
 
 
 
 
 
         
                                   
 

                                Friday, July 25, 2014, 8:30 a.m. 
                               State Capitol, Peace Garden Room 

                              Bismarck, ND  
 

 I.          APPROVAL OF (REVISED) AGENDA  
 
II.       APPROVAL OF MINUTES (JUNE 27, 2014) 

 
 

III. ELECTION OF OFFICERS 2014-15 
 

A. Chair 
B. Vice Chair 
C. Parliamentarian (Appointed by Chair) 
 

 
IV. AUDIT COMMITTEE MEMBERSHIP 2014-15 (Board Acceptance) - Mr. Hunter (enclosed) (5 min) 

 
  

V. INVESTMENTS 
 
A. Private Capital Overview and Timber Review (Board Action) - Mr. Hunter (enclosed) (45 min) 
B. Fee Update - Mr. Hunter (to follow) (10 min) 

 
 

VI. GOVERNANCE 
 

A. Executive Review Committee Report - Mr. Lech (enclosed) (15 min) 
B. Code of Conduct Certification - Mr. Schmidt (enclosed) (5 min) 
 
 

VII.       QUARTERLY MONITORING - 6/30/14 (enclosed). (Questions Only - Board Acceptance) (5 min) 
 

A. Executive Limitations/Staff Relations - Mr. Hunter 
B. Budget and Financial Conditions - Ms. Walcker  
C. Investment Program - Mr. Schulz  
D. Retirement Program - Ms. Kopp  
E. Watch List - Mr. Hunter  

 
                   ============ BREAK ============ 

 
 

VIII. EDUCATION 
 
Callan College - (90 min) 

 
 

IX. OTHER. 
 

SIB meeting - August 22, 2014, 8:30 a.m. - Peace Garden Room, State Capitol 
SIB Audit Committee meeting - September 26, 2014, 1:00 p.m. - Peace Garden Room, State Capitol 

 
 

X. ADJOURNMENT. 
 

 
Any individual requiring an auxiliary aid or service, please contact the Retirement and Investment Office  

(701) 328-9885 at least three (3) days prior to the scheduled meeting. 
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NORTH DAKOTA STATE INVESTMENT BOARD 
    MINUTES OF THE 

JUNE 27, 2014, BOARD MEETING 
 
MEMBERS PRESENT: Drew Wrigley, Lt. Governor, Chair (TLCF) 
  Mike Sandal, Vice Chair 
  Clarence Corneil, Parliamentarian, TFFR Board 
  Lance Gaebe, Land Commissioner 

Mike Gessner, TFFR Board 
     Adam Hamm, Insurance Commissioner (TLCF) 
     Rob Lech, TFFR Board 

 Kelly Schmidt, State Treasurer 
  Cindy Ternes, WSI designee 
 Tom Trenbeath, PERS Board 
 
STAFF PRESENT:  Connie Flanagan, Fiscal & Invt Op Mgr 
     Bonnie Heit, Assist to the SIB  
     David Hunter, ED/CIO 
     Cody Schmidt, Compliance Officer 

Darren Schulz, Deputy CIO 
 

OTHERS PRESENT:  Matthew Chilewich, AQR Capital Mgmt 
  Donald Elefson, Axiom Intl Investors 
  Jeff Engleson, Land Dept. 
  Jacques Friedman, AQR Capital Mgmt 
  Bill Howard, Callan Associates 
  Mary Kay Kelsch, Attorney General’s Office 
  Shane McMahon, Axiom Intl Investors 
  Bryan Reinhardt, PERS 
         
   
CALL TO ORDER:      
 
Mr. Sandal called the State Investment Board (SIB) meeting to order at 8:30 a.m. 
on Friday, June 27, 2014, at the Peace Garden Room, State Capitol, Bismarck, ND. 
 
AGENDA: 
 
IT WAS MOVED BY MS. TERNES AND SECONDED BY MR. TRENBEATH AND CARRIED ON A VOICE 
VOTE TO ACCEPT THE AGENDA FOR THE JUNE 27, 2014, MEETING AS DISTRIBUTED. 
 
AYES: COMMISSIONER GAEBE, TREASURER SCHMIDT, MR. SANDAL, COMMISSIONER HAMM, MR. 
CORNEIL, MS. TERNES, MR. GESSNER, MR. TRENBEATH, MR. LECH, AND LT. GOVERNOR 
WRIGLEY 
NAYS: NONE  
MOTION CARRIED 
 
MINUTES: 
 
IT WAS MOVED BY MR. LECH AND SECONDED BY MR. GESSNER AND CARRIED ON A VOICE VOTE 
TO APPROVE THE MAY 23, 2014, MINUTES AS DISTRIBUTED.  
 
AYES: MR. GESSNER, COMMISSIONER GAEBE, MR. SAGE, MS. TERNES, TREASURER SCHMIDT, 
MR. LECH, COMMISSIONER HAMM, MR. CORNEIL, MR. TRENBEATH, MR. SANDAL, AND LT. 
GOVERNOR WRIGLEY 
NAYS: NONE 
MOTION CARRIED 
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CALLAN MANAGER SEARCH PROCESS – Mr. Howard reviewed Callan’s process,   
involvement, and assistance to staff in the SIB’s search for an emerging market 
equity manager.  
 
Staff also reviewed the components of their due diligence.  
 
EMERGING MARKET EQUITY INTERVIEWS – The SIB heard presentations from two firms; 
Axiom International Investors and AQR Capital Management for the emerging market 
equity mandate. 
 
Mr. Hunter and Mr. Schulz provided their insights on the search and after their 
extensive due diligence, along with Callan’s investment consulting team, 
recommended Axiom International Investors to manage approximately $110 million in 
the Pension Trust’s emerging market equity pool.       
 
IT WAS MOVED BY MR. TRENBEATH AND SECONDED BY COMMISSIONER GAEBE AND CARRIED BY A 
ROLL CALL VOTE TO ACCEPT STAFF RECOMMENDATION AND CONTRACT WITH AXIOM 
INTERNATIONAL INVESTORS SUBJECT TO SATISFACTORY NEGOTIATION OF LEGAL 
DOCUMENTATION INCLUDING REVIEW AND APPROVAL BY COUNSEL.     
 
AYES: MR. CORNEIL, MR. TRENBEATH, COMMISSIONER GAEBE, MR. GESSNER, COMMISSIONER 
HAMM, MR. SANDAL, MS. TERNES, MR. LECH, AND LT. GOVERNOR WRIGLEY 
NAYS: TREASURER SCHMIDT 
MOTION CARRIED 
 
The Board recessed at 9:50 a.m. and reconvened at 10:00 a.m. 
 
WESTRIDGE/WG TRADING 
 
IT WAS MOVED BY MR. GESSNER AND SECONDED BY MS. TERNES AND CARRIED BY A ROLL CALL 
VOTE TO ENTER INTO EXECUTIVE SESSION FOR ATTORNEY CONSULTATION PER NDCC §44-04-
19.1(5) AND NDCC §44-04-19.2.  
 
AYES: TREASURER SCHMIDT, MR. GESSNER, COMMISSIONER HAMM, MS. TERNES, COMMISSIONER 
GAEBE, MR. LECH, MR. SANDAL, MR. TRENBEATH, MR. CORNEIL, AND LT. GOVERNOR WRIGLEY 
NAYS: NONE 
MOTION CARRIED 
 
The SIB entered into executive session at 10:02 a.m. and exited at 10:10 a.m. The 
SIB, Ms. Kelsch, and staff were present. 
 
The SIB took no action from the Executive Session discussion and thus any pending 
legal action will be null and void.  
 
MANAGER CATALOG - Ms. Flanagan reviewed an updated catalog that is provided to 
the SIB on an annual basis. The catalog lists each money manager and their 
mandates for the Pension Trust and Insurance Trust.   
 
ASSET AND INVESTMENT PERFORMANCE UPDATE – Mr. Hunter provided an update on SIB 
assets under management. Client assets grew by $1.56 billion (or 20.9%) between 
June 30, 2013, and April 30, 2014. The Pension Trust had net investment growth of 
12.6% (or $515 million) and the Insurance Trust had 6.2% (or $204 million). The 
Legacy Fund assets increased by over 68% (or $815 million) primarily due to tax 
collections. Based on preliminary valuations, the market value of the SIB 
clients’ assets was approximately $9 billion as of April 30, 2014.  
 
Mr. Hunter also updated the SIB on strategic initiatives as of June 27, 2014.  
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LEGISLATIVE UPDATE – Staff presented to the Employee Benefits Programs Committee 
on June 5, 2014, and reviewed a draft of Bill 135 which modifies investment 
policies for and funds under the management of the SIB. 
 
Staff also presented to the Legacy and Budget Stabilization Fund Advisory Board 
on June 16, 2014. Staff reviewed status, asset allocation, fees (in basis points) 
charged by investment advisers, and returns of the Legacy Fund and Budget 
Stabilization Fund.  
   
AUDIT COMMITTEE UPDATE – Mr. Gessner updated the SIB on the Audit Committee 
activities from their May 23, 2014, meeting. The Committee heard from Clifton/ 
Larson/Allen on their audit approach of the Retirement and Investment Office 
(RIO) financial statements for the period of July 1, 2013 thru June 30, 2014. The 
critical areas Clifton/Larson/Allen will be focusing on are investments, 
contributions, benefit payments, and actuarial data. The final audit report is 
scheduled to be completed September/October 2014. 
 
Clifton/Larson/Allen and staff reviewed, discussed, and shared implementation 
plans of GASB Statement 67 financial reporting for pension plans which goes into 
effect fiscal year end June 30, 2014, Statement 68 accounting and financial 
reporting for pensions which goes into effect fiscal year end June 30, 2015, and 
Statement 71 which provides additional transition guidance.  
 
Mr. Gessner also stated staff continues to make progress on internal audit 
activities i.e., school district audits and miscellaneous audits.  
 
IT WAS MOVED BY MR. CORNEIL AND SECONDED MR. LECH AND CARRIED BY A ROLL CALL VOTE 
TO ACCEPT THE AUDIT COMMITTEE REPORT. 
 
AYES: MR. SANDAL, MR. CORNEIL, MR. GESSNER, MR. LECH, MR. TRENBEATH, MS. TERNES, 
COMMISSIONER HAMM, COMMISSIONER GAEBE, TREASURER SCHMIDT, AND LT. GOVERNOR 
WRIGLEY 
NAYS: NONE 
MOTION CARRIED 
 
Executive Survey Discussion – The SIB discussed the Executive Limitations process 
and compensation review of the Executive Director.     
 
IT WAS MOVED BY COMMISSIONER GAEBE AND SECONDED BY MR. TRENBEATH AND CARRIED BY A 
ROLL CALL VOTE THAT IN RECOGNITION OF A SUCCESSFUL COMPLETION OF A SIX MONTH 
APPOINTMENT THE SIB AUTHORIZE A 5 PERCENT SALARY INCREASE FOR THE ED/CIO AND ALSO 
ASK THE CHAIRMAN TO APPOINT A COMMITTEE TO REVIEW THE EVALUATION SYSTEM PROCESS 
AND TO PUT IN PLACE RECOMMENDATIONS FOR ONGOING COACHING AND EVALUATION OF THE 
ED/CIO.   
 
AYES: COMMISSIONER GAEBE 
NAYS: MR. TRENBEATH, TREASURER SCHMIDT, MR. CORNEIL, MR. LECH, MR. SANDAL, 
COMMISSIONER HAMM, MR. GESSNER, MR. TERNES, AND LT. GOVERNOR WRIGLEY 
MOTION FAILED 
 
IT WAS MOVED BY MR. LECH AND SECONDED BY MR. CORNEIL AND CARRIED BY A ROLL CALL 
VOTE TO CREATE A COMMITTEE WHOSE TASK WOULD BE TO RECOMMEND AN EVALUATION SYSTEM 
FOR THE ED/CIO INCLUDING COMPENSATION AND A TIMELINE FOR EVALUATIONS AND 
COMPENSATION. 
 
AYES: MS. TERNES, MR. CORNEIL, COMMISSIONER HAMM, TREASURER SCHMIDT, COMMISSIONER 
GAEBE, MR. TRENBEATH, MR. LECH, MR. SANDAL, MR. GESSNER, AND LT. GOVERNOR WRIGLEY 

1426 



6/27/14 4 

NAYS: NONE 
MOTION CARRIED 
 
SIB members volunteering to serve on the Executive Review Committee are Mr. Lech, 
Chair, Ms. Ternes, and Mr. Sandal.  
 
FY2015 Agenda – Mr. Hunter reviewed a tentative annual agenda and strategic 
initiatives for Fiscal Year 2015 for staff and SIB planning purposes.  
 
Staff Update -  Mr. Hunter stated the Supervisor of Audit Services was posted on 
June 24, 2014, and the Investment Analyst position will be posted on June 27, 
2014. Mr. Hunter thanked HRMS staff, Mr. Lynn Hart and Ms. Becky Sicble, for 
their guidance, support, and their analysis of the positions to expedite the 
process of classification and posting.      
 
OTHER: 
 
Next SIB Meeting - July 25, 2014, 8:30 a.m. - State Capitol, Peace Garden Room  
Next SIB Audit Committee meeting - September 26, 2014, 1:00 p.m. - State Capitol, 
Peace Garden Room 
 
ADJOURNMENT: 
 
With no further business to come before the SIB, Mr. Sandal adjourned the meeting 
at 11:50 a.m. 
 
 
___________________________________  
Mr. Sandal, Vice Chair 
State Investment Board  
 
 
___________________________________ 
Bonnie Heit 
Assistant to the Board 
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AGENDA ITEM IV. 

  
MEMORANDUM 

 
  
TO:                 STATE INVESTMENT BOARD 
  
FROM:            DAVID HUNTER 
  EXECUTIVE DIRECTOR 
  
DATE:            JULY 25, 2014 
  
RE:                 AUDIT COMMITTEE APPOINTMENT 
  
As directed by SIB Policy B-6, Governance Process/Standing Committees, the Audit Committee shall consist of five 
members selected by the SIB. Three members of the Audit Committee will represent the three groups on the SIB (TFFR 
board, PERS board, and the elected and appointed officials). The other two members will be selected from outside of the 
SIB and will be auditors with at least a Certified Public Accountant (CPA) or Certified Internal Auditor (CIA) designation. 
 
Board representatives for the past year have been: 
 
Cindy Ternes (designee for the Director of Workforce Safety & Insurance) representing elected and appointed officials  
Mike Sandal, representing PERS 
Michael Gessner, representing TFFR 
 
External representatives for the past year have been Rebecca Dorwart and Lonny Mertz. The Committee members have 
committed to serve again with the exception of Lonny Mertz.  I recommend that these individuals be reappointed as SIB 
Audit Committee members for the period of July 1, 2014 - June 30, 2015. The Executive Director and Deputy Executive 
Director of RIO are jointly working with the SIB Audit Committee Chair to identify a potential replacement candidate for 
Lonny Mertz. We expect to fill this position in the next 30-60 days.  
 
Rebecca Dorwart, CPA, CIA 
 
As of June 1, 2012, Rebecca is the Director of Internal Controls for MDU Resources Group, Inc. where she is responsible 
for the risk assessment of company-wide financial processes and controls and the coordination of the company’s 
Sarbanes-Oxley compliance program.  She reports to the Vice President/Chief Financial Officer but also communicates 
with the Audit Committee of MDU Resources Group’s Board of Directors. Prior to her new assignment, she was the 
Director of Internal Auditing where she managed all internal audit functions of MDU and coordinates the work with the 
external audit.  She directly supervised eleven internal auditors and reported to the Vice President/Chief Financial Officer, 
President and Chief Executive Officer and the Audit Committee of MDU Resources Group’s Board of Directors. She 
worked for the Montana Office of the Legislative Auditor as a financial compliance auditor for five years before joining 
MDU Resources Group, Inc. in 1992.  At MDU Resources Group, Inc., Becky worked in the Internal Auditing Department 
until 1997 when she was transferred to Portland, Oregon as General Accounting Manager for International Line Builders, 
Inc., a MDU acquisition.  In 1999, she transferred to Medford, Oregon as Senior Business Development Analyst for Knife 
River Corporation, working on the merger and acquisition of construction materials related businesses.  In February of 
2003, she was named Internal Auditing Manager for MDU Resources Group, Inc. She is active in the local chapter of the 
IIA. 
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and Timber Review 
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1. SIB’s larger investments in Global Real Assets including Private Capital have generally 
performed well during the 1- and 3-year periods ended 3/31/14 with the exception of Timber. 
 

 - Every investment in these asset classes with a net asset value of $30 million or more as of 3/31/14 generated an 
excess returns ranging from 0.7% to 15.1% during the past 1- and 3-year periods excluding Timber. 

 
2. SIB’s Timber investments have lagged the NCREIF Timber benchmark during the last 1- and 

3-year periods (whether measured on a Time Weighted Return or IRR basis). 
  
 - Despite Timbers’ underperformance during the past 3-years, Timber has generated positive excess returns on a 

Net IRR basis since inception (see page 20).  
 
3. RIO staff will provide an overview of the top tier investments in the Global Real Assets and 

Private Capital sector and describe the major factors driving Timber returns. 
 

4. RIO staff will also provide an overview of current market conditions in the Secondary Market 
for many Global Real Assets including Private Capital. 
 

5. At the conclusion, RIO staff recommends the following course of action:  
a. Place TIR on Watch and conduct further due diligence of our Timber investments 

including the requested renewal of the Springbank commitment on June 30, 2015; 
b. Complete due diligence of smaller Private Capital investments; and 
c. Engage Callan to conduct our bi-annual fee study of all asset classes (including Global 

Real Assets and Private Capital) over the next 3 to 4 months. 
 

