thinugh St A Co SF Detwatgrn mn
31 100 Tonaca, inc Nan 115
Goace Line, Ing Guat. Dond 1192 .10 Wnsan Cartide Corg Mare 11119
Ingram (cran Syitema, ine Guw, Bord 21 29 LY foungitown Shest & Tube Co First Mustgage
Intaecuntmantsl Bulkians Carg Aus Band 3130 ¥ Nand T
Maetin Ditiing Ca Guar, Band 1080
Matian Navgation Co Guar Bord V000 94
Mogrw MeCatmieh Loanng Guar, Bond  11% 2000
Moare MeCormich Linay, Ine Guar Bang 41 M
Quersant Tulhtank Corg Guer dand 121190
Pacilie Fao Eant Litw, Ine Guai Hond 1203
Pran Tankw Guar. Bend 10109
Prudential Linen fne, Guar. Band 11195
Pugtt Suund Tug A& dage Gus, Bond 2157000
States Steamatg Ca Gus, Band 3101 4)
United Staten Linan, 0. Guae, Boed 10V M0
United Traten Linmy, ine Guse Bond 3100
Wartern Co, of Nonn Ameisca Guw Besd &1190
Lopata Q11 $here Co Guw Bond 61546

Tered Marchaal Manae Bondy

Fiammaory Nete 13106 H
S/F Dabantum 319

%95 coagn
1 000 050 0u

bI AR EAT I
1000 100 LY
00,000 00
1500000
1,000 0620 00
1,006,000 00
130.000.00
1,899,062 50
966 000 00
1,150.000 00
1,000,000 00

§ 65,459 044,78

1 000,900 00

4 ) 090 g0
106400000
121500009
) 23800000

My

418, 0000
1,478,000 00
1,261,000 b0
1,168,000 00
3,000,000.00

944,000 00
1.000,000.00
1,104,000 60
1,192,000.00
2,100,000 00
1,309 000 60
2,164,006 00
2,984 000.00

), 240 000 00

TOTAL INDUSTHIAL OALIGATIONS -l 31241 SAb 01

TRAKSFORTATION DEST UNLIGATIONS

Archison, Topaka & Santa Fa
Helway Co Gan Gord 31,500 000 00

RAILRDAD EOUIPVENT DBLIGATICNS

Fhypng Toget Canp [Fonmarly Narth

’ Amatican Cu Coip ) Lquament Trum 311N ]

1,544,900 69 Vtwvans Content Mudiaed Co Corditiond See 214 10/01

1.34%) 000 00 Kensas City Saumem Rulwey Co Canditions Ses LIS 1N
1540.0% 00 1

3060 040 00 — S
1000 004 00 TOTAL RAILADAD FOUIPMENT URLIGATIUNS 5 1AM

T TOTAL CORFORATE BUNU OBLIGATIONS (R

5 40275000 00 LRSamL
TOTAL UNITED STATIS GOVEANMINT GUARANTIED AND
CORPORATE OMLIGATIONS

#0953 00
MY

NEWCOMMUNITIES ACT OERENTURES
Codw Rivmivide Lond Company Govt Gum Ceb. 121590
Jonainan Oevnlogment Carp Govt, Guar, Qeb, 10130

Totel Now Cominunition Act Dabantuin

BN WA M

— e St

f 1500,000 00
1500 0ud \II_O

1 5,00000000

SMALL PUSINESS ADMINISTRATION LOANE
SHA Loany ot Guar Band 831 4% | 4
SHA Lo Gost Duw, Bond 43704

Tatal Small Burvinens Adminatration Lasm
TOTAL UNITEDSTATES GOVEMNMENT GUARANTERD OULIGATIONS

LRI LY
813,092 &i

[ETEXIED

TRXTE

tal Mot corparate iiust Pies fubitanigd LT ] Pamadh and oo wenimgm libe Tar dhartes (han (he ptated mandify Jale







Institution:

Location:
Size:
Capital Funds:

Purpose:

Source of Funds:

Management Structure:

Management of Funds:

Fortfolio:

[ncome:

(Montana) Resource Indemnity Fund
created in 1974

Helena, Mcntana

$4.5 million

The Resource Indemnity Fund was created to accumulate
income from a Severance Tax on Coal and other minerals
for the purpose of providing moneys to enhance the
State ecological environment and rectify damege thereto.
Accumulations in the Fund shall continue until the Fund
reaches $100 milliou.

