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General Asseribly)

vervi - The bill expands the investment authority of theé five state: pension

T:funds the Public Employees Retirement System (PERS), the- State Teachers Retfire-

ment System (STRS), the School Employees Retirement System (SERS); the Police
and.Firemen’s Disability and Pension Fund (PFDPF) and the Highway Patrol

# Retirement System (HPRS).

§ - Permits the-state pension funds to invest up to 50 percent of their total assets in

Appointed by:the Governor - U.S. stocks; currently, the-state pension funds are limited to 35 percent;

« Permits the state pension funds to invest up to, 10 percent of their total assets in
fore1gn stocks, bonds and other: obhganons ‘currently, the $tate pension funds: are
prohibited from making foreign investments other than Canadian and Israeli govern-

j ‘ment:bonds;

»-Adds the following new investment vehicles to-the current legal list of allowable-

‘investments: American depositary receipts; commingled stock investment-funds;
derivative instruments; and real estate investment trusts;

» Modifies certain restrictions relative to the state pension funds’ investments in
corporate stocks, corporate and government bonds, commercial paper and real

-estate;

+ Makes other miscellaneous changes.

ecific Changes - 50 Percent Stock Maximum

The bill would permit the state pension funds to invest up'to-50 percent of their

total assets in U.S. corporate stock: The. 50-percent maximum would include any
“investments. in American Depositary Receipts (ADR’s), commiingled stock invest-
_ment. funds, and derivative instruments based on U.S. stock or ADR’s, all of whxch

are described below. !

TInyestments in the stock of foreign’ corporations would be excluded from the 50-percent maximum

‘limitation; however, such invéstments would be subject to a separite 10- -percent limitation
B nhnlicable to foreign stocks; ‘bonds and other obhgauons



Under-currént law, the state pension funds’ investments in U.S..corporate:stock ate limited to 35 percerit of their
- total assets.
Foreign Investments

The bill would authonze the state pensron funds to invest. i, forergn bonds, stocks, and other debt or equity
intérests, 1nc1udmd' foreign currency denormnated contracts and obhganons Such investments would be: hnuted

to 10 percent. of the state pension funds’ total dssets.

Under cuirent law, the state pensxon funds are prohxbrted from’ rnakmg any forelgn mvestments except for the

following:

+ Canadian government bonds which are limited to 15.percent of the state-pension funds’ total assets;Z-and

* Israeli-government . bonds.-

New Investment Vehicles
The state pension funds’ investrment authiority is:govetned by alegal list WhiCh‘speciﬁes'investment vehicles
allowablé underlaw.. If ah.investmentinstrument is not. specifically-authorized, the state pension funds are -
- generally: prohibited from.investing in it.

~ The:bill would add the following: investment vehlcles to-the state pens1on funds” legal lrsts Amierican deposr- :
‘tary receipts (ADR’s); commmgled stock investment fundS' denvanve instrurents; ‘arid real estate investment

trusts..

« Arierican Deposi tgg Receipts - ADR’s are receipts for the shares of a foreign corporation that-are- held by an
Ameérican bank or trust company entitling the sharetiolder to all dividends and capltal gains.

ADR s'offer U.S. mvestors a convement ‘way to: trade m forelgn stocks ADR’s are reglstered with the U.S.
Securities and Exchange Commission and trade like any other U.S. security on a riational exchange oron the:
oover:the-cotinter market. ADR’s simplify the tradmg and settlement of forelgn shares in that. they trade in
dollars pay d1v1dends in dollars and transactions:to buy.or sell are settled in, the same manner.as U. S shares.

~Under the bill, ADR’.s arevfsubjet:tto'-the;Sarne st'atu'tOry, -resui'ction‘s--applicable t_o U}S_,_: corporate stock.

L : S - Comrmngled stock mVestrnent funds are:a poolmg of. secunnes to
_ 'create a fund- wherem part1c1pants share in the total rérarn’ ‘of the fund represented by dividends, interest, and
appreciation, Each pamcrpant has;a beneﬁcral 1nterest in the fiind whichholds t1tle to the shares similarto a

mutaal fund.

. Dgnvapvg Instruments - Derivative instruments are financial i instruments. whose value is based on another
security. For example, an option is a derivative 1nstrument because its value derives from an underlylng stock,

_ stock index, or future.

