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Bismarck, North Dakota

We have completed our performance audit of theeSkatestment Board (SIB) investment
compliance procedures for the North Dakota Retirgnad Investment Office (RIO). Our
performance audit covered the period July 1, 20@8uigh April 30, 2010.

This report contains the results of a performanmhtaf the SIB’s management and oversight of
trust funds administered by the RIO. The perforoeaaudit was conducted pursuant to a
contract between the State of North Dakota actingugh its State Investment Board and Clifton
Gunderson LLP. This contract calls for a perforogaudit relating to the RIO to determine
whether the actions of the former Executive Dirg@hief Investment Officer complied with the
policies in the SIB Governance Policy Manual. BiB contracted with Clifton Gunderson LLP
to conduct the performance audit in accordance with Work Plan approved by the Audit
Committee of the SIB and witGenerally Accepted Government Auditing Standass$sied by
the Comptroller General of the United States. @enformance audit covered the period from
July 1, 2009 through April 30, 2010. This reporesents our findings, conclusions, and
recommendations.
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EXECUTIVE SUMMARY
Introduction

The purpose of this report is to provide our figdirand recommendations regarding the Scope
of Work identified in the Request for Proposal datéay 21, 2010; Engagement Letter, together

with the Professional Services Agreement dated du010, and the Work Plan approved by

the RIO Audit Committee on July 7, 2010.

RIO is an agency of the State of North Dakota. afency was created by the 1989 Legislative
Assembly to capture administrative and investmerdt savings in the management of two
important longstanding state programs — the reer@nprogram of the Teachers’ Fund for
Retirement (TFFR) and the investment program ferState Investment Board (SIB).

The RIO is governed by an eleven member boardltitie State Investment Board (SIB). The
SIB is charged with the responsibility of being th@uciary for a total of 25 funds. The
responsibility of RIO is to advise and implementianestment policy for each fund, diversify
plan assets unless circumstances create a reastm tho so, make investment decisions under
the discretion of the prudent investor rule, manitvestment performance, control investment
expenses and avoid prohibited transactions. Thaeagement process includes the hiring of
external investment managers to manage the invessréthe system.

It is important for the reader to understand sorasid controls in place as a result of the
structure of the RIO and the delegated respontdsilof the Executive Director/CIO associated
therewith. All funds invested by RIO are 100% emédly managed; meaning that no trading
activity takes place or is initiated by RIO stafThe former Executive Director/ClO, Stephen
Cochrane, oversaw a staff of 16 of which five aredly assigned to the investment program.
Including Mr. Cochrane, the average tenure of tia#f svas approximately 13 years with RIO
and approximately 17 years with the State. Basedw interviews, each member of the staff
indicated they understand their individual roled @xpressed a commitment to the success and
mission of the office. There were written investing@olicies and procedures in place. In
addition to the investment managers contractechtest monies on behalf of the pension and
insurance pool participants, RIO contracted withthern Trust as the primary custodial bank
and utilized Callan Associates, Inc. as the primavestment consultant.

In addition to the primary objective identified ime SIB’s Request for Proposals dated May 21,
2010, our work also covered RIO’s internal contr@kted to investments, investment policies
and procedures, compliance with investment policée®l procedures, benchmarking for
investment expenses, and the process for disclasiagnation to the SIB. We also developed
recommendations to improve the processes and ¢@ystems in use by the RIO. Our findings
and recommendations are included in this report.



Summary of Objectives, Scope and Methodology

The objectives of our performance audit of the RI€e to determine whether the actions of the
former Executive Director/Chief Investment Officeomplied with the policies in the SIB
Governance Policy Manual. A complete listing o tiriginal performance criteria requested by
the Audit Committee is outlined in the contractezad into the by North Dakota Retirement and
Investment Office and Clifton Gunderson LLP datedyJ7, 2010. Our engagement was
structured to address all criteria of the contra®ased on our understanding we included
procedures in addition to the criteria listed i ttontract. The additional procedures were
included in our Work Program, which was approvedhsy Audit Committee on July 7, 2010.
The revised performance objectives that have beemunicated to the Audit Committee and
approved are as follows:

Objective 1 — Determine whether the former Executive Director&Hnvestment Officer
adhered to executive limitation policies regarding

1. the protection, maintenance and risk of assets

2. not allowing conflicts of interest in the procuramhef goods and services

Objective 2 — Determine whether the former Executive Director&hnvestment Officer’s
actions directed
1. The receipt of cost-effective investment servicesated at meeting the written
financial goals under the Prudent Investor Rule.
2. The receipt of investment returns consistent wii written investment policies
and market variables

Objective 3 — Determine whether the former Executive Director&Hnvestment Officer
performed adequate due diligence in the selectetention, and compensation of money
managers.

Objective 4 — Determine whether the former Executive Directonief Investment Officer
complied with all laws applicable to SIB and RIO@glined in the North Dakota Century
Code.

Objective 5 — Determine whether the former Executive Director&Hnvestment Officer
exercised any exclusive fund transaction accesshmould lead to any irregular financial
activity or discrepancies related to the manageraeRiO or its funds.

Objective 6 — A comparison of benchmarking of money manager cosg®n to
comparable investment, public pension, or othdestevestment agencies.

Objective 7 — Verification of the classification of investmentga designated categories of
Equities

Fixed Income

Real Estate

Alternative Investments

Cash
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Additional Procedures:

1. Interview RIO personnel and other appropriate imtligls to further enhance our
understanding of the RIO’s investment structurejcps, procedures, and practices,
including the roles of the SIB, CEO/CIO, staff astter relevant topics.

2. Conduct a forensic analysis of the former Executiyeector/CIO’s work related
electronic information (hard drive and email files)

3. Review the Governance and Organizational struatfitbe RIO. Review, evaluate and
assess the lines of authority and actions direloyethe former Executive Director/ Chief
Investment Officer concerning investment decisions.