Moneys are ed in the Fund from a severance tax
on various s and 23% of the Severanre Tax on Coal.

Moneys are collected and deposited in the Fund by the
Department of Revenue. Investments in %he TWnu are mnde
in accordance with guidelines established ,k_ State
Board of Investments which is composed of privase
citizens appointed by the Governor for

Meneys are invested in debt instruments authorized by
oState Statutes.

Moneys are currently invested in corporate bonds that
have been rated A or better by Pondj 3 Investors Service
and Standard & Poor's Corporation.

[ncome fren investments in the Mnd until
million has been wccumwlﬁ After the accumuls
of $10 million, income ma L; used for enhancemen
repair .1 the -::‘.'n,-'j:!t:‘.-.:r-._,.




Institution:

Location:

Assets:
Capital

t'urpoge

Management

Manacement

Portfolio:

[necome :

Funds:

Structure:

o
0oL

F

!

1

nds

(New Mexico) State Permanent Fund
created in 1898

Santa Fe, New Mexico

10 million acres

$675 million

The State Permanent Fund was established to collect
royalties and other income from the lease of State-
owned land. Income fi.. the Fund is applied to the
New Mexico public school systems and educational and
eleemosymary institutions.

Moneys in the Fund were initially provided from the sale
of State land. Curreutly, revenues to the Fund are pro-
vided from royalties and i:come from State-cwned lands
under lease. Such revenues include oil and gas royalties
and grazing and timber leases. In addition, any capital
gains on investmen:s remain in the Fund.

The State Permanent Fund is managed by the State Invest-
ment Council. Members of the Council inelude the Governor,
the State Treasurer, the Commissioner of Public Lands,
the Finance Officer and four public members who are
appointed by the Governor for terms of five years,

The State Investme Off'icer is responsible for investing
moneys in the State Permanent Fund. Fifty per cent of
the Fund must be invzuznful in Federal Securities The
remainder may be invested according to State Statutes.
The Fund is currently invested as follows: 187 equity,
32% corporate obligatiors and 500 U.S. Government and
Federal Agency Obligati .s.

Income

from the Fund is distributed to the public rehool
system (80%) and the remainder to educational and
eleemosynary institutions.
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Institution:
Location:
Size:

Capitel Funds:

Purpose:

Source of Funds:

Management

Management of Funds:

Portfolio:

Income:

Indebtedness Limitat

Structure:

lor.

(New Mexico)

Severance Tax Bonding Fund, created in 194l

Santa Fe, New Mexico

$9,040,756.02

The Severance Tax Bonding Fund was created to secure
tax-exempt bonds issued for public capital projects.

Moneys derived from the levy of the New Mexico Severance

Tax on severed natural resources are paid in thneir entirety

to this Fund. Additional sources of income include revenues

from projects financed with Severance Tax Bonds and receipts
Moneys in excess

from ground rentals of Public Buildings.
of the next two semi-annual payments on all outstanding

Severance Tax Bonds are transferred to the Severance Tax
Permanent Fund.
The Fund is managed by Treasurer under the super-

the State
tate Board of Finance. The State Board of
3Ls of the CGovernor, Lieutenant Covernor
private citizens appointed by the Governor for two year
terms. The State Treasurer is res pon ible for repayment of
principel and interest on Severance Tax Bonds.

the

vision of
Finance consis

Moneys in the Fund are invested in debt instruments author-
ized by State Statutes.

N.A.

All moneys in the Severance Tax PBonding Fund ex

b
(cepu &
-~
\

amount sufficient to repay principal and interest on .
Severance Tax Bonds on the next ensuing semi-annual payment
datr 1is transferred to the Severance Tax Permanent *und.

I'ne State Bc rihance may issue addi?‘,nal Severance

Tax EBonds p the Se Tax Bonding Fund pro-
vided tha _ ; annual det rvice on Bonds outstanding
lncludlnﬁ the proposed issue be equal to no more than 509 of
previous fiscal year's deposits into the Severance Tax

Bonding Fund.

and three




Institution:
Location:

Size:

Capital Funds:

Purpose:

Source of Funds:

Management Structure

Management of Funds:

Portfolio:

Income:

O S N g T i R LS ST S o T S O S U TR

(New Mexico) Severance Tex Permanent Fund created in 1971

Santa Fe, New Mexico

$103 million, currently accruing at rate of 34 million
per month.