The bill would authorize the state pension funds to invest in derivatives based on the followmg securities that
otherwise qualify for 1nvestment under the state pension funds legal Tists:

* Obligations of the U.S. government, a UiS: government agency, this state or its political subdivisions, or other

states (e g, Treasury bill futures)

2 lnvesunents in Canadlan govemmental bonds would remain subject to the 1% -percent maximum-limitation, and would not count
towards the 10-percent limitation-under the foreign investment authonty estabhshed by this'bill.
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».Obligations of corporations, trusts or partrierships; and
+ U.S. corporate stock.or ADR’s (e.g., S&P 500 stock index futures).

Derivatives are- used: by instititional ‘investors to. 1mplement trading and: hedgmg strategies. -Future contracts
enable i investors to establish. or change a tharket position more. quickly and- efﬁc1ently For example, investors
wanting to-invést a portion.; of their portfolio-in the U.S. stock market can set up -a portfolio-of 500 maJor USs.
stocks in a.single transaction'and at a minimum: cost by purchasing a S&P 500 future Futire contracts ¢an
also.be-used as hedglng tools to reduce. ponfollo risk by identifying the cash- marketi intérest rate risk: and con-

ductmg an offscmng futures. market transaction.

Real Es;a;g Investment Trusts - REIT’s-are corporations, triists or associations thathold mle to-and manage a
portfolio of real estate to-earn profits for shareholders. ,_ :

‘Some REIT’S take equity positions.in real estate; shareholders receive income from the rents réceived from
properties and receive capltal gains ds properties are sold at a profit. Other REIT’s specialize in lendmg money

to developers, such REIT’s pass. mterest incorhe on'to shareholders.-

The- bill WOuld restrict the‘ State pen”si()n funds' investments to REIT"s that 'quallify' for- faVOrable tax treatment
under the Intemal Revenue Codé. To-avoid taxation, 75 percerit. or more of the REIT’s income must be from
“real property, and 95 percent of its taxable income must be distributed to shareholders.

Under current law, the state’ pension funds are auth'orized to invest up to 25 percent of their total assets in real
estate: .REIT’s would provide another way of investing’ in real estate. Some advisors- advocate the use of
REIT’s to accomplish diversification, enabling the investor:to obtaina beneﬁC1al interest in several properties:
rather than risk adverse market ‘conditions or management problems wnh -a single property The strategy of
selhng off direct ownershipin real estate and taking a beneficial interest in a REIT has also been advocated as'a

means-of reducing potential habllxty mherent 1in drrect ownership..
Resi}ﬁc'ﬁon-':MaJij*'zchtions_
The-bill would modify the followmg restrictions rclatrve to the state- pensmn funds’ investments in corporate

stocks, corporate and government, bonds, comimercial paper: and real estate.

rporate Stog k_ The bill would exempt any corporauon whose stock or ADR’s are: included in the Standard &
Poor’s 500 Index, the 400 Mld-Cap Index3, the New York and the Amencan Stock Exchange from the invest-
‘ment restrictions that apply to-all other corporatlons except the nori-dividend paying common stock hrmt '
described below. Curremly, only. S&P 500- ‘corporations are exempted from the testri¢tions. '

The bill would liberalize three-of the Curre'nt'r_e'sn'_ic'tic?n'_s :tﬁa‘t:'ar'.'e épplfic'a'blc to al] other corporatiors.

Frrst the b111 would requrre ﬁve member firms-of the: natlonal assoc1at10n of securmes dealers to make markets
in-over-the-counter stock or. ADR’s, Current law- requlres ten- member firms. - " :

iSecond the blll would: requ1re a corporanon wrthout any outstandmg preferred stock, to have: erther ‘earnings.
for the five fiscal years 1mmed1ate1y precedmg the- date of investmerit of at.least;twice the 1nterest onall
mortgages, bonds, debentures: and’ funded débtor senior subordinated debt’ obhgatlons that are rated “A-"or

' hxgher by the: S&P ratmg service or another rating servlcc Current law requu'es that the-corporation sausfy the

3 'I'he 400 mld Cap Indcx isa market-welghled mdex composcd of 400 compames that have capuahzauon range 6f-$500 mrlhon to $3_ '

billion.: :
3



eam"i»h,g;s/"im'e;r.,cs‘:_tesz 'to--qualif_'y- as a legalinvestment. -

Third, the bill would provrde a lrmlted exceptlon to the current requrrement that'the corporatron pay atash
dxvrdend on'its.common stock in at least three of the five years. 1mmed1ately precedrng thé date of investment.
The state pension funds Wwould:be allowed to invest: upto 10 percent of their. assets in non-dividend paying -
coriimon stocks, including thosé listed orni thé. S&P 500 Index, the 400 Mid- Cap Index, the American and New

York Stock ,_Exchange.