4. Review compliance reports related to the investsiehthe RIO and address any issues
related to compliance and monitoring

We conducted this audit in accordance with theguerédnce audit provisions of tli&vernment
Auditing Standardsssued by the Comptroller General of the UnitedteSta This audit was
performed pursuant to the contract between thee StiNorth Dakota acting through its State
Investment Board and Clifton Gunderson LLP. Weduated this audit in accordance with
performance audit provisions of t@vernmental Auditing Standards (2007 revisi@ssued by
the Comptroller General of the United States. €hstandards require that we plan and perform
the audit to obtain sufficient, appropriate evidene provide a reasonable basis for our findings
and conclusions based on our audit objectives.b@lieve that the evidence obtained provides a
reasonable basis for our findings and conclusicaseth on our audit objectives. This report
presents our findings, conclusions and recommemnaiati The scope of the review included the
period July 1, 2009 through April 30, 2010. We docted fieldwork between July 11, 2010 and
July 29, 2010.

Our methodology included reviews of applicable laregulations, and documentation provided
by the RIO; analysis of data provided by the RIGhstantive tests using samples of data; and
interviews and observations of RIO personnel, esderinvestment managers and other
consultants as deemed necessary.

Summary of Findings and Recommendations

Our engagement was not a forensic investigatiod, vaas not designed specifically to detect
fraud or illegal acts. Accordingly, investigatiamto whether the deficiencies and instances of
noncompliance were the result of error, fraud tegal acts was outside the scope of our
engagement. However, with respect to fraud consib® in a performance audit, Government
Auditing Standards indicate that when planning dhdit, auditors should assess risks of fraud
occurring that is significant within the audit otij@es. If information comes to the auditors’
attention indicating a fraud that is significantlim the context of the audit objectives may have
occurred, auditors should extend the audit stedspaocedures, as necessary, to (1) determine
whether fraud has likely occurred and (2) if saedmine its effect on the audit findings. If the
fraud that may have occurred is not significanthmitthe context of the audit objectives, the
auditors may conduct additional audit work as aaszte engagement, or refer the matter to other
parties with oversight responsibility or jurisdami.



In designing our procedures, we considered thes rigkfraud, within the context of the audit
objectives, discussed the potential for fraud WRHKO management and obtained written
representations from the RIO management.

A summary of the findings and recommendations natedas follows:

* Enhance the current ‘Conflict of Interest’ policies

* Update Executive Limitation Policy to address néaCSegulations

» Update current policies regarding the selectiomiprocess of investment managers

 Expand the number of individuals involved in thetiah investment manager due
diligence processes

» Consider the prudence of obtaining fee concesdimm external managers either via
negotiation or re-allocation.

* Expand disclosures of certain investment vehicled #heir categorization with asset
classes

» Consider modifying the makeup of the Board andctfeation of sub-committees specific
to investments and oversight

» Develop a Strategic Plan

* Implement a formal valuation policy

* Implement a policy for formal compliance reportglatocumentation received from the
external investment managers

* Re-evaluate/realign the Compliance Officer positm/or create a Deputy Investment
executive whose duties include compliance respditsb

* Maintain a formal log of compliance related issues

» Develop a policy dictating actions to be taken whemompliance matters arise



FINDINGS AND RECOMMENDATIONS
Performance Audit

Objective1 - Determine whether the former Executive Direc@hief Investment Officer
adhered to executive limitation policies regarding
a. the protection, maintenance and risk of assets
b. not allowing conflicts of interest in the proearent of goods and services

Protection, Maintenance and Risk of Assets:

Background

The investment goals of public retirement systenmesd#ferent from those of endowments and
foundations because retirement systems have tiabilihat are set in law. Investment goals can
include achieving a specified absolute return @zample, 8%), limiting volatility, earning
enough income so that contribution rates do noehavncrease, protecting principal, or meeting
certain cash flow and liquidity requirements. Istveent goals should tie directly to the risk
tolerance of the board. The higher a board’s talsgafor risk, the higher the goals for returns
would be, and the opposite is true as well. Wheestment returns are strong, boards often do
not focus on investment goals and risk toleran&afficult markets, however, as we have
recently experienced, highlight the importancehsse two issues. Many boards have taken a
fresh look at their risk tolerances and correspagdivestment goals.

Asset allocation is one of the most important denss a public retirement board is called upon
to make. It is the essential strategic decisiodatermining the expected long-term rate of return
and risk profile for a portfolio. Boards typicallet asset allocation with the assistance and
advice of actuaries, investment consultants, antepsional staff. A shift in the asset allocation
is usually made to either increase returns or lougds, achieve additional diversification, or in
some cases, all three.

Asset allocation decisions are typically based iinee an asset allocation review or an asset
liability study. An asset allocation review is asset-only optimizing exercise theorizing that for
every combination of a specified group of assetssda there is a portfolio having the highest
expected return for a given level of risk.

While asset allocation reviews are useful in aligna portfolio with a return goal, they do not

take into consideration the liabilities of a pemsplan. Results from asset liability studies model
anticipated growth rates in liabilities and casiwi, based on a fund’s specific benefit formula
and demographics. They explore how each asset#ihocaffects the probability of meeting the

fund’s actuarial benchmark, funding status, contrdn rates, and ability to pay benefits as they
come due. By recognizing that a fund’s liabilitiegve certain characteristics and potentially
change over time, a consultant can recommend at akscation strategy, or set of strategies,
that are most likely to maintain or improve thedead status of the plan. An asset liability study
provides results that are truly customized to tla@’p unique characteristics. Best practices are
to have asset liability studies performed evergéhto five years or when major modifications

are made to the benefits offered by the systere tWo largest pension funds, TFFR and PERS,



have a 5 year asset/liability study schedule incepland are currently in the process of
completing them at the individual Board level. Aghanges to the existing asset allocations will
subsequently be submitted to the SIB for acceptandamplementation.

Best practices are for institutional investors doa fixed target allocations for each major asset
class along with a relatively narrow range (e.d-,5%) within which the actual allocation is
allowed to fluctuate. Any deviations within thisnge due to cash flows or market movements
are generally acceptable, but if allocations faitsade of the established range, rebalancing is
usually necessary.