 



Asset Allocations as of March 31, 2014 
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 Private investments in real estate, infrastructure, timber, equity and debt are generally 
less liquid than public debt and equity investments.  This lesser degree of liquidity 
impacts the ability to change managers in a timely and cost efficient manner. 

The “Global Asset 
Allocation” framework 
is summarized on top. 
 
 
 

Private Equity, Private 
Debt and Inflation 
Bonds are reclassified 
in the middle table. 
 
 
Global Real Assets 
including Private 
Capital are classified 
by sector in the 
bottom table. 

As of March 31, 2014 Market Value % General Comments
($ in millions)

TOTAL FUND 8,906$               100%   Global Asset Allocation Framework

GLOBAL EQUITIES 3,623$               40.7%  Global Equity includes Public & Private Equity

GLOBAL FIXED INCOME 3,793$               42.6%  Global Fixed Income includes Private Debt & excludes Inflation Bonds

GLOBAL REAL ASSETS 1,334$               15.0%  Global Real Assets includes Inflation Bonds

CASH 156$                   1.8%

TOTAL FUND 8,906$               100%  Reclassifications for Private Capital

GLOBAL EQUITIES - PUBLIC 3,414$               38.3%  Subtract Private Equity (reclass to Private Capital)

GLOBAL FIXED INCOME - PUBLIC 3,840$               43.1%  Subtract Private Debt and Add Inflation Bonds

GLOBAL REAL ASSETS including PRIVATE CAPITAL 1,496$               16.8%  Add Private Equity & Debt and Subtract Inflation Bonds

CASH 156$                   1.8%

GLOBAL REAL ASSETS including PRIVATE CAPTIAL 1,496$               16.8%  Private Capital Liquidity < Public Debt and Equity Liquidity

 - REAL ESTATE 582$                   6.5%  Represents 39% of Private Capital

 - INFRASTRUCTURE 264$                   3.0%  Represents 18% of Private Capital

 - TIMBER 254$                   2.9%  Represents 17% of Private Capital

 - PRIVATE EQUITY 209$                   2.3%  Represents 14% of Private Capital

 - PRIVATE DEBT 188$                   2.1%  Represents 12% of Private Capital



Real Global Assets including Private Capital – Top Tier Summary 
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Summary:  
1. The top 14 investments represent 80% of Total Global Real Assets including Private Capital. 
2. Each of these top tier investments, excluding Timber, have generated significant excess 

returns (above benchmark) for the 1- and 3-year periods ended March 31, 2014. 
3. Each of the Timber Investments have generated negative excess returns during these same 

periods, although inception to date returns are positive on a Net IRR basis (page 20). 

Real Estate, Infrastructure, Timber, Private Equity & Private Debt
Private Investments > 2% Listed Separately
As of March 31, 2013
($ in millions) Real Infra- Timber Private Private PRIVATE PRIVATE

Estate structure TIR Equity Debt TOTAL % 1-year 3-years 5-years Inception 1-year 3-years 5-years Inception
1 JPMorgan Strategic Property (Pension since 1988) 141.3$     141.3$     9.4% 15.7% 15.1% 8.6% 7.1% 4.5% 3.4% 0.7% -0.5%
2 JPMorgan Real Estate I&G (Insurance since 2006) 106.3$     106.3$     7.1% 16.6% 21.0% 3.3% 2.4% 5.4% 9.3% -4.6% -4.4%
3 Invesco Core Real Estate (Pension since 2004) 152.8$     152.8$     10.2% 12.5% 12.4% 5.3% 7.9% 1.4% 0.7% -2.6% -0.7%
4 Invesco Core Real Estate (Insurance since 10/1/12) 62.4$        62.4$        4.2% 12.6% - - 12.1% 1.4% - - 1.1%
5 JPMorgan Infrastructure (Pension since 2007) 106.9$     106.9$     7.1% 8.4% 9.4% 7.2% 3.7% 7.0% 7.6% 4.9% 1.7%
6 JPMorgan Infrastructure (Insurance since 2009) 73.1$        73.1$        4.9% 8.5% 9.4% 7.0% 6.6% 7.1% 7.6% 4.7% 4.2%
7 TIR - Springbank (100% owned Pension since 2003) 121.7$     121.7$     8.1% -0.1% -2.6% -5.2% 7.9% -9.9% -9.1% -8.1% -0.6%
8 TIR - Teredo (76% owned by Pension since 2002) 72.0$        72.0$        4.8% 5.0% 1.6% 4.1% 10.8% -4.8% -5.0% 1.2% 3.1%
9 TIR - ETO (52% owned by Insurance since 2009) 60.1$        60.1$        4.0% 4.7% 2.2% 3.4% 3.2% -5.1% -4.4% 0.6% 0.4%
10 PIMCO DiSCO II (53% Pens. 47% Insur. since 10/7/11) 156.3$     156.3$     10.4% 10.3% - - 19.2% 10.0% - - 18.9%
11 Grosvernor Infrastr. (Pension & Insur. since 1/1/12) 52.5$        52.5$        3.5% 10.4% - - 11.7% 9.0% - - 9.7%
12 Invesco Real Estate Fund III 34.0$        34.0$        2.3% 26.2% - - 21.4% 15.1% - - 9.9%
13 JPMorgan Asian Infrastructure (Pension 10/08) 31.3$        31.3$        2.1% 2.7% 5.5% 1.8% 0.6% 1.2% 3.6% -0.5% -0.8%
14 Matlin Patterson Global Opportunities III 29.8$         29.8$        2.0% 9.1% 44.5% 26.9% n.a. P/E P/E P/E P/E

Private Investments > 2% of Private Capital (14) 497$      264$      254$      30$        156$      1,201$   80%
 Private Investments < 2% of Private Capital (37) 296$      20%
Total - Private Investments 1,496$   100%                                  n.a. = not available                  Returns are reviewed, but not audited.

 ------- Net Asset Value as of March 31, 2014 -------
 -------- Gross Returns --------  -------- Gross Excess Returns --------

Time Weighted Returns ("TWR") Ties to Callan TWR data as of 3/31/14
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Overview of TIR – Higher, Better Use is TIR’s Difference 

 TIR was established in 2003 and manages over $1 billion of timberland portfolios 
 Senior management averages over 25 years of experience acquiring, managing and 

selling timberland (acquired over 2.3 million acres worth nearly $2.3 billion in over 
170 transactions) 

 Privately owned to align financial interests with clients 
 Horizontally integrated across core functions – acquisitions, asset management, 

decision support and dispositions are in house (internal investment foresters and 
staff and internal economic research, biometric research and real estate optimization 
capabilities) 

 Highly disciplined investment process that leverages experience, skills and 
proprietary tools focusing on “Higher and Better Use or “HBU”. 

 Utilize value oriented investment approach distinguished by a comprehensive 
and highly intensive due diligence process (historically have acquired just 11 
percent of all opportunities analyzed) 

2 



 SIB has three timber holdings managed by Timberland Investment Resources (TIR) : 
 

 Springbank, LLC – 2003 (Pension Trust) 

• 76% owned by SIB 
• $122 million market value (3/31/2014) for NDSIB 
• TIR managed since October 1, 2004 
• TIR Inception to Date Net IRR = 13.2% with a Forecasted Life of Investment Net IRR of 12.5% 

 
 Teredo Timber, LLC – 2001  (Pension Trust) 

• 100% owned by SIB 
• $72 million market value (3/31/2014) for NDSIB 
• TIR managed since July 1, 2006 
• TIR Inception to Date Net IRR = 10.8% with a Forecasted Life of Investment Net IRR of 10.4% 

 
 Eastern Timberland Opportunities, LLC (ETO) – 2009  (Insurance Trust) 

• 51.99% owned by SIB 
• $60 million market value (3/31/2014) for NDSIB 
• TIR managed since inception January 1, 2009 
• TIR Inception to Date Net IRR = 4.2% with a Forecasted Life of Investment Net IRR of 7.2% 

 
TIR stated returns are unaudited and/or forecasted amounts which are subject to change. 

SIB Timberland Investments - $254 million at 3/31/14 
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Springbank – TIR managed since October 1, 2004 

 
 Springbank, LLC 

• 76% owned by SIB 
• $122 million market value (3/31/2014) 

for NDSIB 
 

 Acquired from Bowater in 2003 
 Original investors included a group of high-net-

worth (HNW) individuals, Houston Firefighters’  
Relief & Retirement Fund (HFRRF) and the 
North Dakota State Investment Board (NDSIB) 

 In 2004, HNW sold its interest to NDSIB  
 The original structure included a fiber supply 

agreement (FSA) that has expired 
 TIR management states its “keys to success” is 

the integrated management of the FSA and the 
land disposition strategy  

 Inception to Date Net IRR of 13.2% to 3/31/14 
 TIR Forecasted Lifetime Net IRR 12.5% in 

2021 
 
 TIR stated returns are unaudited and subject to change 
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Teredo – TIR managed since July 1, 2006 

 
 Teredo Timber, LLC (Teredo) 

• 100% owned by SIB 
• $72 million market value (3/31/2014) 

for NDSIB 
 

 First timberland investment made by NDSIB 
 TIR has had an active land sale program since 

TIR assumed management of Teredo in 2006 
 TIR was hired based on the active management 

style we demonstrated on Springbank coupled 
with the lack of activity and poor performance of 
the prior manager – Regions (performance 
results were significantly lagging the index 
despite Teredo being a high quality portfolio) 

 Inception to Date Net IRR of 10.8% to 3/31/14 
 TIR Forecasted Lifetime Net IRR 10.4% in 

2018 
 
 
 

 TIR stated returns are unaudited and subject to change 
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ETO – TIR managed since inception in 2009 

 
 Eastern Timberland Opportunities, LLC 

(ETO)   
• 51.99% owned by SIB 
• $60 million market value (3/31/2014) 

for NDSIB 
 

 ETO’s objective was to acquire high quality 
timberlands located in the Eastern US 

 NDSIB is the anchor of the fund which includes 
a European investor, a university endowment, 
public pension plans and a fund-of-funds 

 ETO closed in 2008 -- TIR had the benefit that 
of recognizing that “the world had changed” with 
the collapse of Lehman 

 Acquisition focus evolved to searching for 
distressed sales  

 Inception to Date Net IRR of 4.2% to 3/31/14 
 TIR Forecasted Lifetime Net IRR of 7.2% in 

2019 
 

 TIR stated returns are unaudited and subject to change 
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Performance Drivers – Housing Collapse  

From a peak of 2.2 million starts in January 2006, housing starts plummeted to one-fourth that level 
– the steepest recorded decline in post-war history 

7 



Lumber Demand Dropped Following Housing Collapse  

The slump in residential and commercial construction during the recession cut lumber demand in 
half to a record low of 33 billion square feet 

8 



Mills Reduced Capacity and Timber Prices Followed 

Sawmills scaled back production or were shuttered, which resulted in a decline of softwood 
sawtimber prices of 45% from its cyclic peak 

9 



Timberland Land Markets Contracted 

Timberland values are closely tied to timber prices.  As timber prices fell during the housing market 
downturn, timberland markets contracted and prices fell 20-30% in each region. 
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Springbank – Requesting a Term Extension 

 
 Springbank will terminate on 6/30/15 with the option for a one year 

extension.  

 Retail values have held up but demand has declined during the recession. 

 Retail demand will be driven by continued population growth, employment 
and easing credit conditions.   

 On the timber side, local mills have signaled their commitment to the region: 

 IP announced a $150 million investment in its paper mill in Rome; and, 

 Resolute announced a $105 million capital investment in the paper mill in Calhoun. 

 Inception to Date Net IRR of 13.2% as of 3/31/2014 

 TIR Forecasted Lifetime Net IRR of 12.5% in 2021 
 

 TIR stated returns are unaudited and subject to change 

 

 

 

 

TIR is requesting an extension to obtain additional time to execute.  
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Springbank – 76% owned by SIB ($122 million 3/31/14) 

 
 

 

 

Interesting comparison to a similar situated publicly traded company  
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Teredo – 100% owned by SIB ($72 million 3/31/14) 

 
 Teredo has performed reasonably well on a since inception basis 

(10.8% Net IRR) largely due to its inherent optionality coupled with 
TIR’s active, value management style 
 Recreational sales in SC and NC 

 Gold mine lease in SC 

 Pipeline right-of-ways in Texas 

 Opportunistic timber sales 

 TIR will continue to execute on that optionality – opportunistic land 
and timber sales 

 TIR Lifetime IRR is forecasted to be 10.4% (net) 

 
 TIR stated returns are unaudited and subject to change 
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ETO – 52% Owned by SIB ($60 million at 3/31/14) 

 

 Diversified portfolio well positioned to benefit from improving markets 

 The Four Hills (Florida Panhandle) investments will ensure the 
success of ETO 

 $5 million timber inefficiency; 

 Strong land market and timber market. 

 Other properties provide significant diversification benefits and will 
contribute to the overall performance through its term (2019) 

 Inception to Date Net IRR of 4.2% at 3/31/14 

 Life of investment return is forecasted to be 7.2% (net IRR) 
 TIR stated returns are unaudited and subject to change 

 

 

 

TIR Management View: 
Diversified portfolio with an excellent anchor property in Florida  
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Timber Markets are Expected to Recover Strongly 

The combined effects of a housing recovery, rising exports to Asia and Europe, and  
limited supply from Canada, will support timber prices through the next cycle 
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Timber Investment Resources – March 31, 2014 Performance  
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Summary: 
 
1) Excess Returns for Springbank, Teredo and ETO have been challenged in recent years, 

although inception to date performance has been positive on all three investments. 
 

2) Given the level of underperformance during the past three years, RIO recommends that 
TIR should be placed on the Watch List. 
 

3) RIO intends to meet with Timber industry specialists over the next quarter to make a 
formal recommendation shortly after year-end and well in advance of the Springbank 
commitment expiry date of June 30, 2015. 

Portfolio 1 Year 3 Year 5 Year Inception 1 Year 3 Year 5 Year Inception
Springbank (4Q04-1Q14) -9.8% -9.4% -8.5% 5.4% -7.6% -6.6% -6.4% 6.5%
Teredo (3Q06-1Q14) -4.7% -4.3% 2.3% 5.0% -2.6% -1.5% 4.4% 5.5%
ETO (1Q09-1Q14) -4.8% -3.6% 0.2% 1.3% -2.6% -0.8% 2.3% 3.1%

EXCESS RETURN versus NCREIF Timber EXCESS RETURN versus NCREIF Timber South
Net Internal Rate of Return Method Net Internal Rate of Return Method

TIR Net IRR returns are unaudited  



TIR Fee Summary – Fees Reductions Realized in Recent Years 

NDSIB AM = Asset Years 1-5   Years 6 - 10   Inception   
Fees: Management Pre-7/1/2009 % Post 7/1/2009 % Incep. to Date  % 
Springbank AM Fee  $          1,998,960  0.25%  $          1,522,416  0.24%  $    3,521,376  0.26% 

  Incentive Fee  $        10,988,983  1.39%  $                69,402  0.01%  $  11,058,385  0.70% 
  Total Fee  $        12,987,943  1.64%  $          1,591,818  0.25%  $  14,579,761  0.96% 
Teredo AM Fee  $          1,402,720  0.65%  $          2,212,825  0.57%  $    3,615,545  0.61% 

  Incentive Fee  $              811,000  0.37%  $              637,246  0.16%  $    1,448,246  0.23% 
  Total Fee  $          2,213,720  1.02%  $          2,850,071  0.73%  $    5,063,791  0.85% 

ETO AM Fee  $              116,864  0.47%  $          2,064,841  0.76%  $    2,181,705  0.83% 
  Incentive Fee  $                          -    0.00%  $                          -    0.00%  $                    -    0.00% 

  Total Fee  $              116,864  0.47%  $          2,064,841  0.76%  $    2,181,705  0.83% 
TOTAL AM Fee  $          3,518,544  0.34%  $          5,800,082  0.44%  $    9,318,626  0.42% 

  Incentive Fee  $        11,799,983  1.14%  $              706,648  0.05%  $  12,506,631  0.49% 

  Total Fee  $        15,318,527  1.48%  $          6,506,730  0.50%  $  21,825,257  0.91% 

SUMMARY:  1)  Current pricing is at or below market.   
 2)  Fees have declined from 1.48% in Years 1-5 to 0.50% in Years 6-10, while averaging 0.91% to 3/31/14. 
 3)  Current pricing in fiscal 2013-14 has approximated 0.49% and is deemed to be at or below market.   
 4)  Fiscal 2014 pricing is estimated to be 0.26% for Springbank, 0.59% for Teredo and 0.83% for ETO. 
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Timber – Callan Definition 

 Timber:  Investments that provide funding for the 
purchase and development of timberland and provide for 
resource asset management.   

 Timber offers a unique form of real estate: 
 Income derived from harvesting a commodity. 
 Supply and demand conditions can dominate income and 

capital appreciation. 

18 



Timber – Benefits and Considerations 

Benefits 
 Low correlation with other asset 

classes 
 Biological growth component 
 Income return 
 Inflation hedge 

Considerations 
 Illiquidity 
 Limited availability of investments 
 Economic risks 

 Price volatility 
 Supply and demand risks 
 Illiquidity risk 
 Risk of overpaying 

 Environmental risks 
 Fire and other natural disasters 
 Pest infestation and disease 
 Regulatory risk 

 High fees relative to traditional 
investments 
 
 
 

 Source: Callan 
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Timber – Callan Asset Class Profile 
 Timber can be included as a 

diversifying, unique form of 
real estate or part of a real 
assets portfolio. 

