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Under;current . . .  law,. thestate peniiofi funds,. i",ve.strnents ia~.S; .corpor. t t~~f&k a& limitedto . . 35percent . . . .  o,$j&ir - 

' , 

.fatal assets. 
F~reigti', In vestmen ts 

Thei bill wciqld,authori& .the..s'tAte pensionfijndsto i n v e s t ~ i ~ . f ~ g n : b ~ d s ; s t o c ~ k ~ ,  andother debt or ,equity 
inre&*, ig-eludiig fmigii  currengy den.or&iated.c~nti+cts and,ob~i~ations. ~u&inv&tm&its would,be.limitd, 
to 10,perceriiof.the st~te,pegsiofifunds't,bt~@ assets, . - - , ' ' 

Under iurrenc law, the state pension funds are ~rohibibd from miking any foreign investments except for the 
following: 

Israeli~govemment bonds., 
New Investment Vehicles 

The,.state pension fU.nds9 investment autk~ety is;govetnedby a.iegallist whiih'specifiainvestment , . ,  vehiciks. 
allbwaiblb . . underlaw. If ~ , i n ~ v ~ , s ~ ~ m ~ n t , i ~ s m t ~  is;~ot.specificd~y~~irthori~&, the state pension funds ,are ' . 

. . generally; prohibited from; investing in i ti 
. . 

. . 

The; bill would add the followingdh~esiment vehicies to. the stat'e:$erlsion fund$? lkgallisu: American deposi- -. 
tary receipts @DRy:s); commingled stock j.n&stment'funds; derivativdiinstnjments;:and real kitate investment 
msts.. 

Amerian DepositarfReceipts- ADR's 'akereceipts forthe shares,of aTforeig&corp~ratioh.ihat~~~Cheldby . . .  . an 
American bankor trust company entitling the shareholder to all dividends 'mdcapital:paini. 

. - 
. : . . 

m ~ l ~ : @ f f ~ ~ ! ~ . S .  investon a &n"eLiedr;ieniway t b  wade &, feeigh $toc&-, .mR,,s  are regist&& w i i h , f i e ~ ; . ~ .  , , . . . ,  . .  

Secufitiesand . . Exchange ~ o m h ~ s i o n .  and. tiade,.like, my o t h r  U.S. security on. a@ttionil eidha,nge,.dr oh, the: . . 

over-ihe-count& fiarket, ~~R'$.,sifnplify the riadi&&d ,sett~q.~ent,of foreign. $haetin tiat;tfi&y trade in '  
dollars, pay &vidends:in doliars .~~dhansactions~obuy.or.sell ares$ttled'?n,.thd sam$maan&r.is . . .  u.$. stin& 

. ~ n $ e r  ,thebill, AIlR's aresubject to:the:iame sfatuiory restrichon'§applic;abie to U;S, corporate stock. 
. . 

. . . . 
. . 

. . 

* : ~ o ~ m i n ~ l e d .  $tock:~nVeStmennt &nds - ~:Commingled~stock, , .. investmepi .funds area pooling ofse,euritieS to . . 

. . 
create a . . fund: wherein..p&cipan&:shanln the totalk,~m'.ofthe. iund~reipfesented by dividend$, inter&, and, , . . 

'.a$p~eciation. '~~ch:pmicipanthas;a, beneficial:ir'itixest:i'n ih.9 fund whkh:hdlds fde:to,the Shares,,similar to a-. 
mutual ,fhnd. , 



* Obligations of corporations, h s t s  or partrtership$ andA 

.* U.S. corporate stock,or ADR,'S~(~.,~.,.S&J? 500stockfndex . . futures). 

.Derivatiyes:are-usedk. . b)l,ih$dtijtibnal,.:inve$to;ii . to;impl,em~rit.itradin,g:~dlhedaging .s.trategies. Future contraCts 
exfable investors i,ochtablish:or ,changea market, piosition:more quicklj~ andeffi~ientl.~.  or .exampk, investors 
w'antihg toinvist a portion.~f theif pord61i6in t h e u ~ .  $tackinarkkt can stt  up a: ponfoli6of 500,ma$1? U~S. 
stocks in a-,singl~tiansac~tion;and at, a minbum.. cost by purchasinga.S-&P 500 future. Future contracts: can 
die. &.used as hedging .tools to'ipduce. ponfblio risk by identifying fhe cash:m&et-interest rate riskand-con- 
ducting an offsetting futures.m~liit transacaon. 

Real - .WI'T?s.are corporatiorrs, mst.s or associations' tharhold tide to- and; manage a 
'ponfolio'oi real estate t~ ,em@rof i t s  fix .$hateholbrs. 

.Qome RE-IT$ take eciuity positions: in estate; Shareholders 'recciive'income;from. the. . .  rents . r*ceived from 
properties a& receive capit-al gainsas propemes :are sold at a..profit. ~ t f ie r :RE~T' '~  spe'cidize in ledding money 
to d:evelopeis; . . such. REIT'S pa&. interest incdfie on! to $hart%olders.. 

Thebill .. would: r~snict . the. . . .  state . . penjion. funds1 inikstments to REIT3 that qualify forfavo?a'ble tax, treatment ' . 

under ihe Inkrnal . Revenue .  ode:. Toavoid taxation, 75 peiceeor more of the REIT9s: income,must bea from 
?e$.pto~erty, and 95 pefcent.of:its &x~bl@. income must be.di'stributed:to sharciholdees. 

' Under current law,the statepension funds are authorized: to i&est:up to 25, percent oftheir total assets in real 
estate- ~REIT?S would provide another way ofin~estingin. real estate. Some advisor~ad~ocate the. use of 
WIT'S to accomplish diversification,. enabiing the investor: toobtaina 'beneficial interestin,se~e~al.~~o~eni~s: 
rather th& .risk adverse ~tnarket'condhioris or management Tproblems. kith .a single ,property; The Smtegy qf 
selling off direct ownenhipin real ,estate and taking~abeneticiali~tere~t. in a REI .T~& also beenadvocated as,a. ' 

mean's-of feduciag potential .liability inherexitin direct owhership.,. . 
. 