While proper asset allocation for a system oughigdased upon that system’s liabilities, cash
flow, risk tolerance, and legal restrictions, sogystems find it useful to compare their asset
allocations to those of other systems. Exhibititicluded in the next section shows SIB

allocation ranges.

A rebalancing process ensures that the strategiet adlocation and resulting risk and return
characteristics are maintained. Due to continuoagket movements, specific target allocations
to an asset class are difficult to maintain, sovadlble “ranges” for asset class exposures are
typically approved by the board as part of the taakecation policy. Each approved allocation to
an individual asset class may then fluctuate frtsnexpressed target as long as it remains within
the allowable range. If a range is exceeded, reatilon of assets or rebalancing is triggered to
bring the actual allocation back to its appropriateel. It is common practice for public pension
funds to initiate rebalancing either every quaderevery month when the actual allocations
exceed the allowable ranges. Often, public periinds will also use normal cash flows to keep
the actual allocation within the ranges.

Rebalancing ranges are set to frame a portfolibghaaerally maintains the expected return and
risk characteristics defined by the asset allooatiecision. The ranges are typically expressed as
plus or minus a percent around the asset allocdticget. If there were no trading costs to
rebalance a portfolio, the optimal strategy wouéddme of continual rebalancing to the target
allocations. Ranges are typically no wider tharsgu minus 5%. Tighter ranges are often used
for asset classes with smaller allocations. Widerges are not preferred for two important
reasons; (1) a wider range allows for tactical taglecation, a particularly difficult and not
historically successful strategy; and (2) a widemnge effectively negates the asset allocation
decision by materially changing the expected retunt risk profile of the portfolio.

Findings and Analysis re: Protection, maintenancerad risk of assets

Based on the procedures described below, we coeatlticht the former Executive Director/CIO
adhered to the executive limitation policies regagdthe protection, maintenance and risk of
assets.

The SIB’s Governance Policy, Section A (Executiveitation), Page A-7 (Asset Protection)

states “The executive director may not allow assetse unprotected, inadequately maintained,
nor unnecessarily risked.” In carrying out hisidsitas Executive Director/CIO, Mr. Cochrane
was responsible for supervising the monitoring amdluation of the performance of money



managers, the master custodian, and other agemigcied by the board. All of the investment
portfolio was externally managed and no trades widt@ated by Mr. Cochrane or other RIO
staff. All transactions were processed and reabtdeugh Northern Trust, the master custodian
and book of record. In fact, Mr. Cochrane’s prigndunction in terms of asset protection
following the hiring of a manager was ensuring tim@nagers adhered to the strategy for which
they were hired, complied with ND law, SIB Goveroarand Investment Policies and certainly
their determined asset allocation.

We reviewed the asset allocations for each montinglihe audit period. We reviewed all re-
balancing transactions for propriety. We revievedidtrades processed and noted none were
initiated by Mr. Cochrane or RIO staff. We did maite any transactions which were deemed
unusual or unnecessary. During our testing oftiigractual allocations and rebalancing, that
strict adherence to the target was commonplacé® did not appear to be engaged in tactical
allocations sometimes deemed as “market timing”.

Conflicts of Interest:

Background

Conflict of interest and ethics policies define tnadelines boards and staffs are to use when
conducting business for the system. Best practitéisis area are clear; fiduciaries are to avoid
conflicts of interest (actual or perceived) if pbs If avoidance is not possible, they are to
disclose conflicts promptly, refrain from discugsithe issues, and recuse themselves from
voting on matters where conflicts exist.

On June 30, 2010, the SEC unanimously passed new taisignificantly curtail the corrupting
influence of “pay to play” practices by investmevisors in the use of placement agents. A
placement agent is any third-party intermediary ithairectly or indirectly hired, used, retained,
compensated, or otherwise given anything having etasg value or benefit, tangible or
intangible, by an investment manager to assistrihestment firm in securing an institutional
investor's commitment. For example, many privateiggfund managers will enlist the services
of placement agents (typically affiliated with arwveéstment bank) to assist with the marketing
and relationship building aspects of raising a funBecent investigations revealing abuses
related to the use of placement agents have rdsuitesignificant controversy and increased
scrutiny of conflicts of interest in the managemefinpublic fund assets.

The new SEC rule has three key elements:

* It prohibits an investment adviser from providindysory services for compensation
either directly or through a pooled investment ekhi— for two years, if the adviser
or certain of its executives or employees make ldigad contribution to an elected
official who is in a position to influence the setien of the adviser.

» It prohibits an advisory firm and certain execusivand employees from soliciting or
coordinating campaign contributions from others —pmactice referred to as
"bundling” — for an elected official who is in agtion to influence the selection of
the adviser. It also prohibits solicitation and boation of payments to political
parties in the state or locality where the adviseseeking business.



* It prohibits an adviser from paying a third parsyich as a solicitor or placement
agent, to solicit a government client on behalth@ investment adviser, unless that
third party is an SEC-registered investment adwisdaroker-dealer subject to similar
pay to play restrictions.

Findings and analysis re: Conflicts of Interest

Based on the procedures described below, we coeatlticht the former Executive Director/CIO
adhered to executive limitation policies regardiogflicts of interest.

We reviewed all transactions initiated by the ExeeuDirector/CIO during the audit period.

We reviewed all contracts entered during the peaiod all contracts pertaining to private equity
investments. We analyzed the former Executive @amCIO’s hard drive and email files, the

process of which is discussed further in ObjectiveNe reviewed the internal audit report titled
“Office Administration — SIB Executive LimitationBolicy” which was issued February 1, 2010
by the internal auditor for the RIO. We noted mstances of non-compliance with the
Executive Limitation policy pertaining to conflictd interest.