 Provides a solid long-term 
inflation hedge, stemming 
from biological growth, 
income generated by 
harvesting a commodity, 
capital appreciation. 

 Long-term, illiquid 
investment with thin supply 
of institutional-quality 
product, unique operational 
risks (fire, pests, disease, 
regulation).  

 
 

Can be considered as a diversifier to a total institutional portfolio, to real estate, 
or in the context of an explicit inflation hedge. Excellent inflation hedge. 
Expected return and risk comparable to real estate. Low correlation to other 
asset classes. Optimal target percentage 10-15% of real assets portfolio. 

Expected Return 

Expected Risk 

Observed Volatility 

Correlation with CPI 

Short-Term Inflation Hedge 

Long Term Inflation Hedge 

Flight to Quality Hedge 

Diversification Benefit 

Liquidity 

Availability of Product 

Opportunity for Alpha 

Fees and Expenses 

Excellent 

Very Good 

Cash Equity 

Fair 

Very Good 

Poor 

Fair 

Good 

High 

Cash Equity 

Cash Equity 

Low High 

Poor Excellent 

Poor Excellent 

Poor Excellent 

Poor Excellent 

Poor Excellent 

Poor Excellent 

Poor Excellent 

Low High 
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Timber Benchmarks 

 Created in 1987, provides an industry standard for the U.S. timber 
management industry 

 The index began during a supply trough for the industry which skews the 
relative performance of timber upward for roughly a 5-year period 

 Non-investable index reported gross of fees 
 Volatility of the index is understated due to smoothing effect of appraisals 
 The index represents only a small sample size of the U.S. timber market 
 Alternative benchmark: a real return hurdle 

 

NCREIF Timberland Index (as described by Callan) 
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Timber – Callan Investment Implementation 
 

Commingled Funds Characteristics and Terms 
 Process is similar to that of a closed-end private equity or real estate fund 
 Typically a three year investment period and 7-10 year term, with possible 

extensions 
 Capital calls and distributions must be managed and may follow a J-curve 

pattern 
 Vintage year diversification important 
 Fund will typically include greater than ten investments and levels of 

diversification vary by strategy 
 Minimums range from $1mm to $5mm with some outliers up to $10mm 
 Management fees range from 0.75% to 1.25% with some outliers on either 

side 
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Timber – Characteristics 
Sources of Return 
 Biological Growth 

 Source of more than 50% of investment 
return 

 Value can be stored “on the stump” 
 Lower fees than commingled funds 

 Timber Prices 
 Source of about 25% of the investment return 
 Tied to broader economy 
 Conservation can inflate prices regionally 

 Land Appreciation 
 Source of about 10% to 25% of the 

investment return 
 Higher and Better Use (“HBU”) has become 

more prevalent 
 Depends on real estate market 

 Other 
 Hunting and fishing licenses and fees 
 

Timberland Investable Universe 
 Primary U.S. Timberland Regions 

 Southeast (South) 
 Pacific Northwest (West) 
 Northeast and North Central (Lake States) 

 Primary International Timberland Regions  
 South America: Brazil, Uruguay, Chile, 

Paraguay 
  Asia: Australia, New Zealand 
  South Africa 
  Russia  
  Canada 

 Stage of Growth  
  Mature: High Cash Flow Potential 

(Sawtimber) 
  Intermediate: Greatest Appreciation 

Potential (Chip-n-Saw) 
  Young: Lowest Commercial Value (Pulpwood) 
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 2014 Capital Market Expectations – Return and Risk 

PROJECTED RISK

Asset Class Index
10-Year 

Geometric* Standard Deviation Projected Yield

Equities
Broad Domestic Equity Russell 3000 7.60% 19.00% 2.00%
Large Cap S&P 500 7.50% 18.30% 2.20%
Small/Mid Cap Russell 2500 7.85% 22.95% 1.40%
International Equity MSCI World ex USA 7.50% 20.20% 3.00%
Emerging Markets Equity MSCI Emerging Markets 7.90% 27.95% 2.50%
Global ex-US Equity MSCI ACWI ex USA 7.80% 21.45% 2.90%

Fixed Income
Defensive Barclays Gov't 1-3 2.25% 2.25% 2.60%
Domestic Fixed Barclays Aggregate 3.00% 3.75% 4.20%
Long Duration Barclays Long G/C 4.10% 12.70% 5.50%
TIPS Barclays TIPS 3.00% 5.30% 4.30%
High Yield Barclays High Yield 5.05% 11.45% 6.80%
Non-US Fixed Citi Non-USD World Gov't 2.75% 9.40% 3.80%

Real Assets
Commodities DJ UBS Commodity 2.75% 18.25% 2.10%
Real Estate Callan Real Estate 6.15% 16.50% 5.00%
Timberland NCREIF Timberland 5.80% 15.90% 1.00%
Infrastructure S&P Global Infrastructure 7.35% 19.00% 5.00%

Alternativees
Hedge Funds Callan Hedge FoF 5.10% 8.85% 2.10%
Cash Equivalents 90-Day T-Bill 2.00% 0.90% 2.10%

Inflation CPI-U 2.25% 1.50%

* Geometric returns are derived from arithmetic returns and the associated risk (standard deviation).
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Define Capital Market Expectations 
Key to Constructing Efficient Portfolios 

 Relationships between asset classes is as important  
 To determine portfolio mixes, use mean-variance optimization 
 Return, standard deviation and correlation determine the 

composition of efficient asset mixes 
 
 

Lg Cap Sm/Mid Int'l Eq Emerge Defensive Dom Fix TIPS Hi Yield NUS Fix Real Est Pvt Eqt Hedge Fd Comm Cash Eq Inflation

Large Cap 1.000

Small/Mid Cap 0.940 1.000

International Equity 0.850 0.820 1.000

Emerging Markets Equity 0.860 0.840 0.860 1.000

Defensive -0.390 -0.390 0.370 -0.380 1.000

Domestic Fixed -0.100 -0.130 -0.100 -0.150 0.690 1.000

TIPS -0.070 -0.080 -0.050 -0.060 0.440 0.580 1.000

High Yield 0.610 0.580 0.580 0.570 0.100 0.030 0.030 1.000

Non-US Fixed 0.070 -0.080 0.000 -0.060 0.380 0.400 0.300 0.050 1.000

Real Estate 0.730 0.720 0.650 0.650 -0.120 -0.020 0.010 0.550 0.020 1.000

Private Equity 0.940 0.910 0.900 0.900 -0.410 0.180 -0.090 0.620 -0.050 0.720 1.000

Hedge Funds 0.750 0.730 0.690 0.710 -0.130 0.120 0.080 0.530 0.020 0.530 0.720 1.000

Commodities 0.160 0.170 0.160 0.170 -0.280 -0.100 0.100 0.100 -0.080 0.180 0.160 0.170 1.000

Cash Equivalents -0.030 -0.080 -0.010 -0.100 0.350 0.100 0.070 -0.110 0.000 -0.060 0.000 -0.070 0.070 1.000

Inflation -0.060 -0.010 -0.110 0.030 -0.360 -0.320 0.130 0.070 -0.220 0.170 -0.060 0.210 0.470 0.150 1.000
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Secondary Market Snapshot 

A record amount of dedicated dry powder is fueling demand and pushing secondary pricing to its 
highest level in three years 

Dry Powder ($B) 1 

 Experts estimate there is 
over $46B of capital 
available for investment in 
the near-term from 
dedicated secondary 
market participants 

Volume Change by Strategy 

 Venture and Real Estate 
portfolios are hitting the 
market with greater 
frequency than in previous 
years. 

 Demand for Buyout assets 
remains strong, and these 
assets continue to 
represent the deepest part 
of the market 

Pricing 

 Increasing amounts of dry 
powder, growth in the 
buyer universe, and strong 
macroeconomic conditions 
have pushed pricing to the 
highest levels since 2007  

 Absent any 
macroeconomic shocks, 
we expect pricing levels to 
maintain their high levels 
throughout 2014 

Venture 

Real Estate 

Buyout 

Other 

$52 
$46 

$12 
TBD 

YE 2013 1H 2014 

Dry Powder  Raising 

91% 

100% 

87% 
93% 

86% 
92% 

79% 
82% 

2013 H1 2014 

Buyout All Strategies 
Real Estate Venture 
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Trends Driving the Secondary Market 

Three main trends have been reshaping the secondary market over the past few years 

Volcker Finalization Too Many Managers Tail-end Funds 

Description 

 The Volcker Rule will likely lead 
to financial institutions being 
forced to relinquish all material 
private equity and hedge fund 
investments 

 Institutional investors continue 
to migrate toward more 
concentrated portfolios with 
fewer managers 

 Remaining value to paid-in ratio 
(“RVPI”) for funds 10 years or 
older has significantly 
increased, and there is over 
$120B of NAV in funds at least 
10 years old 

Impacted 
Investors 

 Banks  Pensions 
 Foundations 
 Endowments 
 Family Offices 

 General Partners 
 Fund-of-Funds 

Secondary 
Market Impact 

 Many banks that were taking a 
“wait and see” approach to 
initiating compliance under the 
Volcker Rule are now likely to 
take an active approach to 
divesting PE assets  

 Potential to increase volume of 
middle market buyout funds, 
which is where many banks 
focused their commitments as a 
means to drive lending activity 

 Many LPs will utilize the 
secondary market 
opportunistically to accelerate 
the reduction of their portfolios 
to a more concentrated group of 
managers by selling non-core 
GPs 

 Diversity of portfolios in the 
market is likely to increase as 
many LPs have non-core 
managers across strategies that 
they would like to divest 

 Steady stream of selling from 
Fund-of-Funds who will have a 
need to liquidate their own 
finite-lived vehicles 

 Diligence requirements and 
cumbersome closing process are 
likely to result in most of these 
transactions being purchased by 
secondary funds 

Timeframe 

Shorter Term Medium Term 
 

Longer Term 
 1-5 Years Ongoing 12-24 Mo. 
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Secondary Market Transaction Volume 

Market volume is on a record pace, as 1H 2014 volume reached $16B and full-year 2014 volume is 
expected to break $30B 

 
 Transaction volume defined as purchase price plus unfunded commitments 

Current / Pending Transaction Volume 1, 2 

 In addition to many “clean-up” sales, where LPs are looking to decrease their number of manager relationships, many LPs are also looking to make 
opportunistic sales of certain funds in order to capitalize on recent high pricing 

 The growing recognition and acceptance of secondary market transactions among both LPs and GPs has helped loosen transfer restrictions and 
expand the universe of both potential buyers and potential sellers 

 Volcker Rule-driven sales have already started for financial institution LPs, but the June 2015 compliance deadline could add another round of sales 
that drive up secondary volume to record numbers  

Market Volume ($B) 1 

$16.0 

$2.1 $1.9 

$5.0 

$7.0 $6.7 

$10.0 

$18.0 

$20.0 

$10.0 

$22.5 

$25.0 $25.0 

$27.5 

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 

Expected 2H 
2014 Volume 

Estimated 1H 
2014 Volume 
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Secondary Market Pricing 

Pricing has reached new post-financial crisis highs in 1H 2014 and, baring any economic shock, should 
remain at these high levels for the remainder of 2014 

Recent Pricing Trends 1 

 The average high bid for all private equity funds marketed by Cogent in 1H 2014 was 93% of NAV, led by pricing for buyout funds, which received 
average high bids of 100% of NAV 

 When adjusting for quality and tail-end portfolios, buyout pricing for high quality funds was, on average, above 100% of NAV in 1H 2014, up 
significantly from prior years 

 The average high bid for real estate funds marketed by Cogent in 1H 2014 reached 92% of NAV while pricing for venture funds reached 82% of 
NAV. Pricing for both of these strategies benefited from increased demand on the buy-side 

Secondary Market Pricing 1 
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Buyout Bid Dispersion 

For buyout funds which received individual bids, the high bid for 35% of these funds was either at or 
above 100% of NAV 

1 Source: Cogent Partners 2013 completed transactions. Based on number of funds 
2 Source: Cogent Partners 2013 completed transactions and publicly available information. 

Based on number of transactions 

Buyout Bid Dispersion1 
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 For comparison, in 1H 2013, only 10% of buyout fund individual high bids were at or above par 

 Buyers are increasingly willing to pay high prices for quality assets in which they have good insight and high return projections 
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Recap of Private Capital and Timber Review 

8 

1. SIB’s larger investments in Global Real Assets including Private Capital have generally 
performed well during the 1- and 3-year periods ended 3/31/14 with the exception of Timber. 
 

2. SIB’s Timber investments have lagged the NCREIF Timber benchmark during the last 1- and 
3-year periods, although inception to date returns on a Net IRR basis have been positive. 
 

3. Secondary Market pricing is nearing all time highs and the level of dry powder should 
sustain attractive pricing levels for the foreseeable future barring a major economic event. 
 

4. RIO staff recommends the following course of action:  
a. Place TIR on Watch and conduct further due diligence of our Timber investments 

including the requested renewal of the Springbank commitment on June 30, 2015; 
b. Complete due diligence of smaller Private Capital investments; and 
c. Engage Callan to conduct our bi-annual fee study of all asset classes (including Global 

Real Assets and Private Capital) over the next 3 to 4 months. 
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State Investment Board Assets Under Management 
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- SIB Client Assets Under 
Management grew by $1.76 
billion (or 23.6%) between June 
30, 2013 and May 31, 2014.   

- Net investment income was 
responsible for gains of 14.5% (or 
$593 million) for the Pension 
Trust and 7.3% ($240 million) for 
the Insurance Trust. 

- Legacy assets increased by over 
77% ($918 million) primarily due 
to tax collections. 

- As of May 31, 2014, the market 
value of SIB client assets 
approximated $9.2 billion based 
on preliminary valuations. 

 Market Values  Market Values  Market Values 

Fund Name  as of 5/31/14 (1)  as of 12/31/13 (1)  as of 6/30/13 (2)

Pension Trust Fund 
Public Employees Retirement System (PERS) 2,291,626,494 2,204,819,633 2,000,899,336
Teachers' Fund for Retirement (TFFR) 2,026,469,598 1,970,377,031 1,810,735,455
Job Service of North Dakota Pension 97,103,549 95,276,201 90,442,764
City of Bismarck Employees Pension 77,538,389 74,832,971 68,822,847
City of Grand Forks Employees Pension 57,237,227 53,459,799 50,148,061
City of Bismarck Police Pension 34,054,442 32,887,889 30,072,819
Grand Forks Park District 5,847,880 5,653,023 5,109,311
City of Fargo Employees Pension 9,737 4,742,525 34,133,671
Subtotal Pension Trust Fund 4,589,887,316 4,442,049,072 4,090,364,264

Insurance Trust Fund  
Legacy Fund 2,112,447,562 1,695,950,111 1,194,779,193
Workforce Safety & Insurance (WSI) 1,687,445,615 1,627,545,930 1,557,719,286
Budget Stabil ization Fund 592,950,904 588,744,084 401,353,181
City of Fargo FargoDome Permanent Fund 40,146,955 38,668,924 36,411,591
PERS Group Insurance Account 37,925,240 39,626,348 42,792,878
State Fire and Tornado Fund 28,936,952 28,625,262 26,633,417
Petroleum Tank Release Compensation Fund 7,082,046 6,899,622 6,839,483
State Risk Management Fund 6,877,101 6,593,046 6,187,298
State Risk Management Workers Comp Fund 5,894,077 5,654,121 5,247,448
ND Association of Counties (NDACo) Fund 3,415,895 2,894,408 2,717,444
State Bonding Fund 3,264,063 3,171,622 3,141,218
ND Board of Medical Examiners 1,879,062
Insurance Regulatory Trust Fund 1,137,785 1,107,837 1,043,647
Bismarck Deferred Sick Leave Account 842,332 807,624 1,016,834
Cultural Endowment Fund 372,504 359,577 323,914
Subtotal Insurance Trust Fund 4,530,618,093 4,046,648,516 3,286,206,832

PERS Retiree Insurance Credit Fund 88,419,667 83,492,581 73,677,263

Total Assets Under SIB Management 9,208,925,076 8,572,190,169 7,450,248,360

(1)  5/31/14 and 12/31/13 market values are unaudited and subject to change.
(2)  6/30/13 market values as stated in the Comprehensive Annual Financial Report.



Chairman Requested Fee Update 
 Investment management fees were restructured to generate 

approximately $2 million of annual savings during the past six months 
when compared to the prior fiscal year-end.   

 As part of a custody review, Callan is analyzing a securities lending 
proposal from Northern Trust.  The most conservative option is 
estimated to generate approximately $950,000 of annual incremental 
income based on historical Pension and Insurance Trust asset levels. 

 Performance fees are expected to decline in fiscal 2014 largely due to 
unusually strong returns in our structured debt strategies not being 
duplicated in the current year.  One investment manager currently 
estimates a $6 million decline in performance fees between years. 

 During the 2nd half of 2014, RIO will make a recommendation to the 
SIB about engaging an independent third party to complete a 
“targeted” fee study to compliment Callan’s bi-annual fee review.  