. . 

~ e s f ~ C t i O n ' : ~ ~ f w h ~ d ~ S S  . . 

.. . . . 

Thebill wouldmbdify the following restrictions ie@dv~= to the state-eensionrfundi' . . investmenti in cbrporate 
stocks,-Corporate, and @+emment: bonds, c6rnineriial papef.ind'ieal.,estite; 

, . 
. . 

omofate Stock. I ihe.. bill: would exempt any . koipofatioii . yhqse:btqck orADR?s, areincl&d in t h e  s tafid& 
~oo;'s 500.,11ldi~, the 400 ~ i d - ~ ~ p , ,  hidex',. the New Y6rk and the A I & ~ ~ C ~ ' S  tock~xchange from the invest- 
,ment~res~dtions,,that app1yto:all other ~tirporations, except the non-dividknd payingcommon stock.li@t 
described: below.. ~ u m n t l y ,  on1.y: S&P %O-corporadons . . are exernpied from the:%stribt!ions. . . , .  . ., . 

. . 
. . 

, , . - 
The- bill wguld liberalize three-of the current.restri&tion$ :that:aie applicable t0,a.U ether corporatioris. - 

. .  , 

. . . . .  ,, 

Fint, *herbill v&uid r~ui~e,five:r$embir firmsof rhe.,fiat~ofiil a s ~ o c i ~ t i b ~ .  of .$&unties . . dealers to make m&kets 
in-over-the-counter stock 6 r ~ D ~ k .  cbrrent lay rcq"ires:tenmefiber:frn$. . . . , .  

.. . . . 
, . . . 

, . . . . . 
. . . . . . 

:Second, . . ,the . bill, . .  . Wdd: require . . a.~orp&iitibn, . _ , . .  Gthdt:.any oqtsiaildihg, pr=f&Ted stock, tb haveeithe$ earnings. .. :. . 
foithe.five:'.fiscd y e a r s i ~ m e d i ~ ~ * e $ p r ~ c e d ~ g  tfie-d&t& & f , i ~ ~ ~ s t t ~ m ~ ~ , ~ f ~ t , : ~ e a s t ~ ~ w i ~ e  . . ..., ihe intkreif : ' .; ., 

bon.&, debentures and :funded d6btdi:~enid<$u bofdiinated.:d.ebt:obligatiofis that: arbfat& ;&'A+" or . . . 
- 

higher b y  the:~.&~,:fat in~; , ie~ice :or' another .rating servicei ~ u r r e n  t. law iequires .ihat fhe,.,corp&rati-On satisfy -the . . ' 

. , , . .  - . . . . . . 
. . . .  . . . .  -. .. , . .  . . . . . 

, . . . .  . . . . ... ~ 

' 3  The 800 . riiid~Cap . . Index . ;ish ~%~kdt-wkkhied in& co&h$5d 6f . . 40bt0m&~1its-thsih='ve c&i,&jza&n rangedf$$OO miiliontb $3 ' . 
. . '., , . .  . - 

, -. b'iiiion. , , . . ,  
. - 

, - . . .  



. . 
e~ingshnteresf . test h.qualify 'as :Jeg&iii;:ir6&-rkfit. - . 

Third, . . .  the bill would p~ovide~a Limited ..excepti~$,to cqt~nt.req@r~mCnt that ~ t h e c o , @ o ~ t ~ ~ n .  . . .  pay .a cash. 
. . .  - d~vidend':onits.comm&n. si&k inat 1eastthre.e .d the:five. years iminedi;iiely pn&ding.ihe . . .  date:of investment. 

The sfa& peo~ici? fubds ' h u i d .  b e  allbwed to invest .to ... 10 $erc.int oftheii&isets i n  noh;di$idend paying . . 

common, st&k$,,. .includingth.gse fiit@d on; thbS&p:800 ,lfi(-Jcx, .the the Ameridan, . i d  New 
York:St&k. ~xchange. . .  

Th$~urrent~~sh~divid&d req.u{rem@it prevents, the ~tqte..pe"sibnfurids :fi~rn;inGesdng . . in many-corporations 
during. thkirmost ~ i ~ n i f i ~ a n ~ g r o ~ w t h  9 .  . yeiirs, This i~~~a t t i cu l iu l '~  ' m e  for corporqtions thatdo riot pay cash d%i- 
dt5nds but.rather ~eraifieamin~s-~&co~tinued expans~~n.,~and~~growth~.. 

ds - ~ u r r e n ~ l a w . ~ e ~ ~ i r e s t h a t  ,corporateand ,gbvemfiehfal:bondbberated within 
the ;hre&'highestclassification$established.by at least tw6stddard r.aiirigservi6es, '!''he intent of thiS require- 
ment: is to fesmct:the stateperisidn Funds'-a"thorityto,investmept grade' bonds. . -' 

.fistorically,,,the three highest Classification$ h.ive.been AAA, AAand A undkithe Staridard & Poor's CdvGra- 
.tion .and .. ,Aa.and A underithe ~ o b d ~ " s .  ~nvesto$s.Service.. , s tan~arrd&'~oor'snow uses + and -- to modify 
some ratingsw,with& these three high& ~~l'assifications;:~MdY)s, . , u$es numerical' modifiers, 1 . 2  and 3 in the 
range f r o m k a ~  ?to ~ i 3 .  

The bill would thus mendcu$ent. language to req~ire thatcorporate and:gbvernment bonds be  rated, "A-" or 
higher according tcr the Standard . . .  'wd ~dor's or: the equivalent rating ;ri.anofher ratingsenicl in order to main- 
tain the original intent ofthis,statutoiy require.m$nt. 

... 

Undet existing law, the state pension funas m'Gyin,vest in,ceflain.corporat~'oblig8tiofis. The: bill would modify . 
'' 

this authority to:.includk rmst'ofpanne~~hip.6bligations. . * 
. . 

. . . . 