The SIB’s Governance Policy related to Executivaitations and regarding conflicts of interest
states, “The executive director will not allow anfict of interest in the procurement of goods
and services. "Conflict of Interest” means a situnain which a board member or staff member
has a direct and substantial personal or finannoigrest in a matter which also involves the
member's fiduciary responsibility.” This statemegicompasses the entire policy. We
recommend the SIB consider enhancing the Execulim@ations Policy pertaining to conflicts
of interest which specifically addresses interasid outside activities that might cause a conflict
and establish protocols for compliance, monitoang enforcement.

We recommend the Executive Limitation Policy peritag to conflicts of interest be further
updated to address new SEC regulations. RIO ipmodiibited from hiring investment managers
who use placement agents; however, a new regulegiuires disclosure of certain information
about placement agents. RIO does not have a platergent policy detailing the Board’s views
on the topic.

Objective 2 - Determine whether the former Executive Direc@ief Investment Officer’s
actions directed
a. The receipt of cost-effective investment servicégated at meeting the
written financial goals under the Prudent Invefate.
b. The receipt of investment returns consistent whk tvritten investment
policies and market variables.

Background

The most critical policies, procedures, and prastielated to the investment of assets by public
retirement systems ensure that the boards ands Staffll their fiduciary responsibility of
prudence. Prudence is an ever-evolving standard tha become increasingly high as the
investment vehicles and strategies used by institat investors have become more complex.



The Prudent Investor Rule is not only a commondseshimposed on those who invest in public
retirement funds, but it is also the optimal staddé# is stricter than the prudent man rule that
merely requires fiduciaries to invest assets oétlas they would invest their own. The Prudent
Investor Rule, on the other hand, says that therecof fiduciaries will be judged by the care,
skill, and diligence that a person acting in a ldepacity and familiar with such matters would
use under the same circumstances. Essentiallyniss that the contemporary best practices of
other public retirement systems and relevant imstihal investors are the appropriate standards
not out-dated standards of the past. This stanofapdudence is parallel to what is required by
federal law of those who manage assets of penaimsfin the private sector.

While fiduciaries are not guarantors that everyestinent decision will be profitable or turn out
as expected, they must employ pure, thorough, a&ndpslous processes in their decision-
making in order to meet the high standards of pmadeand avoid personal liability. Anything
less is not good enough. Therefore, the policiescgrures, and actual practices of boards,
staffs, consultants, and investment managers raflstt sound processes.

The financial resources required to handle an tmvest program for a public retirement system
are dependent on many factors. Those with the egeempact are:

* Number of separate trust funds managed

* Types of asset classes used

» Internal versus external management of assets

» Active versus passive strategies

» Division of labor between staff and outside coresuiis

* Revenue from securities lending to offset expenses

» Soft dollar arrangements, rebates, and commissicapture

RIO’s annual investment expenses are currently cqapately $27 million. We obtained
investment manager fee information for five othgstems, San Diego City Retirement System
(SDCRS), New Hampshire Retirement System (NHRShteStof Wyoming Employees
Retirement Systems (WRS), Baltimore County (Marglaremployees Retirement System
(BCRS) and the District of Columbia Retirement RbADCRB) and compared their investment
expenses with the RIO. The systems were selec@sddbupon similarity in size to the North
Dakota investment portfolio. We obtained inforroation operating expenses for each of the 5
peer systems to measure where the RIO ranks irstefrtotal investment expenses. We then
calculated investment expenses in terms of badistas it relates to the net assets under
management. A basis point is equal to 1160 one percent (.01% equals 1 basis point). As
noted in the chart below, RIO pays approximatelyb@Sis points to investment managers. This
means they paid .65 of 1% of fund assets for imuest expenses for the year ended June 30,
2009.
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North Dakota Retirement and Investment Office
Operating Expenses

North Dakota  NHRS DCRB SDCERS BCERS Wyoming

Operatings Expenses for 65 39 33 59 79 21
Fund (Basis Points)

As documented above, there is significant dispdrétiwveen the expense of operating retirement
systems which appear on the surface similar ingesfrasset size. Benchmarking can be flawed
in that the universe data is often not an “appteagples” comparison. Different institutional
investors have different investment objectives askl parameters and thus may structure their
portfolios very differently. Because of these sbomings, the most important performance
comparison is against the stated performance besarttwwhich takes into account the portfolio’s
asset allocation or manager strategy. Many othetofs play into this disparity. Certain
systems will have higher operating expenses baped the number of managers contracted
with. Contracting with a high amount of manageeans the commitments to each manager are
smaller. If the commitments are smaller the feecstire will be higher. Asset allocation, active

VS. passive management, manager strategies afréduency of rebalancing are also significant
contributors to excess costs.

The investment policy statements, approved Decerip@009 and October 19, 2007 for the
PERS and TFFR, respectively outline the allowalsieetclasses and types of investments in
which RIO may invest so long as their use is in plamce with the Uniform Prudent Investor

Act. These asset classes are comparable to thask lus other sophisticated institutional
investors.

* Equities — includes both domestic and internatiatatks, mutual funds, commingled
funds and portable alpha strategies as well asfgigquity strategies that specialize in
certain subclasses of equities such as emergingetsarand small cap domestic
companies.

* Fixed Income - includes bonds, notes and othergatitins of both domestic and
international companies and governments, includingstment grade, high yield and
collateralized debt obligations. Also includes ited partnership funds that invest in
mezzanine debt and distressed mortgages. Addilyonlaé SIB has analyzed timberland
and infrastructure investments and determinedth®t have risk and return profiles very
similar to bonds, leading to inclusion of theseetypf investments within this asset class.

* Real Estate - includes investments in private ‘eki¢chrough limited partnerships or
commingled vehicles that have an ownership intaredirect real estate properties. The
investment strategies may include “value addedétsgies, which derive their return
from both income and appreciation, “opportunistihich derive their return primarily
through appreciation, and “alternative” which intvessless traditional types of property.
Both domestic and international real estate fumdsutilized.

» Alternative Investments - considered to be anystwents that do not fit into any of the
other specific asset classes available for investniexamples of investments the SIB has

11



included in the alternative investments asset @dasgrivate equity, venture capital and
distressed debt. All of the investments in thiseasdass are in the form of limited
partnerships with specific time horizons and cagdenmitments.