3 



1 
 

STATE INVESTMENT BOARD MEMO 
July 25, 2014 

 
 

RE:   Executive Review Subcommittee Recommendations 
 

FROM:  Robert Lech, Chairperson of Executive Review Subcommittee 
 
BOARD FOCUS:  Action 
 
At the June 27, 2014 meeting of the State Investment Board, the Executive Review 
Subcommittee was tasked with recommending an evaluation system and structure that supported 
a growth-oriented mindset for the Executive Director/CIO position.  Additionally, the 
subcommittee was to bring forward recommendations on compensation terms and a timeline for 
the position.  The purpose of this memo is to share the recommendations as well as the rationale 
and areas of discussion related to them.   
 
Board Governance Model 
 
Significant discussion was held on the value of hearing staff perspectives as it supports a 
professional growth model for the Executive Director/CIO.  While the committee felt that this is 
an important aspect of professional growth, study of State Investment Board policy and the 
embedded governance model dictates that we exhibit caution with the involvement of the board 
in reviewing and evaluating the position based, even indirectly, on these types of inputs.   
 
Governance Process Policy, specifically Policy B-2 (Governing Style) outlines the areas of 
emphasis for the State Investment Board.  Additionally, reference is made to the approved 
governance model to be used, which is the Carver Model of Governance. 
 
The Board will govern with an emphasis on: 
 

• Outward vision rather than an internal preoccupation. 
• Encouragement of diversity in viewpoints.  
• Strategic leadership more than administrative detail. 
• Clear distinction of board and executive director roles 
• Collective rather than individual decisions. 
• Future rather than past or present.  
• Proactivity rather than reactivity.  

 
Newly appointed or elected board members should become familiar with the Carver Model of 
Governance, since the SIB directs its activities by this model. They should read Boards That 
Make a Difference and study the policy manuals that have been developed by the SIB and TFFR 
Board.  
 
 
 



2 
 

At the May 23, 2014 meeting of the State Investment Board, board education was provided on 
the different styles of board governance, including the Carver model.  Following is a selection 
that references the process of executive limitation: 
 
The policy approach favored by Carver is through statements of “limitation”. In the operational 
environment, the Board’s policies define what the CEO is not allowed to do, the limits to his/her 
decision –making, and the guide-posts within which he/she must operate. As long as the CEO 
doesn’t break these limitations, he/she has significant freedom to decide how, when, where to do 
things – the means of getting to the ends.  This is of course motivational to CEO’s and 
recognizes the competence, knowledge and full-time focus that a CEO gives to an enterprise 
compared to the part-time focus given by Board members.  
 
The Executive Review Subcommittee believes that the Executive Limitation process for the 
Executive Director/CIO provides adequate oversight in those areas as outlined further in the 
memo.  Additionally, the subcommittee believes that involvement of the board in perspective-
gathering from staff, while considered for the best of intentions, would violate State Investment 
Board policy and best practice regarding the Carver model.   
 
While the Executive Limitations process has been in place for previous Executive Director/CIO 
positions, the State Investment Board has not adequately informed and prepared Mr. Hunter for 
those responsibilities.  The proposed evaluation plan, found later in this memo, outlines the 
recommended intention to remedy that issue.   
 
Executive Limitations 
 
The following link, http://1.usa.gov/1oRx4Ue, provides the full Executive Limitations that are 
outlined in State Investment Board Policy.  The area of staff relations directly addresses the 
inputs that perspective-gathering would provide.  This would not preclude an evaluation, such as 
the 360 degree survey that was discussed as a part of the evaluative process, from taking place.  
It would simply remove the board from directly participating.  The specific tools to monitor and 
assess the Executive Limitations would be conducted through the Executive Director/CIO 
position and reported back to the State Investment Board on a continuous and ongoing basis.   
 
Proposed Evaluation Plan and Timeline 
 

1) The Executive Review Subcommittee will review the job description to ensure alignment 
between job description and formal evaluative tool. 

a. Suggested completion by August 22, 2014 
2) The Executive Review Subcommittee will review the Executive Limitations recommend 

amendments to the State Investment Board as appropriate. 
a. Suggested completion by August 22, 2014   

3) The Executive Review Subcommittee will meet with the Executive Director/CIO to 
review the assessment tool, evaluative process and expectations regarding Executive 
Limitations.  The Executive Director/CIO will create a schedule for the continuous and 
ongoing reporting of Executive Limitations, as referenced in Policy C-4 (3-4) to the State 
Investment Board.  

a. Suggested completion by September 26, 2014  

http://1.usa.gov/1oRx4Ue
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4) The Executive Director/CIO will create annual goals.  Goal attainment will be added to 
the formal evaluative tool under the Professional Skills and Development category. 

a. Suggested completion by September 26, 2014    
5) The Executive Director/CIO will conduct a self-assessment based on the formal 

evaluative tool.   
a. Suggested completion by February 27, 2015 

6) Each State Investment Board member will complete an Ends and Compliance with 
Executive Limitations evaluation that provides each individual board member the 
opportunity to rate the Executive Director/CIO based on the following scale: 1) Does Not 
Meet Expectations, 2) Meets Expectations, and 3) Exceeds Expectations. 

a. Suggested completion by February 27, 2015 
b. The evaluation is available in preview mode and will not collect data, so feel free 

to peruse it. 
7) The Executive Review Subcommittee will review the Executive Director/CIO’s self-

assessment and compiled State Investment Board evaluations to draft a formal evaluation.  
This document and the individual evaluations will be reviewed with the Executive 
Director/CIO. 

a. Suggested completion by March 27, 2015 
8)  The formal evaluation will come before the State Investment Board for approval. 

a. Suggested completion by March 27, 2015 
9) The State Investment Board chairperson will appoint a three-member committee to 

review the evaluation and make a recommendation to the State Investment Board 
concerning salary for the Executive Director/CIO position per Policy C-4 (6). 

a. Suggested completion by May 22, 2015. 
 

Compensation 
 
Significant discussion was held on compensation and a timeline for a review of the compensation 
for the Executive Director/CIO position.  The recommendation from the committee is to conduct 
a compensation review consistent with recent past practice.  This would provide a review after 
the evaluation with any increase set to go into effect on July 1, 2015.   
 
While this is the recommendation of the committee, it was discussed that it would be prudent to 
provide the State Investment Board with an alternative option for consideration as well.  The 
State Investment Board could, assuming a satisfactory evaluation in January, choose to provide a 
partial increase in January with the remainder to go into effect on July 1, 2015.   
 
 
Recommended Actions: 
Approve the proposed evaluation plan and timeline 
Approve the recommended compensation cycle plan  

http://svy.mk/1oNtpXj
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CONFIDENTIAL POSITION SPECIFICATION 

Position Chief Investment Officer  & Executive Director 

Company North Dakota Retirement & Investment Office (RIO) 

Location Bismarck, North Dakota 

Reporting 
Relationship 

This position will report to the North Dakota State Investment 
Board. 

Website http://www.nd.gov/rio 
 
COMPANY BACKGROUND/CULTURE 

The North Dakota Retirement and Investment Office (RIO) was established in 1989 to 
coordinate the activities of the State Investment Board (SIB) and The Teachers’ Fund for 
Retirement (TFFR).  The SIB is the governing authority for RIO. 
 
The SIB has statutory responsibility for the administration of the investment programs 
of 23 funds, including the Public Employees Retirement System (PERS), the Teachers’ 
Fund for Retirement (TFFR), the Workforce Safety & Insurance Fund, and the Legacy 
and Budget Stabilization Funds. The SIB also maintains contractual relationships for 
investment management with certain political sub-divisions.  The 11 member SIB 
includes the Lt. Governor, State Treasurer, State Insurance Commissioner, Executive 
Director of Workforce Safety & Insurance, Land Commissioner, three representatives of 
PERS, and three representatives of TFFR. 
 
In addition to administering the state’s investment program, RIO is also responsible for 
administration of the TFFR pension program for ND educators.  The TFFR serves over 
10,000 members from 222 employer groups and pays benefits to more than 7,100 
retirees and beneficiaries. 
 
RIO employs a staff of 19, which includes the Executive Director – CIO, Deputy CIO, 
and five other positions generally allocated to the SIB investment program.  RIO staff 
also includes a Deputy Executive Director – Chief Retirement Officer, who works with 
the TFFR Board and 11 other employees to administer the TFFR pension program. 
 
All funds invested under the direction of the SIB follow the “Prudent Investor Rule.”  
Investments are managed exclusively in the interest of meeting each funds’ individual 
objectives.  Asset allocation and investment policy are determined by each funds’ 
individual governing board.  All funds are managed externally, and professional 
investment managers, consultants and custodians are retained to assist in the 
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implementation of the investment program.   
 
The ND SIB believes that an investment program must be built and managed like any 
good business, with a clear statement of mission, overall objectives, roles and 
responsibilities, and policies and guidelines.  Major issues include: 
 

A. Asset Allocation Targets: (1) setting appropriate benchmarks; (2) 
finding the right managers; (3) monitoring the program; and (4) 
searching for appropriate new opportunities. 

 
B. To ensure rigorous attention to all aspects of the investment 

program, the SIB follows an established investment process which 
involves three phases: (1) investment policy 
development/modification; (2) implementation/monitoring; and 
(3) evaluation. 

 
The SIB investment team oversees externally-managed assets of approximately $6.1 
billion.  The assets are comprised of $3.7 billion in pension investments and $2.4 billion 
in insurance investments.  The TFFR and the PERS plans comprise the bulk of the 
pension pool investments. 
 
Recently added to SIB management, the ND Legacy Fund was created by a 
constitutional amendment in 2010, and provides that 30% of oil and gas gross 
production and oil extraction taxes on oil produced after June 30, 2011 be transferred to 
the Legacy Fund.  The fund is projected to grow to approximately $3 billion by the end 
of the 2013-15 biennium. 
 
As of March 31, 2013, the Pension and Insurance Trusts target asset allocation were as 
follows: 
 
 

 Pension Trust 
Target 

Domestic Large Cap 16.5% 

Domestic Small Cap 4.9% 

Developed International Equity 11.1% 

Emerging Markets Equity 3.1% 

Global Equity 16.0% 
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Private Equity 4.9% 

Investment Grade Fixed Income 13.1% 

Below Investment Grade Fixed 
Income 

5.1% 

Developed Investment Grade 
International Fixed Income 

5.0% 

Global Real Estate 9.7% 

Timberland 4.9% 

Infrastructure 4.9% 

Cash & Equivalent 1.0% 

 100.0% 

 
 

 Insurance Trust 
Target 

Domestic Large Cap 5.8% 

Domestic Small Cap 2.0% 

International Equity 4.0% 

Domestic Fixed Income 28.6% 

Inflation Protected 11.8% 

Short Term Fixed Income 42.3% 

Cash & Equivalent 2.3% 

Real Estate 3.2% 

 100.0% 

 
 
KEY RESPONSIBILITIES 

The Chief Investment Officer (CIO) of the SIB also serves as the Executive Director of 
RIO. The CIO manages the day-to-day investment activity and the multiple outside 
investment managers and advisors, formulates long-term investment policies and 
strategies, makes recommendations to the SIB and individual plan governing boards, 
and implements approved polices and strategies.  The CIO also is responsible for 
serving as the in-house investment expert to the SIB and individual plan governing 



 

North Dakota State Investment Board 
Chief Investment Officer 

Page 5 of 10 

boards, providing education and advice on asset allocation, portfolio structure, and 
investment strategies.  The Executive Director manages RIO’s strategic planning process 
and leads the formulation of the organizational mission, objectives, and strategies.  
 

Essential Duties and Responsibilities: 

Investment Administration/Policy 

 Formulate, evaluate and recommend an investment policy for all of SIB client 
assets, including asset allocation, structure of investment assets and, upon SIB 
approval, implementation of the policy. 

 Monitor and evaluate total portfolio risk and return, and recommend adjust-
ments to the asset allocation, investment strategy, manager structure and 
guidelines. 

 Adjust managers’ assets to maintain proper risk levels and asset allocation 
targets. 

 Monitor and oversee SIB clients’ external investment managers. 

 On a monthly basis, evaluate and review the investment activity and portfolio 
management of the investment managers. 

 Report a summary of investment manager activity and compliance with 
investment policy and contractual guidelines to the SIB and individual plan 
governing boards. 

 Regularly meet with the investment managers to review performance and other 
activity. 

 Oversee and, from time to time, participate in searches for new investment 
managers and consultants, negotiate fees and contracts, and recommend 
termination of managers when necessary. 

 Coordinate direction on all investment issues for external investment con-
sultant(s). 

 Monitor, analyze, and recommend changes for all investment costs, including 
commissions, manager fees and other costs. 

 Formulate, recommend and implement investment strategies in the U.S. and 
international public and private investment markets. 

 Research and recommend new asset classes and innovative investment 
management styles that can increase the return on assets, reduce risk, or reduce 
costs to the plan. 
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 Assist the SIB and individual plan governing boards with investment education 
and other efforts to promote sound decision-making on investments. 

 Provide written and verbal investment education and research to the SIB and 
individual plan governing boards, Legislative Committees, and other 
stakeholders, as necessary. 

 
Office Administration 

 Provides leadership, coaching and feedback to RIO staff, recommending 
measures to improve performance and increase efficiency. 

 Direct the preparation and execution of the RIO budget and SIB legislative 
agenda.  Assure follow-through and evaluate results. 

 Establish and maintain working relationships across all organizational work 
units and levels. 

 Represent the RIO and promote SIB programs to various stakeholders, 
constituencies, political subdivisions and the state legislature. 

 Assure accountability and compliance with all statutory and SIB prescribed 
policies and procedures. 

 Oversee the Deputy Executive Director/Chief Retirement Officer and 
subordinate staff responsible for administering accurate, prompt and efficient 
TFFR pension benefits program to constituents and educational outreach 
initiatives. 

 
PROFESSIONAL EXPERIENCE/QUALIFICATIONS 

 
Minimum ten years of relevant investment experience with a pension plan, foundation/ 
endow-ment, trust organization, investment banking firm, money management firm or 
financial consulting firm, with responsibility for the formulation and/or implementa-
tion of investment policy for substantial portfolios utilizing all major asset classes (e.g., 
stocks, bonds, real estate, private equity, etc.).  
 
The person must have a superior intellectual capacity and be someone who is a natural 
leader, and be able to enhance the current investment management and retirement 
administration organization. He/She will also have to be a visionary and a strategic 
thinker.  The right person will have demonstrable skills in building and motivating 
successful teams. 
 
The ideal candidate will have a passion for excellence and the desire to have a 
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significant impact on the organization.  He/She will have outstanding people skills and 
experience in building, leading and mentoring a team of professionals in pension fund 
management, and will exhibit demonstrated leadership qualities, including the ability 
to engage and inspire a talented and dedicated senior staff.  Ethics must be of the 
highest quality. 
 
The successful candidate will possess excellent interpersonal skills, a compelling 
presence, and strong skills in working with diverse groups to assist each in meeting its 
respective goals. Presentation skills, both oral and written, shall be superb. Must be able 
to explain complicated topics in an understandable manner without talking down to the 
audience.  Mature and self-assured, the successful candidate must be able to 
demonstrate credibility and gain respect, both internally and externally.  Creative 
leadership is a critical success factor.  He/She must continue to build a team that is 
supportive of one another, respects individual skills, is innovative, and takes 
opportunities to develop professional skills.  

The successful candidate will have the following experience/traits: 

 A deep and broad knowledge of institutional investment management, public 
sector funds preferred. 

 A proven record of success in both academic and professional pursuits, 
established outstanding results, and a record of rapid advancement in every 

challenge undertaken. 

 Superb team-building skills, with a predisposition to building consensus and 
achieving goals through collaboration rather than purely direct line authority. 

 A positive, results-oriented style, evidenced by listening, motivating, delegating, 
influencing and monitoring the work being done.   

 A high level of energy, sense of urgency, creativity and decisiveness, coupled 
with the ability/willingness to work hard and well under pressure.   

 An engaging/open interpersonal style, complemented by the analytical 
pragmatism necessary to quickly dissect highly complex issues. 

 Strong operations leadership and management skills. 

 Ability to establish immediate credibility among his/her staff; a professional 
who is respected for his/her intelligence and technical expertise. 

 A genuine interest in mentoring and developing professional staff members.  

 Unquestionable integrity, credibility and character, demonstrating high moral 
and ethical behavior. 
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Additionally, the successful candidate will possess the following knowledge, skills and 
abilities: 

 Extensive knowledge of investment concepts, strategies, styles, and analytical 
methodologies from the total portfolio level to individual security selection.  

 Knowledge of global and domestic macro economic and capital market issues 
relating to investments. 

 Knowledge of statistical concepts, methods and models, and their application to 
investments. 

 Extensive skill in managing, mentoring and motivating staff to meet organization 
goals and objectives. 

 Extensive skill in negotiating issues and resolving problems. 

 Extensive skill in effective written and verbal communications, including 
preparing and delivering complex correspondence, reports, presentations, 
policies and proposals. 

 Experience in interfacing and working collaboratively with governmental 
entities, such as legislative bodies, as needed. 

 Ability to promote and maintain harmonious working relationships with co-
workers, division staff and external contacts, and to work effectively in a 
professional team environment. 

 Demonstrated ability in developing investment objectives and establishing 
performance benchmarks, policies, strategies and tactics for diversified 
investment programs.   

 Strong media relations acumen.  Outstanding written, verbal and presentation 
skills are required.   

 A strong understanding of the public sector environment is critical, including 
financial reporting, accounting rules, media interface, open meetings and public 
record laws, and overall public sector processes.  

 Experience interfacing and interacting with public funds boards is desired, as 
well as with consultants and investment advisors.  