Itwould als6exp.and the typegof corporate, trust or pirtnership obligations the statt5pensi~nfunds may invest 
in to include p,asiithrough secQritied; ' ~ ~ ~ ~ ~ t h r o u ~ ~ s e . c ~ r i ~ ~ e ~ . ~ o o l e d  debt obl'igatiafis.fepackaged'&s s h e s  ' . 

that pa~s,:ihcohe . fiom . debrm thro,ugh:theidtemediary , toinvestors. Common ~empli3s~of pa~s~thrcrugh 
sccurihes indude moftgage- backed . . ,  , certifikases, auto loan paperand itudent~loans., 

~ o m h e f ~ i a l ~ a ~ r ~ - ~ h e .  bill would, extend:from sixtbnihe months the maturity period 6$ conimercial, paper, 
banker's icceptarice~ and hegoiia6le:time c6rtificates .:of deposits.~ C",ment ldw ibthdriz~s~i,nvesmehts lq these, 

. financial-lnsGinedt.i, .Piovided ihey mature:'Gttiin six months. 
. . 

tp - Thdbill. would specifically >uthori* ihc state: peiisibn:fdnds to invest' in uriimpr6ved real. propkny 
for thepurpose of dev&sping ggtu?al. resourc.e~excluding~1 orgas,. The::c,urrent..requiremeni that unimproved 
reala&p&-y be s,*bjectt&a developmb-it:filan . . w,~,ul'd.beclarified to. mean. either . a . co.mrrieidiall or:-natural re- 
.sou~ce,deve~op~~nf plan.,. ' . . ' . . . . . . . . 

. . . J . . 

Miscellaneous Antendments 

. . . . .  
. . 

. . .  . . . .  ~ . . . . , 

~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ h ~ ~ ~ ~ ~ . . ~ ~ ~  . . . . . .  . - state. pensio,qfunds:  ti^ jrij&t,jnthe iibligatioris bf the ~n'tern~tional, Bank for Recon-. , i 
. . .  

$tru&i~fiandb&v~.~opme~t, . .  , . . , . . ~ ~ ~ , ~ ~ i ~ " , ~ $ ~ l ~ ~ f i $ n . ~ : , ~ ; i n k ,  , . .. . . tke.~nter-.~-menCan ., . , .  . Devi$opment Bank, the African . . 

~ ~ v & l ' d ~ ~ ~ f i i  , . . .  . . .  Bgnk an,d~o~he~,si .~ijar . . .  de+kio@men<b& . . . . . .  which. t he'U.S. i s  a memljeii, . ; . .  .) t 

. . - ,  . . .  . ~- .. . . , - 
~. . . . . .  . - .  . .  , 



Thehill: wou1d:nia.k @~RS':ail@ority c~ndstent:with:t~ other sfate p&&o"funds' . , .. hiithority, by changing the. 
norr-defaul t rkqii.re'.men t:f&1~20:yixrs to  1 0  years; 

~ i s d l o s ' u r e o ~ ~ o f i i ~ n .  hvestmerit~ --:The- bill would reguiie. the:st&teptnsion funds to report tothe 0hio.Retire- - ' 

m e n t . ~  tudy Comrnissibn and the.aPpi6priite stahdingc~mmittecs of the~ei,at&,and~o"se.on their foreign 
i-nve'stments no literthan August 31, 1994, aid every tw~'~earsth~.reaftkr. ~ h e ~ e ~ b n ~ - s h a l l , i n ~ l u d e .  t ~ e  follow- . 
ing.infonhation:. 

- the number and:typek of foreigninvestments, -including the:ident$'of .eat-h foreign . eribty; . 

. * the  amount. of such investinents; and . . 
. . 

t .the rate-.of $e.turn .on such: investments 
. . 

The billwouid also, requirethe Ohio ~d t i r em~nt  Study commi&ion toreview each. reponandsubinit an analy- . 
sis to the standing co.mmittees, no later t h q  Jm,ilary 3'1,,,199$,;and every two yeais thereaft&.. 

. . . . . .  , *' . , rv~ce . cred~t.for . PERS Health Care-Covera~g - The bill would-require PER3 to grant service credit,for 
Ech rnonthof contributing service as~ancl&ct~doffic.id prior to December 3'1, . 1,987for , the sole purpose . . . .  of. 
qualifying;fsi , . .  PERS. health 'caie cover'dge;, provided: 

0 Betweeii June 1, 1.982 and DeCember 31, 1982, PERS nohfied the rn&nber.in . writing . thiiias &:age 
... 

ihd sefiice retiree, the mem'krwould.receive PERS health c a q  .co.v@-ag6;a.tid:. . . >.  . . . 
. . 

. . 
. . .  

.The member ,cancllied: a policy Of heal& in~ufance'in.~eliance on'PERSlwritten.notice. ,- . . 

, . . . 
. - .  

Thebill provides that the PE-RS',healrh. care coverage shall become effective oq:the d.qti:speicifidin the written. 
notice informing the:rneGber that he~ouldnceive &verage,aqd declares qemirgeiricy.;, 

This amendment is intended torenkiyan errqrjniide by:.pI@ whic;hresulted , . in .. the , loisof health care cover-.. 
. . 

. - 
age t~ one of its.age and service retirees,. :' . . . . 

R f n  ' c y  - undere bill would increase the rate of refund payable in the 
event of death or permanent disability of a beneficiary enrolled in the prepaid tuition program. 

. . . . .  . . .  , .. . . 
. . . . . . . . 

Current ~aw:p~ovid~s~~th~i ,al l  nfund$ piyabieas aiesdtof non;use of:prebaid ruiti'on credits ~, ,isli&dd.to . . &.rate ., 
, . 

dcuMtedas , One .percenr'of . . .  the lowisi tu:ition:beiflg charg@f by.a'fouieyearp"blk i~s~&tib~Fo$.,~igheieduca-: ' . 

tion: i&hib.,& th&itimt . of . ~ h i ~ . ~ ~ f ~ f i d . : ~ ~ l i ~ $ $ ~  not, dis$ngiisb bemeen . .  ~ voluntary hon-useofcredits . .: . ' 

and .&vei"ntary ,nbn-usedf eredi&ca"s&d. b$;death . . of {he 'intended, benefici'q.. ~ 

. 