Thie currentcash dividend requirement prevents’ the state pension, funds from i 1nvest1n g in many- corporations
diiring their most swnrﬁcant growth years, This is'particularly true: for corporatlons that do not pay cash divi-

dends but rather retain earnings for.continued éxpansion and growth..

Corporate and Government Bonds - Current law. Tequiresthat corporate-and governmental bonds be rated within
the three’ highest classificationis-established by at least two staridard rating sérvices. The intent of this require-

ment i$ to restrict:the state-pension funds’-authority to-investment grade bonds.

Historically, the three highest classifications have:beent AAA, AA and A under the Standard & Poot’s Corpora-
tion and A4a; Aa.and A underthe Moody s Investors Service., ‘Standard & Poor’s-now usés + and - to modify
some ratings"within these three highest classrﬁcanons, Moody 's uses, numerical modrﬁers 1,2 and 31in the

range fromAalto Ca3.

The bill would thus amend current language to require that corporate and govemment bonds be rated “A-"
hlgher accordmg to the Standard ‘and Poor’s orthe equlvalent ratm g in. another rating service in order to main-

tain thé original intent of this statutory requirément.

Under existing law, the state pensmn funds may invest in certain corporate obhgatlons The bill would modify
this authority to:include trust or partnership obligations.

It'would also expand the types:of corporate, trust or. partnershlp obhgatrons the state pension funds may invest
in to 1nclude pass-through securities, Pass- ‘throu gh securities are.pooled debt. obllgauons repackaged as shares

that pass: income from debtors through the- 1nterrned1ary {0 investors. Common examples.of pass—through
securities includé mortgage-backed cernﬁcates auto loan paper’ and §tudent loans., :

C -Paper.-'The. blH would éxtend fromi six.to nine months the maturity period onf commercial paper,
banker’s acceptances and negotlable time. cértificates ‘of deposits. Current law authonzes investments, in these

financial- 1nstruments provided they mature: within six months.

Real Estgte Thé bill- would specxﬁcally authorize the state pension: funds to 1nvest in unimproved real property
for the purpose of developmg natural resources; excludlng oil or'gas. The current requirement that unimproved
real propérty be subjectto'a development plan would be clanﬁed to. mean. erther a commercral or.natural re-

source. developrnent plan..
Miscellanéous Amendments

nal Financ ration:- The bill would allow the state pension funds to invest ir oblrgatlons issued

by the Internatlonal F1nance Corporatron (IEC).

Cu"rrent law authonzes the state pensron funds to mvest m the obhgatlons of the Intérnational Bank for Recon- -
struction and: Development the Asian. Development Bank, the. Inter-Amencan Developrnent Bank; the Afncan

DevelOpment Bank and. other srmrlar development bank in Wthh the U S: isa member



“The IFC is an affiliate of the Intemauonal Bank for Reconstruction and Development otherwise known as the
“World Bank.”” It was established i in 1956 to encourage economic growth in its developmg member countries

by-assisting productive private enterprise.

Bonds or Obligations of Another State - Under current law, PERS may- invest in bonds or obligations of another

state WhICh ‘within 20.years prior to-investment, has not defaulted for more than 90 days in the payment of
principal and interest.

The bill: would- make PERS”;authority consistent. with-the other state pensron funds’ authonty by changing the
non-default requirement from 20 yéars to: 10 years;

4 -Of ] , : =The bill weuld require. the state pénsion funds to report to the Ohio Retire- -
_,ment Study Commrssron and the appropriate standing committees of the Senate and. House-on their foreign
investments no. later-than August 31, 1994, and every two years thereafter The report shall include. the follow- -

ing information:.

- the number and types of foreign investments, including the identity of éach foreign eritity;
.-+ the amourit of such investments; and
« -the rate of return on such investments

"The bill would also require thé Ohio. Reurement Study Commission to review each report and submit an analy- :
sis to the standing committees no later than January 31, 1995, and every two years thereafter.

» C - The bill would require PERS to grant service credit for
each month of conmbuung service as-an elected official prior to December 31, 1987 for the sole | purpose of-

quahfymg for PERS health care coverage, provrded

'« Between June 1, 1982 and December. 31, 1982 PERS nonﬁed the member in wrmng that, as an- age
and service fetiree, the member would receive PERS health care covérage; and: ' S

« The member cancelled a policy of health insurance iri'reliance on' PERS! written: notice,

The bill provides that the PERS health care coverage. shall become effective on‘the date’ specxﬁed in the written
notice informing the member that he would receive coverage, and declares an emergency.