 
LEADERSHIP CHARACTERISTICS 

  
Understanding the Business 

 Knows the business and the mission-critical technical and functional skills 
needed to do the job; understands various types of business propositions and 
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understands how businesses operate in general; learns new methods and 
technologies easily. 
 

Making Complex Decisions 

 Can solve even the toughest and most complex of problems; great at gleaning 
meaning from whatever data is available; is a quick study of the new and 
different; adds personal wisdom and experience to come to the best conclusion 
and solution, given the situation; uses multiple problem-solving tools and 
techniques. 
 

Being Organizationally Savvy 

 Maneuvers well to get things done; maze bright; knows where to go to get what 
he/she needs; politically aware and agile; knows what the right thing to do is; 
presents views and arguments well. 
 

Communicating Effectively 

 Writes and presents effectively; adjusts to fit the audience and the message; 
strongly gets a message across. 
 

Relating Skills 

 Warm, friendly, and interpersonally agile; easy to approach and talk to; relates 
well to all kinds of people; makes a pleasant first impression and builds solid 
relationships. 
 

Inspiring Others 

 Is skilled at getting individuals, teams, and an entire organization to perform at a 
higher level and to embrace change; negotiates skillfully to achieve a fair 
outcome or promote a common cause; communicates a compelling vision and is 
committed to what needs to be done; inspires others; builds motivated, high-
performing teams; understands what motivates different people. 
 

Acting with Honor and Character 

 Is a person of high character; is consistent and acts in line with a clear and visible 
set of values and beliefs; deals and talks straight; walks his/her talk; is direct and 
truthful but at the same time can keep confidences. 

 

EDUCATION 

 
Candidates should have a Bachelor’s degree from an accredited four-year college or 
university with major course work in business administration, finance, accounting, 
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economics, or a related area.  Either a master’s degree in accounting, finance, 
economics, or a closely related field OR a CFA is strongly preferred.   
COMPENSATION 

The successful candidate will be paid a base salary ranging from $180,000 to $220,000 
per year as well as benefits including: (1) paid family health insurance, (2) life 
insurance, and (3) a defined benefit retirement plan. 
 
EQUAL OPPORTUNITY EMPLOYER 

The State of North Dakota and this hiring agency do not discriminate on the basis of 
race, color, national origin, sex, genetics, religion, age or disability in employment or the 
provision of services, and complies with the provisions of the North Dakota Human 
Rights Act. 
 

KORN/FERRY CONTACTS 

Michael Kennedy 
Senior Client Partner 
1201 West Peachtree St., NW 
Suite 2500 
Atlanta, GA 30309 
404-222-4009 
michael.kennedy@kornferry.com 
 

Michele Booth 
Consultant 
Korn/Ferry International 
1201 W. Peachtree St., NW 
Suite 2500 
Atlanta, GA 30309 
843-795-8287 
boothmichele@bellsouth.net 

Lin Downs 
Project Coordinator 
Korn/Ferry International 
1201 W. Peachtree St., NW 
Suite 2500 
Atlanta, GA 30309 
404-222-4049 
lin.downs@kornferry.com 
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NORTH DAKOTA STATE INVESTMENT BOARD 
    MINUTES OF THE JULY 17, 2014  

EXECUTIVE REVIEW SUBCOMMITTEE 
 
BOARD MEMBERS PRESENT: Rob Lech, Chair 
  Mike Sandal, PERS Board 
  Cindy Ternes, WSI Designee 
      
  
STAFF PRESENT: Bonnie Heit, Assistant to the Board 
               
 
CALL TO ORDER: 
 
Mr. Lech called the State Investment Board (SIB) Executive Review Committee meeting to 
order at 2:04 p.m. on Thursday, July 17, 2014. The meeting was held via 
teleconference. 
 
IT WAS MOVED BY MR. SANDAL AND SECONDED BY MS. TERNES AND CARRIED BY A VOICE VOTE TO 
ACCEPT THE AGENDA AS PRESENTED. 
 
AYES: MR. SANDAL, MR. LECH, AND MS. TERNES 
NAYS: NONE 
MOTION CARRIED    
 
The Executive Review Committee meeting was held to review the evaluation 
system/structure, evaluation timeline, and compensation for the Executive Director/CIO 
of the Retirement and Investment Office (RIO). 
 
Mr. Lech provided to the Committee two surveys that he tweaked which could possibly be 
used as evaluation tools of the ED/CIO. The Committee discussed utilizing a leadership 
survey to elicit feedback from office staff and also utilizing a board evaluative tool 
similar to what is used for the Executive Director of the Public Employees Retirement 
System.  
 
The Committee also discussed the Carver Governance Model and the importance of 
adhering to the SIB’s adopted policies and procedures.   
 
After discussion, the Committee felt once a more formal evaluation structure/system is 
in place and has been reviewed and discussed by both the SIB and ED/CIO that the 
Executive Limitations policies should be reviewed and amended if warranted.  
 
The Committee also discussed compensation and compensation timelines for the ED/CIO.  
 
The Committee will bring back two options for the Board’s consideration: 
 
Option 1: 
 
1. Review the ED/CIO job description to ensure alignment between the job description 

and the SIB assessment tool. 
2. Meet with the ED/CIO to review the SIB assessment tool, the job description, and 

expectations. 
3. Review and amend the Executive Limitation’s process as appropriate. 
4. Request the ED/CIO create annual goals which would be added to the assessment. 

 
 

DRAFT  
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5. Request the ED/CIO present an Executive Limitation’s monitoring report schedule 
and have this presented to the SIB in September 2014 for a continual and ongoing 
process for SIB reporting. 

6. Conduct a formal evaluation in November 2014 followed by a compensation review in 
July 2015 which would align with Governance Policy: Board Staff 
Relationship/Monitoring Executive Performance (C-4).   

Option 2: 
 
Provide a partial increase in compensation no later than January 1, 2015, contingent 
upon a satisfactory Board evaluation, with the remainder to go into effect on July 1, 
2015.  
 
Mr. Lech will review the SIB’s assessment tool and align it with the ED/CIO job 
description.  
 
The next meeting of the Executive Review Committee is scheduled for Tuesday, July 22, 
2014, at 9:00 a.m. via teleconference. The Committee will be reviewing the SIB 
assessment tool revisions. 
 
 
ADJOURNMENT: 
 
Mr. Lech adjourned the meeting at 3:05 p.m. 
 
___________________________________  
Mr. Lech, Chair 
 
__________________________________ 
Bonnie Heit 
Assistant to the Board 



 
 
 
 
 
 
 

 
 

Memorandum 
 
 
 
To:  State Investment Board 
 
From: RIO Compliance Officer 
 
Date: July 25, 2014 
 
RE: Annual Affirmation of Code of Conduct Policy 
 
Governance Process Policy B-8, Board Members’ Code of Conduct, which is attached to this 
memorandum, details the Code of Ethical Responsibility for the SIB. Item #12 of this policy 
indicates that each Board Member is required to reaffirm their understanding of this policy 
annually and disclose any conflicts of interest. Therefore, please read and sign the statement 
below to comply with this requirement. 
 
 
“I have read and understand SIB Governance Process Policy B-8 Board Members’ Code of 
Conduct. I have disclosed any conflicts of interest as required by this policy.” 
 
 
Name (printed) ________________________________ 
 
 
Signature_____________________________________ 
 
 
Date_________________________________________ 
 
 
Detail of any conflicts of interest (if any): 
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POLICY TYPE:  GOVERNANCE PROCESS 
 
 POLICY TITLE: BOARD MEMBERS’ CODE OF CONDUCT 
 
The following will be the Code of Ethical Responsibility for the SIB: 
 

1. SIB members owe a duty to conduct themselves so as to inspire the confidence, respect, and trust of 
the SIB members and to strive to avoid not only professional impropriety but also the appearance of 
impropriety. 
 

2. SIB members should perform the duties of their offices impartially and diligently. SIB members are 
expected to fulfill their responsibilities in accord with the intent of all applicable laws and regulations 
and to refrain from any form of dishonest or unethical conduct. Board members should be unswayed 
by partisan interest, public sentiment, or fear of criticism. 

 
3. Conflicts of interest and the appearance of impropriety shall be avoided by SIB members. Board 

members must not allow their family, social, professional, or other relationships to influence their 
judgment in discharging their responsibilities. Board members must refrain from financial and 
business dealings that tend to reflect adversely on their duties. If a conflict of interest unavoidably 
arises, the board member shall immediately disclose the conflict to the SIB. A board member must 
abstain in those situations where the board member is faced with taking some official action regarding 
property or a contract in which the board member has a personal interest. Conflicts of interest to be 
avoided include, but are not limited to: receiving consideration for advice given to a person 
concerning any matter over which the board member has any direct or indirect control, acting as an 
agent or attorney for a person in a transaction involving the board, and participation in any transaction 
involving for which the board member has acquire information unavailable to the general public, 
through participation on the board. 
 
“Conflict of Interest” means a situation in which a board member or staff member has a direct and 
substantial personal or financial interest in a matter with also involves the member’s fiduciary 
responsibility. 
 

4. The board should not unnecessarily retain consultants. The hiring of consultants shall be based on 
merit, avoiding nepotism and preference based upon considerations other than merit that may occur 
for any reason, including prior working relationships. The compensation of such consultants shall not 
exceed the fair value of services rendered. 
 

5. Board members must abide by North Dakota Century code 21-10-09, which reads: “No member, 
officer, agent, or employee of the state investment board shall profit in any manner from transactions 
on behalf of the funds. Any person violating any of the provisions of this section shall be guilty of a 
Class A misdemeanor.” 

 
6. Board members shall perform their respective duties in a manner that satisfies their fiduciary 

responsibilities. 
 
 
7. All activities and transactions performed on behalf of public pension funds must be for the exclusive 

purpose of providing benefits to plan participants and defraying reasonable expenses of administering 
the plan. 
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POLICY TYPE:  GOVERNANCE PROCESS 
 
 POLICY TITLE: BOARD MEMBERS’ CODE OF CONDUCT 

 
 

 
8. Prohibited transactions. Prohibited transactions are those involving self-dealing. Self-dealing refers to 

the fiduciary’s use of plan assets or material, non-public information for personal gain; engaging in 
transactions on behalf of parties whose interests are adverse to the plan; or receiving personal 
consideration in connection with any planned transaction. 

 
9. Violation of these rules may result in an official reprimand from the SIB. No reprimand may be issued 

until the board member or employee has had the opportunity to be heard by the board. 
 
10. Board Members are required to affirm their understanding of this policy annually, in writing, and 

must disclose any conflicts of interest that may arise (See Exhibit B-I). 
 

 
Policy Implemented: June 23, 1995. 
Amended: January 22, 1999, February 25, 2011, January 27, 2012. 
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NORTH DAKOTA RETIREMENT AND INVESTMENT OFFICE 
 

QUARTERLY MONITORING REPORT 
 

 Quarter Ended June 30, 2014 
 

STAFF RELATIONS 
 

 
The Executive Limitation “Staff Relations” deals with the treatment of staff at RIO.  The 
executive director “shall not cause or allow any condition or any communication which is 
unfair, undignified, or disrespectful.”  This Executive Limitation lists six specific limitations that 
range from personnel policies to exit interviews.  All the limitations are intended to protect 
staff from unfair, undignified, or disrespectful treatment by management. 
 
During the past quarter, there were no exceptions to this Executive Limitation. 
 
Rich Nagel began his duties as Supervisor of Information Services effective April 1, 2014. 
 
Michael Dewitt accepted the position of IT Coordinator and began his employment on April 
28, 2014.  
 
The Audit Supervisor position has been posted three times since December 31, 2013, and 
the current posting is scheduled to end on July 31, 2014. 
 
The Investment Analyst position was posted as a classified grade O in June.  This current 
posting is scheduled to end on July 31, 2014.   
 
RIO staff is kept informed of the status of the vacant positions. 
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2013-2015 ADJUSTED BIENNIUM TO BUDGET % BUDGET % OF BIENNIUM
BUDGET APPROPRIATION DATE ACTUAL AVAILABLE AVAILABLE REMAINING

SALARIES AND BENEFITS $ 3,772,504.00 $ 3,772,504.00 $ 1,501,994.14 $ 2,270,509.86 60.19% 50.00%

ACCRUED LEAVE PAYMENTS 71,541.00 71,541.00 37,143.58 34,397.42 48.08% 50.00%

OPERATING EXPENDITURES 973,324.00 973,324.00 399,251.34 574,072.66 58.98% 50.00%

CONTINGENCY 82,000.00 82,000.00 61,987.33 20,012.67 24.41% 50.00%

   TOTAL $ 4,899,369.00 $ 4,899,369.00 $ 2,000,376.39 2,898,992.61 59.17% 50.00%

BUDGETING / FINANCIAL CONDITION 

AS OF JUNE 30, 2014

EXPENDITURES

AGENDA ITEM VII.B.



EXPENDITURE REPORT

QUARTER ENDED JUNE 30, 2014

QUARTERLY FISCAL YEAR BIENNIUM
INVESTMENT RETIREMENT TOTALS TO - DATE TO - DATE

CONTINUING APPROPRIATIONS

  INVESTMENT EXPENDITURES
     (SEE ATTACHED DETAIL) $ 5,630,548.67 $ 0.00 $ 5,630,548.67 $ 22,251,851.34 $ 22,251,851.34

  MEMBER CLAIMS
     1.  ANNUITY PAYMENTS 0.00 39,631,972.80 39,631,972.80 157,595,963.53 157,595,963.53
     2.  REFUND PAYMENTS      0.00 1,090,645.30 1,090,645.30 4,729,384.29  4,729,384.29

         TOTAL MEMBER CLAIMS 0.00 40,722,618.10 40,722,618.10 162,325,347.82 162,325,347.82

  OTHER CONTINUING APPROPRIATIONS 46,139.60 2,894.56 49,034.16 279,576.10 279,576.10

  TOTAL CONTINUING APPROPRIATIONS 5,676,688.27 40,725,512.66 46,402,200.93 184,856,775.26 184,856,775.26

BUDGETED EXPENDITURES

     1.  SALARIES & BENEFITS  
          
           SALARIES  141,154.25 157,058.66 298,212.91  1,105,019.40 1,105,019.40
           OVERTIME/TEMPORARY 0.00 0.00  0.00 2,950.00 2,950.00
           TERMINATION SALARY & BENEFITS 0.00 0.00 0.00 0.00 0.00
           FRINGE BENEFITS 43,809.80 62,246.62  106,056.42 394,024.74 394,024.74

           TOTAL SALARY & BENEFITS 184,964.05 219,305.28 404,269.33 1,501,994.14 1,501,994.14

     2.  ACCRUED LEAVE PAYMENTS 0.00 0.00 0.00 37,143.58 37,143.58
 

     3.  OPERATING EXPENDITURES  

           DATA PROCESSING 3,238.85 20,479.04 23,717.89 77,639.29 77,639.29
           TELECOMMUNICATIONS - ISD 1,094.40 2,305.62 3,400.02 11,073.56 11,073.56
           TRAVEL 2,910.43 2,349.43 5,259.86 25,910.64 25,910.64
           IT - SOFTWARE/SUPPLIES 14.04 29.84 43.88 2,287.88 2,287.88
           POSTAGE SERVICES 1,053.53 2,122.51 3,176.04 39,784.07 39,784.07
           IT - CONTRACTUAL SERVICES 1,594.90 56,120.39 57,715.29 101,720.00 101,720.00
           BUILDING/LAND RENT & LEASES 6,588.33 13,582.46 20,170.79 79,667.66 79,667.66
           DUES & PROF. DEVELOPMENT 36.58 1,521.92 1,558.50 12,249.71 12,249.71
           OPERATING FEES & SERVICES 3,340.47 7,840.92 11,181.39 17,956.67 17,956.67
           REPAIR SERVICE 50.00 0.00 50.00 144.25 144.25
           PROFESSIONAL SERVICES 865.56 4,852.44 5,718.00 13,262.00 13,262.00
           INSURANCE 0.00 0.00 0.00 613.53 613.53
           OFFICE SUPPLIES 111.72 361.17 472.89 1,594.53 1,594.53
           PRINTING 652.36 3,001.01 3,653.37 13,144.46 13,144.46
           PROFESSIONAL SUPPLIES & MATERIALS 0.00 0.00 0.00 943.60 943.60
           MISCELLANEOUS SUPPLIES 54.46 133.88 188.34 699.34 699.34
           IT EQUIPMENT UNDER $5000 128.99 212.16 341.15 560.15 560.15
           OTHER EQUIPMENT UNDER $5000 0.00 0.00 0.00 0.00 0.00

           TOTAL OPERATING EXPENDITURES 21,734.62 114,912.79 136,647.41 399,251.34 399,251.34

     3.  CONTINGENCY 0.00 0.00 0.00 61,987.33 61,987.33

TOTAL BUDGETED EXPENDITURES  206,698.67 334,218.07 540,916.74  2,000,376.39 2,000,376.39

TOTAL EXPENDITURES $ 5,837,247.34 $ 41,056,836.17 $ 46,943,117.67 $ 186,857,151.65 $ 186,857,151.65



INVESTMENT EXPENDITURE DETAIL

FEES PAID DURING THE QUARTER ENDED JUNE 30, 2014

FOR QUARTER ENDED 12/31/13

PENSION REAL ESTATE
JP Morgan (Special & Strategic) 330,293.32

CUSTODIAN
Northern Trust 300,784.53

TOTAL FOR QUARTER ENDED 12/31/13 631,077.85

FOR QUARTER ENDED 3/31/14

PENSION DEVELOPED INTERNATIONAL EQUITY POOL
Capital Guardian 119,107.32
Wellington 181,842.83
TOTAL PENSION INTERNATIONAL EQUITY 300,950.15