The Severance Tax Permanent Fund was created to enccurage
economic development in the State of New Mexico.

Moneys in the Severance Tax Permanent Fund are provided
from the New Mexico Severance Tax levied for the privilege
of severing natural resources including oil and gza s, potash,
copper, uranium, timber, cocal and certain other minerals.
Proceeds from the Seuerance Tax are deposited in the Sever-
ance Tax Permanent Fund after the required payments to the
Severance Tax Bonding Fund.

The Fund is managed by the Staie Treasurer under the super-
vision of the State Board of Finance. The State Board of

'

P

Finance consists of the Governor, Lieutenant Governor snd three

private citizens appointed by the Governor for terms of two
years.
Moneys in the Fund may be invested at the

i i he discretion of the
State Board of Finance. Moneys currently a

re invested by
the State Treasurer in Certificates of Deposit of State
banks who in turn make loans for ecapital projects to the
private sector. Loan feasibility and : JP“LF"'*FnuIG of the
capital project is left entirely up to the btank.

pation by the Fund in sizeable loans by State ba uires
the arproval of the State Board of Finance. The prl icipal

of th: Fund may be used for cconomic development purposes
upon the approval of the State Board of Finance. An smend-
ment to require

invasion of the j; i ol the Severance Tox Permanent
Fund is on the November bullot.

'l of the legislature prior to

Approximately $94 million of the Fund i: l“vwntwd in Certi-

Ticates of Neposits of State banks mat one to five
years at a floating rate of short term t:.n.ur. cbligetions
plus 50 basis points. The remainder iz invested under Re-

purchase Agreements.

Income from the Severance Tax
red to the Severance

ermanent FMund iz Yransfer-




Institution: (New Mexico) Severance Tax Income Fund created in 1971
Location: Santa Fe, New Mexico
Size:

Capital Funds: $2.2 million as of 9/27/76

Purpose: The Severance Tax Income Fund was created to finance

ce
public capital improvement projects.

Source of Funds: Income from the investments of the Severance Tax
Permanent Fund is deposited in thi~ Fund.

Management Structure: Moneys are invested and di
Treasurer under the
lature.

=)

Management of' Fund: nding appropriation for capital projec
f“- X

=]
are invested under Repurchase Agreements.
Portfolio:

[ncome:
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Institution: Texes Permanent University Fund created in 1881
& Locntion: Austin, Texas

Assets: 2,100,000 acres of land in nineteen West Texas counties
Book value 8/31/75 $781,771,634.40

n
1

Purpose: Fund created by provisions of the Texas Constituion in
order to enable th tate Legislature to carry out the
purpose, as declared by the Republic of Texas and later

IDC‘

in early State Constitutions, of creating a State
ke University. The Constitutiontl provisions set 3:-:1:1-:
L B 2ll lands previously app ro*n*i'z'.o.i for the cre
a State University, tl,u-.,-.:.*,h--'- with the pro i
sale thereof, to create a Permanent Unive
All moneys available in the Fund are to b
securities, the income from which will
by the Legislature, in order to accomplish pL
® of creating, maintaining, supporting and directing a
university for the promotion of literature, znd the art
and sciences, including an asricul .1 and mechanical
o department.
Source of Funds: Funds are accumula annually in the Fund frem oil,
9 gas and water roya 25, gains on investments, minerai

lease rentals, let Irn'l and any proceeds of land
sold. Tre Permanent Fund ::E;'-..l 1 be forever kept intact
and ali annual itlr‘_Orll-' shall become part of the Mund.
Management, Structure: The Fand is held by the Trea:

and invested by direection

o

University of Texas. The Board of Repgents consists of
nine members who serve without compensation. They are
appointed by the Governor for six year terms subject to
approval by the Senate.

e Management of Funds: [he Fund is invested in permittoed seeurities whieh are
bonds of the United States, the State of Texas, l'l‘
counties of ine State, or in schoel bonds of municipaliti
in the State, or bonds of nnv city in the State, u." in
bon under ti ril m loan Act. In nddition,

® the 1y | invested it urities, bonds or ot}
obli; i wed, Insw ' guaranteed i \ny mann
by the U.¢ overu £ \ny of it ing, and in
bends, debentures, or onblicasi ns, and preferred and
common stoclks lssued by corporations, nssocintions. or
other institutions as “Ye Bonrd o Resents deen




Management of Funds:
continued

[neome:

be invested in the securities of any one corporation
nor more than 5% of the voting stock of any one
corporation be owned. In addition, stocks purchased
will be only in companies incorporated in tne U.S.
and who have paid dividends for at least five con-
secutive years and, except for bank or insurance
company stocks, are listed on a registered stock
exchange.