- .  : , . , . .  . . 
l , . - :  

. . . .  Backeround ,- ~$w$$.:fj~hef:p";blk f&$,$&; ~ i ~ i ~ ~ ~ ~ ~ ~ a b ~ ~ n g ~ ~ s t a t h ~ ~ S S ~ O ~ ~ c ~ s r a ~ ~ - ~ ~ n ~ , ~ ~ ~ . , f ~ , ~ ~ s .  refmaed 

inv,es&enu t& gove~mef i t se~*~$$ ,  p * m ~ l y - ' & c . ~ ~ ~ & o f t h e $ l , o , w f ~ ~ k  and.,assurmce,Q~inc~me-~~erream. . . 

These go.yernm&n t s e c u r i t i ~ ~ n ~ a i n ~ d  tht sole .in,v&t,&e~t vkhic~e:~:f~r fundirig:pii bli~pension~igati .ohs until. 
1-949j w hen th&legd, - .  lf5.t~. were; gxpandedj6 inchdc ~drp~qf&5bondS.whose market yields gerikrally exceeded: 
u.S. Tr~asurys&curities.;'~heleg~lisf~ rewired. th=q"&'ty bfiich. . . bonds-.to k.fatedwithin thi.twohighest 

' - classii$iations. . . . . 

< .  

,Largk!j -dde to:the ,st&k~maiketcrash'6f 1929,:jt;wai: . . riotutlts the .Md-to&te: 1'95,O7s::that; the siate:perision ... 

f"dds wefgpermirted to,in~eSiin,co~@on.~~tmkk S , i j c h i ~ v e s ~ e ~ . ~ , i n  ~ o m m ~ f i : s ~ ~ w ~ ' ~ i i n i t e d .  (0 15% of the: 
su&pehsion, funds'~tot~;P:ortfO~& ~ h i i i i f i ~ : , ~ &  sajque&ly in&&$& 1@25.%..in 1,983, to rhc current, . . . . 34:.... . . .  

0. tn, 1969.:  be rn6vemegt tdwardinc1uding:commoii :stocksin pension fundpo&ios . . . .  wasinitiated by the 
&.jat&Se~ior;. andfqllbw,ed:by t& public sector after.ir became clear th.atthast@k mar&t,oflered . . ;rddiuona.. . 

yie1di;andfunher divef~ific&o~:,of plari assets.. 

. . 
The lzistmajbr expansion, of the..Statepension fuf~ds"~~vestmeht'authont~ occurred,jn 1981. -In response. to high 
inflation during the. 1970:s and fai1~ingstock:and bond .p r i c~  m a n ~ p r i ~ t ~ p e n s i o h  pla,js turned (areal cstitc ai 
a hedge igailist:inflation,'~d a..iong-ierm:.m.e.an'$ o f p ~ ~ c ~ p ~ ~ n ~ . ~ n e c o ~ o ~ c  -expansion.. Once agaih, the 'Putj~ic 
sector-generally followed suit: Though the state p~~ionfundswere:a~th6rized tomakecertain types of:real. 
esiate'inve~tments, this-authority . , was. greatiy expanded from "Ohio.~nfy"'to anywhere in the ~nited:Slaies,' 
from"prod"ctiveonlj." . . .. to-any . . ir'iterist inreal &s ta te , , a f id f~  1.2 to 25%. of total 'asbts.: Inaddition,the State 
pension fundsw~,dl6w~d~to~i:n~est,ino~er-thc-~ounter.~~stock . . for the:fxittime,yd'up tbS% in  0hio-based 
corporaiions.;not - .  otherw.ise:meetirig-!he -inve,stment.requiremerits establi'shed under the; legal:lists, . . . . 

'The tablb on the lart pnge:of this hnalys~s.p~ovides a n  historical outline of earhof :the sbte-pension funds 
itivestment authority, , . daring b a ~ o  the.:crention of h e  Stat= ~i&hei$ ~e l~remeht  Systetijfi 1919. 

-. . . 
. . 

. . . . 
. . 

,5taffCo.mrherih - TheOhio statepensionfunds,.ar~am~ng the':la&estiIY.the na-$on. ~h.e:.fanuar~ 25,. 1993 
issueof Pensions &.~nvestment~;.which: listed the .top 1000 private and public,pensio~fuidi, . . rariked:PERS as. 
the ,llarges ,withn&ly,.$~7 .6illion;::~:m~ as-.the t,8sbl&ge3, witho"ek $24;6:bil.iion; PmPF as ihe 1.09ih. 
largest with $4. b i l l i o n ; ~ ~ . ~ ~ : a s : t h e  . . 122iid. larg&i withnkarly $3.7 b i ~ ~ i ~ n ;  and HPRSasthe 885thlarge~t ' 

' 

with:$.31~millicjn.. The cohbined'gss&s{6f the five, Stat6pensicin .f"nds&e, j"&,ovep$60 billion. 

By law, the boards of the five state systcrns,are ~vksted'.with;..the ibthority in& fiduriary fesp~risibility 
to'h.vest the. funds held in.mst for thepaymeht tif retirement benefits so. th6k members. 

, . 
. . 

. . 
. . . . 

The law providks that withrespciet to the:.in~estment of ikch funds .theboard m6mbersshali: discharge the& 
duties sot6l~'in the interest of thep+$ciphts. aha knefic.i&es: for the e x c l u s i ~ e . ~ ~ r p o ~ e  . . of pmviding benefits 
to ,the ~arricipants;and:.'knefiei,&~s . . . . and difrayingreasbnible:+pensef f a d m i h i ~ t e ~ ~ g  the system;:with the . 

care,rkil&, pwdencci,.,and. diligence unde<th.e-c2r~umsfanc&then,~nvdilih~ that gprudent m8n acting in a like 
'cap~~iiy,a~d.fimi$ar with such :$$ttefs wodd.iise inthe con.d~ct ofan knterpriig bf:aiike . chafacteiandwith. 
'1ike:aimi; - . .  andby: di,vw$fyii-ig'th& . . . . . .  investments: of. theystem % ,$s:.to..eiimin~ the;:riik. of large iosses,, unless 

. . .  
urjdef the. cjrcum$,mic&.itis ,n'ot.'prudirit to,d6'so. Thisstandard,. bften-:refetred:-ti hs ~ ~ e , ~ + p ~ u d e n  t..expirt"rule 
' k c a ~ s 6 i ~ : c a l l s f ~ r  . . .  . aspeiblal~.capacity . . . .  beyoqd:,drdiin:slry . , . ,, .- ;dil'igence,, is similar t o ~ h k  standard set-fonh . . fi~ . the:Ein-.., . 