PENSION GLOBAL EQUITY POOL
Epoch 537,674.88
LSV 113,738.00
TOTAL PENSION GLOBAL EQUITY 651,412.88

PENSION BELOW INVESTMENT GRADE FIXED
Loomis Sayles 272,810.23

PENSION INVESTMENT GRADE FIXED INCOME POOL
PIMCO 93,858.94
State Street 5,801.79
Western Asset 43,276.13
TOTAL PENSION INVESTMENT GRADE FIXED INCOME 142,936.86

PENSION INFRASTRUCTURE POOL
JP Morgan 286,622.32

PENSION LARGE CAP EQUITY POOL 
Northern Trust 269,102.73
LA Capital 218,588.96
TOTAL PENSION LARGE CAP EQUITY 487,691.69

PENSION REAL ESTATE
Invesco 157,574.25

PENSION INTERNATIONAL FIXED INCOME
Brandywine 114,994.51

PENSION EMERGING MARKETS
JP Morgan 46,648.24
Northern Trust 27,496.88
TOTAL PENSION EMERGING MARKETS 74,145.12

PENSION PRIVATE EQUITY
Adams Street Partners 11,341.00

PENSION CASH
Northern Trust 13,008.18



INVESTMENT EXPENDITURE DETAIL

FEES PAID DURING THE QUARTER ENDED JUNE 30, 2014

INSURANCE FIXED INCOME POOL
Declaration 4,709.00
Prudential 80,996.43
State Street 17,443.86
Wells 230,393.36
Western Asset 160,616.32
TOTAL INSURANCE FIXED INCOME 494,158.97

INSURANCE LARGE CAP EQUITY POOL
LA Capital 92,511.92
LSV 86,923.00
TOTAL INSURANCE LARGE CAP 179,434.92

INSURANCE SMALL CAP EQUITY POOL
Research Affiliates 59,610.29

INSURANCE INT'L EQUITY
Capital Guardian 138,470.16
LSV 149,881.00
TOTAL INSURANCE INT'L EQUITY 288,351.16

INSURANCE INFLATION PROTECTED
JP Morgan 196,112.35
Western Asset 83,642.34
TOTAL INSURANCE INFLATION PROTECTED 279,754.69

INSURANCE REAL ESTATE
Invesco 64,397.33
JP Morgan 334,051.00
TOTAL INSURANCE REAL ESTATE 398,448.33

BUDGET STABILIZATION SHORT TERM FIXED
Babson 83,878.09

LEGACY FUND SHORT TERM FIXED
Babson 153,889.72

PERS RETIREE HEALTH INSURANCE CREDIT FUND
SEI 58,423.29

CUSTODIAN
Northern Trust 355,093.51

CONSULTANT
Adams Street 37,405.00
Callan 97,535.66
TOTAL CONSULTANT 134,940.66

TOTAL FOR QUARTER ENDED 3/31/14 4,999,470.82

TOTAL FEES PAID DURING QUARTER ENDED 6/30/2014 5,630,548.67



Quarterly Report on Ends 
Q4:FY14 

 
Investment Program 

 
 
Continuing due diligence conducted on following: 
 

DFA    Research Affiliates   Coral Group 
PFM Group   GMO     Wellington  
Grosvenor   Invest America   Clifton Parametric

 JPMorgan   Goldman Sachs   TIR 
Epoch    Axiom     Adams Street 

 Evercore   AQR       PIMCO 
 Capital Group  Harding Loevner   Invesco 
 Westwood Holdings  Neuberger Berman             William Blair   
 BA Merrill Lynch  Wells Capital              Old Mutual 
 Janus Capital 
  
The Declaration Management & Research separate account mortgage mandate within 
the insurance trust was fully transitioned to the Total Return Bond Fund in April. 
 
Following an asset-liability study conducted by Callan on behalf of Workforce Safety & 
Insurance, a new strategic asset allocation was approved by the State Investment 
Board at the May meeting. 
 
At the May meeting, Staff provided Board education on the topic of performance 
measurement, comparing and contrasting the use of time-weighted and dollar-weighted 
(IRR) calculation methodologies. 
 
With the assistance of Callan, Staff completed a search for finalist candidates for an 
active emerging markets equity mandate for the pension trust. Following board 
education regarding the Callan manager search process, the State Investment Board 
awarded the mandate to Axiom International. A legal contract review is in progress. 
 
In collaboration with Callan, Staff is conducting a search for MBS fixed income 
candidates to complement PIMCO within the pension trust investment grade sub-asset 
class. 
 
Following meetings with Staff in June, Callan’s custody review of Northern Trust is 
progressing. 
 
Staff continued to progress with the implementation of the new strategic asset allocation 
for the Legacy Fund, which is expected to be completed in January 2015.  
 

AGENDA ITEM VII.C. 



Staff attended meetings with the following entities: TFFR Board, Workforce Safety & 
Insurance, NDPERS Board and Investment Subcommittee, Government Finance 
Committee, Legislative Employee Benefits Program Committee and Legacy and Budget 
Stabilization Advisory Board. 
  
Staff continues to conduct preliminary due diligence on possible managers/products for 
future consideration. 
 
Staff continues to monitor each client’s asset allocation monthly and makes rebalancing 
decisions based on rebalancing policy and cash flow requirements. 
 
Staff continues to review investment management fees and has obtained reductions 
with PIMCO and Wells Capital 



AGENDA ITEM VII. D. 

Quarterly Report on TFFR Ends 
Quarter ended June 30, 2014 

 
Retirement Program 

 
This report highlights exceptions to normal operating conditions. 

 
 

• Governor Dalrymple re-appointed Kim Franz of Mandan to represent 
active members on the TFFR Board for another 5-year term from 7/1/14 – 
6/30/19.   
 

• The final element of the 2011 funding improvement legislation went into 
effect on 7/1/14 with member and employer contributions increasing 2% 
each (4% total).  Staff assisted 220 participating employers with necessary 
payroll software changes, collected new Employer Payment Plan forms, 
and provided other assistance as needed.  
 

• TFFR, PERS, and the State Auditor’s Office are continuing to develop a 
collaborative plan to implement the new GASB pension reporting 
standards with the assistance of plan actuaries, plan auditors, and 
trainer/consultant.  A GASB working group meeting was held on June 26, 
2014 in Bismarck. Over 50 participants attended the meeting and included 
representatives from the State, school districts, political subdivisions, 
auditors, and other stakeholder groups. Feedback will be incorporated into 
training for all TFFR and PERS employers and their auditors this fall.  



Watch List as of June 27, 2014 

Western Asset Management Company (“WAMCO”) - After an onsite visit on March 19, 2014, 
and extended discussion with the consultant community, Staff advised the SIB that in March it 
will engage Callan to commence a search for the WAMCO MBS mandate given significant 
management turnover in this area.  Given improved performance of Global Inflation Linked 
mandate and consistently favorable performance for the U.S. Core Plus mandate, Staff 
recommends that both mandates be removed from the watch list.   

Pacific Investment Management Company (“PIMCO”) – After positive onsite meetings on March 
19, 2014, with our portfolio managers and PIMCO’s new CEO (Douglas Hodge), Staff continues 
to recommend that all PIMCO strategies remain on the watch list until further notice including 
Agency MBS ($172 million), Unconstrained Bond ($94 million), DiSCO II ($160 million) and 
BRAVO II ($19.1    million).   

Loomis, Sayles (“Loomis”) – After a meeting in RIO offices on March 11, 2014, discussions with 
Callan, Staff recommends that Loomis be removed from the watch list given an improvement 
in short-term performance and greater clarity concerning succession planning following the 
departure of Kathleen Gaffney.   

   

Agenda Item VII.E. 



Western Asset TIPS (Ins.) $234,120,409 Western MBS (Pen.) $117,778,300

Returns Index5 Excess Returns Index4 Excess

1 Year 9.95 9.27 0.68 1 Year 4.56 4.66 (0.10)

3 Year 3.60 3.63 (0.03) 2 Year 1.50 1.74 (0.24)

5 Year 4.95 5.24 (0.29) Inception* 1.98 2.03 (0.05)

Inception* 4.52 5.05 (0.53)

*Funded 05/18/2004 *Current Mandate started April 2012

Western Domestic (Ins.) $451,482,590 Loomis Sayles HY (Pen.) $226,120,642

Returns Index2 Excess Returns Index1 Excess

1 Year 5.93 4.37 1.56 1 Year 12.75 11.72 1.03

3 Year 5.57 3.66 1.91 3 Year 8.96 9.46 (0.50)

5 Year 8.57 4.85 3.72 5 Year 14.50 13.92 0.58

Inception* 6.57 5.78 0.79 Inception* 8.84 8.76 0.08

*Funded April 1997 *Funded 4/5/2004

PIMCO Disco II* (Ins.) $75,713,476 PIMCO Disco II (Pen.) $84,219,329

Returns Index3 Excess Returns Index3 Excess

1 Year 12.30 0.25 12.05 1 Year 12.30 0.25 12.05

Inception* 22.00 0.35 21.65 Inception* 21.90 0.35 21.55

*Funded 10/07/2011 *Funded 10/7/2011

NDSIB Watch List
Data as of 6/30/14

PIMCO Bravo II (Ins.) $9,582,423 PIMCO Bravo II (Pen.) $9,582,423

Returns Index3 Excess Returns Index3 Excess

Inception* 35.90 0.27 35.63 Inception 35.90 0.27 35.63

*Funded 10/01/2013 (6th Close) *Funded 10/01/2013 (6th Close)

PIMCO Unconstrained* (Pen.) $94,306,305 Current PIMCO Unconstrained* (Pen.) $92,864,433 Former

Returns Index3 Excess As of 2/28/14 Returns Index3 Excess

Inception* 1.41 0.06 1.35 1 Year (2.00) 0.27 (2.27)

*Funded 3/19/2014 2 Year 3.09 0.35 2.74

Inception* 2.81 0.24 2.57

PIMCO MBS (Pen.) $175,464,637 *Funded 3/12/2012

Returns Index4 Excess

1 Year 3.87 4.66 (0.79) Note: All returns are net of fees.

2 Year 1.50 1.74 (0.24)

Inception* 1.77 1.81 (0.04)

*Funded 3/31/2012

1 Barclays High Yield 2%
2 Barclays Aggregate
3 Libor 3‐Month
4 Barclays Mortgage Index
5 Barclays Global Inflation Linked
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 1 Knowledge. Experience. Integrity. 

James W. Van Heuit is a Senior Vice President and a consultant in the Capital Markets Research group. 
He is responsible for assisting clients with their strategic investment planning, conducting asset allocation 
studies, developing optimal investment manager structures, and providing custom research on a variety 
of investment topics. Jim speaks regularly at both the “Callan College” and the Callan Investments 
Institute. Jim is a shareholder of the firm. 

Jim was originally with Callan in the Capital Markets Research group from 1989 to 1997 and returned in 
2001. From 2001 through 2004, he was a general consultant in the San Francisco office. From 1997 to 
2001 Jim was with consulting firms Watson Wyatt and R.V. Kuhns. 

Prior to joining Callan in 1989, Jim participated in the Ph.D. program in Economics at the University of 
Michigan where he studied microeconomics and international economics. Jim's previous experience 
includes four years as an independent consulting engineer and two years as a design engineer for Ford 
Aerospace and Communications Corp. 

He received a BS in Mechanical/Aeronautical Engineering from the University of California, Davis, a BA in 
Economics from California State University at Sacramento, and an MA in Economics from the University of 
Michigan.  

 



Paul Erlendson, 

Senior Vice Presid 

 

Paul M. Erlendson is a Senior Vice President and Senior consultant in Callan's Denver Consulting Office. He is a member of 

Callan's Client Policy Review, Manager Search and Defined Contribution Committees, and is a shareholder of the firm. Paul has 

assisted a variety of institutional investors with a broad array of investment policy formulation, implementation, and evaluation 

decisions. Paul has twenty-eight years of industry experience and has been with Callan for twenty-five years. 

Prior to joining Callan Associates in 1986, Paul served on the staff of a state pension system. His background also includes work in 

the insurance industry, and a stint as a college instructor. His commitment to education extends to participating in speaking roles at 

various investment forums. Paul served as a member of the Pitzer College Parent Leadership Council. Paul earned a BA and an MA 

from North Dakota State University. 
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1 The “Callan College” – Capital Market Theory Knowledge. Experience. Integrity. 

Agenda 

● Basics 
– Return and risk 
– Diversification 
– Modern portfolio theory (MPT) 
– Capital asset pricing model (CAPM) 

● Practical applications 
– Portfolio optimization 
– Risk and return attribution 

 

Capital Market Theory 

 



2 The “Callan College” – Capital Market Theory Knowledge. Experience. Integrity. 

Role of Capital Market Theory 

● Capital market theory attempts to explain the relationship between investment returns and risks. 

● Addresses both individual investments and portfolios of multiple investments. 

● Uses: 
– Portfolio construction: How should a portfolio of assets be constructed given the variety of different assets 

available for investment? 
– Asset valuation: How much is an asset worth given the characteristics of the other assets in market? 
– Performance measurement: How did an asset perform historically relative to the other assets in similar 

markets? How are risk and return attributed? 

 



3 The “Callan College” – Capital Market Theory Knowledge. Experience. Integrity. 

Risk According to Modern Portfolio Theory 

● Risk is measured by the standard deviation of returns which can be thought of as the average 
difference from the average return. 
– If there are large deviations from the average, the standard deviation is high meaning the returns are very 

volatile or uncertain. 

● Calculation of standard deviation includes returns both above and below the average. 
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4 The “Callan College” – Capital Market Theory Knowledge. Experience. Integrity. 

Relationship Between Risk and Return 

● Modern portfolio theory assumes investors are risk averse. 
– Given a choice between two assets with the same level of return, an investor will select the asset with a lower 

level of risk. 
– The risk premium demanded by investors provides evidence of risk aversion. 

– For example, investors demand a greater return from private equity over public equity for the increased risk they are assuming. 
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5 The “Callan College” – Capital Market Theory Knowledge. Experience. Integrity. 

Diversification 

● Diversification is an age-old concept. 
– ”Don’t put all of your eggs in one basket.” 

● The goal is risk control. 
– If one outcome is bad, all is not lost. 

● The key is to diversify across risky assets that react differently to various macroeconomic 
scenarios. 
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6 The “Callan College” – Capital Market Theory Knowledge. Experience. Integrity. 

Correlation is One Measure of Diversification 

● Correlation measures the degree to which two variables, such as asset classes, move in relation to 
each other. Correlations range from -1 to +1. 

● -1 correlation: 
– Returns are completely unsynchronized. 
– Good and bad returns exactly cancel out, leaving no volatility. 

● 0 correlation: 
– The relationship between the returns of two investments is completely random. 
– Substantial, but not complete, reduction in volatility. 

● +1 correlation: 
– Returns are completely synchronized. 
– Said to be “perfectly correlated.” 
– No diversification/volatility reduction. 

 

 



7 The “Callan College” – Capital Market Theory Knowledge. Experience. Integrity. 

Modern Portfolio Theory (MPT) 

● Harry Markowitz authored in 1952. 
– Nobel Prize winning theory. 

● MPT quantifies the idea of diversified investment portfolios 
through the use of correlation. 
– Previously a subjective judgment.  
– Makes use of the correlations of investment returns for the first 

time. 

● Quantification allows ranking diversification opportunities. 
– Given two otherwise identical investments, choose the one that 

diversifies the portfolio most. 

● Quantification allows the measurement of total portfolio 
diversification. 
– Can now measure the probability of losing a given amount of 

money. 
– Can compare the relative diversification of different portfolios. 

 



8 The “Callan College” – Capital Market Theory Knowledge. Experience. Integrity. 

MPT and “Optimal” Portfolios 

● Investment allocations determine portfolio return and risk. 
– Multiple portfolios can be constructed with the same expected returns but different levels of risk. 
– Multiple portfolios can be constructed with the same risks but different levels of expected return. 

● Definition of optimal portfolios: 
– For a given level of return, the portfolio with the lowest risk level. 
– For a given level of risk, the portfolio with the highest return level. 

● MPT identifies optimal portfolios using return, risk, and correlation expectations. 
– Optimal portfolios maximize diversification. 

 



9 The “Callan College” – Capital Market Theory Knowledge. Experience. Integrity. 

Expected Standard Deviation (Risk) 
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Diversification and the Efficient Frontier 

● An efficient portfolio is the combination of available assets that provides the highest level of return 
for a given level of risk. 
– C’s return ≥ A’s return 

● Alternatively, it is the portfolio that provides the lowest level of risk for a given level of return. 
– B’s risk ≤ A’s risk 

● The efficient frontier comprises all efficient portfolios in risk and return space. 
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10 The “Callan College” – Capital Market Theory Knowledge. Experience. Integrity. 

Limits of Diversification 

● Market risk cannot be diversified away. 

● MPT distinguishes between risks inherent in the market and risks that can be diversified. 
– Systematic Risk (market risk) is inherent in every security and cannot be avoided. 
– Unsystematic Risk (company specific risk) can be reduced through diversification. 
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11 The “Callan College” – Capital Market Theory Knowledge. Experience. Integrity. 

Capital Asset Pricing Model (CAPM) 

● Markowitz’s model required covariance (correlation x standard deviation) calculations between all 
assets leading to immense computational complexity. 
– For example a 1,000 stock portfolio results in 499,500 covariance pairs. 