Capital Funds (August 31, 1
o

p,
Securities, cash and equivalen

C‘i
2
le

)
t at t  $781,771,63L.49

U.5. Governments
Direct Obligations 106,828,987.45
Guaranteed 103, oan 999.03
Corporate Bonds 273,3;1,990.,3
Convertible Debentures &

Freferreds 4
Common Stoch; L
Short Term Securities %

Cash 21, hl~.J\-.fu

Lotal STOL,7TT1,634.4

10,190.6
:T \J’tjg

The income {rom Fund investments is appropriasted
the State Legisloture; two-thirds to the Uni
2xas and one-third to
Fund may be used only
for current expenses
income of the Fund

xpenses of administerings




Institution:

Location:
Size:

Assets:
Capital Funds:

Purpose:

source of Mands:

Management Structure:

Management of Funds:

Portfolio:

[ncome:

STl B L R T A A
\ ; k3 }

(Wyoming) University Permenent Land Fund created in 1881 \

Cheyenne, Wyoming g

34,402 acres
$8,565,000

The University Permanent Land Fund was created to receive N
income from lands granted to Wyoming to be used for the

finapzial benefit of the University of Wycming. Income
from the Fund is used to support capital projects of the
University.
Moneys in the Fund are provided from income received on

'ic State-owned lands.

1s responsible for investing the Fund.
15 transferred to the Treasurer of the

The State Treasmer invests the Fund in debt instruments
114 by - A har e e ¥ g IR
authorized by otate Statute

n A

Mlella

Inceme from the Fund ia

Wyoming.




Institution:
Location:
Size:

Cepitel Funds:

Purpose:

Source of Funds:

Management Structure:

Management of Funds:

Portfolio:

Income:

(Wyoming) Permanent Mineral Trust “und ted in 197k
(Wy g) “und created in 16

Cheyenne, Wyoming

$51,250,000

The Permancnt Mineral Trust Fund was created to retain
moneys collected from a Severance Tax on all minerals.
Moneys in the Fund mey be used for loans to political
subdivisions upon legislative spproval.

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

The State Treasurer is responsible for managing and investing
this Fund.

Moneys are invested in debt instruments authorized by State
Statutes.

1\ I 5 8

t Mineral Trust Fund is transferred




Institution:

Location:

Size:

Assets:

Capital Funds:

Purposes:

Source of Funds:

Management

Management

Portfolio:

Income:

Structure:

(Wyoming) Government Royalties Fund created in 1973

Cheyenne, Wyoming

3.1 million =cres
¥,

Moneys collected in the Fund are applied as follows:

50% to Public School System

35% to State General Fund

) University of Wyoming for capital projects
6% to counties

Mineral royalties and lease payments from operators on U.S.
Government-owned lands in Wyoming are divided between the
U.S. Government and Wyoming. Prior to 1976 the State of
Wyoming received 37 lf?f and the U.S, G“”’“rﬂi t 62 l/2ﬁ.

As of 1976 the U.S. Government and Wyoming divide the mineral
royalties and lease payments equally

Mineral royalties and lease payments are collected by the
U.S. Government and disbursed to the Stat semi-annually.

T

The Wyoming legislature intends al
management and "np1*01tion of additionel income receti:
purs u¢rt to the State's increased share of mineral roye
and lease payments.

ruﬂizucd to the State are deposited wit
tend

N.A.
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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 ra-
sources.

STATE APPLICATION OF SEVERANCE TAX AND ROYALTY INCOME

Alabama Proceeds of the Timber Severance Tax support State fonservation
Department timber restoration activities

The Coal Severance Tax is used to pay debt service on Alsbama
State Docks Department, Seaport Facility Revenue and Special Tex
Bonds. $15,000,000 originally issued. $13,075,000 presently
outstanding. No additional bonds may be issued with the Coal
Severance Tax as security.