This amendment is intended to. rernedy an error made by PERS Wthh resulted in the loss of health care cover--
age to one of its:age and sérvice retirees.. . :

- ‘the Ohio Tuition Trus hority - The bill would increase the raté-of refund payable in the
event of death or permanent drsabrlrty of a beneﬁcrary enrolled-in the. prepard tuition program :

Current Taw- provrdes that all refunds payable asa result of non-use of- prepald tumon credrts 1s lmnted to arate
calculated as one percerit of the lowest tuition being charged by-a’ four—year public 1nst1tut1on of . hrgher educa-
tion:in- Ohro at the time of refund. This refund pohcy doés riot dlstmgursh between voluntary non-use-of credits: -~

and. mvoluntary non-use of credits. caused by death of the inténded beneﬁcrary

The bill would establish a separate refund in instances. of death or permanent drsabrhty ofa beneﬁcrary at araté
of one percent of the wetghted average tuition being charged by the 13 four-year public institutions of higher

educauon in Ohio:



-+ Backer "« As'With.other: pubhc funds,’ the initfal enabhng statutes-of the state -Pension. fUﬂdS restncted

* investinents to government securities, primarily: because of their-low-risk and assurance of income-strean.
These government securitiesremained the: sole invéstment vehicle for funding: pubhc pension obligations until
1949:when the. legal lists wére: expanded to include corporate bonds whose market ylelds generally exceeded
U.S. Treasury sécurities. The legal hsts requtred the: quahty of Such bonds:| to be.ratéd within thé‘two hi ghest

: classrﬁc:mons

Largely due to:the stock market crash:of 1929;:it'was riot until the mid-to-late 1950’s:that the state pension

furids were permitted to invest in.common: stock. Suchirivesttnerit in common stock was limited to 15%. of t'her
state’ pensxon funds” total ;portfolio. This limit was subsequently increased t0:25%in 1963 and to the current, -
35% in 1969. The movement toward 1ncludmg commoni stocksin pension fund portfolios was initiated by the
prwate sector and followed by the public Sector after it became clear that.the stock market offered additional.

yields and further d1versnﬁcanon of plari assets.

The lastmajor expansron of the state pension filnds’ investment authonty occurred in 1981 In response to hi igh
inflation during the: 1970’s and. falling stock and bond prices, many. privaté pension plans turned toreal estate as
a hedge against inflation and a. long-term-means of pamc1pat1ng in‘economic exparision. Once again, the public
sector-generally followed suit. Though the state pénsion funds-were:authorized to.makecértain types of real
estate investments, this: authonty was, greatly- expanded from “Ohio only 'to anywhere in the United States,
from* producuve only” to-any interest in'real estate;.and from 12 to 25%. of total ‘assets, In addition, the state
pension funds were. allowed:to'invest in 6ver-the-counter stock for the first time; and up t65% in Ohio-based
corporations.not otherwise meetinig the investment requirements established under the legal: lists,

The table o the last page of this analysis provides an hzstorzcal outlzne of éach of the state pension fund s
investment authorzty, dating backto the: creatmn Of the State Teachers Retirernent System in 1 91 9.

S_La_ﬂu“,&mmgms The Ohio state: pens1on funds, are among thé largest in'the nauon 'Ihe January 25 1993
issue-of Pensions & Investménts, ‘which listed the top- 1000 private and public: pension funds, rariked PERS as.
the 14th la_rgest with nearly $27 Billion; STRS as the 18th: Iargest with-over $24.6.billion; PFDPF as the 109th.
Targest with $4.1 billion; SERS:as: the 122nd largest with- nearly $3. 7 b11110n ‘and HPRS as the 885th largest '
with:$312:million. The combined assets: of the five state pension funds-are _]USt over $60 billion.

By law, the boards of the five. state retirement systems are vested with:the. authonty and fiduciary résporsibility
to invest thé. funds held in: trust for the. payment of retirement benefits to théir members.