.~loy&, ~ ~ ~ i ~ e ~ $ ~ ~  rn&fi,= ~ , e c u ~ ~ ) . ~  ( ~ ~ ~ ~ ~ ) , ~ $ @ i ~ h : / ~ - ; ~ ~ ~ l i ~ & ~ l ~  6priv&te pension . . .  . : , . . 

. . .  . . . . 



, ~h~:purposeg~.th~bi~~i~to expandthe legdl list.,to:allowfor . greater . :fl,exibilityin . . asset allocAtion.and seiection: 
of investmfit: instruments. in order to achieve- '&her growh, in i n v ~ s t m i x i t e m i ~ g ~  and more diversifi~atio'n of 

' - :plan assets. 

1n:vestment earnirrgs pldy .acritieal,r~l~.in..the actuiirial funding ,of defined .behefits~plans;sucha$ the state pen- 
siorifunds. In;B defined benifit:plan, the ~ l a n ~ . p ~ n ~ . ~ r p r o m i s ~ s  me.~benspecificbenefits.-at retirement through 
a sp6cifiedf@rrnula that is general.l.ybascd oh a pefcedtage of salaryper y.kar'of service. 1n:0hio,the,.benefit 

. . .  forrnulai"range~ from 2..1% tq2.5'3 of fiiial. average salary forieach. year'of swice ,  Thep-lan.sponsor must: 
ehsure.that thc c6nmbutions of inernbers, and:.eqployers .&e sufficienk when-combinedwithehings of pension 
assets, . . to meet the future liability . . fbr.thispr,omise: ~n:thistypc ofpian, the plan sponsor be& the investment 
risk. 

In a defind.contribgionplan., theplan:sponso~ . . .dilly promises. to .allocge a'specific cdntr ib~t i~n to each, 
member's account,, generally based an the niem'ber's-salq. The sponkor. does notgua.mtee. themeinbef any , . 

specific benefit mtirkment,, In this: type of p lh ;~ in~e~ tmen t  earniqgs . ori , the~e cdntributioils accrue entirely to 
the member as do any losses. 

. , 
- .  

 he. st~te,~ension fundshave, three sources of reveny -tq fundiha leveldf bcnefirs guaranteed by statute:. mem- 
ber~coritributions,-.employer co'ntfibution~s,.'and 'investnient income. As- th,eta;bk. below indidate$, 'investment 
incomel'is thekirgest source.of reyenub for ail five state:pension funds. 

Twenty years ago approximately 25 percent of benefit costs were financed by investment income; today up to 
60 percent of benefit costs are financed by investment income. 

. . .  . . . . . . .  . . .  . .  , 

Asthe statepension plans mat"re,.thenumber of.active.members *1igi~bkforretiremerit will increase from 
current kvels. Theeffect willbe that the iatio.of aktive'mernbers to,retirees,wi,ll decrkise, aridfhat.benefit, 

. . . . 

payments will likely exceed conaibu~o~s:.;fo:rs~me systems in the fume. This characteristic is expected 
for maturing pension plans. Investment income, will rhus be reliedupon:,tomeet. . . 

. . these. liabiiities as they become 
due. 

. . . - 

, 

~ ~ ~ ~ . : ( 1 . 2 / 3 1 / 9 1 )  , 

S TRS (6130192 
SERS.(6/30/92). 
PFDPF .(I213 1/92) 

' HPRS (12/31:/91) 

. .  . . 

' ~ n c h d e $  statt? contributions and interest payments from local police and fire fun,ds. . 

:I System ~ r n ~ l o ~ e e  ~ r n ~ l b ~ e r  1rivestmen.t Income I 
. . 

. $562,818,132 . . .  
' $548,84~1';0OQ 

. . : .  $117;33:l,597 , . . .  . 
$87,786,090' 

. ' $5,137,607 . " 

Thc.fol~o~ingtablecompares total cpnmbudonswith,total benefitp$yme~ts foi'each ofthe systems: 
- , .  . . . . . . .  

. . .  

. $925,092737 
' . - . $8.62,655,W , ' . ~ 

$202,42 1~9.12 . . 

. . .  $178,858,413 ' ,  

- . '$1 1,757,82-6 

. . .  

$2,418,4.25,646 
. . . .  . ' .  $2,299.,8'19,000 

$224,158,128. 
. . .  

$368;882,582 
$15,31,7,957 ' ' 

. . 

. . 

~. . . 
.:. 

% . 

. . . .  . . . . . . . , , 

.. - de,,issued'.:by t h .  commitrez:o;fi:pen6ibnsbf .ih& siai l -~edeml Assembly. , ' , . . . '. 

i f  ~~~L:n . l98 .5 , ,  ~ ~ ~ ~ r e c ~ m i n e n d s  that,3tatl~bgislatur~k~~s~Qu~d~adopt'~tfie'e'~ruda~i . . person:rglei as modified 
, . 

. . 
. . .  . , . . . . , . .  . . . . 

~ t - j t i l  ~ e n ~ f i t : : p & y n - j ~ n ~ ~ . ~  . ., 
. . . . . .  , . . . .  . . . . .  

: , $1,1..96.6,815,682'., . . 

. . .  '$1,,226,,843,465 - . . ' . . . . . . .  . ' . . 
. , 

.$3i,5.,.173,.569 . . .  . . . . . . . . .  . . _  . 
. . ... . $3011,2.12;8433: " ', - '  : . . 

.. ' , 
. ' . . 'Sio,18,1..,5.71' . ~. .- . . 
. . .  . . .  

: . . . .  . 

. . . . .  . . . . . . . . .  