Arkansas Revenue from severance taxes are returned to the county level
after the State deducts all claims against the county, plus a

1 1/2% charge. The 1 1/2% charge is deposited in State General
Fund.

California Fifty-six percent for capital outlay programs in Calsfornia's
Higher Education System.

Twenty-two percent for special projects including irrigation
® aqueducts and improvemert in navigable water ays.

Eight percent to State Conservation Department to support various
activities.

A o Fourteen percent deposited in State General Fund.
Colorado Severance tax deposited in State General Fund
® Idaho Severance tax deposited in State General Fund.
Kansas All revenue from 0il, Gas and Minerals Severance Tax is deposited

in State General Fund.

k) All revenue from Sand and Gravel
counties.

Royalty Tax is returned to

Kentucky Proceeds from "f“'-*r'mrn- tex are placed in short term investments.
Sr—wi-'ul"'.mll" count receive money for special projects. ALl
1 ® remaining money 1’." :i-.:pc:i.t;f::i in 3tate General Fund.




STATE

Louisiana

Minnesota

Mississippi

North Dakota

APPLICATION OF SEVERANCE TAY. REVENUE

Ok laaoma,

Ninety percent of severance tax revenue is retained by the State
for general purposes. The remaining 10% is allocated to parishes
(counties).

ion Tax in their
istricts where

Minnesota deposits 0% of the Taconite Produc
general fund. Ninety percent is returned

taconite is produced.

4
"]
d

du
to

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

Of the Timber Severance Tax, 509 is allocated to the Forest

ercve10pnent Fund, 25% is returned to counties and 25%
rosited in State Gq“eral Fund.

The State levies taxes on gas production with 1 30% going to parti-
cipating counties and 70% to State General Eund

Mississippi also imposes a tax on oil production. Counties re-
ceive 30% of the first $600,000, 107 of the next $600,000 and 5%
thereafter. The balance is deposited in State Gun*-;l Fund.,

Thirty-five percent of the taxes which North Dakota levies on
coal extraction goes to the Coanl Impnect Office. The Office then
allocates money on the basis of application for public projects
in the areas where coal is mined.

Thirty percent is allocated to the ILani Board Trust Fund., Twvo-
thirds of this is used to finance environmental studies. One-
third is invested with interest proceeds deposited in State General
Fund,

Thirty percent is deposited in Sta“e Generel Fund.
=d

Remaining 5% allocated to counti

veventy-five percent of severance taxes are used for the restora-
tion of orphaned strip mining land.

Twenty-f{
wells wh

2 perceant ig alloecated to replug abandoned oil and gas

iv
ich are deemed as hazards.

State General Fund receives 35% of severance tax revenuwe, TFifteen
percent is alloeated to counti

All revenue from severance tuxes in deposited in State General

Fund. Expenditures are then : ]lnv'?" Ly egislature,







ORGANIZATION AND MANAGEMENT

Tentative Organizational Structure

Governor Legislative

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

Pelicy Beard of Directors

12 Members
4 Permanent/Government Members
- 2 Legislators
- 2 Commissioners
7 Public (Appointed Memnbers) - Staggered Terms
. Fund President (Non-voting)

Duties and Responsibilities

Determines Fund Policies

Reports to the lLegislature and to the Public on Fund Operations
Selects Fund President

Approves FFund Budgets

Performs Audit, Operational and Performance Analysis of IFund
Responsible [or Sectoral Analysis of Alaskan Economy

Approves Loans and Investments in IExcess of Specified Amounts
Appoints Public Members of Investment Committee

Investment Committee

5 Members
- Fund President (Chairman)
- 4 Public/Appointed Members

Duties and Responsibilities

Approval of L.oans and Investmenis
. Determination and Review of [Funds' Organization and Operating Policies




FF'und Personnel/Advisors

. Fund President
- Chief Operating Officer
. Fund Staff
- Invest or Re-invest Moneys not subject to Investment Committee or Policy
Board Approval
- Evaluate L.oan and Investment Proposals; Prepare and Package Loan and
Investment, Proposals for Presentation to Investment Committee for
Approval
- Supervision and Monitoring of Investments
Employ External/Inter.al Advisor (s) to assist in above functions
Operating Management
- Accounting and Control
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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 generally to privately sold securities. The last section
discusses the primary difference 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 are to provide funds for the acquisition of fixed assets

B or to add additional cash resources to the borrower's supply of general working
funds on a semi-permanent basis. The issuance of debt generally permits the
borrower to accelerate its rate of growth beyond that which it would be capable of
achieving were it solely dependent upon its own internally generated capital funds.
Although debt securities can be of various types, all rely on the borrower's fature
revenues as the principal means of repayment.