● William Sharpe replaced Markowitz’s reliance on covariance with each security’s relationship to the 
overall market. 

● CAPM assumes that markets are “efficient” – all information is freely available and reflected 
instantaneously in asset prices. 
– Academics have proposed several levels of market efficiency: strong, semi-strong, and weak. 

● Sharpe’s approach greatly simplified the computational requirements of defining an efficient 
portfolio. 
– He was recognized with a Nobel prize for these achievements in 1990. 

 



12 The “Callan College” – Capital Market Theory Knowledge. Experience. Integrity. 

Capital Asset Pricing Model (CAPM) 
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13 The “Callan College” – Capital Market Theory Knowledge. Experience. Integrity. 

Applications of Capital Market Theory 

● Standard deviation encompasses many foreseeable risks at the major (publicly traded) asset class 
level. 

● Annual asset returns, over meaningful time periods, are approximately normally distributed. 

● As a consequence, mean-variance optimization (MVO) is one useful approach to formulating asset 
allocation policy. 

● The mean-variance framework and capital asset pricing model (CAPM) also work well when 
measuring and evaluating performance. 
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1 The “Callan College” – Asset Allocation Knowledge. Experience. Integrity. 

Discussion Outline 

● Broad Overview of Asset Allocation 

● The Role of Liabilities 

● The Goal of Asset Allocation Analysis 

● Callan’s Asset-Liability Process 



2 The “Callan College” – Asset Allocation Knowledge. Experience. Integrity. 

What is Asset Allocation? 

● Asset allocation is the primary determinant of investment return and asset volatility. 

● Asset allocation is the process of determining the optimal allocation of a portfolio among broad 
asset classes based upon, among other factors: 
– Liability characteristics 
– Capital market expectations 
– Cash flow considerations 
– Risk tolerance 
– Investment goals 
– Time horizon 

● Elements of an appropriate target asset allocation include: 
– Identifying asset classes for inclusion (avoid overlaps and minimize gaps) 
– Special considerations such as asset class limitations, implementation challenges, size or capacity constraints 
– Liquidity requirements 
– Rebalancing discipline 

 



3 The “Callan College” – Asset Allocation Knowledge. Experience. Integrity. 

The Focus is on Broad Asset Classes 

● Breakdowns between investment styles within asset classes (growth vs. value, large cap vs. small 
cap) are best addressed in a manager structure analysis. 

● Primary asset classes and important sub-asset classes include: 
– U.S. Stocks 
– U.S. Bonds 
– Non-U.S. Stocks 
– Non-U.S. Bonds 
– Alternative Investments 

– Real Estate 
– Private equity 
– Absolute return 

– Cash 
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4 The “Callan College” – Asset Allocation Knowledge. Experience. Integrity. 

Interaction of Three Key Policies 

Investment Policy 
● How will the assets 

supporting the 
benefits/spending be 
invested? 

● What risk and return 
objectives? 

● How to manage cash 
flows? 

Contribution Policy 
● What are expected inflows 

(contributions, fundraising, 
bequests, royalties)?  

● Pension 
– Funding policy  
– Actuarial assumptions 
– Actuarial discount rate 
– Pension accounting 

Benefits Policy 
● DB Plan Design 

– Open, closed or frozen? 
– Final-average, cash balance? 

● What type of spending policy 
– Smoothing method? 

Investment  
Policy 

Benefits/Spending  
Policy 

Contribution 
Policy 

Three strategic policies govern any pool of assets whether it be a  pension fund, endowment, 
or foundation. 



5 The “Callan College” – Asset Allocation Knowledge. Experience. Integrity. 

Why Conduct an Asset and Liability Study? 

● The cornerstone of a prudent process for pension plan, endowment, and foundation trustees (and 
any individual investor) is a careful and thorough examination of their long-term strategic plan. 

● Explicitly acknowledge change and uncertainty in the capital markets. 

● Establish reasonable rate-of-return and risk expectations. 

● Incorporate material changes in strategic policies 
– Endowments and foundations:  change in spending policy, large donations 
– Pension plan:  change in funding policy, plan freeze or close 

● Reflect changes in regulations 
– Corporate pension:  PPA, FASB accounting reform 
– Public pension:  GASB 67 and 68 

● Project and evaluate impact on assets, liabilities and funded status. 

● Confirm an investment policy to meet return and risk objectives in relation to funding, accounting or 
spending goals. 

● If no material changes have occurred, an asset allocation review should still be conducted every  
3 – 5 years. 
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Callan Asset Allocation and Liability Process 

Liability Modeling Asset Projections 

Build Actuarial 
Liability Model 

Create Asset 
Mix Alternatives 

Define Liability 
Assumptions 

Define Capital 
Market Assumptions 

Simulate 
Financial Conditions 

Define 
Risk Tolerance 

Select Appropriate 
Target Mix 
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Asset Projections 

● The purpose of projections is to guide strategic planning. 

● Projections should be thought of as representing the path of the global economy and capital 
markets over a long time horizon, and not as a one-year forecast. 

● Ten-year annualized projections include: 
– Return 
– Risk 
– Correlation 

● Relationships between asset class assumptions are as important as the individual asset class level 
of assumptions: 
– Inflation vs. cash equivalents 
– Fixed income returns vs. inflation (real return) 
– Stock returns vs. bonds (equity risk premium) 
– Large capitalization vs. small capitalization equities (small cap premium) 
– U.S. equity vs. non-U.S. equity 

● Ten-year projections are updated each year, allowing for changes in markets over time. 

 

Defining Capital Market Assumptions 
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2014 Capital Market Expectations—Return and Risk 
Summary of Callan’s Long-Term Capital Market Projections (2014 – 2023)  

Geometric returns are derived from arithmetic returns and associated risk (standard deviation). 
Source: Callan Associates 

Projected Return Projected Risk 2013 - 2022

Asset Class Index
1-Year 

Arithmetic
10-Year 

Geometric* Real
Standard 
Deviation

10-Year 
Geometric*

Standard 
Deviation

Equities
Broad Domestic Equity Russell 3000 9.15% 7.65% 5.40% 19.00% 7.65% 18.95%
Large Cap S&P 500 8.90% 7.50% 5.25% 18.30% 7.50% 18.30%
Small/Mid Cap Russell 2500 10.15% 7.85% 5.60% 22.95% 7.85% 22.90%
International Equity MSCI EAFE 9.25% 7.50% 5.25% 20.20% 7.50% 20.10%
Emerging Markets Equity MSCI EMF 11.45% 7.90% 5.65% 27.95% 7.95% 27.75%
Global ex-US Equity MSCI ACWI ex-US 9.80% 7.80% 5.55% 21.50% 7.85% 21.25%

Fixed Income
Defensive BC Gov't 1-3 2.50% 2.50% 0.25% 2.40% 2.30% 2.25%
Domestic Fixed BC Aggregate 3.05% 3.00% 0.75% 3.75% 2.50% 3.75%
TIPS BC TIPS 3.10% 3.00% 0.75% 5.30% 2.30% 5.00%
Long Duration BC Long Gov't/Credit 5.00% 4.25% 2.00% 12.80% 2.70% 12.00%
High Yield BC High Yield 5.60% 5.05% 2.80% 11.45% 5.05% 12.60%
Non-US Fixed Citi Non-US Gov't 2.95% 2.50% 0.25% 10.00% 2.25% 9.40%
Emerging Markets Debt JPM EMBI Global Div 6.15% 5.75% 3.50% 10.50% 4.40% 9.85%

Other
Real Estate Callan Real Estate 7.35% 6.15% 3.90% 16.50% 6.20% 17.50%
Private Equity VE Post Venture Cap 13.55% 8.50% 6.25% 33.00% 8.65% 30.90%
Hedge Funds Callan Hedge FoF 5.40% 5.10% 2.85% 8.85% 5.10% 10.20%
Commodities DJ-UBS Commodity 4.75% 3.25% 1.00% 18.25% 2.75% 18.25%
Cash Equivalents 90-Day T-Bill 2.00% 2.00% -0.25% 0.90% 2.00% 0.90%

Inflation CPI-U 2.25% 2.25% 1.50% 2.50% 1.50%
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Callan’s 2014 – 2023 Capital Market Assumptions 

● Correlation measures the degree to which pairs of asset classes move together. 
● Relationships between asset classes are as important, or more important, than the individual asset class level 

of assumptions. 
● These relationships will have a strong effect on the generation of efficient asset mixes under mean-

variance optimization. 

Key to Constructing Efficient Portfolios 

 
Broad 

Large 
Cap 

Sm/Mid 
Cap 

Intl 
Equity 

Em 
Mkts 

Global 
ex-US Defense 

U.S. 
Fixed TIPS 

High 
Yield 

Non-U.S. 
Fixed 

Real 
Estate 

Private 
Equity 

Hedge 
Fund Comm 

Cash  
Eq 

Broad U.S. Equity 1.000 
Large Cap 0.997 1.000 

Small/Mid Cap 0.965 0.940 1.000 
Non U.S. Equity 0.852 0.850 0.820 1.000 

Emerging Markets Equity 0.861 0.855 0.840 0.860 1.000 
Global ex-U.S. Equity 0.882 0.879 0.852 0.986 0.933 1.000 

Defensive -0.299 -0.295 -0.295 -0.280 -0.300 -0.296 1.000 
U.S. Fixed -0.107 -0.100 -0.125 -0.100 -0.145 -0.118 0.700 1.000 

TIPS -0.05 -0.045 -0.065 -0.045 -0.060 -0.051 0.480 0.580 1.000 
High Yield 0.610 0.610 0.58 0.580 0.570 0.595 -0.030 0.025 0.030 1.000 

Non-U.S. Fixed -0.074 -0.065 -0.100 0.000 -0.090 -0.029 0.380 0.400 0.300 0.050 1.000 
Real Estate 0.734 0.730 0.715 0.650 0.645 0.669 -0.120 -0.020 0.005 0.550 0.020 1.000 

Private Equity 0.943 0.940 0.910 0.900 0.895 0.927 -0.270 -0.180 -0.090 0.620 -0.020 0.715 1.000 
Hedge Funds 0.752 0.750 0.725 0.690 0.710 0.718 -0.130 0.120 0.080 0.550 0.000 0.575 0.720 1.000 
Commodities 0.157 0.155 0.155 0.145 0.155 0.153 -0.250 -0.010 0.200 0.120 -0.050 0.150 0.130 0.180 1.000 

Cash Equivalents -0.042 -0.030 -0.080 -0.010 -0.100 -0.039 0.350 0.100 0.070 -0.110 0.000 -0.060 0.000 -0.070 0.070 1.000 
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Asset Projections 

● Mean-Variance Optimization is one standard quantitative tool that is used to identify a series of 
efficient portfolios ranging from conservative to aggressive (represented by the efficient frontier). 

● The mixes along this frontier are deemed efficient because they generate the maximum expected 
return for their expected level of risk.  

● The efficient mixes take optimal advantage of less-than-perfect correlation between asset classes. 

 

Mean-Variance Optimization 

 

Create Asset 
Mix Alternatives 

Capital Market 
Assumptions 

Mean Variance 
Optimization 

Return 
Risk 
Correlation 

Searches for risk-
minimizing 
combinations 

Efficient Frontier 

Mixes which satisfy 
investor criteria 
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Create Asset Mix Alternatives 

Portfolio Component 
Sample 

Portfolio Mix 1 Mix 2 Mix 3 Mix 4 Mix 5 Mix 6 Mix 7 
Broad Domestic Equity 50% 13% 17% 22% 24% 30% 34% 38% 
Global (ex-US) Equity 10% 10% 13% 16% 20% 23% 26% 30% 
Domestic Fixed 30% 70% 60% 50% 40% 30% 20% 10% 
Real Estate 5% 5% 6% 7% 9% 10% 12% 13% 
Private Equity 5% 2% 4% 5% 6% 7% 8% 9% 
Totals 100% 100% 100% 100% 100% 100% 100% 100% 

10-Year Geometric Mean Return 6.8% 4.9% 5.4% 5.9% 6.4% 6.9% 7.2% 7.6% 
Projected Standard Deviation 13.6% 6.1% 7.6% 9.8% 11.7% 13.7% 15.7% 17.7% 
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What Do We Mean By Investment Risk? 
Range of Projected Returns Over Five Years 

 

Sample Portfolio Mix 1 Mix 2 Mix 3 Mix 4 Mix 5 Mix 6 Mix 7 
(10%) 

(5%) 

0% 

5% 

10% 

15% 

20% 

25% 

A
nnual R

ates of R
eturn (%

) 

5th Percentile 
25th Percentile 
Median 
75th Percentile 
95th Percentile 

17.9% 
11.1% 
6.8% 
2.7% 

(3.1%) 

9.7% 
6.8% 
4.9% 
3.0% 
0.4% 

11.7% 
7.9% 
5.4% 
3.0% 

(0.3%) 

13.8% 
9.0% 
5.9% 
3.0% 

(1.2%) 

15.9% 
10.2% 
6.4% 
2.9% 

(2.1%) 

18.1% 
11.2% 
6.9% 
2.7% 

(3.1%) 

20.2% 
12.3% 
7.3% 
2.5% 

(4.2%) 

22.4% 
13.3% 
7.6% 
2.2% 

(5.3%) 
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Pension Plan Liability Projections 

● Pension Plan Equation of Balance: 
–  Benefits + Expenses = Investment Return + Contributions 

● Comparable Balance for Endowments and Foundations: 
– Spending + Expenses + Desired Growth in the Corpus = Investment Return + Contributions 

● The liability model reflects the funding policy and benefit policy of the Pension Plan – two of three 
important policies that govern the plan. 

● Understand the nature of the liabilities and their sensitivity to changes in the capital markets  
(i.e., inflation, interest rates and returns).   

● By comparing assets to liabilities, plan sponsors ascertain their risk tolerance. 
– Evaluation of funded status risk, liquidity needs, contribution risk and time horizon. 

 

Why Model Liabilities? 
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Finding the Appropriate Risk Level 

Evaluate Potential Outcomes 

Plan Liabilities/ 
Spending 

Efficient Frontier 
 (Optimal asset mixes) 

Define 
Risk Tolerance 

Select Appropriate 
Target Mix 

Range of Future Assets, 
Contributions,  Benefit 
Payments and Funding  
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Investment Goals Define Risk Tolerance 
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1 Knowledge. Experience. Integrity. The “Callan College” – The Role of the Fiduciary 

Framing the Discussion 

There is an increased focus on the fiduciary oversight of institutional investment programs. 

 

A Recommended Fiduciary Process for All Types of Funds 
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The Test for Determining Fiduciary Status 

● The test for determining fiduciary status is a functional one. 

● To the extent a person or entity has, or may exercise, any of the functions described earlier, the 
person or entity will be deemed to be a fiduciary. 

● The courts may differ as to whether certain actions constitute fiduciary duties—e.g., calculating 
pension benefits was considered a fiduciary duty in one court case, but not in another. 
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Company Board of Directors: Yes, to the extent they pass the functional test. 

Public Fund Board of Trustees: Yes 

Investment Committee: Yes 

Staff: Some are, some are not—the test is whether or not a staff 
person has discretion or control over the administration of 
the plan or management of the assets. 

Who are the Fiduciaries for a Typical Fund Sponsor? 

A person’s fiduciary duty is limited 
to the scope of responsibility he or 
she assumes. 
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Who are the Fiduciaries for a Typical Fund Sponsor? 

Investment Consultants: Probably 

Actuaries: Probably not 

Attorneys: Probably not 

Auditors: Probably not 

Investment Managers: Yes 

Custodian Banks: Yes (in some instances) 

Recordkeepers: Probably, but many would argue 



5 Knowledge. Experience. Integrity. The “Callan College” – The Role of the Fiduciary 

What are a Fiduciary’s Basic Duties? 

● Duty of loyalty 

● Duty of care 

● Duty to diversify plan assets 

● Duty to act in a manner consistent with the documents and instruments governing the plan 

 

● North Dakota Attorney General Nicholas Spaeth an opinion dated 29 May 1990 outlining the State 
Investment Board’s fiduciary responsibilities.1  The opinion incorporates North Dakota Century 
Code references to the specific duties of the SIB.  The information contained in this presentation 
are largely consistent with the duties outlined in the AG’s opinion.  Callan is not qualified to offer 
legal advice so we encourage SIB members to consult with your legal counsel to fully understand 
the duties that apply to Board members under State law. 

1 Assistant Attorney General Janilyn K. Murtha furnished a copy of the AG’s 1990 opinion which is included 
as an appendix to this presentation. 
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Duty of Loyalty 

Fiduciaries are to act solely in the best interest of plan participants and beneficiaries (both 
current and future) for the exclusive purpose of: 

● Providing benefits for participants and their beneficiaries. 

● Defraying reasonable expenses of administering the plan. 

 

Conflicts of interest raise Duty of Loyalty problems. 

Source: ERISA Section 404(a)(1)(A) 
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Duty of Care 

● Prudence in Investments 

● Prudence in Benefits Administration 

● Prudence in Operations 

● Prudence Requires Process 

● Prudence Requires Judgment 

● Interpretation of Prudence 

● How is Prudence Verified? 

 

Prudent person/expert standard:  

● A “pure heart” and “empty head” do not satisfy the duty of care. 

 

 

Exercising Prudence 
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Duty to Diversify 

The fiduciary duty “to diversify” means to: 
“…diversify the investments of the plan so as to minimize the risk of large losses, unless under the 
circumstances it is clearly not prudent to do so.” 