System; " 
' ' .  . , .  A 

. . . . . . .  

~ ~ ~ ~ . ~ 1 ~ / 3 ' 1 / 9 1 . ) '  . 1 . 
. S.'TR~..:(@30?~2] , , .  

~ E R S  ,(6/30/92) . ' . - .  

~ ~ ~ ~ ( : 1 2 / 3 1 / 9 1 )  : 
HPRS (i.2/3.i~g 1:) 

.: - 

Tofal ~ o h i r i  . . . . .  bution$. 
. .  . . ,  . .  ,. . - 

, .$:,487,915,869 . , .. : 

" ~ $ 1 ~ , ~ ~ 4 9 6 ; 0 0 0 '  ' , ' 

. . .  
$3 19;753,509 . a . , 

. ., 

, ,  . $289-,27.1,47@ .. ' ' .: , . . . 

$16,895,433 . . 

. . . , . . . .  

. . . . . . . .  



. . 
. ( .  . ,  

:l..ER1SA . . as;thi&-basis. for a l ~ ~ w a b l e ~ p ~ ~ i s i o h . ~ t : u ~ d , ~ ~ ~ ~ ~ ~ ~ ~ n ~ s j  .I'~.f&tfii$~recoinmends, , . [hat any-siatutiq re&& 
..$rjnsofi i f i ~ ~ e ~ ~ ~ n ~ : $ l i ~ U ~ d ~ . ~ ( b f o a d  eno"gh:.to;allaa:.fuid ma";igefs fiexi&iiiy iniinvesuncnt':policy. 

In general, there. two types o f  statutqs. governing the ?rives trn&itprabtides of public perision funds. Most 
fuds & l ~ ~ ~ ~ o r i ~ ~ & f t o  engagein an.y"pruden+ iou&mefi ,other .funds afi..res'~ctedto a "legal list7' af 

. . .  . , 

allowa blc .investmen is; 

-The: . . trend -among tatepi5nsion .funds::hds been tomove from legal lists. toward @rutlent person. fnvestm6nt 
authority. In-recent. years . . . .  many s taies legislatures have, expanded-:ihe.:irive~men,t authority of. public pensi0.n 
plans by either-.qboG&hiog the: [egiil. lists-&favo~ of t h e  @*dent, person.ruleot.~mendihg :theUiegal 'Iists",to 
~emi tadd~~ona l~ inv~smei l t  &lternati+.es- BBsket clauses, which-$low a retkemi5nt fundti in&sta limited 
.$ercentzige qf itsporrfo1io:~n:the fom:of o'the.w~ise.unau~horized,i.n~estments, have pr0vided:somewh'at odf a 
compromise beti+een,the prudent-@son rule! i~r~d:the.:.o;iditional legallist: 

.'In a .suri.ey. condutted b y , ~ c s I +  'on p'ubiic pensionfunds~~'~inirestment~p~~cti~es, .oirer one-half of the: 77 -'state- 
wide retirementL-systems that responded to the survey reborted: that .the prudent pprson. rule governs theu invest- 
ment,?uthority andthat &ere~is.no ah&tiona'~~tatuto~~~estriction. on theiiinvest'menr:adthority. ofthe 34 state 
retirement systems $vhose investment ;aiithority;restricts~~equifii5s~ to a~max~mum,~percenntttt~imitati~n,~over one-half 
reported that theyrilay inlikst over 35% of they2 rotal.:arsets in  equitici The ptheihtate retirement systemshad 
no reiiriction , . the percentageof hssets that Can beifivest6d:ih,.~quitiZs. Also, 46:stateretiremerit systerni 
.reponed,,that fhcyare authorized to make foreigninvestments without:dny re.$dctibns, while another 8 itate 
retirement systems rnw invest :upto a,maiimum percentage in. foreign s&uriti&s. 

The investments'of the following state retirement systems are governed strictly by a prudent person rule. 

. . 

A widelyosed: actug-ialrule of thumbindiczites, ihat a '1% incfease i n t h e  lorig-.fe'%.investmeit . . . . rerum will> 
finance benefit iniprovemehts in the rangeof10 toi%,.,or will allow a similar reducti,onjn .c~std.(e.~.,,lowcr. 
con&bijtions, s~oneramo~iration-~peridu . . .  f~r~,&~i i@off~n ' fundkd liabil~iesis.ti6iger:funding ?aiio).Simply . 

.put, the merc.&vefiue:.thit , .  , is genefiied!by ,in<esthdhis, . . .  :the less :conmbue.~ti'$ihat are-;feq&txl . . from em$16yec~ . A ~, - 

~ d ~ m p ~ o y e ~ s ,  and uftiniata.y; taipaiefs, As indicated above, the .state:pen,sion.fbnd$ a? required: by law to ipay .: 

fetii&ent. benefits that have :bein pr6mi$$d; temembers::'1f investment: i'nco,me is  ,in<dequkte td fund these . . .  
- . . .,. 
liabilities, then .m~&~ut ions .m~St ,  befaised: , tO-p~@~ide' t~~cessaryfunding .  .- ' - . ' . . . ~. 

. . .  . - 
. - 

. . 

ASS& gilocations -deci&ns coficerning:how muih;jo ,invk$t :in the3!raditiorial ,assq , . cla&s (it&&, :bond$,7mon- . . . .  

gaoe$ b. 3 . . , eitate, . , .  . eic;) have . a  much grcat~Gmfici . . .  upon the in%est~ntp.ortfo~ios . . lbng-a*~ return -ihan deCi-,.,.. , . . ,. 

s i o ~ .  con~eming wf&h, sPec~,fiCc;Se&~tie~ . . . .  to buy: df sell; within:each asstt class. Analysts estii& ;hat .asset 
- . . 



allocation decisions account.for approximately 75 to 80 percent of the overall fetum on assets. 

The followingtable shows the restrictibns an asset allocation under currelit law and the proposed changes under 
the bill. 

Historically, equity markets have outperformed bond markets. For the7period between 1926 and 1992, common 
stocks earned an average annual return of 10.3%; Ibng-term govemment bonds earned an average annual return 
of 4.8%. By comparison, the Consuiner Price Index grew at an average-annual rate of 3.1% during this period. 