The law provides that with respect to the investment of siich funds the. board rhembers shall dlschargc their
duties solely in the interest of the participants and beneﬁc1ar1es for the exclusive. purpose of providing benefits
to the’ part1c1pants ‘and: béneficiaries and defraymg réasonable expenses 6f admmlstenng the system;-with the
care, skill, prudence and. dlllgence undet the circumstances then prevalhng thata prudent man acting in a like
capacity:; and familiar with such matters would | usein the coriduct of an enterpnse of a like character and ‘with
like:aims; and by: dwersnf ymg the mvestments of the Systemt- 50 ds.to-eliminate the. nsk of large losses, unléss
under the circuristarices it s not prudent to'doso. “This:standard, often'reférred” to as the: “prudent expert” rule
because it calls. fora: specral capacuy’beyond ordmary dlhgence 1s srmllar to ,-the standard serforth in the Em-
{ployees Reurement Income Secunty Act (ERISA) Wthh 18 apphcable to: prwate pensxon plans

_In addition to.the prudent expert standard the law prov1des a “legal list” which further restricts the types of
investments that the board members may make. If an investment' vehicle is not specifically authorized in the
legal list; the state pension funds are prohtblted from investing in it, regardless of whether the investment would

otherwise be prudent.



. Thé purpose of the billis to expdnd the legal list-to allow. for greater flexibility i in asset allocation and selection
of investmient instruments.in order o achieve further growth. in investment earnings and more diversification of

" plan assets.

Investment earnings pldy a critical rolé.in the actuarial funding of defined benefits plans: such as the state pen-
sion'funds. In’a defined benefit plan, the plan sponsor promises members specific berefits-at retirement through
a specified formula that is gencrally based on a percentage of salary per year of service. In Ohxo the benefit
formulasrange from 2.1% t0:2.5% of final average salary forieach year of service. The plan sponsor must;
“ensure that the contributions of members and employers are sufficient, when: combined with earnings of pénsion

assets, to meet the futuré llablllty for-this: prormse In‘this: typc of plan, the plan sponsor bears the investment
risk.

In a defined contribution plan the’ plan sponsor only promises to allocatc a specific contribution to each .
member’s account, generally based on the member’s salary. The sponsor do€s not-guarantee the mémber any
specific benefit at retirement, In this typé of plan mvestment earmngs on thése contributioris accrue entirely to

the member as do any losses.

The. stdte pension funds: have three sources of revenue to fund the level:-of benefits guaranteed by statute: mem-
ber conmbuuons ‘employer contributions, -and investment income. As the table below indicates, investrment
income is the largest source of revenue for all five state pension funds.

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

Syste"m o _ Employee E_mpl'byér ‘ " Investment Income
PERS(12/31/91) . _$562,818,132 . | = $925097,737 . $2,418,425,646
STRS (6/30/92 _ $548,841,000 | - $862,655000 | $2,299,819,000

- SERS-(6/30/92) . $117,331,597 - . $202,421,912 . - $224,158,128
'PFDPF (12/31/92) ~ $87,786,090 | $178,858.413 | = $368,882,582

- HPRS (12/31/91). | 85,137,607 < $11,757,826 $15,317,957

As the state pension plans rature, the number of active members ellglble for retirement will increase from
current levels. The effect will be that the ratio. of active members to retireés will decrease, and that. benefit
payments will likely exceed contributions.for some systems in the near future. This characteristic is expected -
for. maturing pension plans. Investment income. will thus be relied ‘upon-to meet these liabilities as they become

due.

Thc followmg tablc compares total contributions with total benefit payments foreach of the systems:

System T otal Contnbutxons 'Total Benef‘ t Payments
PERS. (12/31/91) H 31, 487 915869 - |  -$1,196,815,682 -
STRS.(6/30/92) .| $1,411,496,000° | '$1,226,843, 465
"SERS(6/30/92) | _ $319,753,509 | $315,173,569 -
PFDPF (12/3191) | $289271,470% _1“-$301 212,843

HPRS (12/31/91) $16, 895 433 - j,*$10 181 571

: : 's Guide, issued by the. Commlttcc on: PenSxons of the State- Federal Assembly'
5f NCSL'in 1985, NCSL, recommends that state legislatures:should adopt thc prudem person rule as modlﬁed

lncludcs s;ate«contnbuuons and interest payments from local police and fire furids.
7




bt ERISA as the ba51s for allowable pensxon fund mvestments It further recommends that any statutory restric-

In general there aré two types of statutes govemmg the mvestment practices of pubhc pension funds. Most
funds are- authonzed to engdge in any prudent 'investment Other funds are restrictedto a “legal list” of

allowable investments:

“The trend -among state pénsion funds has been to move from legal lists toward prudent person investrment
authority. Inrecent years many states. Tegislatures. have. expanded the-ifnvéstment authority of public pensxon
plans by either abolishing the. legal lists-in favor of the pradent. person’ rule-or amendmg the “legal lists™"
‘permit additional investment altetnatives. Basket clauses, which.allow a. retirement fund.to investa hrmted
'percentage of its portfolio-in-the form of otherwise.unauthorized investments, have provided:somewhat of &

‘compromise between the prudént-person rule and the; tradmona] legal list.-

Ina sur'Vey conducted by NCSL ‘on public pension-funds” ‘investment ‘practices, over one-half of the 77 state-
wide retirement systems that responded to the survey reported; that the prudent person rule govers their invest-
ment.authority and that there.is no additional statutory restriction on their investment: authonty Of the 34 state
retiremeént systems whose investment authonty Testricts: equmes to a‘'maximuri percent limitation, over one-half
reported that they thay inveést over. 35%of their total assets in equities. The other state rétirement systems -had
no restriction on the percentage of dssets that can be invested in.equitiés. Also, 46-state retirement systems
_reported that they are authorized to make forelgn investments: without any. restrictions, while another 8 state
retirement systems may invest-up to a maximum percentage in foreign securities.

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

Prudent Person States’

Alaska (PERS) | Arizona(TRS) California (PERS), (STRS)
Colorado (PERA) ' Delaware (SEPP) ~ Idaho (PERS)
Illinois (TRS) | Indiana (TRS)® e Iowa (PERS)
Kansas (PERS) = ] Kentucky (TRS) " Louisiana (SERS), (TRS)
Maine (SRS) "~ | Maryland (SERS) - | Missouri (PSRS), (SERS)
Montana (PERS) "~ | ‘Nebraska (SRS) "Nevada (PERS) =
New Hampshire (PERS) - | New Jersey (PERS) (TPAF) North Dakota. (PERS) (TFR)
Oklahoma:(TRS) AR _Oregon (PERS) " Rhode Island (ERS)

~ South Dakota (ERS) i Texas (TRS), (ERS) " Utah (PERS) .

) Virginia (SRS) ' , washington.(PERs)‘ Arkansas (PERS)

A w1dely used actuarial rule of thumb indicates that a 1% increase in-the long-term mvestment return-will
finance bénefit 1mprovements in the range of 10 to: 15%;,.or will allow a similar reductlon in costs (e g., lower
comnbutlons shorter .amortization period for paymg off: unfunded 11ab111t1es, stronger fundmg rat1o) Slmply
put, thie more’ revenue thatis generated by investments, the less contributions. that are requlred from employees -
and: employers, and ulumately taxpayers, As mdlcated above, the state. pension. funds are requxred by law to-pay -
retirement benefits that have: been. promised to.members. If investment incomie is inadequate to fund these '
 liabilities, then comnbutlons must be raised to prov1de the necessary fundmg '

Asset allocanons dec1s1ons concermng ‘how much to. mvest in the traditional asset classes (stocks bonds -mort-
gaoes real estate, ‘etc:) have-a mich greater 1mpact upon: the investment portfohos long-term return: than dem- :
""" ning. WhICh specific securities to buy or sell within-each asset class. Analysts estlmate that asset

5In\‘/e“strnentsfin equit‘ies prohibited by state constitution



allocation decisions act:oun‘t;'for-appr'ox'imat'_cly 755 80 percent of the overall féturn on assets.

The followmg table shows the restrictions on asset. allocatxon iinder cufrent law and the proposed changcs under
the bill.

Asset Class | Current.Law Proposed Law
U.S. Corporate Stock 35%: of Total Assets 50% of: Total Assets
Real Estate Bl 25% of Total Assets No. C{_hang»c )
Canadian Bonds ' 15% of Total Assets No Ch’arige

" Venture Capital & 5% of Total Assets No Change
International Securities 7 0% of Total Assets 10 % of Total Assets

Historically, equity markets have outperformed bond markets. For the'period between 1926 and 1992, common
stocks earned an average annual return of 10.3% long-térm government borids earnéd an average annual retumn
of 4.8%, By comparison, the Consummer Price Index grew at an average annual rate of 3.1% during this period.

As the following two tables illustrate, that equity investments such as comimon stocks dnd real éstate tend to
produce greater real returns than debt instriments remains the case regardless of the study’s length of time.