Corporate Debt Holders

The holders of corporate debt instruments are creditors of the borrower;

they generally cannot exercise control over its affairs and do not have a voice in
& its management unless it has violated certain of the provisions of the contract gov-

erning the borrowing. In addition, debt holders are not entitled to participate in

the residual carnings of the borrower; instead, their return is limited to the fixed

coupon rate of the security. TFurther, a debt security has a specified maturity date

whercas a shire of common or preferred stock has no fixed maturity. Importantly,

the claims of creditors rank prior to those of common and preferred stockholders, )
® although there may be differences in priority of claim among the various creditors

themselves.

FPrincipal Features of Debt Securities

® The five principal aspects of a debt instrument are ite fixed return (or
''coupon''), its maturity, its repaymert provisions, its redemption provisions and
its restrictive covenants.
) The coupon of debt instrurnent is determined by many factors, principally
® the credit standing of the issuer, the term of the borrowing and the market rates

for similar issues of comparable companies at the time of the borrowing. Gener-
#lly, the lower the credit standing of the issuer and the longer the term of the bor-
rowing, the higher will be the interest coupon., An additional important influence
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) on the levcl of the interest coupon is the form of the security, and senior or
"L secured obligations 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. Cther
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
importantly on the interest coupons of long term borrowings. A more rapid repay-
ment schedule and a longer prohibition on prepayment will usually contribut: to a
lower interest coupon. Finally, borrowings with extremely liberal contractural
provisions commonly requirc higher rates of interest.

The maturity of a debt security denotes the date on or by which the entire
principal amount of the borrowing must be repaid. In the U. S., the most com-
mon maturities for publicly issued debt securities are 5, 10, 20, 25 and 30 years.
Intermediate term securities (securities with maturities up to ten years) frequently
are repayable only at maturity via a single lump sum payment. lLonger term issues
(securities with maturities of 20 to 30 years) generally require periodic repayment,
beginning :fter a certain number of years, thrcugh the means of 2 sinking fund. If
a debt security has a sinking fund, the issuer must make periodic payments to a
trustee, who uses these funds to purchase the securities in the market and retire
them. A sinking fund is valuable to securities holders as it provides support for
the market price of the issue and provides for the orderly repayment of the bor-

& rowing. The amount of a required sinking fund payment may be fixed or variable,
depending on the terms of the borrowing. Most issues either require fixed pay-
ments during the repayment period (referred to as a level sinking fund), increasing
payments over the repayment period, or fixed payments in each year except the
last when a larger (or '"balloon'") payrient is required. In certain cases borrowers
are permitted to anticipate future sinking fund payments by ""doubling up' or to

® surrender securities purchased in the open market in lieu of making a cash pay-

ment, Types of sinking fund schedules other than the above, including schedules

which only require repayments to be made when earned, are used infrequently.

Some debt issucs are serial issues. Instead of being a single issue sub-
ject to a sinking fund, a serial issue consists of scparate securities which mature
® periodically until the {inal redemption date, Because of the differences in the
maturitics of the securities comprising a serial issue, it is common for a serial
issue to be split into two or more tranches each bearing a different interest coupon.