The goal of the SIB’s investment policies is toiompte long-term returns through a well
diversified portfolio in order to pay current andtdre retirement benefits and expenses.
Furthermore, the SIB looks to provide enhancedeotain for future benefits.

The investment performance objectives seek to wh&turns necessary to provide long-term
stability and meet or exceed benchmarks set byBtteed without deviating in excess of the
board approved range.

The Executive Director operates under the respditigb set forth in the North Dakota Century
Code, Investment Policies and Governance Manuaitaddy the SIB.

As noted in the Governance Manual under sectioBoard-Staff Relationshippolicy title:
Delegation to the Executive DirectoiThe Executive Director must use reasonable juggmm
the implementation or administration of the boaigirglsand Executive Limitationgolicies; the
executive director is authorized to establish pcast and develop activities.

Section DEnds,policy title: Investment Performance:SIB clients are to receive cost-effective
investment services directed at meeting their @mittinancial goals under the Prudent Investor
Rule, as previously defined.

We reviewed the asset allocation for the truststhierperiod of July 1, 2009 through April 30,
2010 and noted no instances where the asset afiocaias outside the acceptable range
approved by the board. In addition, we reviewes ghrformance of the trusts as of March 31,
2010 for both the Pension Trust and Insurance Thystasset class. We assessed the
reasonableness of the returns compared to the \aggprtarget benchmarks taking into
consideration market variables and adherence tm#estment policies.
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The following two tables present the actual retdanghe quarter ended March 31, 2010 by asset
class compared to their approved target benchmarks:

Pension Trust

Asset Class Actual Return Target Return Difference
Large Cap Equities 6.44% 5.39% 1.05%
Small Cap Equities 11.09% 8.85% 2.24%
Domestic Fixed Income 0.01% 2.43% -2.42%
Real Estate -1.19% 0.76% -1.95%
International Equity 2.21% 2.56% -0.35%
International Fixed Income 0.80% -2.10% 2.90%
Alternative Investments 4.49% 4.49% 0.00%
Cash Equivalents 0.06% 0.01% 0.05%

Insurance Trust

Asset Class Actual Return Target Return Difference
Large Cap Equities 6.27% 5.39% 0.88%
Small Cap Equities 10.17% 8.85% 1.32%
Domestic Fixed Income 3.04% 1.78% 1.26%
Real Estate -6.46% 0.76% -7.22%
International Equity 3.21% 2.60% 0.61%
Insurance TIPS -0.13% 0.56% -0.69%
Enhanced cash 2.19% 0.01% 2.18%
Cash and Equivalents 0.08% 0.01% 0.07%




In addition, we obtained the investment returns dwnilar sized systems and reported their
performance based on asset class in comparisoorth Nakota as shown below:

Investment Returns for the quarter ended March 31, 2010

Pension
Asset Allocation Trust SDCERS BCERS
Domestic Equity 7.43% 7.22% 6.10% 5.20%
Domestic Fixed Income 0.01% 3.42% 3.90% 4.40%
Real Estate -1.19% -3.84% 1.40% -3.80%
International Equity 2.21% 2.07% 2.90% 2.50%
International Fixed Income 0.80% -0.69% n/a n/a
Alternative Investments 4.49% n/a n/a n/a
Cash Equivalents 0.06% n/a 0.40% n/a

Findings and Analysis

Based on the procedures described below, we coetluthat the former Executive
Director/CIO’s actions directed the receipt of eeSective investment services directed at
meeting the written financial goals under the Pnidevestor Rule and the receipt of investment
returns consistent with written investment policaesl market variables.

We reviewed the asset holdings of the RIO for taeqgal of July 1, 2009 through April 30, 2010
to determine if the assets held during this timeogewere acceptable under the investment
policy and asset allocations. We also reviewedGhkan performance reports and returns for
the period to determine if there were any anomaiidbte results of the fund over the period of
July 1, 2009 through April 30, 2010. There weoa@ noted.

Objective 3- Determine whether the former Executive Direc@hief Investment Officer
performed adequate due diligence in the select&iantion, and compensation of
money managers.

Background

The steps in the due diligence process should diecidentifying skilled managers, validating a
verifiable track record, assessing the compatjbditthe general partnerships (GP’s) with issues
of investment strategy, reference checks, undetstgnthe group’s economics, achieving a
comfort level with their decisions, ensuring progerporate governance, reviewing legal terms
and conditions, and making sure adequate repqgpbtigies and procedures are in place.
Programs can use internal staff or outside conssltar both to ensure full-coverage during due
diligence.
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Alternative investments require special due dilggerio thoroughly and accurately gauge the
quality and risk factors associated with each efmrcommitment is made. Many alternative
investments, like limited partnership interestsn dze illiquid. Exit opportunities for these
instruments are limited and if exercised, ofterulteis a discount to the fund value.

Findings and Analysis

Due diligence procedures can be exemplary, biney are not well documented, they fall short
of best practices. RIO’s investment policy doe$ matline due diligence steps in sufficient
detail. We reviewed evidence of proper due dilggefor all managers hired during the audit
period. Further we interviewed staff and board fners and reviewed internal policies and
board minutes to substantiate our understandirigeoprocess. It was determined in many cases
due diligence conducted prior to the audit periadkéd appropriate documentation. It is
obvious that due diligence was taking place but hobwust it was could only be determined by
the review of board minutes and discussions withmbers of RIO staff, the board and the
outside consultant, Callan. This was the caserfany of the managers currently investing on
behalf of the Board. That said, during the auetiqu, the SIB as a group required the former
CIO to enhance the documentation of the due ditigeprocess. This enhancement to the
process was evidenced by a more robust documemtatidue diligence for managers recently
hired through April of 2010.