Asset class 

U.S. Corporate Stock 
Real Estate 
Canadian Bonds 

, Venture Capital 
International Securities 

As the following two tables illustrate, that equity investments such as common stoqks and real estate tend to 
produce greater real returns than debt instruments remains the case regaidless of .the study's length of time. 

Historical Returns on Selected Asset Classes 
1970-1984 

Current Law 

35% of Total Assets 
25% of Total Assets 
15% of Total Assets 
5% of Total Assets 
-0% of Total Assets 

Proposed Law 

50% of Total Assets 
No Change 
No Change 
No Change 
10 % of Total Assets . 

Historical Returns on Selected Asset Classes 
1960-1983 l1 

Asset Class 
90-day Treasury Bills 
Long-Term Bonds 9 
Common Stocks 

Property-Real Estate 

Increasing the maximum percentage limit on stock investments from 35 to 50 percent of total assets is designed 
to give the state pension funds more flexibijify with respect to asser allocation, Most other state'pension funds 
have no restriction on the percentages of total assets that can be invested in stock, Of those states that do place a 

Average Nominal Return 
7.8% 
6.2% 
9.6% 
11.6% 

Asset Class . 
Cash Equivalents 
Long-term Bonds 
Common Stocks - 

Real Estate - 

6 Restricted tb Ohio-based entities 
7 Exclusive of Canadian and Israeli government 

Source: Goldman, Sachs, "Portfolio Strategy" paper,~~ctober 36, 1984 
Salomon Bros. Index 

lo S&P 500 Index " Source: Jeffrey J; Diermeier, "Economic Inputs and Their Effects on Askt Allocation Decisions," in Applying Analysis in Portfolio 
finagernent: Improving the ~ecision-~aking hocess (Homewood. IL: Dow.Jones-Irwin and the Institute of Chartered Financial 
Analysts, 1985) 

9 

Average Inflation- Adjusted Return 
0.6% 

(0.9%) 
2.2% 
4.'1% 

i4verage:Noininal Return 
. 6.1% 

5.4% 
9.2% 
8.1% 

Average Inflation-Adjusted Return 
1.4% 
0.7% 
4.5% 
3.4% 



' , . 

rer&'t.ioi; . . t h o o , v ~ m h e l ~ ~ ~ g .  rniijciiity $ i i t ; a a t e  pen$i.on: . . funds! to i n l e ~ t ~ ~ o v e r ~ 3 ~ ~ e ~ e n t ,  ,The fol~dwing.t&le 
i d e n t i t ~ s . t h ~ s e . ~ t a d s ~ : ~ n d ~ p . f ~ d ~ ~ . . t ~ e ~ ~ m ~ ~ i ' m m ~ , ~ k ~ c 1 ~ ~ ~ ~ e  1imit,odequiti'es. 

. .  . . .  . . . . . . . .  I : . I . .  . . I . .  / . & .  . . I . . . . . .  , ,  . , .  . . . . . .  

The primaryimpetus for gl~bal investiiigis the ability todiversify'jnvestmenf portfolios,reducing risk fromone. 
financial market . ) :while:iiicreasing, the poolof equiti.es~$Ad~ bonds from .which' to choose.. ~lobal,.i~vesting recog- 
nizes that t5ecausemarkets . . to noinecessaril~ ,rnoveinsync~ith-each other,, ihveStments inmregiori  .maydo." 
well at precis,eIy theSametime th8t asscts~inancith6Fdo not. '1talso recogni=es:tli& many non-U.S. equity., 
markets hiye :outperformed . % the U;S, findocia1 markefs .olVkf:the! past.decade dutto diffe&q economic growth 

. 

rates;:,igflatioh, trade irnbdmcks, ?&pita( co.sts; etc. ,Ii furt'h&rec&nizei thht m@@:t'hun hvo-thirds of the 
world's equities and niore than one-hnlf.bf izl'lfxed~in~oma securiti~s,o+ig~nate buGidt? the U.S. In 1970 the 
U.S. produceilni,afQ,~n&half of the world's gooh and services, Todaythatnumber is closer . . .  io:one-third. 

. . . . .  . . 
.> 

~ h ~ f o ~ l o w i n g  . . .  tibleidentifieithos6 .. I statewide re@men~tsyst~ihs $ithTforeign ifi+esmknts and the totalamount' 
. .  . . of'suchinvestmen~t~ , . . . . , .  

.... 
, Shte Retir.ement SyStkms.with ~oreigd~"vestmen@. . . . . 

, 

. 

_ , . .  . ; L :  

. : '  .State - 
. 

. ,. ,. . . . 

. ~hba~a , -  
\ . 

- ~ b ~ o t a d ~ ' , ,  
' 

,Fldrida:. 
. . . . ,. 

. Indiana: - . . 

, -  .. . . . . . . . . . . . . .  _ . . . . . . . . .  :. . , . . . . . . .  

Ma*im.~m,;.imit . .~ 
. . . . .  

- .  , . 
20.9% . .  . . . . _ . . . .  . 

.. :SO%: . . . . .  - 
,80%:' . . . . .  . 

:0%'2 ' 

. . 
. . ;. . 

: 60% . ' 

. . . . . . .  
. . . . 35%' .- ' 

. . .  
' " 75%"  -. ... ' . . ,  : . ,  . . :  . . 

i :60%. ' ' . 
. . . . . .  

: . . . . . .  " ' 

. . .  50% 
. . .  

60% , . . . . . . . . .  
. . . . .  .- 
20 %: . 

. . .  . . . . .  ., . . .  . .  . . . .  . . . . . . . .  . . .  .. , .  . . . . . .  , 

. . . .  
: 

' 

.. - . , .  

'Mississippi: . . 

" - ~ e w  Mexico ' ' . . 

' Ntw -York (Teachers). . . . .  . . 
;Pennsylvania 

., ' Virginia. . . . . . .  ' 

. 

West ViFginia 

. ,  

. . . . . . . . .  . . . . :  . . . . . . ' / ,. 