Historical Returns onSelectéd Asset Classes

1970-1984 8
~ AssetClass Ayefage_Nomi'nal Return Ayéi'agc Inflation-Adjusted Return
90-day Treasury Bills , _7.8% ‘ . 06
Long-Term Bonds ?  62% - (0.9%)
.Common Stocks 10 . 96% - - 22%
Property-Real Estate o 11.6% - 41%
Historical Returnson Selected Asset Classes
1960:1983 1t
Asset Class - Average Nominal Return Average Inflation- AdJusted Return
Cash Equivalents . 6.1% L 1.4% N
Long-term Bonds® " 5.4% . 0.7%
Common Stocks 9:2% o 45%
Real Estate - 8.1%. ' ' 3.4%

Increasing the maximum: percentagc limit on‘stock investments from 35 to: 50 percent of total asscts is des1gned
to give the state’ pension funds more flex1b111ty with respect to asset allocation. Most other state pension funds
haveno restriction on the percéntages of total assets that can be invested ir stock. Of these states that do place 2

6 Restricted 16 Ohio-based entities.

7 Exclusnvc of Canadiar and Israeli govemment

8 Source: Goldman Sachs, "Portfoho Stratcgy" 'paper Dctober 30, 1984
9 Salomon Bros. Index’ _

10S&P 500 Index ' ' ‘ ' ‘
1t Source: .Teffrcy J. Diermeier, "Econom:c Inpur_s and 'I‘nexr Effects on Asset: Allocatjon Decisions,” in Applying Analysis in Portfoho

Managcment Improvmg the Decxslon Makmg Process (Homcwood IL: Dow Jones-Irwm and the’ Instxtute of: Chartemd Fmancxal

Analysts, 1985) . g :



~ restriction, the-overwhelming majority permxt state pensmn funds; to invest.over 35 percent; The followmg table
identifies these statés:and.proyides. the- maximum:- percentage limit on equities. :

[ State i Maxmmlemxt ‘,State o Maxnmum lett '
' Alabama 120 ] _,_Anzona | '60%_"'" |

|Colorado [ 50% | Connecticut __ { 50% __ _ _
Florida. | 80% =~ "Georgia [ 50%

. Indianas ;0%17 - ] Louisiana: ~ | 55%

[ Michigan | 60% | Minnesota | 85% - _

- Mississippi. 35% - | NomthCarolina | 50% .
" New Mex1co 1 75% - | New York: (State) ."'50%”: -

["Neéw York: (Teachers) - 60% | "Ohio. - 35%
,-Pennsylvama 350% | Tennessee | 13%

. Virginia_ | 60% ] 'Washing‘ton‘ | 60%
West Vlrglma ' '20%5 ] 'Wyommg 0 35%

The primary impetus for gIobal investing is the ability to dtversxfy invéstment portfohos reducin; g risk from one
financial market whileincreasing the pool-of- cqumes and bonds from which to choose.. Global.investing recog-
nizes that bécause markets to not necessanly move-in sync- w1th each other, mvestments in oné region may-do”
well at precisely the same time that assets‘in another do not. Tt also recogmzes that many non-U.S. equity -
markets have outperformed the U,S, findncial markéts over: the past- decade dué to different economic growth
rates; inflation, trade 1mbalances, capital costs; etc. Jt further recognizes that more than. two-thirds of the
world’s equities and more than one-half of all fixed-income securities originate outside the U.S. In 1970 the
U.S. produced nearl'y one half of the world’ s goods and services. Today that number is closer to one-third.

-

-The: folIowmg table: 1dent1ﬁes those. statew1de retirerient systems with’ forelgn mvcstments and the total amount

of such'investment:
) State Retlrement Systems with FOrengn Investments

| Retirement System’ Equ‘xtles(mllho_ns) V.Bonds (mllhons) ,Total (mllhons) %of SystemsTotal Asscts
California (PERS) | $8,000 $3,000 | $11,000 15. 9%.
Wisconsin. [$1488 9752 182240 9.1%
Winois (Teachers) | $890 = | $1,195 L. 1$2,085 - | 195% .
Oregon e $1,700 18200 . 181,900 - | 12.7% -
Pennsylvania (School) $600 $1,000 | $L,600 |  13%
Colorado- - 1 $1,335 $229 - 181,564 | 13.0%
New Jerscy 1 %137 . | $1,400 181,537 - 4.5%
New York (State) $1,200 80 [ $1200 ' 2.3%
Illinois (Municipal) | $847 | $191 - 1°$1,038 . 17.7%
_Texas (Teachers) AR R 1 A R T

| Tennessee - 1 %404 I I = C] $905 8.1%
‘California’ (Teachers) 1898 $0 [ %98 o o} 2.1%
Virginia. | $759 B | $759. . 52%
Hawaii 1-$556 - . 18202 0 14758 o 1 15805
'.Pennsylvama(State) $471 | $218 | 8689, o 8%
Utah $3367 i % 18106 | 9642 - 12.8%