In most debt issues, the borrower is given the right to buy back (or "call")
all or a portion of its issue prior to maturity at a specified price. Commonly, the
& borrower is only allowed to exercise this right after a certain number of years. In
\ some circumstances, the borrower is allowed to call ils issue immediately. A call
provision favors the borrower over the investor as, if an issue is called to permit
the borrower to refinance at a lower interest cost, an investor may not be able to
reinvest at an equally high yield. As a result, a borrower usually his to pay a
premium over par value when it calls its securities, which normally amounts to
E one year's interest and declines to zero one year prior to maturity. Many inter-
mediate term issues are callable only one or two yerrs prior to maturity, however,
at no premium,
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For most debt issues, the contract between the borrower and the lender
contains restrictive provisions designed to 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 borrower 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 ued, 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 of 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 typically short to inter-
mediate term obligations which are either payable in full at maturity or subject to
a limited sinking fund, are callable at par one to two years prior to maturity and
are not governed by a formal indenture. The restrictiv: covenants of a note issue
are generally contained in the security itself and the provisions goveraing the oper-
ational aspects of repayment are found in an accompanying fiscal agency agreement
between the borrower and a bank. Notes of the form described above are generally
unsecured obligations. Notes, however, may be secured obligations and subject Lo
a formal borrowing agreement with a corporate trustee.

The terms ""bonds'' ard "debenturces' are used interchangably to refer to
unsecured long term obligations governcd by a formal indenture beltween a cor-
porate issuer and a trustee. DBonds and debentures usually require a sinking
fund and permit a call by the borrower only after a certain number of years.

A mortgage bond is a bond issue secured by a lien on specific asscts
(usually fixed assets) of the borrower. The mortgage providing the lien to the
bondholders may be closed-end or open end. Under a closed-end mortgage, no
further bonds can be issued against the specific property. Under an open-end
mlortgage, the borrower can issue additional bonds under the same lien. To
prevent an unlimited amount of indebtedness from being issued against specific
property, most open-end mortgage bonds conlain restrictions limiting the total
debt under the mortgage to a certain percentage of the value of the pledged assets.
Many mortgage bonds also contain an after-acquired clause which extends the lien
to properties acquired after the date of the initial issue. Although mortgage bonds
are secured by specific assets, a bondholder is nevertheless required to look to
the earning power of the issuer as his primary source of repayment.

The most common type of mortage bond is a first mortgage bond and iz
so called because its sccurity is a first lien on the pledged asse's. A second
mortgage bond is exactly the same as a first mortgapge bond except that it is
secured by a secend lien on the pledged property. Second mortgage bonds are
used less frequently than first mortgage bonds.
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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
1920's and 1930's, is 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 gen=rally 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 seccurities, however, are senior
to both common and preferred stock in liquidation. Because of their status, sub-
ordinated debentures are commonly regarded by senior lenders 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 debentures.

Convertible debentures are debentures which may be converted into the
common stock of the issuer at a specified price. Such debentures are usually
subordinated and from the standpoint of a senior creditor are viewed as equily
when * .e market price of the related stock is reasonably close to or above the
specitied conversion price. When the market price of the related stock is well
below the conversion price, convertible debentures are viewed as non-convertible
subordinated issues.
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Equity Securities

Common Stock

The most important type of equity security is common stock. Collectively,
holders of 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 ownership, 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; thc only way in which a sharcholder can realize his invest-
ment is to sell his shares in the secondary market.

Authorized common stock is the number of shares which 3 company can
issue without amending its charter. Issued shares are shares which have been 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 accounting material, the par value
of common stock has little economic significance. Stocks may be authorized without
par value and there is no difference in value between a par value and a no par valuc
stock.

The book value of a common stock is derived by dividing the net worth of
the issuing company, less the par value of any preferred shaves outstanding, by
the number of commmon shares. In theory, the book value of i common stock is its
liquidating value, but in reality the actual liquidating value may be higher or lower
than the book value. Like par value, the book value of a common stock is of little
economic significance.

The market price of a common stock is the price at which the shares are
being traded in one of the stock exchanges or in the over-the-counter market.,
The market value of a common stock usually will differ considerably from its par
value, book value or liquidating value as it is a function of the company's current
and anticipated future earnings and dividends and the percceived risk of the stoclk
on the part of investors. The market capitalization of a company is equal to the
number of outstanding shares times the market price per share,

As owners, common sharcholders ace entitled to elect the company's board
of directors which, in turn, seclects management ¢ d runs the business. The only
recourse a sharcholder has against management is via the board of directors. If
a director acts in a manner which results in personal gain, he is liable to suit, In
clecting directors, a shareholder is entitled cithor to vole all of his shares for cach
directo: (majority voting) or to vote all of his shu *es, muitiplied by the number of
directors to be elected, for less than the total number of directors being elected
(curmnulative voting).