State: : 

. . .  . . . . . .  . . 

; ~ . * = ~ f i ~ ,  . ._ . . ,  . 
' 

. 

. .Conriecticiit. ., 
. . . . .  . . 

' :~&o;r~ia:,  . . . .  

&f&i.m"m Limit ".. 
. . . . . .  . . _ .  r ., . . 

. 

'60%. . 

'50%-,- 1" ' . - . :  . . .  . .  : 

. . . . .  

' 

50%; . .  

: ~ o t a l  (millions) 
, . . ,  . . 

, . .  

. Bonds . . (millions): 
. . .  . . . . . . .  

. , .  

. . . . .  

Retirement 'Sy@m: 
. . . . 

.Louisiana:: , " , , ..: '. 

- '  Minnesota. ' 

. ' . ~ g r t h  ~. .~irol<na'  
' 

- ; . .  . New . ,. ~ork-(state)  
. :ofjio:' 

. . .  . . . .  ., . ,. 
' -Tenn.essee, . 

washington . . . . . . .  
~. , 

. %  :of ~,ystbm$ Total Ass=ts, 
. . . . . .  

. . .  

Fquities: (mil1io.n~) . . 

. 

. . . . . .  
. - .  

. '  $5;%. ..... . . 
' . . ,85%.,, ., , , 

. . , . .  

' : TO%.: . 

. ,'50%,": . . ' . . . .  
. . . . 

, .  35% 
. 

'13%. , " '  

, .  . . . 

' 60%' , , ,  - 
. . .  

. wyoming ,3$%, . . 



Fiscal.Tm~act - In its three-month study .of.t.he projected,assets and.liabiliiies o~sTRs, Hewitt Associates . 

e&r-nined the Zffecton funding of several sample iqvesme~tportfolibs with different asset, allocations, includ- 
ing a theoretical allocadori of up to 50% inequfties with 10%- in internationdstocks. The anticipated,rcturns of 
ihese different, allbcauoris were matched against projected liabilities todetermine the effect on STRS' funding 
status a's measured by the asset/Iiability: ratio: and: the amortizaabri period of theunfunded liability. 

Based on the. study, Hewitt Associates concluded *at hikher equity Iimiti and'i~ikrnational~equiti~would 
likely have a beneficial effect.:on :the system. and improve fundi&status:undei most,scenaiios. An.im- 
proved"fijnding status would allow the system'to dther improve benefits and/or reduce c,bntributioiiS and/or 
reduce: the projected health ca.:f"nd deficit., . . 

1 ,  Nevada . . .  

. . 

It is estimattd.by',the . . state pension funds,,:actuaries. that inkredsingthe cap-on equities6'from . . 35:t0:~~50 percent of 
t6tdissets wouldadd one?halfofone @&eqt: to: their total return on asseu overthe.long t&m with nosignifi- 
cant increase inrisk. ' ~ n  dollar terms, the.cornbinedeffect of such an incre&c%vould amount to morethan $3 

. billioh' over the next ten years. 
. . . . 

. .  $350. ; . . . . . . .  

$2:96-~ ' 

'$304 . . . . . . . . . . .  
, 

, $257: . . .  
$253 : 
-$2 1.0; . . . . 

' '. , $222 .' . .,,: ~. . 
. .$246-. . . 

$238 . . .  
. . .  . . 

. . .  ' $49 . . 

$216. ' ,, 

$200 ' ' , . - - 

'$199. , ' 

$140- ' 

'$13.8' 
: '$90 ' . 

.. 3 8 5 .  . .  . 

'$56 . ' 

$41. . ' I 

: 

' 

. . 

While it isimpossible to predict future~ve~tme.nt pe$oAancq, the propoSed.changes t i  the state pension 
funds' invesmeni authority d b  pi~vidk th t  . reurement . boards pith the.too1~- needed to jmprovcinveitmen t ,  . ' 

perf6himce byproviding alarger "ni.ve$sefof investments fromwhich t9 choose and thc:ability $ortiduck risk 
in $lie, invesmint portfolio .throujjh further diversificationof assets.. , '  

. - . . . , .. 

- .  
. . .  . . . .  _ ' ,. . . 

ORSC:. position - At, its m e e d n g o f ~ e h , ' l O ,  1,993he~0hio'~edrement Study . . CornMission . . '.v&iedtorecorn- 
. . . . mend. &at the Ohio General . ~ s ~ c m ' b l ~ . a ~ ~ r o v e :  S.~::43;, . . . .  .. . , . . . . . .  

. ,  . . . 

~ a n s a s  ' ,  . . , ' 

. . 
Alaska! , . 

New ~ ~ t k ( ~ e a c h e r s j  
Lciui~iana cs tiite) , 

'Maryland ' .  , ; 
'.. Illinois (Stite) 

.Iowa . . ,  , . ' . . . .  
. Alabama . 

washington- 
,. Texas (Employees) 

~ o u i ~ i a n a .  (~eabhers) . . .  

. Idaho 
Mississippi' 
Maine -- 

. .Rhode Island , 

Montana 
Florida. . . 

. . 
North Carolina 

Effective Date - July 8, 1993; October 7, 1993 (Investment Sections) 

... . . 
. . 

, . 

.$I=:. . 

.$i:46, . . . . . .  
. . 

$0. . . . . . . . . . .  

.:..$o. . . . . . . . . .  
. . .  

$0. 
. , : 

. . . .  . . 

: . . . . . . .  $40. .: 
$28' . . , 

' $ 0  . . . 

' $ 0  . . .  . 

.'$3;i ' . . .  ' . . .  . . 
, 

$0. 
$0 .. 

-$O ., . : 
- ., ' 

$0. .. 

;$O. . . 

$0. ' i . 

$0 . .  ' . : .  
. . .  .$O. . 

$0. , 1 

Glenn Kacic - contact Person (614) 228-1346 

- .  

. . $475, . , - .  . , 

. . .  $442-1 . .  

' :$304-, :'" . . 
. . . .  . . 

: $257: . . .  

$253: ~ 1 
. . .  

$250. . . . . . . .  
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