Additionally, it was evidenced based on reviewslofumentation and interviews that the initial
due diligence process (prior to hiring a manage$ @riven solely by the former CIO. It was
determined that Callan has not been engaged torperue diligence for potential managers
and/or general partners at any time during the éor@IO’s tenure. Callan indicated that the
former CIO performed this function, and aside framinformal inquiry regarding a potential
manager/general partner, Callan has not partiapatethe initial due diligence process. As
discussed above, the CIO did implement a procettu@ocument the due diligence process.
While it was noted that the board approved eacth@finvestment managers, we reviewed the
policy for the selection process of investment ngang and noted that each time a manager is to
be selected there is supposed to be a listingnafists presented to the board from which they
can choose. We noted that typically, one investmemager was recommended to the board by
the Executive Director/CIO and that a listing ofdiists was not presented to the board to aid in
the selection process. We recommend that the Rfthbmplementation of the steps set forth in
the selection process for external managers madgtehe governance manual of the SIB and
maintain adequate documentation over the processler to provide a more transparent process
or formally amend the current policy.

It was noted that all contracts are approved byttherney General’s Office.

The fact that the initial due diligence process #reddetermination of which single manager was
presented to the board for approval was conductélysby the former CIO is not conducive
with best practices. In an era of increased styutif those charged with governance, the
fiduciary responsibilities related thereto and tleenand for heightened transparency, we would
recommend the introduction of at least one othdividual or group to be involved in the
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determination of which manager(s) are presentéde¢doard for approval. Many peer systems
involve the primary investment consultant and eeegage other specialized consultants for
decisions related to alternative investments oerotion-traditional asset classes.

Objective4 - Determine whether the former Executive Direct@itief Investment Officer
complied with all laws applicable to SIB and RIOa&lined in the North Dakota
Century Code

Background

North Dakota Century Code 21-10-05: Subject to limgtations contained in the law or the
policymaking regulations or resolutions adoptedhmy board, the investment director may sign
and execute all contracts and agreements to makbases, sales, exchanges, investments, and
reinvestments relating to the funds under manageofehe board. This section is a continuing
appropriation of all moneys required for the makiofj investments of funds under the
management of the board. The investment diretiali see that moneys invested are at all times
handled in the best interest of the funds. Sdesrtr investment may be sold or exchanged for
other securities or investments. The investmergctbr shall formulate and recommend to the
investment board for approval investment regulaion resolutions pertaining to the kind or
nature of investments and limitations, conditicarg] restrictions upon the methods, practices, or
procedures for investment, reinvestment, purchaske or exchange transactions that should
govern the investment of funds under this chapter.

Findings and Analysis

During our review of available documentation inchglour forensic data analysis described
below we did not find any indications of fraudegjal acts, violations of provisions of contracts
or grant agreements, or abuse.

Fraud and irregularities by their very nature amstoften hidden, and no absolute assurance can
be given that all such matters will be detectedir €hngagement cannot be relied on to disclose
all irregularities or illegal acts, including fratigat may exist.

Based on the procedures performed and items resligivappears that the former Executive
Director/CIO adhered to all applicable Century Ctaes.

We reviewed all of the investment managers’ comdgrtitat were finalized within the period July
1, 2009 through April 30, 2010 and noted that tbemker Executive Director/CIO was the
individual contracting with the investment managens each contract. We interviewed
personnel at the RIO and discussed the former Hxecirector/CIO’'s management and
operating style.

On July 12, 2010, we obtained electronic evidenomfthe State of North Dakota through the
Burleigh County Sheriff's Department including tledowing:

» Aforensic image (seven DVDs) of the desktop hardedof Mr. Cochrane;
* A copy of the state server files of Mr. Cochranaj a
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* A copy of the email export file (.PST file) of M€ochrane.
We also initially took possession of the physiaahputer hard drive of Mr. Cochrane (Serial
Number: WMAD1A234454). However, we transferredtody of the hard drive back to ND
RIO on July 12, 2010.

We obtained the following investigation reports:
* Report of Special Agent Erickson of the North DakBureau of Criminal Investigation,
Case Number 100251; and
* Report of the Burleigh County Sheriff's Departmdntident Number S2010-1797.

Forensic Analysis

Restoring and Importing the Data for Analysis

Each of the above mentioned electronic evidencest@as imported into a forensic tool called
AccessData Forensic Toolkit Version 1.71 (“FTK"y fanalysis. A total of 350,495 files were
found in the data.

General File Examination
The FTK software provides an overview summary bbbthe evidence added to a case file.
The following image is a screen shot of the ovemsemmary of this case file:

D yiey Explare Graphics E-hil Search
Evidence hems File Status File Category

| Evidence tems: 5 | | KFF &lert Files: 1 | | Documenits: 36195 |
File Rems [Elcnnkmarked Hems: 1] ] [Spreadsheets: 1633 ]

| Tatal File tems: 350495 | | Bad Extension; 4159 | | Datahases: 23 |
| Checked tems: 29 | | Encrypted Files: 28 | | Graphics: 10697 |
| Unchecked tems: 350466 | | From E-mail: 26940 | | Muttimedia: 2270 |
| Flagged Thumbnails: 0| | Deleted Files: 651 | | E-mail Messages: 129349 |
[Crther Thumbnails: 10697 ] [Fru:urn Recycle Bin: 4 ] [E:-:El::utahles: 1] ]
| Fittered In: 350495 | | Duplicats tems: 14611 | [ Archives: 15374 |
| Fittered Out: 0| | OLE Subitems: 145028 | | Folders: 6672 |
| Uniitered || Fitered | [Flagged lgnore: 0 | | SlackiFree Space: 54642 |
| Altems || Actusl Files | | KFF lgnorakle: 0| | Cther Known Type: 34534 |
| Dsta Carved Files: 24 | [Urknowen Type: 175442 |

We performed a general examination of the filesluiding but not limited to looking through
graphics files, deleted files, and files with argoration date on or after January 1, 2010.

Key Word Searches
We performed key word searches on email and havd tles.
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Email Examination

We restored the .pst file onto a secure off-linmpater and used Microsoft Outlook to examine
the contents of Mr. Cochrane’s email account. @kéd at emails contained in the inbox,
cabinet, deleted, and draft folders.