Interpretations of the diversification rule are based on 
the facts and circumstances of each case, including the 
following factors: the purposes of the plan; the amount of 
plan assets; financial and industrial conditions; the type 
of investment made; diversification along geographic 
lines; diversification along industry lines; and the date 
the investment matures. 

Spread portfolio among different sectors, industries, 
securities within a number of asset classes. 

Source: ERISA section 404(a)(1)(C) 
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May Fiduciary Responsibility be Allocated or Delegated? 

● Plan may provide procedure for allocating fiduciary responsibilities (other than responsibility of plan 
trustee) among “named fiduciaries.” 
– For example, plan may create “plan administration committee” and “plan investment committee,” the former 

with responsibility for administration/benefit determinations and the latter with responsibility for overall plan 
investments. 

● Named fiduciary may designate persons other than named fiduciaries to carry out fiduciary 
responsibilities (other than responsibilities of plan trustee) under the plan. 
– For example, a Board of Directors that is a named fiduciary under a plan may create a “plan administration 

committee” and a “plan investment committee,” with the powers noted above. 
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May Fiduciary Responsibility be Allocated or Delegated?  

● Named fiduciary with responsibility to oversee plan investments (e.g., a plan investment 
committee) may select investment managers/funds and give them power to direct plan trustee as 
to plan investments. 

● Named fiduciary may give “proper” investment directions to plan trustee, which trustee must follow 
if in accordance with plan terms and not contrary to ERISA. 

 

(continued) 
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Fiduciary Liability 

● Fiduciaries are subject to personal liability for plan losses if they violate fiduciary rules. 

● Fiduciaries also may be subject to personal liability if other fiduciaries violate fiduciary rules if: 
– They participate knowingly in or conceal a breach by the other fiduciary, 
– Their own fiduciary breach enabled the other fiduciary to breach the fiduciary rules, or 
– They have knowledge of the other fiduciary’s breach and do not make reasonable efforts to cure it. 
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How Can a Plan Fiduciary Demonstrate Compliance with the 
Duty of Care/Prudent Person Rule? 

 

 

● Keep detailed records of the actions taken and the factors that went into the decisions; 

● Make sure these records describe in detail the relevant circumstances prevailing at the time 
(outline the conditions under which the action was taken); and 

● Make sure all reasonable steps have been taken to acquire the information needed to make 
informed decisions. 

Trustees or other fiduciaries should follow a prudent process and act defensively; they should 
build a written record to defend and explain their actions: 
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The Importance of “Process” 

● Plan fiduciaries can never be totally free of fiduciary liability. 

● The question of investment prudence typically turns on the process followed by plan fiduciaries, 
not on the ultimate investment results. 

     

A B C D E 

“Connecting the Dots” is Important. 
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1. Prepare written investment policies, and document the process 
used to derive investment decisions. 

2. Diversify portfolio assets with regards to the specific risk/return 
objectives of participants/beneficiaries. 

3. Use professional money managers (“prudent experts”) to make 
investment decisions. 

4. Control and account for all investment expenses. 

5. Monitor the activities of all money managers and service 
providers. 

6. Avoid prohibited transactions and conflicts of interest. 

*Summary of Fiduciary Requirements from ERISA and “Prudent Person” Rules. 

Uniform Code of Fiduciary Conduct* 

6. Avoid prohibited transactions and conflicts of interest. 



Investment Policy Statements 
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The Benefits of Having an IPS for Most Institutional Asset Pools 

● Helps to maintain the fiduciary’s focus on executing plan investment activities through the lens of 
the policy as opposed to the current investment environment. 

● Objectives, expectations and processes are not “re-invented” every time an investment issue 
arises. 

● “Haven’t we addressed this issue before?” 

● Playbook for new fiduciary members. 

● A well documented and executed policy is your best defense. 

● The DOL (or other appropriate oversight entity) is likely to ask to see it. 
Many public entities must link it to appropriate statutes. 
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Investment Policy Statement Contents 

● The document should reflect each Sponsor’s requirements (legal) and their particular approach of 
the investment program: 
– Some are very hands-on in their orientation and get into the most minute of operational details. 
– Others take a broader approach, leaving room for interpretation of procedures and standards. 

● Investment Policy Statements vary greatly in length. It needs to say what your Committee wants to 
communicate to its intended audience. 

● Who is the intended audience of the IPS? 
– Managers 
– Consultants 
– Trustees 
– Staff 
– Plan Participants 
– Regulatory Authorities 

● Qualified legal counsel should review your IPS. 

Basic, or Full of Details? 
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Distinction of Responsibilities 

● Board of Trustees 

● Committee 

● Staff 

● Participant 

● Investment Managers 

● Trustee/Custodian/Recordkeeper 

● Investment Consultant 
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Steps in the Investment Management Process 
A Recommended Fiduciary Process for All Types of Funds 

 Conduct Fiduciary 
Review: 
− Current position  
− Regulatory 

environment  
− Mission and 

objectives    
− Risk tolerance 
− Performance 

objectives 
− Cash flow 

considerations 
− Liabilities 

1. Develop investment 
policy guidelines 

2. Set asset-allocation 
policy 

3. Determine rational 
manager structure 

5. Identify appropriate 
performance 
benchmarks 

 Prepare a written  
Investment Policy 
Statement 

1. Hire investment 
managers. 

2. Negotiate investment 
manager fees 

3. Review custody/ 
recordkeeping. 
arrangements 

4. Review securities 
lending program 

5. Establish brokerage 
policies 

1. Review performance 
measurement and 
reporting procedures 

2. Monitor trading costs 
3. Monitor ongoing 

manager. 
performance  

4. Make program 
refinements as 
required 

Analyze 
Current  
Position Design 

Optimal 
Portfolio Formalize 

Investment 
Policy Implement 

Policy Monitor 
and 
Supervise 

Review Step 1 
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Step 2 

Step 3 
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5/90 ND Attorney General opinion 



N.D.A.G. Letter to Omdahl (May 29, 1990) 

May 29, 1990 

Lt. Governor Lloyd B. Omdahl
Chairman
State Investment Board
P.O. Box 7100  
Bismarck, ND 58502-7100 

Dear Lt. Governor Omdahl: 

Thank you for your March 5, 1990, letter in which you ask me to address three questions 
relating to the fiduciary responsibilities of the North Dakota State Investment Board 
(Board). Your questions are: 

1. What is the fiduciary responsibility of the Board with respect to the funds listed in 
N.D.C.C. § 21-10-06? 

2. Assuming that the Board has the primary fiduciary responsibility with respect to 
each of the above-listed funds, does the Board have the statutory authority to 
delegate that responsibility to the governing body of each individual fund? 

3. Which of these takes precedence over the other -- the Board's policies on 
investment goals and objectives or each individual fund's policies on investment 
goals and objectives? 

I will address the questions in the order presented. 

The Board is charged with the investment of the funds listed in N.D.C.C. § 21-10-06. 
N.D.C.C. § 21-10-02. The Board also is directed to approve general types of securities in 
which these funds may be invested and to set policies and procedures regulating 
securities transactions on behalf of the funds. Id.

N.D.C.C. § 21-10-02.1 provides as follows: 

  21-10-02.1.    Board--Policies--Investment goals and objectives. The 
board shall establish policies on investment goals and objectives for the 
funds enumerated in section 21-10-06. The policies must provide for: 

  1. The definition and assignment of duties and responsibilities to 
advisory services and persons employed by the board. 

2. Acceptable rates or return, liquidity, and levels of risk. 



3. Long-range asset allocation goals. 

4. Guidelines for the selection and redemption of investments. 

5. Investment diversification, investment quality, qualification of 
advisory services, and amounts to be invested by advisory 
services.

6. The type of reports and procedures to be used in evaluating 
performance.

Each fund enumerated in section 21-10-06 shall submit to the board the 
fund's policies on investment goals and objectives. The state investment 
board shall develop an asset allocation plan for each fund in accordance 
with the investment goals and objectives of the fund, subject to the approval 
of the governing body of the fund. 

N.D.C.C. § 21-10-02.1; N.D. Sess. Laws ch. 667, § 6. The last sentence of this section 
was added by the 1989 Legislative Assembly and is effective only through June 30, 1991. 
1989 N.D. Sess. Laws ch. 667, §§ 6, 15. 

"The Board is charged with the investment of" the several state funds listed in N.D.C.C. 
§ 21-10-06.  N.D.C.C. § 21-10-06; 1989 N.D. Sess. Laws ch. 667, §§ 7, 15. 

The Board has the authority to appoint an investment director or an advisory service 
experienced in, and with considerable knowledge of, the field of investments.  N.D.C.C. 
§ 21-10-02. The powers and duties of an investment director are set out in N.D.C.C. 
§ 21-10-05 as follows: 

  21-10-05. Director--Powers and duties. Subject to the limitations 
contained in the law or the policymaking regulations or resolutions 
promulgated by the board, the investment director shall have the power to 
make purchases, sales, exchanges, investments, and reinvestments of the 
funds under the management of the board. This section shall constitute a 
continuing appropriation of all moneys required for the making of 
investments of funds under the management of the board. The director shall 
see that moneys invested are at all times handled in the best interests of the 
funds. Securities or investments may be sold or exchanged for other 
securities or investments. 

 The investment director shall formulate and recommend to the investment 
board for approval, investment regulations or resolutions pertaining to the 
kind or nature of investments and limitations, conditions, and restrictions 
upon the methods, practices or procedures for investment, reinvestment, 
purchase, sale, or exchange transactions which should govern the 
investment of funds under this chapter. 



N.D.C.C. § 21-10-05. 

The Board is required to apply the prudent investor rule with respect to the funds under its 
supervision. N.D.C.C. § 21-10-07. This rule is defined as follows: 

The "prudent investor rule" means that in making investments the fiduciaries 
shall exercise the judgment and care, under the circumstances then 
prevailing, that an institutional investor of ordinary prudence, discretion, and 
intelligence exercises in the management of large investments entrusted to 
it, not in regard to speculation but in regard to the permanent disposition of 
funds, considering probable safety of capital as well as probable income. 

N.D.C.C. § 21-10-07. 

In 1989, the Legislative Assembly also added a sentence to N.D.C.C. § 21-10-07 
providing that the funds belonging to the Teachers' Fund For Retirement (TFFR) and the 
Public Employees Retirement System (PERS) are to be invested exclusively for the 
benefit of their members and in accordance with the investment goals and objectives of 
each of these funds.   N.D.C.C. § 21-10-07; 1989 N.D. Sess. Laws ch. 667, § 9. This 
sentence is effective only through June 30, 1991.  1989 N.D. Sess. Laws ch. 667, § 15. 

N.D.C.C. § 21-10-02.1 contains contradictory statements with respect to the 
establishment of policies on investment goals and objectives. The first sentence of this 
section provides that it is the Board that is to establish policies on investment goals and 
objectives for the individual funds. The final two sentences of this section, however, 
provide that in addition to each fund submitting its policies on investment goals and 
objectives to the Board, the Board's asset allocation plan for each fund must be in 
accordance with the investment goals and objectives of each fund and is subject to the 
approval of the governing body of each fund. 

Prior to the Legislative Assembly's amendment of N.D.C.C. § 21-10-02.1 in 1989, the 
individual funds were required to submit their policies on investment goals and objectives 
to the Board, but the Board was not directed or required to comply with those policies. 
However, for the current biennium, the Legislative Assembly has mandated development 
of an asset allocation plan for each fund in accordance with that fund's investment goals 
and objectives. The Legislative Assembly also requires approval by the governing body of 
each fund before the asset allocation plan developed for each fund by the Board may be 
implemented.

The new provision added to N.D.C.C. § 21-10-07 by the Legislative Assembly in 1989, 
also effective only for the current biennium, also contradicts N.D.C.C. § 21-10-02.1. 
N.D.C.C. § 21-10-02.1 directs the Board to establish policies on investment goals and 
objectives for all the funds. For the present biennium, however, N.D.C.C. § 21-10-07 
directs the Board to invest the funds of the TFFR and PERS exclusively for the benefit of 



their members and in accordance with the investment goals and objectives of those two 
individual funds. 

The practical effect of the 1989 amendments is that the Board has no fiduciary 
responsibilities with respect to developing and establishing investment goals and 
objectives for any fund, but does have fiduciary responsibilities with respect to developing 
asset allocation plans once each fund has developed and submitted its investment goals 
and objectives. Since enactment of the 1989 amendments, the Board also has fiduciary 
responsibilities with respect to the implementation of the investment goals and objectives 
established by the TFFR Board and the PERS Board. 

In arriving at this interpretation of the Board's fiduciary responsibilities, I have attempted to 
reconcile the apparently contradictory language. To the extent that has not been possible, 
I have given effect to the 1989 amendments because they are later in time and are more 
specific than the general language of N.D.C.C. § 21-10-02.1 on this subject. See
N.D.C.C. § 1-02-07 (when an irreconcilable conflict exists between a general provision 
and a special provision, the special provision prevails unless the general provision is 
enacted later and the Legislative Assembly intended it should prevail). I have also relied 
upon legislative history with respect to the effect of these amendments. See N.D.C.C. § 
1-02-39 (in determining the legislative intent with respect to an ambiguous statute, the 
legislative history may be considered). 

In his testimony before the Senate State and Federal Government Committee on 
January 17, 1989, Assistant Attorney General Steven E. Noack, who drafted the 
amendments discussed above, stated: 

 [The amendment to N.D.C.C. § 21-10-02.1] is intended to afford each fund 
protection and control over the investments. Specifically, the amendment to 
this section provides that "the state investment board shall develop an asset 
allocation plan for each fund in accordance with the investment goals and 
objectives of the fund, subject to the approval of the governing body of the 
fund." Therefore, the governing body of each fund . . . must approve the 
asset allocation plan developed by the [Board] for the fund. 

Hearings on S. 2030 Before the Senate Comm. on State and Fed. Gov't, 51st N.D. Leg. 
Ass. (January 17, 1989) (statement of Steven E. Noack, assistant attorney general). 

Assistant Attorney General Noack also testified that the amendment to N.D.C.C. 
§ 21-10-07: 

 restricts the [Board's] investment of the retirement funds. As drafted, the 
retirement funds of [the teachers' fund for retirement and the public 
employees retirement system] must be invested exclusively for the benefit 
of their members and in accordance with the respective fund's investment 
goals and objectives. 



Id.

Based upon the foregoing analysis, it is my opinion that the Board's fiduciary 
responsibilities include establishing and implementing policies in accordance with 
N.D.C.C. § 21-10-02.1 and approving investment regulations or resolutions 
recommended to it by the investment director pursuant to N.D.C.C. § 21-10-05. It is my 
opinion that in carrying out its fiduciary responsibilities the Board also is subject to the 
prudent investor rule as provided in N.D.C.C. § 21-10-07. Furthermore, it is my opinion 
that during the current biennium, the asset allocation plan developed by the Board for 
each fund pursuant to N.D.C.C. § 21-10-02.1 must be in accordance with the investment 
goals and objectives of each fund and is subject to the approval of the governing body of 
each fund. N.D.C.C. § 21-10-02.1. Finally, it is my opinion that during the current 
biennium, the Board must invest TFFR and PERS moneys in accordance with the 
investment goals and objectives of the governing body of each of those funds. N.D.C.C. § 
21-10-07.

A public officer "may not delegate to an agent power to do an act required by statute 
involving judgment and discretion unless authorized by statute." State v. Johnston, 253 
Iowa 674, ____, 113 N.W.2d 309, 312 (1962). See also Nelms v. Civil Serv. Comm'n, 300 
Minn. 319, _____, 220 N.W.2d 300, 301 (1974); School Dist. No. 3 v. Callahan, 237 Wis. 
560, _____, 297 N.W. 407 (1941). Thus, in the absence of statutory authorization, the 
Board lacks the authority to delegate its discretionary responsibilities to the governing 
body of each fund. 

The powers and duties of the Board require the exercise of judgment and discretion. For 
example, the Board is responsible for establishing policies on investment goals and 
objectives, including establishment of acceptable rates or returns, liquidity, and levels of 
risk. See N.D.C.C. § 21-10-02.1(2). N.D.C.C. ch. 21-10 authorizes the Board to delegate 
many of its responsibilities to an investment director.  N.D.C.C. §§ 21-10-02, 21-10-05. 
N.D.C.C. ch. 21-10, however, does not authorize the Board to delegate any of its 
responsibilities to the governing bodies of the funds. Therefore, it is my opinion that the 
Board does not have the statutory authority to delegate its fiduciary responsibilities to the 
governing body of each individual fund. 

Although the Board is required to exercise its own judgment and discretion in carrying out 
its fiduciary responsibilities, it may also enlist the aid of the governing bodies of the funds 
to investigate matters, make recommendations, and draft proposed policies. See School
Dist. No. 3 v. Callahan, 297 N.W. at 415. Furthermore, after the Board itself has exercised 
its own judgment it may, under proper conditions, delegate to the governing bodies of the 
funds ministerial acts to accomplish the result of the Board's exercise of its judgment and 
discretion. See id. at 416. 

As the analysis in response to your first question indicates, during the current biennium, 
the Board's asset allocation plan developed for each fund must be in accordance with the 
investment goals and objectives of each fund. Furthermore, the asset allocation plan is 
subject to the approval of the governing body of each fund. It is my opinion, therefore, that 



during the current biennium, the policies on investment goals and objectives of the 
governing body of each individual fund take precedence over the Board's policies on 
investment goals and objectives. 

I trust that this letter is responsive to your questions. If you have additional questions or 
would like to discuss this matter in more detail, please get in touch with me. 

Sincerely,

Nicholas J. Spaeth 
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