[ Arizona 5570 50 B I

table continued

12 Invesiments in equities prohibited by state constitution : 0



State Retirement Systems wnth Foreign Investments (continued)

Retirement Systemn Equities (millions) | Bonds (millions) | Total (rmlhops) % of System S Total Assets
|_Nevada . | $350 . . ls;s 1.8475 . } . 121%
Kansas - .. | $296 | $146 . $442 . | 94%
Alaska: $304 . . [so . |$304 - | 56%
New York (Tcachers) - $257 fs0 . 8257 | 07%
Louisiana (State) | $253° 180 | $253 ' 84%
Maryland -~ | $2100 $40. . [$250 e LT%
1 Ilhn01s (State) - $222 . .o1%8 $250 . 6:5%.
| -Iowa -~ | .$246- S %0 | %246 3.9%
| Alabama ] $238 10 1.$38 1 2.2%
Washington: | $49 I'$32 | 8$218 1.3%
- Texas (Employees) $216. | $0. ’ $216. = 1 . 2.5%
| Louisiana (Teachers) | $200 - [ %0 $200 T 42%
| Idaho $199 180 . - '_ $199 9.0% |
Mississippi | $140 IR | 2.2%
Maine | $138 ' $0 %138 - 5.5%
‘Rhode Island___|_ $90 1 %0 1 $90 - o 3.0%
Montana . $85 - |s0 ] 885 - , 3.5%
Florida | 856 %0 . |85 L 0.2%
North Carolina $41. 150 | $41 0:2% )

Fiscal Impact - In its three-month study of the projected-assets and liabilities of STRS, Hewitt-Associates
examined the éffect-on funding of several sample investmernt portfolios with different asset allocations, includ-
ing a theoretical allocation of up to 50% in equlties with 10%.in international stocks. The anncxpate(f returns of
these differént allocations were matched against pI'O_]CCth liabilities to dcterrmnc the effect on STRS’ funding
status as measured by the asset/liability: ratio. and the amortization period of the unfunded liability.

Based on the. study, Hewitt Assocxates concluded that higher equxty limits and mternatlonal equmes would
likely: have a beneficial effect-on the system and improve funding status under most scenarios. Anim- -
proved funding status would allow the system to either i 1mprove beneﬁts and/or reduce cortributions and/or _

reduce. the projected health care: fund deficit.

It is estimated by the state pension funds* actuaries that increasing the cap- on equmes from 35 t0°50 percent of
total assets would.add one-half.of one percent to: their total réturn on assets over the long térm with no-signifi-
cant increase in risk. In dollar terms, the combmcd effect of such an increase’ would amount to more “than $3

‘billion over the next ten years.

Whilé it is impossible to predlct future- mvestment performance, the proposed. changes to the state pension
funds’ investment authority do. prov1de the retirement boards with the tools needed to improve investment’
performance by providing a larger universe-of investments from. which to choose and the-ability-to réduce risk

in the investment portfolio through further diversification of assets.

) Q_M;Lgm At its meeting of March 10, 1993. the Oth Renrement Study Commlssxon voted-to récorn-
mend that the Ohio General Assembly approve: S.B. 43 -

te - July 8, 1993; October7; i9§3ﬁ_(1hvestni¢nt s’_e_c':ions)

Glenn Kacic - Contact Pérson: (614) 228-1346
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ATen. yea! dmdcnd requtrcmenl on_common, slock rcduccd 1o lhree of lhc Iasx ﬁvc years pnor 104 lnvcstman HPRS law chnngcd in'1981, Corporauons Imed on lhe S&P. 500 index excmpted l'rom dwndcnd rcquucmem and’
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2Real estale investments expanded from "Ohlo only 10 anywhcre in the. U S and from producuve only ‘® any mleresl in rcal eslate. Over lhc counlcr stock a]lowed i traded by atleast ten members of the Nauonal
:Association of Securilies Dealers. Also,’S percent basket clausc n:msta\cd ‘but limited*to Ohio- bascdcompamcs . . .