Objective5 - Determine whether the former Executive Direc@hief Investment Officer
exercised any exclusive fund transaction accesshwdould lead to any irregular
financial activity or discrepancies related to thenagement of RIO or its funds.

Findings and Analysis

The majority of investment transactions for the Rif@ performed by external managers and
processed and recorded by their custodian bankthdlor Trust. Based on discussions with
operating personnel at the RIO, the only time itwest transactions are directed by RIO
personnel is when rebalancing needs to occur. bYared the detail of transactions performed
by the RIO for the period July 1, 2009 through AB6O, 2010 and examined who initiated the
transaction and who approved the transaction. daseour review there were zero transactions
in the population provided in which the former Extee Director/CIO had exclusive fund
transaction access.

Objective 6- A comparison of benchmarking of money manager pmmsation to comparable
investment, public pension, or other state investragencies.

Background

The RIO had contracted with 42 investment managelisvest on behalf of the pension and
insurance trust participants. Investment managees hired for specific asset classes and
strategies. We obtained investment manager feennation for five other systems, San Diego
City Retirement System (SDCRS), New Hampshire Retant System (NHRS), State of
Wyoming Employees Retirement Systems (WRS), Bal@nGounty (Maryland) Employees
Retirement System (BCRS) and the District of ColiamRetirement Board (DCRB) and
compared their fee structure with the RIO. Thdeys were selected based upon similarity in
size to the North Dakota investment portfolio.

Investment manager fees can vary based upon arigeti forth in the agreement between the
system and the manager. Asset allocation alsc @ayle in the amount of management fees
paid. Equities and Fixed income generally coss ldmn Alternative Investments. However,

certain investment strategies regarding equities faered income can cost more than others
based upon the amount of time and attention a nesmesgeds to properly execute the strategy.

Findings and Analysis
As detailed in Exhibit | and discussed earlierefation to Objective 2, there is much disparity
among investment expenses incurred by otherwisiasigize portfolios. It is beyond the scope

of this engagement to opine as to whether investme&mager compensation paid by RIO is
reasonable compared to the peer systems. Multglters play into the disparities noted and
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without access to the contracts and terms negdtiatth managers of other systems it is not
possible to ascertain the reasonableness of these ih comparison to RIO. It is our
understanding that RIO has engaged Callan, Incomaluct a detailed investment fee study, the
goal of which should be to provide further insighto the reasonableness of actual fees paid by
RIO.

U.S. public pension fund officials are increasingbking their external investment managers for
fee concessions as part of an effort to cut opegatosts. We recommend RIO consider the
prudence of partaking in discussions with theieaxal managers to negotiate more favorable
terms particularly in conjunction with results betCallan fee study.

Objective 7 - Verification of the classification of investmerihto designated categories of

Equities

Fixed Income

Real Estate

Alternative Investments
Cash

PO T

Background

Asset allocation is typically a duty that is desitgd to the board of the system. The asset
allocation generally has a target percentage witla@eptable range for each asset class. In
determining an effective asset allocation, a systeviews the goals it has set for itself, desired
performance, and risk tolerance. Taking into cdesition that systems of different sizes have
varying asset allocation policies, we selected tker systems, San Diego City Retirement
System, New Hampshire Retirement System, Wyomingrédeent System, DC Retirement
Boards, and Baltimore County (Maryland) Retirem@ystem, which are similar in size to North
Dakota and performed a benchmarking analysis oafiset allocations set forth by each of the
system’s respective boards.

A benchmarking of ‘Asset Allocation and Ranges’ Iecated at Exhibit Il including a
comparison to the aforementioned five peer systems.

Findings and Analysis

During our review of asset allocation and clasatfmn we noted that the overall categorization
of individual investments and strategies appearpgrapriate and in line with “industry
standard”. It was noted that timber is classifiedixed income and portable alpha strategies are
categorized as equities in RIO’s financial statetsierA differing point of view in each case
would be that Timber would be categorized separatelin Real Assets and Portable Alpha
Strategies could be categorized as hedge fundéeonative investments. Either categorization
is appropriate and commonplace among other pe&rsgsaround the country. More important
is the disclosure and rationale of RIO’s positioridrms of classification. Timber categorized as
fixed income is appropriately disclosed in the fioial statements. The portable alpha strategies
disclosure however is not as transparent and wddvegommend a more enhanced disclosure
of RIO’s position and rationale for including iretlEquity class.
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Other Matters and Recommendations

As indicated earlier in the Executive Summary, werfgrmed additional procedures to
supplement the original criteria in order to obtainomplete understanding of the processes and
procedures of the RIO. As a result, of these audit procedures we compiled a listing of
several other matters related to internal contaold best practices. A summary of our findings
and recommendations are listed below.

1. During our review of polices, procedures and otgeverning documentation of the
North Dakota Retirement and Investment Office, @aswnoted that the RIO has not
implemented a formal strategic plan. A stratedangs used to provide direction and
goals for personnel through the implementation péc#ic goals and procedures
mandated by the plan. We recommend that a stcapégin be devised and implemented
to better align the entire RIO, allowing all persehto work as a more cohesive unit.

2. We reviewed the policies and procedures surrogndinonitoring and compliance of
investments held by the RIO and noted the following

a. Reports and presentations provided to the Board ecafinectly from the
investment managers and may not be as transpaseatfarmalized watch list
maintained and monitored by RIO personnel. Wemenend that a formalized
investment manager watch list be implemented antenwrpolicy and criteria be
established, setting the parameters for determiiiinganagers need to be added
or removed from the list.

b. During our review of the policies of the RIO, it svaoted that a formalized and
documented valuation policy has not been creatAdvaluation policy should
include, but not be limited to, a process for peballenges, processes to estimate
fair values in regards to non-readily determinetles (Private Equity and Real
Estate), and a valuation hierarchy.

c. We noted during our review of the compliance andihooing procedures of the
RIO that formal compliance reports are not produoada regular basis. We
suggest that at a minimum, the RIO request extaass¢t managers provide the
RIO with compliance reports on a monthly basisrsBenel at the RIO assigned
to review the reports should have the appropriatpegence and training
necessary to comprehend the infractions and pregpaper recommendation
based on the circumstance to present to the bddrd.action plan should include
but is not limited to, a description of the infriact, recommendations for
subsequent actions, a specified time-frame in whion must be taken. Each
infraction should be designated into a hierarchyeteling upon the significance
of the infraction and there should be certain thoéds which required reporting
to the board.
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d. During our interviews with RIO personnel it was emthey receive Statement on
Auditing Standards No.70 reports and review theniopi letter to ensure a clean
opinion is issued. Based on our understandinguofeat processes, staff merely
reviews the reports for an unqualified opinion. Véeommend the reports are
reviewed on a more detailed level to ensure théntbngs were identified that
might impact particularly relating to user contradsmd the overall control
environment of the service organizations being UseRI10.

3. The portfolios administered by the SIB are veryhssicated (private equity, limited
partnerships, portable alpha strategies, etc.).ns€guently, close monitoring of the
investment managers hired to implement the variasset class strategies is very
important.

Review of the RIO organization chart does not idel@a high level position such as a
Deputy CIO. We recommend the SIB consider sucbsitipn to perform duties such as:

a. Continuity of the operation of RIO in the eventtttiee CIO position is vacated.

b. Provide enhanced and formal investment manager lcamep reports to the SIB
on a regular basis.

c. Assist the CIO in the initial due diligence andesaring of prospective new
investments

d. Assist the CIO in the continuous monitoring of tineestment managers and
conducting research on new methodology and paotfalinagement.
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North Dakota Retirement and Investment Office
Comparison of Investment Manager Fees by Asset Class

EXHIBIT |

North Dakota San Diego City New Hampshire Wyoming Baltimore County

Market Value of Total Market Value of Total Market Value of Total Market Value of Total Market Value of  Total Market Valueof  Total

Assets Under Fees  Basis  Assets Under Fees  Basis  Assets Under Fees  Basis  Assets Under Fees  Basis  Assets Under Fees  Basis  Assets Under Fees  Basis

Management Paid  Points  Management Paid  Points  Management Paid  Points  Management Paid  Points  Management Paid  Points  Management Paid  Points
Equities 1,601,764,606 9,429,989 59 2067198935 9678049 47 2570248000 7954000 31 3268417355 4322599 13 700,294,345 3153677 45 2054724569 6,935,801 34
Fivedlncome 2022995466 9421732 47 1351948852 4705121 35 1338205000 3275000 24 1576809,151 2386473 15 387720896 1656543 43 940,285,848 1782394 19
Alternative
Investments 414755646 7,032,315 170 354,551,209 4379622 124 376,587,000 3648000 97 204425223 2614982 89 232,888,301 3394578 146 689,935,636 11172214 162
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Investment by

Fund Type
Equities
Domestic Equities
Large Cap
Small Cap
International Equities
Global Ecuities
Hgh Yield
Emerging Markets
Fixed Income
International Fixed Income
Real Estate
Private Equity
JAlernative Investments
Cash and Cash Equivaents
Global Bonds
TIPS
Emerging Market Debt
[Commodities
Risk Parity
Hedge fund of funds
Global Asset Allocation

Mortgages

Totals

Pension Trust

Target Allocation

30%
10%

10%
N/A
5%
5%

24%
5%
5%
5%
N/A
1%
N/A
N/A
N/A
N/A
N/A
N/A
N/A

N/A

100%

Range

2625-33.75%
8.13-11.88%

8.13-11.88%

N/A

488-5.13%

488-513%

21-21%

488-513%

488-5.13%

488-513%

N/A

75-1.25%

N/A

N/A

N/A

N/A

N/A

N/A

N/A

N/A

SDCERS

Target Allocation

38%
N/A
N/A
17%
N/A
N/A
N/A
30%
4%
11%
N/A
N/A
N/A
N/A
N/A
N/A
N/A
N/A
N/A

N/A

N/A

100%

Range

2855-50.45%

N/A

N/A
1141-2.59%

N/A

N/A

N/A
2625-33.75%

3.12-4.88%
8-14%

N/A

N/A

N/A

N/A

N/A

N/A

N/A

N/A

N/A

N/A

N/A

New Hampshire

Target Allocation

30%
N/A
N/A
15%
5%
N/A
N/A

30%
N/A
10%
N/A
10%
N/A
N/A
N/A
N/A
N/A
N/A
N/A

N/A

N/A

100%

Range

26-43%
N/A
N/A

11-19%

3-™
N/A
N/A

26-34%

N/A
5-15%
N/A
0-15%
N/A
N/A
N/A
N/A
N/A
N/A
N/A

N/A

N/A

Wyoming
Target Allocation Range
50% 40-60%
+/-10%
N/A N/A
N/A N/A
+/-10%
N/A N/A
N/A N/A
+/-10%
30% 20-40%
N/A N/A
N/A N/A
N/A N/A
10.00% 0-20%
N/A N/A
N/A N/A
N/A N/A
N/A N/A
N/A N/A
N/A N/A
N/A N/A
10%
N/A N/A
100%

DC
Target Allocation

40%
N/A
N/A

20%
N/A
N/A
N/A

25%
N/A
5%
N/A
10%
N/A
N/A
N/A
N/A
N/A
N/A
N/A

N/A

N/A

35-45%

N/A

N/A

15-25%

N/A

N/A

N/A

20-30%

N/A

2-8%

N/A

7-13%

N/A

N/A

N/A

N/A

N/A

N/A

N/A

N/A

N/A

EXHIBIT I

BCERS
Target Allocation

34%
7%

12%
N/A
5%
3%

16%
N/A
5%
5%
N/A
0%
8%
N/A
N/A
N/A
N/A
5%
N/A
N/A

100%

29-39%
5-%%

9-15%

N/A

0-™

0-5%

13-19%

N/A

0-™

0-™

N/A

0-5%

0-10%

N/A

N/A

N/A

N/A

0-5%

N/A

N/A
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